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Abstract  

 

Many developing countries strive to attract foreign direct investment (FDI) in the belief that 

multinational enterprises (MNE) are bearers of advanced knowledge and technology, which may be 

absorbed by domestic firms and consequently result in macroeconomic growth. However, while many 

researchers have studied the effect of FDI on domestic firms, the results remain inconclusive and 

inconsistent. A reason for the ambiguous results may be found in the lacking consensus on how to 

measure FDI and domestic firm performance, the type and quality of data used, and the fact that data 

on developing countries are scarce. In this study, we seek to improve the existing literature by analyzing 

the effect of FDI on three distinct measures of firm performance using comprehensive firm-level data 

recently published by the World Bank. In addition, we also study how country factors influence the 

attraction of FDI and the extent to which FDI can lead to increased firm performance in two case 

countries; Kenya and Vietnam. Overall, our findings challenge the view that FDI promotes economic 

growth and development, since we find limited evidence that FDI leads to increased performance 

among domestic firms in Kenya and Vietnam. In some cases, we even find that FDI has a negative 

impact on domestic firms. Furthermore, we argue that a range of country factors have great influence 

on the impact of FDI on domestic firms and propose that further research should measure the effect of 

the identified country factors more explicitly.  

  

Keywords: Developing countries; Foreign Direct Investment; FDI and development; Linkages and 

spillovers; Firm performance; Kenya; Vietnam.  
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1. Introduction 

 

Policymakers in many developing countries have the attraction of FDI high on their agenda, as they are 

expecting inflows of FDI to transfer much needed capital along with new technologies, know-how and 

improved management skills to the host country (Javorcik, 2004). And there is a good reason for the 

increased attention towards attracting FDI. Between 1990 and 2011, FDI flows around the world 

expanded more than eightfold, which is 250% faster than world GDP (Farole & Winkler, 2014) and 

especially developing countries have received considerable amounts of FDI. From 1990 to 1998, the 

FDI inflows to developing countries and transition economies increased six-fold, and their share of the 

global FDI elevated from 18% in the mid-1980s to 43% in 1998 (Altenburg, 2000). Governments in 

developing countries therefore have a strong incentive to create an attractive investment environment 

for foreign investors, wherefore generous incentive packages are often offered to motivate further. FDI 

is thus perceived as a tool for development, where the main drivers are increasing productivity levels 

of the domestic firms and increasing competitiveness of the domestic industry to stimulate economic 

growth (Javorcik, 2004). 

 

An important question is whether FDI actually stimulates economic growth in the context of developing 

countries. This exact question has been of great interest to many researchers in recent years, yet the 

empirical evidence remains inconclusive and contradictory. Where some studies find that FDI has a 

positive impact on the performance of domestic firms (e.g. Khachoo & Sharma, 2016; Ha & Giroud, 

2015; Newman et al., 2015; Javorcik, 2004; Hu & Jefferson, 2002), other studies find that FDI has no 

or even a negative impact on firm performance (e.g. Havranek & Irsova, 2011; Altomonte & Pennings, 

2009; Zhang & Rogers, 2009; Wang & Yu, 2007; Cheung & Lin, 2002). The contradicting findings are 

confirmed in a meta study by Demena and van Bergeijk (2017) who show that of 74 primary studies 

published between 1983 and 2013, dealing with 31 developing countries and 1545 estimated parameters 

on effects from FDI, one-third of the estimates validate significantly positive results, whereas one out 

of six studies found significantly negative effects (Demena and van Bergeijk, 2017, p. 546). The authors 

further argue that there is a need for more research on FDI effects on local firms in developing country 

contexts.  

 

When explaining why results are ambiguous, two reasons are commonly mentioned in the literature. 

First, it is mentioned that results tend to vary depending on how the effects are measured. In the existing 

empirical literature, the level of productivity is measured very differently among researchers, which has 

been argued to lead to very different results. The specific measurement approach often depends of the 
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data available, which can be particularly challenging when studying developing countries, as data is 

often lacking. This has resulted in researchers often relying on aggregated data, which can be criticized 

as it is based on averages, which prevents the researcher from establishing the effect on individual firms 

and from differentiating between domestic and foreign firms. Second, the ambiguity is argued to be 

related to the conditions under which spillovers arise at the firm-, sector- and country-level. Since 

country-level factors, in particular the institutional context and policy framework, affect firm- and 

sector-level factors, including the absorptive capacity of domestic firms, country-level factors are 

especially influential (Farole & Winkler, 2014). To date, studies considering the country context have 

identified a country’s level of development as an important mediating factor, but more evidence of how 

specific factors, including policies related to FDI promotion and trade, labor markets, systems of 

learning and innovation, finance and taxation are needed in order to formulate policies that stimulate 

FDI-generated effects on local firm performance.  

 

For this thesis, we have gained access to firm-level datasets collected by the World Bank, which contain 

data on a large number of firms from a wide variety of developing countries. Having access to this firm-

level data offers a unique opportunity to contribute to the existing literature by investigating the effect 

FDI has on local firms. Additionally, we want to put greater emphasis on the country context to 

understand how firm performance is affected in the specific setting of a developing country. For this 

purpose, we will choose two case countries that allow us to investigate which country factors that may 

have a significant impact on this transfer of knowledge and know-how from foreign to domestic firms. 

We have decided on the two case countries of Kenya and Vietnam, which are interesting cases to 

compare, as they both initiated a series of economic and political reforms to attract and guide FDI in 

the 1980s and hence use FDI as a tool for development. However, while they both initiated these 

reforms they have developed at very different paces. Vietnam has been more successful than Kenya in 

maintaining high levels of FDI inflows and has transformed from an isolated, poor and collectivized 

agriculture-based economy into a booming nation with a dynamic and diversified private sector 

coexisting with a large public sector, fully integrated into the world economy (UNCTAD, 2008). In 

contrast, inflows of FDI into Kenya remain low relative to the size and importance of the economy in 

Sub-Saharan Africa, and economic growth has only recently started to grow following a long period of 

stagnation in the 80s, 90s and early 2000s (UNCTAD, 2012). It is thus relevant to compare Kenya and 

Vietnam to establish if the level of FDI inflows and the extent to which the domestic firms can 

internalize and learn from the foreign technology and know-how can explain - and be explained by - 

specific country factors. To our knowledge, this thesis is the first to conduct a comparative case study 

on how FDI affects domestic firms in Kenya and Vietnam. 

 

In order to contribute to the literature on FDI and firm performance in developing countries, the 

following research question is posed:  
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How does FDI impact local firm performance, and how do host country factors influence the 

impact: the case of Kenya and Vietnam 

 

The research question consists of two parts, which requires two separate but interrelated analyses. The 

first part of the analysis will use multiple regression to establish the relationship between FDI and a 

range of firm performance indicators in Kenya and Vietnam. The second part of the analysis will take 

a qualitative, case study approach to identify the country-level factors in Kenya and Vietnam that are 

likely to have an effect on the extent to which FDI can benefit domestic firms. It thus follows that the 

thesis will take a mixed-methods approach to research, where the qualitative analysis will provide 

answers to questions left open by the quantitative analysis. Since both parts of the analysis will rely on 

data that is believed to have been collected objectively and accurately reflects the state of the world as 

it is, this paper takes a positivist approach to research.  

 

To ensure that all subsections of the thesis contribute to answering the research question, the following 

sub-questions are posed: 

 

1. According to the literature, what is the relation between present foreign firms and the 

performance of domestic firms? Which host country factors influence the potential for FDI to 

lead to spillovers that benefit domestic firms?   

2. How can firm performance and the effects of FDI be measured? 

3. How does FDI impact firm performance in Kenya and Vietnam? 

4. Which country-level factors can influence the impact of FDI on the performance of domestic 

firms in Kenya and Vietnam? 

 

Aim & contribution 

The aim of the thesis is to provide three main contributions to the FDI and development literature. The 

first contribution is to provide more clarity to the existing ambiguous literature on FDI spillovers by 

relying on a unique, firm-level dataset, as explained in the paragraphs above. The second contribution 

is to include multiple measures of firm performance to capture a wider set of effects that local firms 

may experience from FDI. Accordingly, we will measure firm performance as productivity, which is a 

common measure in the existing literature, and the propensity of domestic firms to innovate and export. 

Finally, the third major contribution of the thesis is to clarify how FDI spillovers are mediated by the 

country factors in the host country. This is a major contribution, since the majority of the existing studies 

on FDI spillovers tend to focus more on establishing the relationship between FDI and spillovers, and 

less on identifying and explaining the factors that can mediate the impact on local firms.  
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Structure of thesis 

The thesis is divided into two overarching parts; Part I and Part II. Part I consists of all sections that are 

needed to conduct the analysis, including the research approach, the literature review, which includes 

an overview of the existing empirical and theoretical literature on FDI and development and an 

identification of the country factors that can influence the extent to which FDI leads to increased firm 

performance, and finally, the methodology, which in detail presents and explains how data will be used 

to inform the quantitative and qualitative parts of the analysis. The first part will conclude with an 

analytical framework, which will explain in greater detail how we will shape the analysis from the 

knowledge we have gained in the first part of the thesis. Part II of the thesis includes the analysis, where 

we will first answer how FDI impact local firm performance through a quantitative analysis, followed 

by a qualitative case analysis of Kenya and Vietnam to answer how host country factors influence the 

impact. After the analysis, a discussion will address the main contributions and limitations of the study. 

Lastly, a conclusion will summarize the thesis and emphasize the main findings.  
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Part I 

3. Research Approach  

 

To investigate how FDI impacts local firm performance and how host country factors may influence 

this impact in Kenya and Vietnam, we first need to establish how we characterize the link between 

theory and research to determine what can be regarded as acceptable knowledge. It is thus relevant to 

establish the research philosophy of the thesis, which refers to the system of beliefs and assumptions 

about the development of knowledge that one adheres to as a researcher (Saunders, Lewis & Thornhill, 

2019). These beliefs and assumptions include ontological assumptions, i.e. assumptions about the 

nature of reality that is encountered during research, and epistemological assumptions, i.e. assumptions 

about human knowledge and the relationship between the researcher and reality (ibid.). Both 

assumptions shape how we, as researchers, understand the research question, which methodological 

approach we will take to gather the relevant knowledge, and how we interpret the results.  

  

The research philosophy adopted in this thesis is characterized as a positivist approach, which adheres 

to a realist ontology of believing in the existence of a real world, which is independent of our experience 

of it, and which we can gain access to by thinking, observing and recording our experiences carefully 

(Moses & Knutsen, 2012). Crucial to the positivist position is the belief that an observer can be objective 

when observations are undertaken, which enables the researcher to make causal statements about the 

world that we live in (Marsh & Furlong, 2002). Thus, positivism asserts that there is a distance between 

the researcher (the observer) and the object being observed, as the aim is to ensure a high degree of 

value neutrality and objectivity. The belief that it is possible for the researcher to objectively observe 

the world is reflected in our choice of research question, which asks How does FDI impact local firm 

performance, and how do host country factors influence the impact: the case of Kenya and Vietnam. 

By asking how FDI impacts domestic firms, we assert that it is possible to objectively observe and 

measure the effect of FDI and subsequently to identify and explain how country factors can influence 

the impact. The keyword here is to explain as opposed to understand, which is the emphasis of the 

constructivist research philosophy (Marsh & Furlong, 2002). When seeking to explain the impact of 

FDI in Kenya and Vietnam, the objectivity of the researcher is key, as we contend that our conclusions 

accurately reflect the actual relationship between FDI, domestic firm performance, and the influence of 

the country context. 
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For the positivist approach, there is a fairly sharp distinction between theory and research, and the role 

of the researcher is to test theories and thereby provide material for the development of laws, which 

implies that is possible to make observations that are not influenced by pre-existing theories (Bryman 

& Bell, 2007). This research will draw on the numerous studies that have already been conducted on 

the relationship between FDI and domestic firm performance in the last decades to formulate 

hypotheses about how FDI is expected to impact domestic firms. These hypotheses will then be subject 

to empirical scrutiny with the data we have collected and be either accepted or rejected depending on 

the results of our analysis. As we choose to test the validity of existing theories as opposed to developing 

new theories on the basis of empirical findings, it follows that this thesis adopts a deductive approach 

to research. 

 

Kenya and Vietnam  

In order to address the research question of how FDI impacts firm performance and how host country 

factors may influence the impact, we have chosen to focus on two case countries; Kenya and Vietnam. 

Kenya and Vietnam are highly relevant to compare, as both countries embarked on a liberalization 

journey in the 1980s in order to attract FDI with the aim of using it as a tool for development. Since 

then, both countries have successfully diversified their economies, developed their private sectors, and 

lowered poverty levels to such an extent that they are perceived as some of the most economically 

successful countries in their respective regions. Despite the apparent similarities, the two countries have 

received very different levels of FDI, with Kenya receiving significantly lower levels of FDI compared 

to Vietnam, even after the size of the economies has been taken into account. In addition, the two 

countries exemplify very different institutional environments, where Kenya has a high level of 

corruption and low levels of political stability and government effectiveness, while Vietnam is 

characterized as politically stable with lower levels of corruption and high government effectiveness. 

Since the two countries share similar liberalization stories but are represented by very different political 

regimes in two different parts of the world, they are interesting cases to compare when the aim is to 

establish how country factors influence the extent to which FDI leads to increased firm performance. 

 

Since we choose to analyze how country factors influence the impact of FDI on the performance of 

domestic firms in two countries as opposed to measuring the impact on a range of countries in a meta 

study, we are unable to statistically determine the influence of the country context, as any country-level 

factors that we could choose to control for including GDP, literacy rates, political system, etc. are 

already reflected in the statistical regressions as we run separate regressions for each country. 

Accordingly, including any of these country-level variables would not yield any results, and 

consequently, we need to address the influence of the country context in a separate, qualitative analysis. 

It thus follows that this thesis will combine statistical and in-depth case study analysis in a single study, 

which means that the research choice of the thesis can be defined as mixed methods.  
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The first part of the analysis, the quantitative analysis, will be based on inferential statistics, which 

refers to the use of data to develop explanations that go beyond the particular observations that are 

collected in the dataset (Moses & Knutsen, 2012). To conduct inferential statistics, we rely on regression 

analysis, which allows the researcher to predict the value of a dependent variable, i.e., in this thesis, a 

variable reflecting the performance of local firms, given the value of one or more independent variables, 

i.e., in this thesis, FDI and a range of control variables. From a positivist research philosophy, regression 

analysis provides a strong foundation for making predictions about how variables are related to each 

other, as statistical analysis relies on actually observed data from the real world to reveal patterns that 

are believed to be stable enough to extend beyond the sample of observations (Moses & Knutsen, 2012). 

One critique of statistical analysis is that it tends to lose sight of the cases and specific contexts in which 

causal connections are embedded (ibid.). For this reason, there is a growing tendency among scholars 

to combine statistical analysis with comparative and case study approaches in order to triangulate and 

expand on the meaning of the causal relations, which is what is done in this thesis. 

 

The qualitative part of the analysis will consist of case studies of how Kenya’s and Vietnam’s unique 

country contexts influence the impact that FDI has on domestic firms. The aim of the analysis is to 

identify the country factors that are likely to have the most significant impact on FDI. The factors will 

be presented as propositions that can be used to inspire and guide future research on the correlation 

between FDI, firm performance and the country context. As should be clear from the justification for 

choosing Kenya and Vietnam as case countries, the two cases were chosen on the information-based 

selection criteria and opposed to the random selection criteria (Flyvbjerg, 2011), as we at the outset 

wished to analyze two countries that had followed seemingly similar approaches to attracting FDI and 

using it for development, but which had experienced differing degrees of success with FDI, and which 

had significantly different country contexts. Based on these criteria, the two cases can be further 

classified as maximum variation cases, meaning that the cases differ significantly on at least one 

dimension of interest, which, in this case, is the level of FDI inflows and the country context, in 

particular the political system (Flyvbjerg, 2011; Fletcher & Plakoyiannaki, 2011).  

 

While case studies can provide context specific knowledge, the approach has often been challenged 

with the argument that general theoretical knowledge is more valuable than concrete knowledge from 

cases, as well as with the argument that one cannot generalize from case studies, and that without 

generalization, it is not possible to contribute to scientific development (Flyvbjerg, 2011). Like 

Flyvbjerg (2011), we challenge this claim by arguing that case studies can provide important context 

dependent knowledge, which is necessary for people to develop further knowledge that can lead to new 

theories to explain what is observed in other cases. By choosing two maximum variation cases, we 

extend the potential for generalization by arguing that if the identified propositions that mediate the 

impact of FDI on domestic firms in Kenya and Vietnam are significant in both countries, which differ 
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substantially in terms of the amount of FDI they receive and in terms of their specific country contexts, 

then the propositions are likely to be significant in other case countries as well. Since the qualitative 

analysis is combined with a quantitative analysis building on a dataset that has been sampled by the 

highly reputable World Bank, which contains a sample size that is considered large by statistical 

standards, we argue that the design of this mixed methods study adheres to the overall reliability and 

validity criteria that are proposed by followers of the positivist research philosophy. In the methodology 

section of the paper, a more thorough discussion of the precise reliability and validity criteria related to 

the quantitative and qualitative data sources will be undertaken. 
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4. Literature Review 

The purpose of the literature review is twofold. First of all, it will present the main findings of previous 

theoretical and empirical studies on FDI and firm performance in order to identify the gaps in the 

literature that this thesis seeks to fill. Second of all, it will structure and guide the analysis by identifying 

how firm performance should be defined and measured, and which country factors can mediate the 

impact of FDI on domestic firms. The literature review will be structured accordingly: First, a section 

on FDI and development will be presented in order to establish where the literature on FDI and firm 

performance comes from. Subsequently, the specific literature on FDI and firm performance will be 

presented with a particular focus on the channels through which domestic firms can internalize and 

benefit from FDI. Third, we will explore how firm performance has been measured in previous 

empirical studies in order to determine how FDI should be measured in this study, given the available 

data. Finally, the fourth section of the literature review will explain how country factors can mediate 

the impact of FDI on domestic firms by either enabling or constraining the extent to which FDI is 

attracted to Kenya and Vietnam, and the extent to which domestic firms can internalize and learn from 

it.  

 

After each section, a model will be developed with the purpose of illustrating the relationship between 

FDI and firm performance. The model will be extended and become more advanced as the literature 

review progresses and as we learn more about the relationship between FDI and firm performance. In 

addition, hypotheses postulating the relationship between FDI and firm performance will also be 

presented along the way and incorporated into the model. These hypotheses will then be either accepted 

or rejected in the quantitative and qualitative analyses that will follow in Part II of the thesis.  

 

4.1. FDI and Development  

This thesis takes its point of departure in the debate on the relationship FDI and economic development, 

where FDI is defined as “Establishing a lasting interest by a resident enterprise in one economy (direct 

investor) in an enterprise (direct investment enterprise) that is resident in an economy other than that 

of the direct investor” (OECD, 2008, p. 48). Hence, the debate seeks to establish the effect of foreign 

firms, technology and know-how on the domestic economy, particularly in developing countries. 

Interest in the topic has soared since the early 1990s when globalization took off and the size and 

number of FDI transactions started to increase significantly. As a result, academics and policymakers 

alike sought to determine the effects of FDI and how they could be harnessed to develop the domestic 

economy. In general, proponents of the FDI-development school argue that a positive relationship 

between FDI inflows and growth exists, as FDI brings capital, new technologies such as new production 
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processes and techniques, managerial skills, ideas, and new varieties of capital goods to the recipient 

country (Hermes & Lensink, 2003; Lee & Chang, 2009; Durham, 2004). In addition, FDI has the benefit 

that it is considered less volatile than other types of capital inflows, as it often involves long-term 

investments that lead to enduring relationships between the direct investor and direct investment 

enterprise (Nunnenkamp, 2001; Amirahmadi & Wu, 1994). As a result of the expected benefits of FDI, 

attracting FDI has become a priority for national governments in developing countries wishing to 

develop local capacity to sustain economic growth. 

 

To attract more FDI to the country, developing country governments have, since the 1990s, allocated 

significant policy funds to make their countries more attractive to foreign investors. These policies 

include fiscal incentives, such as lower tax rates or tax holidays, financial incentives like grants and 

guarantees, and even large donations such as the right to land suitable for establishing production sites 

(Narula & Pineli, 2016). The foundation for attracting FDI is based on the implicit assumption that by 

introducing high-capability firms into a low-capability industrial setting, they can act as a catalyst for 

economic development and potentially transfer important sources for productivity growth from foreign 

investors to local firms (ibid.). This claim naturally assumes that domestic firms have the required 

capacity to absorb and internalize the knowledge and technologies embedded in the foreign firms. In 

this thesis, we will explore the assumption that FDI naturally leads to economic growth through 

increased firm performance by zooming in on the literature that specifically studies how FDI affects 

domestic firms - the literature concerning linkages and spillovers - and the role that country factors play 

in mediating the transfer of know-how. The literature on linkages and spillovers is explored in more 

detail in the paragraphs below. 

 

4.2. Linkages and Spillovers 
When exploring how foreign firms, which will also be referred to as MNEs in this thesis, affect domestic 

firms, it is important to distinguish between the two ways through which knowledge and technology 

can be transferred, i.e. through linkages or through spillovers. Linkages are characterized by an 

intentional decision of the MNE to transact with and transfer technology and know-how to domestic 

firms that are often in either preceding or successive stages of the value chain, i.e. to firms that are either 

suppliers or buyers to the foreign firm (Narula & Pineli, 2016). In contrast, spillovers are defined as an 

unintended consequence of the presence of MNEs in the preceding, successive or the same stage of the 

value chain (ibid.). Spillovers hence entail a process of learning by the domestic firm where it 

internalizes and learns from the technology and know-how that the MNE has brought to the domestic 

market, which requires a high level of absorptive capacity. Below, the channels through which linkages 

and spillovers are transferred are discussed in depth. 
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4.2.1. Channels of Transmission  

Linkages and spillovers can occur through two main channels; the horizontal channel or the vertical 

channel. The horizontal channel denotes a situation where foreign MNEs affect the performance of 

domestic firms operating within the same sector, i.e. their domestic competitors in the industry (Crespo 

& Fontoura, 2007). Since the MNE and the domestic firm are competitors, it is unlikely that the MNE 

will willingly transfer technology and know-how to the domestic firm, and, accordingly, most learning 

takes place through spillovers, i.e. unintentional knowledge transfer, as opposed to through linkages. 

This differs from the vertical channel, which denotes a situation where the foreign MNE affects 

domestic firms that are either in the preceding or in the successive stage of the value chain. These are 

known as backward or forward vertical linkages or spillovers, respectively (Narula & Pineli, 2016). 

Since the MNE and domestic firms are not in direct competition with each other in the vertical channel, 

it is characterized by both linkages and spillovers, i.e. intentional and unintentional knowledge transfer. 

Both channels of transmission are explained in greater detail below.  

 

4.2.2. Horizontal Spillovers 

Horizontal spillovers can be realized through three main channels; the competition effect, the imitation 

effect, and the labor turnover effect (Narula & Pineli, 2016). The competition effect occurs when foreign 

MNEs enter the domestic market and affect the equilibrium price in related product markets and in 

input and factor markets, which often results in a reduction in the monopolistic power of the related 

domestic firms and an increase in allocative efficiency (Caves, 1974). While increased competition may 

encourage domestic firms to be more efficient, it can also make it more difficult for domestic firms to 

obtain economies of scale, which will have a negative effect on the productivity in the sector (Narula 

& Pineli, 2016, p. 12). Another potential negative effect on domestic firms is that foreign MNEs force 

less productive local businesses to exit the market, which is known as the crowding-out effect.  

   

The imitation effect occurs when domestic firms observe and imitate production techniques and 

managerial practices of foreign MNEs (Narula & Pineli, 2016, p. 13). Since the products, production 

processes and marketing strategies employed by foreign MNEs are often more efficient than those 

employed by local firms, local firms are encouraged to imitate the practices of the foreign firms (Farole 

& Winkler, 2014). However, the imitation effect may be difficult to realize, especially when the 

technology gap between MNEs and domestic firms is large, and when MNEs have an incentive to 

protect their assets and know-how to defend their competitive position (Meyer & Sinani, 2009; Cohen 

& Levinthal, 1989). As such, the ease with which domestic firms can imitate foreign firms will depend 

on the local firm’s capacity to imitate, the MNE’s FDI motive and interactions with local firms, as well 

as the level of intellectual property rights in the domestic country (ibid.). Although the imitation channel 
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is not necessarily an easily accessible channel for domestic firms, it is still argued to account for the 

majority of spillovers (Narula & Pineli, 2019).  

  

The labor turnover effect occurs when foreign MNEs train local employees, who then acquire technical 

and managerial know-how that leaks when employees move to a competing domestic firm or start their 

own business (Narula & Pineli, 2016). However, since MNEs tend to pay higher than market salaries 

to local employees, which gives them an incentive to stay with the MNE, this spillover effect is often 

minimal (Fosfuri, Motta & Ronde, 2001). Overall, the theoretical literature on spillovers through labor 

turnover argues that spillovers are more likely to be realized in the medium to long run, as it takes time 

for knowledge to be absorbed by the local workforce (Farole & Winkler, 2014). In the short run, the 

presence of foreign MNEs may result in negative spillover effects, as local skilled workers have an 

incentive to leave domestic firms for foreign MNEs, which tend to offer higher salaries. Spillovers 

through labor turnover will thus depend on the ability of domestic firms to attract workers previously 

employed by MNEs, on the amount of training and knowledge local workers receive in MNEs, on the 

ease of establishing new firms, and on the rigidity of the labor market, which affects the ability of 

workers to move freely between firms (Crespo & Fontoura, 2007; Farole & Winkler, 2014; Hoekman 

& Javorcik, 2006). 

 

4.2.3. Vertical Linkages and Spillovers 
Forward linkages arise when MNEs supply high-quality inputs, materials and technology to domestic 

firms, whereas backward linkages arise when MNEs intentionally provide technical, managerial and 

financial assistance to suppliers in the value chain (Javorcik, 2004; Newman et al., 2015). Theoretically, 

both forward and backward linkages are likely to lead to increased firm performance for domestic firms, 

because the MNE and the domestic firms have similar interests. In the case of forward linkages, the 

MNE has an incentive to sell high-quality inputs to domestic firms to increase reputation and sales in 

the market, while the domestic firm has an interest in sourcing high-quality inputs to improve the overall 

quality of the finished product (Havranek & Irsova, 2011). In the case of backward linkages, both the 

MNE and the domestic firm want the domestic firm to produce as efficiently as possible to ensure high 

quality, profits and timely delivery (Narula & Pineli, 2016).  

 

Unintended backward spillovers arise when a large MNE enters a market and increases demand for 

certain inputs. The increased demand then enables domestic suppliers to benefit from scale and 

specialization economies, and hence to supply more and better inputs and potentially sell to more 

buyers. Due to higher specialization and increasing returns to scale, domestic firms in successive stages 

of the value chain that use the same inputs as the MNE also benefit from the effect of the MNE in the 

industry. In addition, the MNE’s production itself also increases supply for domestic firms in 



 15 

downstream sectors, potentially lowering prices. Hence, backward linkages and spillovers can lead to 

positive forward spillovers for domestic firms (Narula & Pineli, 2016). Spillovers can also arise when 

the domestic firm uses the knowledge obtained through a linkage with an MNE to improve the other 

operations and/or products that it offers (Blomström & Kokko, 1998). This effect is considered a 

spillover as opposed to a linkage, because the knowledge received by the MNE was meant for another 

purpose. Hence, its positive effect on other operations/products is unintentional. 

 

Based on the channels through which linkages and spillovers arise, we present the first hypothesis of 

the thesis: 

 

Hypothesis 1 

When a domestic firm is exposed to or engages with a foreign firm, either horizontally by operating in 

a sector with a large presence of foreign firms, or vertically by sourcing inputs from or exporting 

products to foreign firms, the domestic firm will experience increased firm performance. 

 

This hypothesis reflects the positive view that FDI is expected to have on economic development and 

the performance of domestic firms as presented in the paragraphs above. The hypothesis is also depicted 

in the model below, which visualizes the claim that FDI is expected to lead to spillovers through either 

the horizontal or the vertical channel. In the next section, we will develop the model further by exploring 

how spillovers, i.e. increased firm performance, are measured in the literature. 

 

Model 1: The effect of FDI on local firms through horizontal and vertical channels. 

 

 

4.3. Measures of Firm Performance 

In previous empirical studies of how FDI leads to increased performance among domestic firms, firm 

performance is often proxied the variable productivity. However, more recent studies have also started 

to measure firm performance as either the propensity for domestic firms to innovate or experience 
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increased exports (Narula & Pineli, 2019). In the paragraphs below, the literature on each of the three 

performance variables will be reviewed with a focus on explaining how they are measured and what 

the main empirical findings of the studies are.  

 

4.3.1. Productivity 
Productivity is by far the most used dependent variable applied in studies of how FDI impacts domestic 

firms (Narula & Driffield, 2012). This is likely related to the fact that productivity is identified as the 

main driver of development in the growth literature, as it explains more of the variation in cross-country 

per capita income than more traditional drivers of growth such as institutions or capital accumulation 

(ibid.; Klenow & Rodriguez-Clare, 1997; Hall & Jones, 1999; Easterly & Levine, 2001). In this section, 

focus will be on presenting how productivity is measured in empirical studies, as well as on the main 

findings of previous empirical studies in relation to productivity along the two main channels of 

transmission; horizontal and vertical spillovers and linkages.  

 

How productivity is measured in empirical studies 

In empirical studies, productivity is often measured as total factor productivity (TFP), or as labor 

productivity (LP). The majority of studies rely on TFP using data that is aggregated at the country level 

(Havranek & Irsova, 2011). TFP is often defined as how efficiently firms generate sales revenue from 

inputs of capital, labor and materials, and is measured by using a Cobb-Douglas production function 

with sales revenue, real gross output or value added as the dependent variable (Gorodnichenko, Svejnar 

& Terrell, 2014; Harris, 2009; Xiao & Park, 2008; Newman et al., 2015; Hale & Long, 2006). LP is 

usually calculated as value added per worker, i.e. output or sales divided by the number of employees 

(Farole & Winkler, 2014; Narula & Pineli, 2016). Since LP is mainly determined by capital intensity, 

capital stock per worker is often added as an explanatory variable to avoid omitted variable bias (Farole 

& Winkler, 2014). Whether researchers use TFP or LP as the dependent variables often depends on data 

availability (ibid.).  

 

Horizontal effects on productivity 

Horizontal spillovers can affect productivity through three channels, as outlined in the previous section; 

the competition effect, the imitation effect, and the labor turnover effect. While empirical studies, in 

general, do not find much evidence of horizontal spillovers, some studies do find evidence of horizontal 

spillovers through the competition effect. In large meta-studies, Crespo & Fontoura (2007), Javorcik 

(2008) and Farole & Winkler (2014) find that in the short to medium run, domestic firms tend to 

experience losses in output and market share when MNEs enter the market, but in the long run, the 

average productivity of local firms may increase, allowing them to compete with foreign firms. 

Domestic firms that are unable to compete will be forced to exit the market, which further increases the 
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overall level of productivity in the market (ibid.). However, some empirical studies find that the long-

run positive spillovers of productivity do not happen, and that local firms operating in sectors with a 

high level of foreign firm participation will be less likely to experience increased productivity, as more 

competition in a sector means less opportunity to exploit scale economies (Narula & Pineli, 2016). 

These empirical findings are consistent with the theoretical literature on horizontal spillovers outlined 

above, which concludes that, on average, the competition effect tends to result in negative horizontal 

productivity spillovers. In a study on manufacturing firms in Romania, Altomonte & Pennings (2009) 

find that productivity spillovers from the competition effect depend on the concentration of foreign 

firms in a sector. Initially, when few MNEs invest in a specific sector or region, the productivity of 

domestic firms will increase due to competition effects. However, the effect weakens and eventually 

turns negative when more foreign competitors enter. Wang & Yu (2007) find similar results in China, 

where they observe that a moderate foreign presence can benefit the productivity of Chinese domestic 

firms, but that crowding-out effects are observed in labor-intensive industries when the market share of 

foreign firms approaches two-thirds of the industry.  

 

When it comes to productivity spillovers through the imitation effect, empirical studies have found 

mixed results over the years. In an early theoretical study, Findlay (1978) concluded that the larger the 

technology gap between the MNE and the domestic firm, the greater the pressure for the domestic firm 

to change, and the faster the rate of growth. Meyer and Sinani (2009) confirm that the imitation effect 

is often stronger in the early stages of development, as there is a potential steep learning curve for local 

firms. However, at later stages of development, it becomes increasingly more difficult for domestic 

firms to imitate technologies as the MNEs become more likely to compete directly with local firms, 

causing a crowding-out effect. Finally, at the highest levels of development, local firms develop their 

capability to react to foreign entry, and beyond a certain threshold, they are again likely to generate 

benefits from the interaction with foreign MNEs (Meyer & Sinani, 2009). Meyer and Sinani thus argue 

for a u-shaped model of spillovers from imitation, which is consistent with much theoretical literature 

and supported by other researchers, including Girma (2005) and Girma & Görg (2007). Nonetheless, 

other studies have challenged the assumption that low-income economies gain significantly from the 

presence of foreign MNEs, arguing that domestic firms must have a minimum level of absorptive 

capacity to exploit external knowledge and imitate technologies, which is unlikely in low-income 

economies (Cohen & Levinthal, 1989; Narula & Pineli, 2016). 

 

The third and final channel through which horizontal spillovers can affect the productivity of domestic 

firms is the labor turnover effect. Unfortunately, to date, only a few research papers have attempted to 

measure labor turnover effects explicitly. To our knowledge, the first of these studies is Görg and 

Strobl’s (2005) paper on productivity spillovers in Ghana. The study showed that firms with owners 

that used to work for MNEs in the same industry immediately prior to starting their own firm are more 
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productive than other domestic firms. Similarly, Poole (2013) finds positive wage spillovers through 

labor turnover in Brazil, suggesting that when workers leave MNEs and are rehired by domestic firms, 

they bring knowledge from the MNE to the domestic firm, which results in a wage increase for workers 

that are already employed by the domestic firm. Deng, Blake & Falvey (2009) find similar evidence, 

concluding that labor turnover brings positive spillovers to domestic firms, especially state-owned 

enterprises. Finally, in a study of a Danish manufacturing firm, Stoyanov & Zubanov (2012) find that 

firms that hire workers from more productive firms experience productivity gains one year after hiring. 

To our knowledge, there are no empirical studies showing a negative correlation between labor turnover 

and productivity spillovers.  

 

Through the presentation of the empirical findings above, it should be clear that evidence of horizontal 

productivity spillovers is inconclusive. This is confirmed in meta studies conducted by Havranek & 

Irsova (2011, 2012 & 2013), who conclude that, on average, horizontal productivity spillovers are 

economically irrelevant. Despite the limited evidence, we choose to present a positive hypothesis of the 

relationship between FDI and the productivity of domestic firms, which primarily builds on the 

theoretical literature and the general literature on the relationship between FDI and economic 

development. 

 

Hypothesis 2.1 

Local firms operating in sectors with a high level of foreign firm participation will experience 

increased productivity, as the presence of foreign firms in a sector will (1) increase competition, 

hence forcing local firms to be more productive, (2) allow domestic firms to observe and imitate 

technologies of the foreign affiliates and (3) allow for workers trained by affiliates of MNEs to be 

hired by domestic firms. All three will lead to increased productivity spillovers. 

 

Vertical effects on productivity  

In general, empirical studies on FDI and the productivity of domestic firms tend to find strong support 

for increased productivity through vertical linkages. The findings thus support the theoretical literature 

presented in the previous section, which argues that spillovers are more likely to arise through the 

vertical as opposed to the horizontal channel due to mutual interests between the MNE and the domestic 

firm - both want to produce intermediary and final goods of a high quality and are thus interested in 

supporting each other to achieve this goal.  

 

In the literature, backward spillovers and linkages depict contacts between and MNE and its local 

suppliers. Javorcik (2004) argues that this type of linkage is the most likely channel through which 

increased productivity will manifest itself since the MNE has no incentive to prevent technology 

diffusion to upstream sectors. On the contrary, the MNE may benefit from the improved performance 
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of intermediate input suppliers (ibid.). In the literature, numerous empirical studies have been conducted 

on the effect of MNEs on domestic suppliers, and the majority find evidence of positive productivity 

spillovers, as is confirmed in the meta-study by Havranek & Irsova (2011). Javorcik (2004), one of the 

most cited studies on backward linkages, finds evidence consistent with positive productivity spillovers 

from FDI taking place through contacts between foreign MNEs and their local suppliers in Lithuania. 

Blalock & Gertler (2008) find similar evidence in a study of the Indonesian manufacturing sector, 

showing that MNEs in downstream sectors lead to productivity gains, greater competition, and lower 

prices among local firms in markets that supply foreign MNEs. A more recent study by Newman et al. 

(2015) also finds evidence of positive backward spillovers from downstream sectors with a dominance 

of foreign-owned firms to upstream domestic firms supplying inputs to those sectors in Vietnam. Since 

empirical studies tend to find positive evidence of backward spillovers, which is consistent with the 

theoretical literature, our second hypothesis is the following:  

 

Hypothesis 2.2 

Local firms that sell their products to foreign firms will experience increased productivity because 

foreign MNCs have an incentive to share technology and know-how with the domestic firm, as it will 

lead to the production of inputs of a higher quality, which in the end benefits the foreign importer. 

 

In the literature, forward linkages and spillovers are those where MNEs sell intermediate inputs/goods 

to domestic firms. In general, there are fewer studies on forward linkages than on backward linkages, 

and the empirical evidence supporting the materialization of positive productivity spillovers is scarce. 

One of the most cited studies on forward linkages is the meta-study conducted by Havranek & Irsova 

(2011), which only finds a small effect on productivity through the forward linkage channel. More 

specifically, a 10-percentage point increase in foreign presence is on average associated with a 0.7% 

increase in the productivity of domestic firms in downstream sectors. In a more recent study on 

Vietnam, Newman et al. (2015) find evidence that is more robust than that of Havranek & Irsova (2011), 

showing that there are productivity gains associated with direct linkages between MNEs and domestic 

firms along the supply chain, particularly through forward linkages for domestic firms which receive 

inputs from foreign firms. This finding supports the theoretical literature. However, when looking at 

spillovers to other domestic firms that are not in direct contact with MNEs, Newman et al. (2015) find 

evidence of negative forward spillovers, which contradicts the finding of the meta-study conducted by 

Havranek & Irsova (2011). 

 

Based on the theoretical literature and the rather scarce and somewhat contradicting empirical literature 

on forward linkages and spillovers, we pose our third hypothesis depicting a positive outlook on 

productivity spillovers from forward linkages:  
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Hypothesis 2.3 

Local firms that source inputs and materials of foreign origin for use in production will experience 

increased productivity as the inputs sourced from foreign firms are expected to be of a higher quality 

than the inputs that can be sourced locally, which will increase efficiency. 

 

4.3.2. Innovation  
Innovation spillovers entail a process of learning whereby domestic firms are stimulated by foreign 

firms to introduce new products and processes (Cheung & Lin, 2002). As such, conducting empirical 

studies where innovation is used as the dependent variable of interest is seen in the literature as an 

alternative to measuring the effect of FDI on productivity. The argument for measuring innovation as 

opposed to productivity is that the link between FDI and innovation is assumed to be more direct than 

the link between FDI and productivity, since FDI enhances productivity by influencing the R&D and 

innovation behavior of domestic firms (Khachoo & Sharma, 2016). Despite its apparent usefulness, 

empirical studies where innovation is used as the dependent variable remain scarce (ibid.). In the section 

below, the main findings of the empirical studies that do explicitly consider whether domestic firms 

become more innovative through contact with foreign firms will be presented. 

 

How innovation is measured in empirical studies 

When including innovation as the dependent variable of interest, most empirical studies measure 

innovation as either the number of patent applications filed by domestic firms (Cheung & Lin, 2002), 

the number of patents granted to domestic firms (Khachoo & Sharma, 2016; Ascani & Gagliardi 2015; 

Ha & Giroud, 2015), or the number of new products or new production processes introduced by the 

firm (Hu & Jefferson, 2002; Khachoo & Sharma, 2016). The method of measurement chosen depends 

data availability. 

 

Horizontal effects on innovation 

The vast majority of studies on the relationship between FDI and innovation have concentrated on 

spillovers through the horizontal channel. Despite the relatively large number of studies, results are 

inconclusive. In a study of Indian manufacturing firms, Khachoo & Sharma (2016) find evidence of 

positive horizontal spillovers, concluding that the presence of innovative foreign firms in a sector 

increases the innovative capacity of domestic firms, perhaps through the imitation channel. Similar 

results are found by Ha & Giroud (2015) in a study on South Korea, by Ascani & Gagliardi (2015) in 

a study of Italian manufacturing firms, and by Hu & Jefferson (2002) and Cheung & Lin (2002) in 

studies of Chinese manufacturing firms. Despite finding evidence of positive spillovers at the national 

level, Cheung & Lin (2002) find evidence of negative effects on innovation in China’s coastal region, 

which includes the cities of Beijing and Shanghai. They argue that the negative effect arises through 
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the competition channel, where domestic firms experience a crowding-out effect stemming from the 

fact that foreign firms have the benefit of scale economies, which dissuades domestic firms from 

imitating the innovation (ibid.). Similarly, Zhang & Rogers (2009) also find a negative correlation 

between the presence of foreign firms in a sector and the number of patents granted to domestic firms 

in China. To our knowledge, no research has considered the labor turnover effect as a channel of 

innovation spillovers. 

 

The above presentation of the empirical studies conducted on horizontal innovation spillovers shows 

that findings are inconclusive. Even in studies that analyze the manufacturing industry in the same 

country, China, results vary from significant and positive to significant and negative. Based on the 

theoretical literature and the majority of the empirical findings, we choose to pose a hypothesis in 

support of positive horizontal spillovers on innovation: 

 

Hypothesis 3.1 

Local firms operating in sectors with a high level of foreign firm participation are more innovative 

because of the competition, imitation and labor turnover effects. Increased competition from foreign 

firms will cause domestic firms to innovate through imitation, while they stand to benefit from 

knowledge spillovers when former employees of MNEs are hired by domestic firms. 

 

Vertical effects on innovation 

Studies on the effect of FDI on the innovation of domestic firms through vertical linkages are rare. Two 

of the more recent studies that do however consider both backward and forward vertical linkages in 

developing countries are the study by Ha & Giroud (2015) on manufacturing firms in South Korea and 

the study by Khachoo & Sharma (2016) on manufacturing firms in India. Ha & Giroud (2015) find that 

backward linkages between foreign MNEs and their domestic suppliers are likely to have a negative 

impact on the innovation of domestic firms. Ha & Giroud (2015) argue that the negative impact is 

attributed to the motivation and autonomy of the MNE subsidiary, emphasizing the subsidiaries that act 

as knowledge creators and develop new products and processes for the global market are likely to 

support domestic suppliers in becoming more innovative, while subsidiaries involved in cost reduction 

and quality improvement of existing products are less likely to support the innovative capacities of 

domestic firms. It follows that cost reduction subsidiaries predominate in their study. In contrast, 

Khachoo & Sharma (2016) find a positive influence of backward vertical FDI on the innovation of 

domestic firms. The authors argue that due to mutual interests between the MNE and domestic 

suppliers, MNEs have an incentive to help local suppliers to innovate by providing the necessary 

assistance in the form of employee training and technology. This explanation is in line with the 

theoretical literature on backward linkages, which stresses the importance of mutual interests between 

the MNE and its suppliers (Javorcik, 2004).  
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Based on the theoretical literature on backward linkages and the rather limited empirical studies, we 

pose the following positive hypothesis of the relationship between backward linkages and the 

innovative practices of domestic suppliers: 

 

Hypothesis 3.2 

Local firms that sell products to foreign firms are more innovative, as the foreign firm will have an 

incentive to help the domestic firm to improve its practices and products in order to increase quality 

and efficiency. 

 

When the impact of forward linkages is under study, Khachoo & Sharma (2016) find that there is hardly 

any evidence of an impact on the patenting activity of firms operating in downstream sectors. 

Accordingly, there is little evidence supporting the hypothesis that when domestic firms source inputs 

from foreign firms, their innovative activities increase. On the contrary, Ha & Giroud (2015) find a 

positive and statistically significant correlation between forward linkages and the number of patents 

awarded to domestic firms, which indicates that local customers benefit from the presence of MNE 

subsidiaries in the intermediate input market. This finding supports the theoretical literature of mutual 

interests between the MNE and the domestic buyers. 

 

Based on the theoretical literature and the two empirical studies, the following positive hypothesis of 

the relationship between forward linkages and the innovative practices of domestic suppliers is posed: 

 

Hypothesis 3.3 

Local firms that source inputs and materials of foreign origin for use in production are more 

innovative because mutual interests between the foreign MNE and the domestic buyer will result in 

better conditions for the domestic buyer to innovate and produce new and improved products or 

production processes. 

 

 

4.3.3. Export  
In recent years, the literature has started to acknowledge that the exporting behavior of foreign firms in 

the host economy can have a significant effect on the exporting behavior of domestic firms. The 

rationale behind this has been explained by Blomström & Kokko (1998) through their concepts of 

market access spillovers, where they argue that MNEs often enjoy a strong competitive advantage in 

entering the world market, and with the knowledge and experience they have within international 

marketing along with their established international distribution networks and lobbying power, they 

may lead the way for local firms to enter the same export markets (Blomström & Kokko, 1998).  
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How export spillovers are measured in empirical studies 

Evidence of FDI export spillovers has been detected in countries as diverse as Mexico (Aitken, Hanson 

& Harrison, 1997), Poland (Cieslik & Hagemejer, 2014), China (Chen, Sheng & Findlay., 2013; Hong 

& Wu, 2018 and Hu & Tan, 2016), Chile (Duran & Ryan, 2014) and Vietnam (Anwar & Nguyen, 

2011). In recent studies, measuring export spillovers has entailed gathering data on foreign MNEs’ 

exporting behavior to trace its effect on domestic firms' propensity to export, entry to new markets and 

product lines as well as export intensity (Narula & Pineli, 2019).  

 

Horizontal effects on exports 

Multiple studies on export spillovers have looked into how local firms are affected through horizontal 

channels. Blomström & Kokko (1998) point out that an indirect effect of export spillovers may occur 

through the imitation channel, which happens when local firms simply imitate the exporting practices 

of MNEs. Breaking into foreign markets can be very difficult, as firms need to gather extensive 

information about the foreign market and establish a channel for distribution, which results in 

irreversible coss. Hence, local firms may use the skills and knowledge acquired on processes, products 

and foreign market conditions from exporting MNEs already present in the domestic and foreign market 

(Aitken et al., 1997; Blomström & Kokko, 1998). Aitken et al. (1997) were one of the first studies that 

provided statistical evidence supporting the role of foreign firms as being “catalysts” for local exporters. 

They suggested that firms that penetrate foreign markets reduce the entry costs for other potential 

exporters through knowledge and information spillovers, or through commercial linkages. Likewise, 

the MNE may have used resources to lobby for trade liberalization, which can enable other potential 

exporters to benefit from lower trade barriers and thus to free-ride on the efforts of MNEs (Rugman & 

D’Cruz, 1997; Rugman & Verbeke, 2003).  

 

Hong & Wu (2018) found evidence from China that a firm's export location decision responds positively 

to other neighboring exporting firms and Hu & Tan (2016) and Mayneris & Poncet (2015) looked 

further into the exporting products and destinations and found that the effects of export spillovers in 

China are stronger when it is product-destination-specific than when it is either product-specific or 

destination specific. In other words, the export spillovers are stronger when the firms in the same city 

are exporting the same products to the same destination. Mayneris & Poncet (2015) further found that 

these foreign export spillovers are shown to be stronger when entering more difficult export markets, 

such as markets with a lower quality of institutions and tougher administrative procedures on import. 

 

Horizontal FDI may also impact the exports of domestic firms through labor turnover effects, where an 

employee may be trained in export management by an MNE and then transfer this knowledge if they 

are later employed by local firms. Gerschenberg (1987) found evidence of such in Kenya when studying 

training and spread of management skills from MNE managers to local firms. However, since MNEs 



 24 

tend to pay higher wages to avoid “brain drain”, many managers do not switch to local firms. Based on 

this literature on spillovers through the horizontal channel, the following positive hypothesis has been 

developed: 

 

Hypothesis 4.1 

Local firms operating in sectors with a high level of foreign firm participation will experience 

increased exports, because the presence of foreign MNEs will (1) allow local firms to imitate the 

MNEs’ practices and (2) allow for workers trained by MNE affiliates to be hired by domestic firms 

which will lead to greater knowledge about export management. 

 

Vertical effects on exports 

Blomström & Kokko (1998) argue that the exports of domestic firms are likely to be affected when the 

local firm is a supplier or a subcontractor to an exporting MNE. While the local firm may not hold the 

name on the product, they too benefit from the access to the foreign markets as it may allow them to 

increase output and achieve scale economies. Blomström & Kokko (1998) further describe that it is 

likely that the linkage between the local firm and the export-oriented MNEs can lead to knowledge 

about the product and process technologies and foreign market conditions such as design, packaging 

and quality preferred by the foreign market. This knowledge may benefit the supplying firm’s other 

operations and products, hence leading to increased exports through spillovers (ibid.). From the 

literature on backward export linkages and spillovers, the following positive outlined hypothesis has 

been developed: 

 

Hypothesis 4.2 

Local firms that sell products to foreign firms’ production will experience increased exports, as the 

local firm may gain knowledge about product and process technologies as well as foreign market 

conditions from the foreign firm, which they may use to export other products in their portfolio. 

 

In line with backward vertical export spillovers and the theoretical literature, one may also expect that 

local domestic firms sourcing inputs from foreign firms may also have a higher propensity to export 

themselves. However, since we there are no studies considering the correlation between forward 

linkages and the exports of domestic firms, to our knowledge, the following hypothesis is based on the 

rationale from the theoretical literature: 

 

Hypothesis 4.3 

Local firms that source inputs and materials of foreign origin for use in production will experience 

increased exports as local firms can establish links with foreign firms, who in turn may help the local 

firms to establish links with potential international buyers. 
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4.3.4. Sum-up of Effect of FDI on Domestic Firm Performance   
From the literature on FDI, linkages and spillovers, we have identified how FDI may lead to increased 

firm performance through two main channels: horizontal and vertical. In addition, we have also 

conducted a thorough investigation of how previous studies in field have measured firm performance, 

concluding that productivity, innovation and export are the most common measures. Furthermore, we 

have developed hypotheses for each measure of firm performance through horizontal and vertical 

channels, which will be either accepted or rejected in the analysis section of the paper. In the model 

below, we have extended our original model to include the three measures of firm performance and the 

corresponding hypotheses. 

 

Model 2: The effect of FDI on local firms through horizontal and vertical channels and measures of firm performance. 

 

In the subsequent section, we will consider the influence of host country factors in more detail in order 

to address the second part of the research question, which will answer how host country factors 

influence the impact of FDI on local firm performance in Kenya and Vietnam. 

 

4.4. Country Factors 

As outlined in the paragraphs above, results from previous empirical studies on the relationship between 

FDI and the performance of domestic firms are inconclusive, as some studies find evidence of a positive 

correlation between FDI and spillovers, while others find no correlation or even a negative correlation. 

A range of researchers have sought to explain why this is the case, and many have concluded that the 

extent to which FDI benefits domestic firms depends on specific factors at the country level. In this 

section, the country-level factors that other researchers have identified as being important mediators of 

FDI will be discussed in order to decide which factors are relevant to consider in the qualitative analysis 

of Kenya’s and Vietnam’s country contexts. 

 

When considering the influence of country factors as mediators of FDI, three overall categories of 

factors can be identified; macroeconomic factors, factors related to the political system, and specific 

government policies. Macroeconomic factors include characteristics at the country level that make 
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the country attractive to foreign investors and hence determine whether or not an investor will choose 

to invest in a given country. Macroeconomic factors that make a country attractive include a country’s 

openness to trade, GDP growth, GDP per capita growth, population size and growth rate, stable 

inflation, low level of external debt, high-quality infrastructure, and a well-educated workforce (Wint 

& Williams, 2002; Buchanan, Le & Rishi, 2012; Jude & Levieuge, 2014; Hayat, 2019). If these factors 

are attractive, they reflect a large and stable market with sufficient infrastructure and educated workers, 

which is appealing to foreign investors, as it increases potential profits by diminishing transaction-, 

logistic- and training costs. Factors related to the political system also influence a potential investor’s 

decision to invest in a country and include factors such as political stability and absence of violence, 

corruption, crime rates, government effectiveness, regulatory quality, and rule of law. If a country 

scores badly on these indicators, studies have found that investors tend to choose not to invest, as costs 

related to setting up and ensuring the smooth operation of the business will likely be high and hence 

have a negative impact the profitability of the business (Nazeer & Masih, 2017; Jude & Levieuge, 2016; 

Habib & Zurawicki, 2002) 

  

Specific government policies can be further divided into two categories; policies to attract FDI and 

policies to support spillovers from FDI. Policies to attract FDI include macroeconomic policies that 

shape the underlying fundamentals of cost-competitiveness, including the delivery of a skilled 

workforce, adequate infrastructure and commitments to privatization, as well as access to finance. If 

these factors are lacking in a host country, foreign firms will be deterred from investing, as costs 

associated with training workers and findings alternative ways of transporting goods to, within and out 

of the country will drive up costs. In addition, lack of access to finance and having a poor debt position 

in general also deters foreign investors, as it prevents investors from borrowing money locally while 

making it unattractive for the MNE’s parent company to transfer funds to the local subsidiary due to 

threats of devaluation and default (te Velde, 2001). In addition to macroeconomic policies, policies to 

attract FDI also include industrial policies such as the provision of financial and fiscal incentives to 

foreign investors, the use of special economic zones (SEZ), the implementation of policies to improve 

the effectiveness of administrative procedures, as well as promotion, targeting, and image building of 

the host country abroad (te Velde, 2001). By offering incentives in and outside of SEZs, such as tax 

holidays, or by simplifying administrative procedures and promoting the country’s strong attributes 

directly to MNEs and governments abroad, the host country can increase its attractiveness vis-à-vis 

competitors, which helps to attract FDI. Accordingly, macroeconomic and industrial policies aimed at 

making the local business environment more attractive vis-à-vis other host countries in the region can 

be important determinants of FDI inflows. 

 

Finally, policies to support spillovers from FDI can also be divided into macroeconomic and 

industrial policies. Some of the macroeconomic policies implemented to support FDI spillovers are the 
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same as those implemented to attract FDI, including policies and investments to improve infrastructure, 

access to finance, and education to support a skilled workforce. Well-developed infrastructure 

facilitates transport and communication between MNEs and domestic firms, access to finance ensures 

that domestic firms can borrow money needed to invest in the development of new products and 

processes, and a well-educated workforce increases the absorptive capacity of domestic workers (te 

Velde, 2001). In addition, macroeconomic policies to support spillovers also include the introduction 

of liberal labor market policy to encourage labor mobility, which allows workers to transfer knowledge 

obtained from working in MNEs to domestic firms when they change jobs (ibid.). Finally, government 

can also support FDI spillovers through competition policy and export promotion efforts that favor 

domestic firms over foreign firms (ibid.). In relation to industrial policies, government can implement 

linkage programs that aim to inform MNEs about potential local suppliers and domestic firms about the 

specific requirements of MNEs, implement local content requirements that require a percentage of 

intermediate goods used in production to be sourced from domestic firms, encourage research and 

development (R&D) at the national level, encourage training of locals in MNEs, and protect intellectual 

property (IP) rights to such an extent that the laws comply with the Trade Related Aspects of Intellectual 

Property Rights (TRIPS), of which Kenya and Vietnam are signatories, but where domestic firms can 

still innovate through imitation (te Velde, 2001; Stephenson, 2013; Omolo, 2018). 

 

Based on the above, it is clear that a country’s success with attracting and supporting spillovers from 

FDI depends on its specific macroeconomic and political characteristics and the policies that it 

implements. To reflect this statement, we pose our fifth and final hypothesis of the paper, which will 

be either accepted or rejected in the qualitative case study analysis based on the findings from Kenya’s 

and Vietnam’s specific country contexts. The hypothesis is the following: 

 

Hypothesis 5 

Country factors, defined as a country’s macroeconomic characteristics, political system, and 

government policies implemented to attract and support FDI spillovers, are all factors that can 

influence the impact of FDI on domestic firm performance. 

 

In addition to country factors, there are other factors that influence the extent to which FDI leads to 

spillovers that improve the productivity, innovation and exports of domestic firms. These factors 

include firm- and sector-level characteristics, such as the technology gap between the foreign and the 

domestic firm, the size and age of the domestic firm, the share of skilled labor in the domestic firm, the 

size of the sector that the domestic firm operates in, the level of agglomeration in the sector, as well as 

the level of competition in the sector. However, since these factors can be controlled for statistically in 

regression analysis, which country-level factors cannot as the separate regressions run for Kenya and 

Vietnam already reflect country-level differences, firm- and sector-level mediating factors will not be 
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described further in this literature review. They will, however, be included again in the methodology 

section below when we discuss how all of our variables of interest are calculated and included on the 

basis of the available data. 

 

Now that the country factors that may influence the impact of FDI on the performance of domestic 

firms have been presented, we once again extend our model to reflect this influence. In the model, 

country factors encircle the effects from FDI on local firm performance to depict that they influence all 

parts of the spillover process - they affect the type and level of FDI that is attracted, the channels through 

which technology and know-how are transferred to domestic firms, and the firm performance indicators 

of domestic firms. 

 

 

Model 3: How country factors influence the impact of FDI on domestic firms. 

 

The presentation of country factors as mediators of FDI marks the conclusion of the literature review 

of the thesis. In the next section on methodology, the data and methods used in the analysis will be 

outlined. Subsequently, to conclude Part I of the thesis, the analytical framework of the paper will be 

presented. The framework combines the findings from the literature review and the methodology and 

provides the structure to guide the analysis in Part II of the thesis. 
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5. Methodology  

The methodology of this thesis is divided into two sections; one on quantitative data and one on 

qualitative data, corresponding to the two-tier research question and analysis consisting of a 

quantitative, statistical part to address how FDI impacts local firm performance, and a qualitative, case 

study part to address how host country factors influence the impact. Each section will start with an 

introduction of the data that is used in the thesis, followed by an assessment of the validity and reliability 

of the data. As such, the methodology adheres to the positivist philosophy of science, which accepts the 

use of both statistical and case study methods to address research questions, as long as the main goal 

continues to be explaining as opposed to understanding a certain phenomenon. 

 

5. 1. Data for Measuring Firm Performance 

The data used to address the quantitative part of the research question is raw secondary survey data 

collected by the World Bank Enterprise Analysis Unit (WBEAU). A limited selection of the data, which 

is aggregated at the country level, is available in the online Enterprise Survey Indicator Database
1
, 

which is open and accessible to everyone. However, since aggregated data does not provide an accurate 

representation of how FDI affects individual firms, we contacted the WBEAU and requested access to 

firm-level datasets, which we were thankfully granted. With this data, we can fill one of the main gaps 

in the literature on FDI and firm performance by conducting a statistical study using firm-level data, 

which enables an analysis that will more rightfully display the actual effect of FDI on domestic firms. 

This section of the methodology will also provide another significant contribution to the literature on 

FDI and firm performance by explicitly and in detail explaining the steps taken to prepare our data for 

analysis. By doing this, we allow for replication by other researchers, which is currently identified as a 

limitation in other studies where researchers do not explicitly state how variables of interest are 

calculated. 

  

5.1.1. Overview of the Dataset 

The World Bank’s Enterprise Surveys are continuous surveys that are collected using questionnaires, 

where employees from the WBEAU or external consultants interview companies in the country under 

study face-to-face. The answers are recorded directly in the questionnaire and later transferred to an 

electronic database by World Bank personnel. The data is stored in .dta format, enabling further analysis 

to be conducted using the statistical software Stata. On average, new surveys are released every five 

years. For the two case countries chosen for analysis, Kenya and Vietnam, three Enterprise Surveys are 

 
1
Link to online database:  https://www.enterprisesurveys.org/data 
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available. For Kenya, the three Enterprise Surveys cover the years 2007, 2010 and 2018, and for 

Vietnam, the surveys cover the years 2005, 2009 and 2015. Since the surveys only span a period of 

approximately 10 years, and because the questions that are asked in the surveys vary from year to year, 

it is not possible to conduct a longitudinal, panel data-style analysis of the case countries. Therefore, 

the time frame of the analysis is cross-sectional, and we rely on the most recent survey from each 

country. The lack of longitudinally in this thesis is not perceived as a major problem, as it is still possible 

to get a clear picture of the relationship between FDI and local firm performance as long as industry-

specific effects, which may vary over time and hence either attract or deter investments in certain 

periods where the industry is more or less attractive, are controlled for.  

 

Since the purpose of the statistical analysis is to establish how FDI affects local firm performance, the 

first step to preparing the data for analysis is to identify proxies for the three variables of local firm 

performance identified in the literature review, i.e. productivity, innovation and exports, as well as 

proxies for the three channels through which FDI can affect domestic firms, i.e. horizontal, backward 

vertical and forward vertical. Since we are interested in measuring the effect of FDI on the 

performance of local firms, productivity, innovation and exports are our dependent variables (y), 

while horizontal, backward and forward are the independent variables (x). The table below provides 

an overview of how all six variables are measured: 

 

Measures  Productivity (y) Innovation (y) Export (y) 

Horizontal (x) X: Share of foreign output 

at the sectoral level   
Y: Productivity  

X: Share of foreign output at 

the sectoral level 
Y: New product/services 

introduced in the last 3 years 

or Improved process 

introduced in the last 3 years.  

X: Share of foreign exports at the 

sectoral level 
Y: % of sales that are indirect, direct 

or total export  

Backward (x) X: % of sales: total 

exports 

Y: Productivity 

X: % of sales: total exports 
Y: New product/services 

introduced in the last 3 years 

or Improved process 

introduced in the last 3 years. 

N/A 

Forward (x) X: % of material inputs 

and supplies of foreign 

origin in last fiscal year 
Y: Productivity 

X: % of material inputs and 

supplies of foreign origin in 

last fiscal year 

Y: New product/services 

introduced in the last 3 years 

or Improved process 

introduced in the last 3 years. 

X: % of material inputs and supplies 

of foreign origin in last fiscal year 
Y: % of sales that are indirect, direct 

or total export  

 

Table 1: Overview of how dependent and independent variables of interest are calculated. 
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As the raw dataset compiled by the WBEAU did not include a variable on the productivity of firms, 

we calculated this variable from the available data by dividing the total sales of a firm by the total cost 

of sales, which is a common way of measuring productivity, as identified in the literature review,  

 

(1) Productivity = total sales divided by the total cost of sales for each firm. 

 

Productivity = !"#$%	'$%('

!"#$%	)"'#	"*	'$%('
 

 

Also based on the literature review, we measure the variable innovation as the number of new 

product/services introduced in the last 3 years and the number of improved processes introduced in the 

last 3 years. Since these measures were already included in the World Bank’s questionnaire, we only 

had to change the coding of the answer from yes or no to 1 if the company had introduced a new 

product/service or a new production process in the last three years and 0 if the company had not in order 

to allow for statistical analysis in Stata. Hence, it follows that the variable innovation is a binary 

categorical variable, while all other variables are continuous, and that innovation will be estimated 

using the logistic regression model as opposed to the linear regression model. 

 

The final dependent variable export is proxied by the percentage of sales that are indirect-, direct- or 

total exports, where indirect exports are defined as exporting through a distributor. We include three 

measures of exports in order to establish if FDI is more likely to impact certain export channels over 

others, which, to our knowledge, has not previously been considered in other empirical studies on FDI 

and spillovers. Since the percentage of sales that are indirect or direct exports were already included in 

the dataset, we only had to calculate total exports, which is:   

 

(2) Total exports = percentage of sales that are indirect exports plus percentage of sales that are 

direct exports. 

 

Total exports (%) = % of sales: indirect exports + % of sales: direct exports 

 

The measure for the independent variable horizontal FDI is proxied by the share of foreign output at 

the sectoral level, which is a common measure of horizontal FDI identified in the literature. Since this 

measure is not included in the dataset, we calculate it accordingly: 

 

(3) Share of foreign output at the sectoral level = the sum of foreign output in the sector divided 

by the sum of all output in the sector
2
. 

 
2 Foreign output is defined as output produced by firms with more than 10% foreign ownership, hence adhering to the OECD’s 

benchmark definition of foreign direct investment (OECD, 2008). 
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 Share of foreign output = 
+",(-./	"0#10#	-/	'()#",

!"#$%	"0#10#	-/	'()#",
 

 

In the case of the final dependent variable, exports, the independent variable horizontal FDI changes, 

as it is proxied by the share of foreign exports in the sector as opposed to the share of foreign output in 

the sector. We decide to measure horizontal FDI differently in the case of exports in order to stay in 

line with previous empirical studies, which argue that it is more logical to consider how the exporting 

practices of foreign firms affect the exporting practices of domestic firms, rather than how domestic 

firms are affected by foreign firms that simply have a presence in the sector. Since a measure of foreign 

exports in the sector is not included in the dataset, we calculate it accordingly:  

 

(4) Share of foreign exports at the sectoral level = the sum of foreign exports in the sector 

divided by the sum of all exports in the sector. 

 

 Share of foreign exports = 
+",(-./	(21",#'	-/	'()#",

!"#$%	(21",#'	-/	'()#",
 

 

Finally, backward and forward FDI are proxied by the percentage of sales that are direct, indirect 

and total exports, and the percentage of material inputs and supplies that are of foreign origin, 

respectively. Here, it should be noted that the WBEAU dataset we use is designed as seen from the 

perspective of the domestic firm, while the general literature on linkages and spillovers, as presented in 

the literature review, takes the perspective of the MNE. Hence, in the literature, backward FDI is defined 

as an MNE sourcing inputs from a local supplier, while forward FDI is defined as an MNE selling its 

product to a local supplier. Since we wish to follow the same terminology as is common in the literature 

to avoid confusion, backward FDI in this dataset is the percentage of the domestic firm’s sales that are 

exports, i.e. the percentage of sales that are sold to an MNE, which is equivalent to an MNE sourcing 

from a domestic firm, while forward FDI is the percentage of material inputs and supplies that are of 

foreign origin, i.e. how much foreign material a domestic firm uses in production, which is equivalent 

to how much an MNE sells to domestic firms. Measures of backward and forward FDI are already 

included in the dataset, and hence no further calculations are needed. 

 

After the three dependent and three independent variables were identified, the next step of preparing 

the data for analysis was to remove all firms that had not answered the questions needed to calculate 

the six variables of interest from the dataset. In addition, we also removed sectors with no foreign firms 

and sectors with only foreign firms from the dataset since we are interested in identifying how foreign 

firms affect domestic firms, and hence both foreign and domestic firms need to be present in the sector. 

After these firms and sectors were removed, we ended with a population size of 308 firms in Kenya and 
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451 firms in Vietnam, which is sufficient to provide a statistically valid picture of the relationship 

between FDI and domestic firm performance. 

 

In the literature review, we emphasized the difference between linkages and spillovers, arguing for the 

importance of distinguishing between the two. Unfortunately, the dataset obtained from the WBEAU 

does not allow us to distinguish between the improvements in firm performance that are owed to 

linkages and those that are owed to spillovers, since the dataset only contains data on whether the 

interviewed firm has either imported inputs for use in production or exported products to a foreign firm, 

and not data on the nature of the linkage, i.e. did the domestic firm receive training, know-how, 

technology from the foreign firm? Was the technology/know-how used to introduce new products 

and/or production processes? Accordingly, the results of the analysis will show how FDI affects 

domestic firm performance through both spillovers and linkages. 

 

5.1.2. Control Variables 

Before presenting the regressions to be run in Stata, we have to consider the influence of control 

variables. Control variables are variables that are assumed to have a significant impact on the dependent 

variable, y, and which are correlated with the independent variable, x, but which are not a part of the 

research question/model (Woolridge, 2013). Control variables are important to include in the model, as 

they make the model more precise by explaining more of the variance in y. If control variables that 

influence and hence can help to explain the variance in y are not included, the model will be under-

specified, which may lead to estimation bias (ibid.). On the other hand, if one or more irrelevant 

variables are included in the model, it will be over-specified, which can have undesirable effects on the 

variances of the estimators and hence lead to inflated standard errors. Consequently, choosing the right 

control variables is essential for ensuring that the model provides the best estimates of the effect on the 

dependent variables of interest. 

 

When choosing which control variables to include in a regression model, the most important 

consideration is theoretical evidence (Liebermann, 2005). Accordingly, when choosing control 

variables for our regressions, we choose firm- and sector-level variables that are expected to have an 

influence on y, but which are not a part of our research question, and which can be proxied given the 

dataset used in the thesis. Based on existing research and theory, we choose to include the firm-level 

control variables size of firm, technology gap, and age of firm, and the sector-level control variables 

ownership, market, domestic inputs, and agglomeration. For a description of each variable and an 

explanation of how each is calculated, please see Appendix A.  
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5.1.3. The Regression Models 

Our regression model including control variables will take the following form: 

 

3 = 56 + 5898 + 5:9:. . . +5<9< + =, 

 

where 56is the intercept, 58is the parameter associated with the independent variable 98, 5:is the 

parameter associated with the first control variable 9:, 5> is the parameter associated with the second 

control variable 9>	, etc. so the total number of 5’s and 9’s corresponds to the number of independent 

and control variables. u is the error term, which contains factors other than 98, 9:, 9> etc. that affect y. 

No matter how many explanatory variables that are included in the model, there will always be factors 

that cannot be included, and they are collectively contained in u (Woolridge, 2013).  

 

Since we have three measures of firm performance and three measures of FDI, we will run a total of 

eight regressions - three for productivity, three for innovation, and two for exports. It is only possible 

to run two regressions for exports, since the variable used to measure backward linkages (i.e. the share 

of sales that are indirect, direct and total exports) is the same as the dependent variable of interest 

(exports). An overview of the eight regression models is presented below. 

 

Regression to address hypothesis 2: Productivity 

 

2.1. Productivity & horizontal FDI 

@ABC=DEFGFE3 = 56 + 58 ∗ IℎKAL	BM	MBALFNO	B=E@=E	FO	ILDEBA + DBOEABP	GKAFKQPLI	 + 	= 

 

2.2. Productivity & backward FDI 

@ABC=DEFGFE3 = 56 + 58 ∗ EBEKP	L9@BAEI	 + DBOEABP	GKAFKQPLI	 + 	=	 

 

2.3. Productivity & forward FDI 

@ABC=DEFGFE3 = 56 + 58 ∗ %	FO@=EI	BM	MBALFNO	BAFNFO	 + DBOEABP	GKAFKQPLI	 + 	=		 

 

Regression to address hypothesis 3: Innovation 

 

3.1 Innovation & horizontal FDI 

FOOBGKEFBO = 56 + 58 ∗ IℎKAL	BM	MBALFNO	B=E@=E	FO	ILDEBA	 + 	DBOEABP	GKAFKQPLI	 + 	=			 

 

3.2 Innovation & backward FDI 

FOOBGKEFBO = 56 + 58 ∗ EBEKP	L9@BAEI	 + 	DBOEABP	GKAFKQPLI	 + 	=			 
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3.3 Innovation & forward FDI 

FOOBGKEFBO = 56 + 58 ∗ %	FO@=EI	BM	MBALFNO	BAFNFO	 + 	DBOEABP	GKAFKQPLI	 + 	=			 

 

Regression to address hypothesis 4: Exports 
 

4.1 Exports & horizontal FDI 

L9@BAEI = 56 + 58 ∗ IℎKAL	BM	MBALFNO	L9@BAEI	FO	ILDEBA + 	DBOEABP	GKAFKQPLI	 + 	=		 

 

4.3 Exports & forward FDI 

L9@BAEI = 56 + 58 ∗ %	FO@=EI	BM	MBALFNO	BAFNFO	 + 	DBOEABP	GKAFKQPLI	 + 	=	 

 

5.1.4. Evaluation of Data 

The World Bank dataset used to address the quantitative part of the research question, i.e. how FDI 

affects the performance of domestic firms, is a secondary data source. While relying on secondary data 

for analysis is not always preferred if primary data is an option, secondary data has a range of important 

benefits including time saved on data collection and the fact that it allows the researcher to evaluate the 

data prior to using it. When evaluating quantitative data sources, it is common practice to consider the 

reliability and validity of the dataset, which can be done by adhering to the following three-stage 

process: (1) assessing the overall suitability of the data to the research question, (2) assessing the 

precise suitability of the data for analyses needed to answer the research question, and (3) judging 

whether to use the data based on an assessment of costs and benefits in comparison to alternative 

sources (Saunders et al., 2019). These three stages will be considered one at a time in the paragraphs 

below. 

  

An assessment of the overall suitability of the dataset includes an evaluation of the measurement 

validity of the dataset, which refers to the extent to which the dataset provides the information that is 

needed to address the research question (Saunders et al., 2019). The World Bank datasets on Kenya and 

Vietnam include firm-level data on a large number of variables that go above and beyond what is 

required to measure both FDI and local firm performance. There are, however, three minor issues worth 

mentioning, which are (1) that the datasets do not contain a direct measure of horizontal FDI (i.e. the 

share of foreign firms in a particular sector and the share of foreign firms that export in a particular 

sector) and productivity, which we hence had to calculate ourselves, thus increasing the probability of 

calculation errors, (2) that the datasets do not contain data needed to include foreign firm-level 

mediating factors in the regressions, which is unfortunate since foreign firms can be important 

determinants of the extent to which FDI leads to spillovers, and (3) that the datasets do not allow us to 
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distinguish between increased firm performance resulting from either linkages or spillovers. However, 

since the Enterprise Surveys have been used by other researchers to conduct similar studies (see e.g. 

Farole & Winkler, 2014), who conclude that the variables included in the dataset are sufficient for 

determining the correlation between FDI and a range of firm performance indicators. Furthermore, since 

we made sure to check our calculations for the variables that were not included in the dataset very 

carefully, these two drawbacks do not significantly distort the validity of the data source. Finally, since 

the World Bank datasets rely on firm-level as opposed to country-level data, which is praised and sought 

after in the literature, we feel confident in concluding that the measurement validity of the secondary 

data is high and sufficient to address our research question. 

  

A second criterion that is necessary to evaluate the overall suitability of the dataset is coverage. For 

coverage to be sufficient, it should be possible to exclude unwanted data while ensuring that enough 

data remains for analysis once the unwanted data has been removed (Saunders et al., 2019). As 

mentioned, a number of firms had to be deleted from the two surveys because they had not answered 

the questions that we used as proxies for local firm performance. This is unfortunate but expected. 

Fortunately, even after deleting all of the firms that had not answered the required questions, we were 

still left with 308 firms from Kenya and 451 firms from Vietnam. Hence, it is concluded that the level 

of coverage is satisfactory. 

  

When evaluating the precise suitability of the dataset, the method by which the data were collected, 

and the source of the data is under scrutiny. The source of the data can be evaluated by assessing the 

authority or reputation of the organization that has collected and published the data, in this case, the 

World Bank. Since the World Bank is a large, well-known and very reputable organization, which 

publishes data that is trusted and used by researchers and academics around the world, it is safe to 

assume that the source of the data is reliable. The method by which the data were collected is also 

deemed to be credible, since the World Bank is completely transparent about the process. The firms 

that were chosen for interview in Kenya and Vietnam were chosen at random from a broad selection of 

both service and manufacturing firms, the surveys that were used for interviews are available for 

download, and all abbreviations and codes used when the data were transferred to Stata are also 

explained in detail in a separate document available for download to avoid possible misinterpretations 

by users of the dataset. Finally, the fact that approximately 1000 firms from each case country 

participated in the interviews increases the statistical validity and hence the reliability of the data. 

  

When evaluating the precise suitability of the dataset, it is also important to consider measurement bias, 

which can occur through deliberate or intentional distortion of data, or by changes in the way that data 

are collected (Saunders et al., 2019). Deliberate distortion occurs when data are recorded inaccurately 

on purpose, often as a result of the interviewee adjusting his or her response to portray the firm in a 
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more favorable light. It is plausible that the World Bank datasets are subject to measurement bias, 

especially when some of the more sensitive questions related to corruption and the payment of bribes 

are addressed. Since we do not use the answers to these questions, but solely rely on the questions 

related to economic performance, measurement bias is not considered a major problem. However, 

changes in the way that data are collected is a problem that we are aware of, as the interviewers change 

from year to year, and so do the surveys that are used, which is one of the reasons why a longitudinal 

study was not possible. Nonetheless, since we only use data from the most recent Enterprise Survey 

from each country, the problem of changes in the data collection process is avoided. 

  

The final criterion for assessing secondary data is a comparison of the costs of acquiring the data and 

the benefits the data will bring (Saunders et al., 2019). In our case, relying on this secondary dataset 

has saved us a tremendous amount of time, as collecting similar primary data in the field would have 

taken months, and there is no guarantee that the companies would be as willing to talk to us as they 

were to talk to the World Bank. While we spent time on locating and gaining access to the dataset, it is 

still nothing compared to the alternative. Accordingly, we feel confident in concluding that the World 

Bank data is highly suitable for this thesis. 

 

5.2. Data for Analyzing Country Factors 

To address the second part of the research question of how host country factors impact the potential for 

FDI to lead to spillovers that benefit domestic firms, we draw on a range of primary and secondary data 

sources with the aim of collecting sufficient data to conduct a deductively informed qualitative analysis. 

Similar to the quantitative analysis, the qualitative analysis is deductive in the sense that it seeks to 

accept or a reject a hypothesis proposing that country factors have a significant influence on the extent 

to which FDI leads to increased firm performance. To do this, large amounts of data on Kenya’s and 

Vietnam’s specific country contexts are needed in order for the acceptance or rejection of the hypothesis 

to be made on a reliable foundation. The data that is used to conduct the qualitative analysis is presented 

in the paragraphs below, with an emphasis on the strength of combining primary and secondary sources 

of data to allow for triangulation. Subsequently, a section on evaluation of the data sources is presented 

to establish the reliability and validity of our data, which will help us to evaluate the extent to which 

we can make generalizable conclusions on the basis of our qualitative analysis, and hence whether we 

can extend the results of the analysis to other country settings in addition to Kenya and Vietnam. This 

is important, as a high level of generalizability ensures that we adhere to the positivist philosophy of 

science. 
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5.2.1. Data Sources Used 

The data used in the qualitative part of the thesis is a mix of primary and secondary data. The primary 

data includes a wide selection of laws on the regulation of FDI in Kenya and Vietnam, laws aimed at 

improving the business environment to attract more FDI, as well as laws aimed at increasing domestic 

absorptive capacity to support spillovers from FDI. In addition to relying on the original Kenyan and 

Vietnamese laws on FDI, we also draw on investment reports, journal articles, working papers and a 

few newspaper articles that interpret the laws. By including secondary interpretative sources, we can 

be more certain that our interpretation of the law is correct, while also obtaining information and expert 

opinions on the relative success of the laws. By using newspaper articles, in particular, we can also 

obtain information of how laws are received by the public, in particular foreign and domestic investors, 

which is relevant considering that FDI is the main variable under scrutiny in the thesis. In other words, 

by combining primary and secondary sources on the same topic, we can triangulate our data. 

 

In addition to laws, investment reports, journal articles, working papers and newspaper articles, a large 

part of the qualitative analysis relies on data on a range of data provided by the World Bank. This data 

includes the World Bank Databank, which collects data on a range of macroeconomic factors, such as 

inflows of FDI, GDP growth, GDP per capita growth, inflation, literacy rates, etc., which we use to 

evaluate the attractiveness of Kenya’s and Vietnam’s economies and to subsequently analyze the effect 

that it may have on the attraction of FDI. In addition, we also rely on the World Bank’s Worldwide 

Governance Indicators, which scores and ranks countries on a range of governance indicators, including 

political stability and absence of violence, control of corruption, and regulatory quality, which allows 

for an easy comparison of countries on these variables, which are known to influence a country’s 

attractiveness in the eyes of foreign investors. We choose to rely on data provided by the World Bank 

as it remains one of the most well-known and reputable organizations for collecting data on the 

economic and political state of countries around the world. 

 

5.2.2. Evaluation of Data 

Similar to quantitative, statistical data, qualitative data is assessed on a range of reliability and validity 

criteria (Saunders et al., 2019). Since we have collected and read hundreds of journal articles and 

reports, we will not assess each of the articles one by one in this section. Instead, we will outline the 

general approach taken when choosing which sources to rely on. Hence, when choosing if an article or 

document could and should be included to inform the analysis of the thesis, we started by conducting 

an initial assessment of the authority of the organization that had published the document. Assessing an 

organization’s authority is especially important when relying on articles and journals accessed through 

the Internet, since publication via the Internet is not controlled, which means that everyone has access 

to publish work. To avoid using articles that are not trustworthy, we only use work that has been peer-
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reviewed and published in well-renowned journals, which we have to access using our CBS profiles. 

An exception to this rule is newspaper articles that we included. However, since the newspaper articles 

are centered around topics on which we also gain information through more reliable sources, including 

laws and investment reports, and since the purpose of including newspaper articles is to learn about the 

public opinion, the fact that they may favor certain views over others is not considered a major problem. 

Finally, in the case of working papers, we made sure to identify the publishing institution and conducted 

a short assessment of its credibility prior to relying on the paper. As such, we include working papers 

published by renowned universities and international organizations, such as the OECD. Since we have 

been aware of the necessity of conducting assessments of the secondary qualitative sources used in this 

thesis, we feel confident in concluding that the secondary data included in the thesis is indeed 

sufficiently reliable to allow us to conduct informed analyses and draw generalizable conclusions that 

are valid and can contribute to the field of research on FDI, linkages and spillovers. 
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6. Analytical Framework 

This section on the analytical framework concludes Part I of the thesis. At this point, we have introduced 

the existing literature on linkages and spillovers from FDI, focusing on the channels through which FDI 

can lead to increased firm performance, how firm performance can be measured, and how country 

factors can either support or constrain spillovers from FDI. We have furthermore related these findings 

to the unique dataset that we have gained access to from the WBEAU and have identified proxies for 

the variables that we need to measure in order to establish the relationship between FDI and firm 

performance. Finally, we have also identified the data sources needed to establish how country factors 

can influence the impact of FDI spillovers.  

 

The model below illustrates the five hypotheses that have been developed from the literature review to 

answer the research question of how FDI impacts domestic firms, and how country factors in Kenya 

and Vietnam can influence this impact. The performance measures of productivity (H2), innovation 

(H3) and export (H4) will be analyzed quantitatively to determine how FDI impacts domestic firms, 

while the country factors (H5) will be analyzed qualitatively to make propositions of how country 

factors mediate the impact of FDI. The findings from the analysis will ultimately provide clarity that 

will allow us to either reject or accept the overall hypothesis of the thesis (H1), which predicts that 

when a domestic firm is exposed to or engages with a foreign firm, the domestic firm will experience 

increased firm performance.  

 

 

Model 4: Hypothesis model. 
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In this section, we will present a framework for the analysis which builds on the extensive literature 

review and methodology presented in Part I. In the first part of the analysis of how FDI impacts 

domestic firms, the World Bank dataset will be used to conduct a statistical, multiple regression 

analysis to establish how FDI impacts the productivity (H2), innovation (H3) and exports (H4) of 

domestic firms in Kenya and Vietnam, respectively. The results from the statistical analysis will allow 

us to either confirm or reject the hypotheses, which all predict a positive relationship between FDI and 

firm performance, in line with the positive relationship that is depicted between FDI and economic 

development in developing countries in general (H1). The approach taken to establishing the 

relationship between FDI and firm performance in this paper is unique and will contribute to the existing 

literature on linkages and spillovers for two main reasons. First of all, the fact that we define and 

measure firm performance as both productivity, innovation, and exports is new, since previous studies 

usually choose one of the three measures. By choosing three, we will provide a more comprehensive 

understanding of FDI spillovers. Second of all, the dataset that we use contains firm-level data, which 

is more suitable for measuring firm performance than macro-level data, which is based on averages and 

guesstimates at the national level. Consequently, our results should provide a more realistic picture of 

the relationship between FDI and local firm performance and therefore, to make a valid evidence-based 

claim that FDI actually affects local firm performance positively, we will only accept the overall 

hypothesis (H1) if H2 (productivity), H3 (innovation), and H4 (export) are all accepted. The analysis 

will therefore conclude with either accepting or rejecting Hypothesis 1.  

 

After the relationship between FDI and firm performance has been observed, we will seek to establish 

how country factors influence this impact in the second part of the analysis To structure the 

qualitative analysis, we draw on the research conducted by Altenburg (2000) and te Velde (2001) as 

presented in the following analytical framework:  

 

 

Model 5: Own analytical framework adapted from Altenburg (2000) and te Velde (2001). 
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As mentioned in the literature review, the qualitative analysis will commence with a presentation of the 

main (1) macroeconomic and political factors in Kenya and Vietnam. These factors are important to 

identify, as they are essential determinants of FDI inflows, and because they affect the types of policies 

that governments can effectively implement. Subsequently, the overall (2) FDI vision of each country 

will be presented. According to Altenburg (2000), policies to attract FDI should be embedded in a 

comprehensive national development strategy, where host countries formulate strategic goals and try to 

identify windows of opportunity relating to foreign investments - a vision for FDI. As mentioned in the 

methodology, we will draw on data provided by the World Bank’s Worldwide Governance Indicators 

to characterize the two countries’ macroeconomic and political contexts, in combination with 

investment reports, journal articles, working papers, and newspaper articles to get more details on the 

countries’ specific political systems and a second-hand interpretation of the governance indicators. To 

identify the countries’ FDI visions, we draw on the two countries’ investment laws as well as investment 

reports and journal articles. The purpose of including a wide range of both primary and secondary 

sources is to use triangulation to gain a well-informed and nuanced picture of the two country contexts. 

 

Since a countries’ overall FDI vision frames the policies implemented to attract FDI, and the attraction 

of FDI is a precondition for spillovers and linkages to occur, the next step is to identify the specific FDI 

policies implemented to attract FDI. As mentioned in the literature review, (3) policies to attract FDI 

and policies to support FDI spillovers can be divided into the two groups of policies, i.e. 

macroeconomic policies and industrial policies (te Velde, 2001). To identify these policies, we draw 

on a combination of laws, investment reports, journal articles, and working papers. The table below 

summarizes the types of policies that governments can apply within the macroeconomic and industrial 

categories and will be used to structure the qualitative analysis of the FDI policies implemented in 

Kenya and Vietnam. 

 

Table 2: Overview of policies to attract and support spillovers from FDI. Adapted from te Velde (2001). 
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As a final step, based on each country’s FDI vision and the policies it has implemented to attract and 

support spillovers from FDI, we identify the type of (4) FDI strategy that Kenya and Vietnam have 

pursued. According to Altenburg (2000), countries can pursue one of four types of strategies. The first 

type is the passive open-door policy with limited and only horizontal interventions to improve supply 

conditions, the second type is the open-door policy with active and sometimes selective support 

measures to improve supply conditions, the third is the strategic target and guide policy with selective 

interventions to develop advanced factors, and the fourth is the strategic restrict and exploit policy with 

strong selective interventions (Altenburg, 2000). The categorization of the countries’ FDI strategies 

will support the final part of the analysis, which will relate the findings from the qualitative analysis 

to those of the quantitative analysis and thus provide a final answer to the research question of How 

FDI impacts local firm performance, and how host country factors influence the impact: the case of 

Kenya and Vietnam. 
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Part II  

7. Effect of FDI on Firm Performance   

In this quantitative analysis, we will present and analyze the results of the eight regressions depicting 

the relationship between FDI and productivity, innovation and export in order to answer the first part 

of the research question of how FDI impacts the performance of domestic firms in Kenya and Vietnam. 

The analysis will be structured accordingly: First, for each of the three independent variables, we will 

repeat the hypothesis of the relationship between the independent variable x and the dependent variable 

y as presented in the literature review. Subsequently, we will present and analyze the output from Stata 

and relate it to the existing theoretical and empirical literature on the relationship between FDI and the 

performance of domestic firms, highlighting how our findings contribute to the literature. Based on the 

results, we will either accept or reject the proposed hypotheses. Afterward, the main findings of the 

quantitative analysis will be summarized in order to determine the main similarities and differences in 

the extent to which domestic firms in Kenya and Vietnam benefit from FDI, which will help to frame 

the second, qualitative part of the analysis of how country factors mediate the potential for domestic 

firms to benefit from FDI. Finally, at the very end of the analysis, the validity and robustness of the 

results will be determined by testing for the six assumptions of regression analysis.  
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7.1. Productivity 

 

7.1.1. Results without Control Variables 

 

 
Table 3: Effect of FDI on productivity in Kenya without control variables. 

 

 
Table 4: Effect of FDI on productivity in Vietnam without control variables. 
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7.1.2. Results with Control Variables 
 

 

Table 5: Effect of FDI on productivity in Kenya with control variables. 

 

 

Table 6: Effect of FDI on productivity in Vietnam with control variables. 
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7.1.3. Horizontal Spillovers 
In the literature review, we presented a hypothesis depicting a positive relationship between FDI 

through the horizontal spillover channel, i.e. the share of foreign output in a sector, and productivity 

among domestic firms. The hypothesis is the following:  

 

Hypothesis 2.1 

Local firms operating in sectors with a high level of foreign firm participation will experience 

increased productivity, as the presence of foreign firms in a sector will (1) increase competition, 

hence forcing local firms to be more productive, (2) allow domestic firms to observe and imitate 

technologies of the foreign affiliates and (3) allow for workers trained by affiliates of MNEs to be 

hired by domestic firms. All three will lead to increased productivity spillovers. 

 

The output derived from Stata for Kenya, which is presented in table 5 above, shows that although the 

correlation between the share of foreign output in a sector and the productivity of domestic firms is 

relatively large and negative, it has a confidence interval ranging from -115.484 to 45.876 and is not 

statistically significant. Accordingly, there is no significant evidence of spillovers on the productivity 

of domestic firms in Kenya through the horizontal channel, which corresponds to what was found 

before control variables were added to the regression. Furthermore, none of the control variables that 

were added to the horizontal spillover regression are statistically significant, which shows that the 

chosen control variables do not have a significant impact on the productivity of domestic firms.  

 

The results derived from Vietnam show significant and positive evidence of horizontal spillovers 

with a confidence interval between 4.994 and 10.820. More specifically, when the share of foreign firms 

in a sector increases with one percent, the productivity of local firms increases with 7.912. This is 

different from the original results without control variables, where no productivity spillovers were 

detected, and can thus be explained by the power of the control variables. Even though control variables 

are not included in the regression, they still affect y and can cause the relationship between x and y to 

appear insignificant if x and a given control variable work in different directions and thus cancel each 

other out. Hence, by including control variables, we isolate the effect of x (FDI) and y (productivity). 

When analyzing the specific control variables in more detail in Stata, i.e. adding them to the regression 

one at a time, we found that the addition of technology gap (i.e. the difference between the productivity 

of domestic and foreign firms in the sector) is positively correlated with productivity and causes y to 

become significant. Accordingly, technology gap is a significant mediating factor. 

 

In addition to technology gap, the control variables domestic inputs (i.e. how many domestic inputs that 

are sourced by foreign firms in the sector), market  (i.e. the share of foreign firm sales that are being 
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sold to the domestic market) and ownership (i.e. the sector’s average percentage of foreign ownership) 

are also significant mediating factors that influence the extent to which FDI through the horizontal 

channel leads to increased productivity in Vietnam. The four industry-level control variables impact 

productivity in different directions, with domestic inputs and technology gap having a positive impact 

on productivity, while market and ownership have a negative impact. Although market and ownership 

have a negative impact on productivity, it is not sufficient to offset the positive impact that the main 

independent variable, share of foreign output, has on the productivity level of domestic firms. 

 

The lack of evidence of horizontal spillovers on productivity in Kenya aligns with the existing 

empirical literature, which finds limited evidence of spillovers through the horizontal channel, likely 

explained by the lack of mutual interests between the MNE and domestic firms, as the MNE has an 

incentive to prevent technology and know-how to spill from the MNE to domestic competitors 

(Havranek & Irsova, 2011). The lack of evidence also corresponds with the theoretical literature, 

which argues that FDI through the horizontal channel can have either a positive, negative or no impact 

on domestic firms depending on the channel through which FDI is transferred and the ability of the 

domestic firm to internalize the spillovers. The spillover channels include the competition channel, 

where an increase in the share of foreign firms can either force domestic firms to become more 

competitive, which increases productivity levels, or hinder them from obtaining economies of scale, 

which may decrease productivity. Foreign firms can also affect domestic firms through the imitation 

channel, where domestic firms can either become more productive by imitating technologies introduced 

by foreign firms, or experience no increase in productivity if the foreign technology is not accessible to 

them, either due to a high technology gap or due to strong IP rights. Finally, foreign firms can affect 

domestic firms through the labor turnover channel, where former employees of foreign firms bring 

technology and know-how to a domestic firm when they change jobs. Since we find no evidence of 

spillovers in Kenya, it seems that domestic firms have not been able to internalize the technology and 

know-how of foreign firms through the three channels just mentioned. In the qualitative analysis, we 

will consider the importance of each channel in the context of Kenya in more detail. For now, we reject 

hypothesis 2.1 for Kenya, since we find no evidence that a high level of foreign firm participation will 

lead to increased productivity among domestic firms. 

 

The fact that we find evidence of positive spillovers on productivity through the horizontal channel in 

Vietnam only aligns with a few other empirical studies that find evidence of positive horizontal 

productivity spillovers, which are often argued to be attributed to long-run competition effects (Crespo 

& Fontoura, 2007; Javorcik, 2008; Farole & Winkler, 2014). It is argued that the presence of foreign 

firms in the short to medium run has a negative influence on local firms, while the average productivity 

level tends to increase in the long run, allowing local firms to compete with foreign firms. Since the 

World Bank dataset does not allow us to conclude on the specific channels of competition, imitation 
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and labor turnover through which FDI impacts domestic firms, the channels will be considered in more 

detail in the qualitative analysis. For now, when considering the quantitative results in isolation, the fact 

that we find evidence of positive horizontal spillovers is significant and supports the theoretical 

literature arguing that positive spillovers are possible if domestic firms are able to internalize the 

knowledge that foreign firms bring to the market. Accordingly, we accept the hypothesis for Vietnam, 

as we do find evidence of significant and positive horizontal spillovers. 

 

Our findings yield two main contributions. First of all, we add to the scarce empirical literature on 

positive productivity spillovers through the horizontal channel by presenting evidence of significant 

and positive spillovers in Vietnam. Second, the fact that we obtain different results in Kenya and 

Vietnam after controlling for firm- and sector-level control variables proves that there must be country-

level mediating factors that influence the extent to which FDI leads to spillovers. These factors will be 

addressed in the qualitative section of the analysis.  

 

7.1.4. Backward Linkages & Spillovers  
In relation to linkages and spillovers through the backward channel, i.e. when local firms export to 

foreign firms either directly or indirectly through a distributor, we presented the following positive 

hypothesis in the literature review: 

 

Hypothesis 2.2 

Local firms that sell their products to foreign firms will experience increased productivity because 

foreign MNCs have an incentive to share technology and know-how with the domestic firm, as it will 

lead to the production of inputs of a higher quality, which in the end benefits the foreign importer. 

 

For Kenya and Vietnam alike, we observe no significant evidence of improved productivity through 

the backward channel, meaning that we cannot conclude that domestic firms that export to foreign 

firms, either directly or indirectly through a distributor, are more productive than domestic firms that 

do not engage in exports, which corresponds with what was found before control variables were added 

to the regressions. The correlation variable for all three regressions in both Kenya and Vietnam is 

small, and the confidence intervals are narrow, ranging from slightly less than 0 to slightly more than 

0, which supports the conclusion of no evidence of spillovers. In Kenya, the output shows that although 

there is no significant correlation between backward FDI and productivity, there is a significant 

correlation between the mediating factors ownership and agglomeration (i.e. co-location of foreign and 

domestic firms in the same region of the country) and productivity. In other words, when a domestic 

firm exports its products to a foreign firm, it is more likely to experience increased productivity if it 

operates in a sector with a high level of foreign ownership and/or if it is located in a sector with a high 
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level of co-location, i.e. agglomeration. The significant effect of these control variables is relevant, as 

it shows that sector-level characteristics are important determinants of productivity.  

 

For Vietnam, the significant control variables are technology gap and domestic inputs, which both have 

a significant and positive impact on the productivity of domestic firms that interact with foreign firms 

through exports. Technology gap indicates that as the gap between foreign and domestic firms increases, 

the productivity level of domestic firms in the same sector also increases, thus supporting the theoretical 

claim that a large gap is beneficial for local firms, since their potential for catching up increases 

(Findlay, 1978; Meyer & Sinani, 2009). Likewise, when foreign firms increase the share of domestic 

products sourced, i.e. their domestic inputs, the productivity level of local firms also increases. Hence, 

there are both firm- and sector-level variables that have an impact on the productivity of domestic firms.  

 

The results of our regression analysis are not concurrent with the theoretical literature on backward 

linkages and spillovers, which argues that backward linkages are likely to lead to increased domestic 

firm performance due to mutual interests between the MNE and the domestic firms supplying the MNE, 

which means that increased performance from backward linkages should be more common than through 

the horizontal channel. Our findings are also contrary to what is found in previous empirical literature, 

which tends to find strong support for increased productivity through backward linkages, since the MNE 

is argued to have little incentive to prevent technology diffusion to upstream sectors  (Javorcik, 2004; 

Blalock & Gertler, 2008; Newman et al., 2015). Since our findings do not fit the existing theoretical 

and empirical literature, our main contribution is addressing that increased productivity does not occur 

automatically from linkages between foreign and domestic firms, and that there must be a range of 

mediating factors that are essential in order for this knowledge diffusion to take place. We have already 

identified some of these mediating factors, concluding that ownership, agglomeration, technology gap 

and domestic inputs are important mediators of the impact that FDI has on domestic firms. However, 

since the literature tends to find strong evidence of spillovers through the backward channel in other 

countries, there must be important mediating factors at the country-level that can explain why these 

positive effects are not found in the contexts of Kenya and Vietnam. These factors will be addressed in 

the qualitative analysis. 

 

As we find no evidence that a backward linkage from an MNE to a domestic supplier leads to higher 

productivity for domestic firms in Kenya and Vietnam when controlling for firm- and sector-level 

mediating factors, we have to reject hypothesis 2.2. 
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7.1.5. Forward Linkages & Spillovers  
In relation to increased productivity from forward linkages, i.e. when local firms source material and 

inputs of foreign origin for use in production, we presented the following positive hypothesis in the 

literature review: 

 

Hypothesis 2.3 

Local firms that source inputs and materials of foreign origin for use in production will experience 

increased productivity as the inputs sourced from foreign firms are expected to be of a higher quality 

than the inputs that can be sourced locally, which will increase efficiency. 

 

The conclusion of the statistical analysis is the same as for the previous analysis on backward linkages: 

we find no evidence of increased productivity through forward linkages for either Kenya nor 

Vietnam, meaning that we cannot conclude that domestic firms that source inputs for use in production 

from foreign firms - and which hence have a direct link to a foreign firm - are more productive than 

domestic firms that do not. The results correspond to what was found before control variables were 

added to the regression. As was the case with backward linkages, the correlation variable is small (0.085 

and 0.004 for Kenya and Vietnam, respectively, as shown in tables 5 and 6) with a confidence interval 

centered around zero. We therefore cannot conclude that the domestic firms increase their productivity 

levels from being in the successive stage of the value chain of MNEs. Despite the insignificance of the 

correlation between x and y, we once again find that the mediating factors ownership and agglomeration 

have a statistically significant and positive impact on productivity for Kenya, and that technology gap 

and domestic inputs have a statistically significant and positive impact in Vietnam, once again proving 

that there are other factors in addition to FDI that have a significant impact on the productivity of 

domestic firms. 

 

The results are neither concurrent with the theoretical nor the empirical literature on improved 

productivity through the forward channel, as the theoretical literature argues that mutual interests 

between the MNE and domestic firms in downstream industries should lead to increased productivity, 

which is confirmed in most empirical studies, albeit there being fewer studies on forward than on 

backward linkages. The lack of evidence yields a contribution that is similar to that presented for 

backward linkages above, i.e. addressing that increased productivity does not occur automatically from 

linkages between foreign and domestic firms, and that there must be a range of mediating factors at the 

country-level that can explain why evidence of improved productivity through the vertical channel are 

lacking in Kenya and Vietnam when they are often found in empirical studies of other countries. 

 



 52 

Based on the findings above, we have to reject hypothesis 2.3 in the context of both Kenya and 

Vietnam, since we find no evidence that a forward linkage from an MNE to a domestic buyer leads to 

higher productivity for the domestic firm when controlling for firm- and sector-level mediating factors. 

The model below depicts the main findings from on the firm performance variable productivity. The 

channels through which FDI can lead to increased productivity (horizontal, backward, forward) are 

colored green when our findings are statistically significant and positive, red when the findings are 

statistically significant and negative, and black when there is no statistically significant correlation. In 

addition, the model also summarizes the significance of the control variables for each channel. 

 

 

 

Model 6: Summary of the effect of FDI on productivity in Kenya and Vietnam 
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7.2. Innovation  
7.2.1. Results without Control Variables 

 

Table 7: Effect of FDI on innovation in Kenya without control variables. 

 

 

Table 8: Effect of FDI on innovation in Vietnam without control variables. 

 

7.2.2. Results with Control Variables 

 

Table 9: Effect of FDI on innovation in Kenya with control variables. 
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Table 10: Effect of FDI on innovation in Vietnam with control variables. 

 

 

7.2.3. Horizontal Spillovers 
For the dependent variable innovation, we present a hypothesis depicting a positive relationship 

between FDI through the horizontal spillover channel and the innovative capacity of domestic firms, 

i.e. the number of new products and/or new processes introduced by domestic firms. The hypothesis is 

the following:  

 

Hypothesis 3.1  

Local firms operating in sectors with a high level of foreign firm participation are more innovative 

because of the competition, imitation and labor turnover effects. Increased competition from foreign 

firms will cause domestic firms to innovate through imitation, while they stand to benefit from 

knowledge spillovers when former employees of MNEs are hired by domestic firms. 

 

Since innovation is a binary categorical variable that can either take the value 1 or 0 if a firm has or has 

not introduced a new product/service or a new production method in the last three years, respectively, 

it requires a slightly different interpretation than the dependent variables productivity and export. While 

the coefficients still indicate how the predicted value of y, i.e. innovation, changes when x, i.e. FDI, 

increases by one unit, the predicted values are now the logarithmic odds of success. Logarithmic odds 

can be converted into regular odds to allow for a simpler interpretation by using the code logit, or in 

Stata. When the results are presented as odds, the interpretation is that when x increases by one unit, 

the odds that y is equal to one (i.e. a domestic firm has introduced a new product/services and/or 

improved a production process in the last three years) increases by the odds multiplied by the 

coefficient. Accordingly, an odds ratio of one means that a one unit increase in x has no influence on y, 
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an odds ratio of more than one means that there is a higher odds of y happening when x increases by 

one unit, while an odds ratio less than one is associated with lower odds of y happening. 

 

For Kenya, the output from Stata presented in table 9 shows that there is no statistically significant 

correlation between the share of foreign output in a sector and the innovation of domestic firms. 

Accordingly, we cannot conclude that FDI has an impact on domestic firms in Kenya through this way 

of measuring firm performance. While our correlation of interest is not significant, the control variable 

agglomeration is statistically significant and positive. The interpretation is that when foreign and 

domestic firms are located in the same region, the odds that the domestic firm has introduced a new 

product/service in the last three years increases. This finding reflects that there is evidence of some 

spillovers from foreign to domestic firms, but that the effect of agglomeration is not enough to make 

the total effect of horizontal FDI on the innovation of domestic firms statistically significant. 

 

For Vietnam, the results from Stata presented in table 10 also show that there is no significant 

relationship between the share of foreign output in a sector and the likelihood that a domestic 

firm will introduce a new product and/or process. This result differs from what was found before 

control variables were added to the regression, as the output from Stata in this case showed that the 

share of foreign firms had a significant and negative impact on the domestic firms’ propensity to 

introduce new processes. The fact that the result is no longer significant after control variables have 

been added may be explained by the control variable agglomeration, as this variable has a significant 

and negative impact on innovation. In other words, when the number of foreign and domestic firms 

located in the same region increases, the odds that the domestic firm has introduced a new production 

process decreases. Thus, the seemingly negative correlation between FDI and innovation of domestic 

firms is attributed to the co-location of foreign and domestic firms in the same geographic area, and not 

the share of foreign firms in the sector. 

 

The fact that there is no evidence of innovation spillovers through the horizontal channel somewhat 

corresponds with what is argued in the inconclusive theoretical literature and the few existing 

empirical studies. As mentioned for the dependent variable productivity, spillovers through the 

horizontal channel can affect domestic firms through the competition, imitation and/or labor turnover 

channels. However, in order for domestic firms to benefit from FDI through these channels there are a 

range of mediating factors that must support the materialization of spillovers. This claim is supported 

by empirical studies, which find that if domestic firms are to benefit, a high level of absorptive capacity 

and skill is necessary (e.g. Cheung & Lin, 2002), which can also help to explain why empirical evidence 

of spillovers on innovation tend to differ significantly across countries and sectors. The main 

contribution of our findings is thus to add to scarce empirical evidence, which argues that horizontal 

spillovers on innovation tend to be insignificant in developing countries. Based on the findings and this 
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contribution, we have to reject hypothesis 3.1 in the context of Kenya and Vietnam since we find no 

evidence that the share of foreign output in a sector has a significant impact on the innovative capacity 

of domestic firms when controlling for firm- and sector-level factors.  

 

7.2.4. Backward Linkages & Spillovers 
In relation to increased innovation through backward linkages, we presented the following positive 

hypothesis in the literature review: 

 

Hypothesis 3.2 

Local firms that sell products to foreign firms are more innovative, as the foreign firm will have an 

incentive to help the domestic firm to improve its practices and products in order to increase quality 

and efficiency. 

 

For Kenya, the output from Stata presented in table 9 yields two statistically significant results arising 

from backward linkages. The first statistically significant result is through the indirect export channel, 

i.e. when domestic firms export products through a distributor. When the share of a domestic firm’s 

indirect exports increases, the odds that the domestic firm has introduced a new product/service in the 

last year decreases, which reflects a negative relationship between innovation and FDI through the 

indirect backward channel. The second statistically significant result is related to the effect of total 

exports on the introduction of new production processes. More specifically, when a domestic firm 

increases its total exports,  the odds that the domestic firm has introduced a new process in the last year 

also increases, thus reflecting a positive relationship between innovation when FDI is transferred 

through an average of the direct & indirect backward linkages. This result shows that when direct 

and indirect exports are considered together, the aggregate effect on the introduction of new production 

processes is likely to be (slightly) positive. As with horizontal spillovers, the mediating factor 

agglomeration is statistically significant and has a positive impact on the introduction of new products 

when FDI is transferred through backward linkages, while all other control variables hold no 

explanatory power.  

 

In contrast to Kenya, we observe no statistically significant results for Vietnam, which means that we 

find no evidence of spillovers on the innovative capacity of domestic firms through the backward 

vertical channel. Once again, the control variable agglomeration has a significant and negative impact 

on the domestic firms’ likeliness to introduce new processes both for direct and total exports, while all 

other control variables hold no explanatory power. The fact that the results differ between Kenya and 

Vietnam after the same firm- and sector-level control variables have been added shows that the country 

context must play an important mediating role.  
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Since the theoretical literature predicts that backward linkages between an MNE and a domestic firm 

will have a positive impact on innovation due to mutual interests between MNEs and domestic firms in 

preceding or successive stages of the value chain, our findings from Kenya and Vietnam, which show 

both positive, negative and no effect on innovation, contradict the theory. As empirical studies on the 

innovative capacity of domestic firms continue to be scarce and find evidence of both negative and 

positive spillovers, our results do not provide more clarity in relation to the aggregate effect of FDI 

through the backward channel. Accordingly, the main contribution of our results is two-fold. First of 

all, since we find different results in Kenya and Vietnam, we suggest that the realization of increased 

innovation through backward linkages does not arise automatically in all country contexts, but is 

dependent on a range of mediating factors, including agglomeration and most likely a range country-

factors, which will be explored qualitatively in the next section. In addition, based on the contradicting 

results from Kenya where we find evidence of both a positive and a negative correlation between FDI 

and innovation, our findings also suggest that it is important to consider the type of backward linkage 

that a firm is engaged in. More specifically, since we find evidence of a negative correlation through 

indirect exports in Kenya, but a positive correlation when total exports are studied, it seems that a direct 

linkage with a foreign firm is more likely to lead to increased innovation than an indirect link through 

a distributor, which may be explained by the motivation of the foreign firm or distributor, as argued by 

Ha & Giroud (2015). Since we have not come across other empirical studies that differentiate between 

direct and indirect exports and hence linkages, this finding constitutes an important contribution to the 

literature that other researchers should consider when seeking to conduct similar studies in the future. 

 

Based on the findings above, we can partially accept hypothesis 3.2 in the context of Kenya, while 

we reject it in the context of Vietnam. The hypothesis is only partially accepted in Kenya, as we only 

observe s positive effect on innovation when backward linkages are defined as total exports, and not 

when they are defined as indirect exports. The hypothesis is rejected in the context of Vietnam, since 

there is no evidence of spillovers on innovation through backward linkages.  

 

7.2.5. Forward Linkages & Spillovers 
In the final regression considering the relationship between FDI and innovation, we presented the 

following positive hypothesis of the impact of FDI through forward linkages in the literature review: 

 

Hypothesis 3.3  

Local firms that source inputs and materials of foreign origin for use in production are more 

innovative because mutual interests between the foreign MNE and the domestic buyer will result in 

better conditions for the domestic buyer to innovate and produce new and improved products or 

production processes. 
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For Kenya, the output from Stata shows a statistically significant and positive correlation between 

FDI through the forward channel and the likelihood that the domestic firm has introduced new 

products/services in the last three years, which was also the case before control variables were added 

to the regression. More specifically, when the share of materials and inputs of foreign origin imported 

by the domestic firm increases, the odds that the domestic firm has introduced new products/services 

in the last three years also increases. The result is only significant for the introduction of new products, 

and not for the introduction of new production processes, which highlights the importance of 

considering different ways of measuring the variable innovation by including as much of the available 

data as possible, since both new products and improved processes reflect an increase in firm 

performance. If we had chosen to only measure innovation as the introduction of new production 

processes, we would have concluded that there is no evidence supporting that forward linkages lead to 

increased innovation, which would have been incorrect. Although there is evidence that FDI has a 

positive impact on innovation, none of the firm- or sector-level control variables hold explanatory 

power, which means that neither can help to explain the variance in the dependent variable innovation.  

 

For Vietnam, the results show a significant and positive correlation between forward linkages and 

domestic firms’ likeliness to introduce new products and new processes, which was also the case 

before control variables were added to the regressions. For the introduction of new products, we observe 

that when domestic firms increase the level of inputs sourced from foreign firms, the odds of domestic 

firms introducing new products increases slightly. Likewise, when domestic firms increase the level of 

inputs sourced from foreign firms, the odds that the domestic firm has introduced new production 

processes also increases slightly. The statistical significance is stronger for improved processes 

compared to the introduction of new products, however, they both hold a positive confidence interval, 

thus reflecting a slight but certainly positive effect. As was the case for Kenya, none of the control 

variables hold explanatory power. 

 

The positive and significant correlation between forward linkages and the introduction of new 

products/services and improved processes is consistent with what is argued in the theoretical 

literature, which stresses mutual interests between the MNE and the domestic firm as a driver of 

increased innovation. It is also consistent with the few empirical studies conducted on forward linkages 

and innovation, which tend to find a positive correlation. We argue that the fact that we do not find 

evidence of statistically significant and positive correlation on the introduction of new processes in 

Kenya should not be of great concern, as the introduction of new products remains significant and 

positive, while the effect on new processes is positive but insignificant. As such, the aggregate effect is 

positive. The contribution of our findings is hence to confirm the theoretical literature arguing that 

increased innovation is likely to arise through the forward channel, but also to emphasize the importance 

of including different measures of innovation, if the available data allows it, since not all measures yield 
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statistically significant results. Finally, since previous studies on foreign linkages and innovation often 

measure innovation as number of patents filed or granted, we contribute to the existing empirical 

literature by showing that innovation, measured as the introduction of new products and/or new 

production processes, is also likely to yield statistically significant results. 

 

Based on the results, we accept hypothesis 3.3 in the context of Kenya and Vietnam. The model 

below summarizes the main findings from the analysis. 

 

 

 

 

Model 7: Summary of the effect of FDI on innovation in Kenya and Vietnam. 
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7.3. Export  
7.3.1. Results without Control Variables 

 

Table 11: Effect of FDI on export in Kenya without control variables. 

 

Table 12: Effect of FDI on export in Vietnam without control variables. 
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7.3.2. Results with Control Variables 

 

Table 13: Effect of FDI on export in Kenya with control variables. 

 

 

Table 14: Effect of FDI on export in Vietnam with control variables. 
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7.3.3. Horizontal Spillovers 
For the dependent variable export, we presented the following positive hypothesis of how the share of 

foreign exports in a sector affects the exports of domestic firms: 

 

Hypothesis 4.1 

Local firms operating in sectors with a high level of foreign firm participation will experience 

increased exports, because the presence of foreign MNEs will (1) allow local firms to imitate the 

MNEs’ practices and (2) allow for workers trained by MNE affiliates to be hired by domestic firms 

which will lead to greater knowledge about export management. 

 

To recap, the dependent variable export is measured in three distinct ways; as indirect exports, i.e. when 

a domestic firm exports its products through a distributor, as direct exports, i.e. when a domestic firm 

exports directly to a foreign firm, and total exports, i.e. the total of indirect and direct exports.  

 

The results we observe in Kenya presented in table 13 show that the dependent variable total export 

remains statistically significant after firm- and sector-level control variables are added to the regression, 

while the variable indirect export is no longer statistically significant. This means that the control 

variables have absorbed the significant relationship initially observed between the variable indirect 

export and the share of foreign exports in the sector. For the remaining significant variable total export, 

the results indicate that there is a statistically significant and negative relationship between the share 

of foreign exports in the sector and the share of a domestic firm’s sales that are exported. More 

specifically, when the share of foreign exports in a sector increases by 1%, the share of a domestic 

firm’s sales that are exported decrease by 127.232. This represents a significant decrease in exports and 

thus reflects that domestic firms suffer from the presence of foreign firms in the sector when foreign 

firms are also engaged in exports. For this regression, the control variable age of firm, which is an 

indicator of how established the firm is in the market, is statistically significant and positive. Age thus 

has a positive influence on the firm’s ability to benefit from the presence of foreign firms. However, 

the positive influence of age is not sufficient to offset the negative impact of the main independent 

variable, the share of foreign exports in the sector. 

 

In Vietnam, the results from Stata also show a significant and negative relationship between the 

share of foreign exporting firms in a sector and domestic firms’ propensity to export directly and 

indirectly. Prior to adding control variables to the regressions, the correlations were insignificant, 

which means that controlling for firm- and sector-level control variables has isolated the true effect of 

FDI on exports and showed that it is in fact significant and negative. Since the results are negatively 

correlated, the interpretation is that when there is a one percent increase in the share of foreign exporting 
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firms in a sector, the indirect and direct exports of domestic firms in the same sector decrease by 55.266 

and 47.337, respectively. These results show that domestic firms suffer from the presence of foreign 

firms when both are engaged in exports. The significant control variables are firm size and ownership, 

which tend to have a positive effect on export, and market, which tends to have a negative effect. The 

control variable ownership is interesting to address in more detail, as the ownership variable accounts 

for the level of foreign ownership in a sector. Thus, if the foreign ownership in the sector increases, it 

has a slightly positive influence on domestic firms’ likeliness to export. This control variable thus 

emphasizes the importance of distinguishing between the mere presence of foreign firms in the sector, 

which has a positive impact on the domestic firm’s propensity to export, and the presence of foreign 

firms that export, which has a negative impact. This finding will be relevant for future research papers 

considering the policy implications of FDI spillovers in more detail.  

 

The theoretical literature argues that domestic firms operating in sectors with a high share of foreign 

firms that export are more likely to also be exporters because the domestic firms can (1) learn from the 

export practices of the foreign firms and use the distribution channels that have already been established 

by the foreign firm, and (2) “free-ride” on the lobbying effects of larger MNEs, which may have 

improved the trade and export conditions for all firms in the market (Aitken et al., 1997; Blomström & 

Kokko, 1998). The results of our regression analysis do not fit these claims, as we find that domestic 

firms are impacted negatively when they operate in sectors with a large share of foreign exporters. 

Similarly, the empirical literature also tends to find a positive relationship between the exporting 

activities of foreign firms and the propensity for domestic firms to export, observing that domestic firms 

can benefit from the presence of foreign firms through the imitation and the labor turnover channels. 

Since our results differ from what is commonly found in the literature, the main contribution of our 

findings is to show that not all firms benefit from the exporting activities of foreign firms in the sector. 

As previous empirical studies on exports have often focused on China, our findings show that the 

specific country context may be an important mediating factor, which will be explored further in the 

qualitative section of the analysis.  

 

Based on our findings, we have to reject hypothesis 4.1 in the context of both Kenya and Vietnam, 

since we find evidence of negative as opposed to the predicted positive spillovers on exports through 

the horizontal channel. 

 

7.3.4. Forward Linkages & Spillovers 
For forward linkages, we presented the following, positive hypothesis in the literature review: 
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Hypothesis 4.3 

Local firms that source inputs and materials of foreign origin for use in production will experience 

increased exports as local firms can establish links with foreign firms, who in turn may help the local 

firms to establish links with potential international buyers. 

 

In Kenya, the results of the analysis show that there is a statistically significant and negative 

relationship between the share of foreign material and inputs that domestic firms source and the 

share of sales that are indirect exports, which was also the case before control variables were added 

to the regression. The result reflects that domestic firms that use foreign products in production will be 

less likely to export through a distributor than domestic firms that do not use foreign inputs. While the 

effect on indirect exports is negative, the effect on direct exports is positive, but statistically 

insignificant. However, this result still shows that a possible interpretation of the negative effect on 

indirect exports can be that domestic firms that import from foreign firms are more likely to engage in 

direct rather than indirect exports. Other possible interpretations will be discussed further in the 

qualitative section of the thesis. In terms of control variables, a range of variables are statistically 

significant, including age of firm, ownership, market, and domestic inputs, which all have a positive 

influence on the propensity for domestic firms to engage in exports. Although all four variables have a 

positive influence on exports, it is not sufficient to offset the negative effect that arises when domestic 

firms import material and inputs for use in production.  

 

In Vietnam, we observe a different effect from forward linkages. The results show a statistically 

significant and positive effect on domestic firms’ direct and total exports when they source inputs 

from foreign firms. More specifically, when local firms increase inputs sourced from foreign firms by 

one percent, the level of indirect exports increases by 0.170 and total exports increases by 0.229. Like 

the effect on exports through the horizontal channel, the size of firm and the ownership control variables 

are positive and significant, which reflects that large domestic firms operating in sectors with a large 

share of foreign ownership will be even more likely to benefit from having a forward linkage with a 

foreign firm. 

 

The literature on how FDI affects the exports of domestic firms through forward linkages is very scarce. 

The theoretical literature, from which we built hypothesis 4.3, is based on the rationale of vertical 

linkages in general, which argues that the effect on domestic firms should be positive due to mutual 

interests between the MNE and domestic firms in successive stages of the value chain – the MNE has 

no reason to not want the domestic firm to benefit from the products that it supplies. Since we have not 

found empirical studies investigating the correlation between forward linkages and exports, we can 

only compare our results to the theoretical literature. Accordingly, the main contribution of this 

analysis is the fact that we found evidence of a negative correlation between exports and forward 
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linkages in Kenya, which is contrary to what is predicted by theory and thus requires further analysis. 

On the contrary, the results from Vietnam show a positive correlation, which is aligned with what is 

predicted by the theoretical literature. This finding thus contributes with much needed empirical 

evidence of how forward linkages affect exports. Overall, as has already been mentioned in the sections 

above, the fact that we find different results in Kenya and Vietnam after controlling for firm- and sector-

level variables shows that the specific country context must be an important mediating factor, as will 

be addressed in the qualitative analysis in the next section. Based on our findings, we can thus reject 

hypothesis 4.3 in the context of Kenya and accept the hypothesis in the context of Vietnam. A 

summary of the main findings from the analysis on exports is presented in the model below. 

 

 

 

Model 8: Summary of the effect of FDI on export in Kenya and Vietnam. 
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7.4. Sum-up of Effect of FDI on Firm Performance   
The purpose of the quantitative analysis is to address the first part of our research question, which is 

How does FDI impact local firm performance? To answer the research question, we have summarized 

the main findings from the quantitative analysis in the table below, which presents the significance of 

the results while also noting whether our hypotheses predicting the relationship between FDI and 

domestic firm performance are accepted or rejected: 

 

 

Model 9: Hypothesis model including results from quantitative analysis. 

 

Drawing on the findings to address our research question, we can conclude that, in general, FDI seems 

to have only a limited impact on the performance of domestic firms in Kenya and Vietnam. This 

conclusion is based on the fact that the majority of our hypotheses, which all predicted a positive 

relationship between FDI and the performance of domestic firms, were rejected. Consequently, we also 

have to reject our initial hypothesis (H1), which suggested that when a domestic firm is exposed to 

or engages with a foreign firm, either horizontally or vertically, the domestic firm will experience 
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increased performance. In addition, our quantitative analysis also contributes to the literature by 

showing that the observed results depend significantly on how FDI and firm performance are 

measured. For instance, both innovation and exports yielded more significant results than productivity, 

which is interestingly the most common way of measuring firm performance identified in the literature. 

Furthermore, innovation was proxied by two variables, i.e. the introduction of new products/services 

and the implementation of new production processes, which also yielded different results. Finally, we 

measured backward linkages as direct, indirect and total exports, which also yielded different results. 

Hence, our findings show the importance of considering different ways of measuring one’s variables of 

interest to ensure that the results capture as many effects of FDI as possible. 

 

A last important contribution related to the quantitative analysis is the realization of the large extent 

to which the correlations between FDI and firm performance observed in Kenya and Vietnam 

are actually similar. To mention a few, we found no evidence of increased productivity through 

vertical linkages in either country, no evidence of increased innovation through horizontal spillovers in 

either country, and evidence of a negative correlation between exports and horizontal spillovers in both 

countries. Nonetheless, we did also observe some differences in the extent to which domestic firms 

in the two countries benefit from FDI, with domestic firms in Vietnam benefitting more than 

domestic firms in Kenya. Accordingly, when considering the influence of country factors in the next 

section of the analysis to address the second part of the research question, it becomes relevant to look 

for country factors capable of explaining both the similarities and the differences in the extent to which 

the domestic firms in Kenya and Vietnam benefit from FDI.  

 

7.5. Validity of Results 
In order to determine the robustness of our results, we will conduct six validity tests. The tests are based 

on the six assumptions of the linear regression model, which must hold in order for a model to correctly 

specify the relationship between a dependent and a number of independent variables (Daniels & Minot, 

2018). The six assumptions are the following: 

 

1. Regression analysis assumes the independent variables are measured without error 

(measurement error) 

2. Functional form is correct, and all relevant independent variables are included 

(specification error) 

3. Independent variables are not highly correlated with one another (multicollinearity) 

4. Variance of residuals is constant (heteroscedasticity) 

5. Residuals are normally distributed (endogeneity) 

6. Independent variables are exogenous (nonnormality)  
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The tests for each assumption can be found in Appendix B. 

  

Measurement error 
Measurement error refers to the fact that the values of the variables in the database may differ from the 

true values of the variables, due to errors or deception by the respondent, mistakes by the enumerator, 

data entry errors, or possible corruption of the data in processing. While this is not expected to be a 

significant problem in this thesis, where the sensitive questions related to e.g. corruption and bribes 

have not been used, we still run tests in Stata to check for measurement error of the independent 

variables that we do use by checking whether our independent variables are more than three standard 

deviations below or above the mean (Daniels & Minot, 2018, p. 221). We find that there are some 

outliers in the data sets for both Kenya and Vietnam (for Kenya: % direct exports and share of foreign 

exports in sector, for Vietnam: Share of foreign output, share of foreign export in sector, % indirect 

and direct exports). However, in this case, the outliers identified in Stata are not errors, as they represent 

values that are considered to be realistic. For instance, Stata identifies that there is a possible 

measurement error in the variable % direct exports since some values of this variable are higher than 

the mean + three standard deviations, which equals 65.17%. It is, however, realistic that some firms 

export more than 65.17% of their output directly. Hence, measurement error is not deemed to have a 

negative impact on the validity of our results.  

 

Specification error 
Specification error occurs when a relevant explanatory variable is missing from the equation (i.e. 

omitted variable bias). We expect to have omitted variable bias at this point of the thesis since we have 

not yet controlled for country-level mediating factors, which the literature finds to have a significant 

impact on the potential for FDI to lead to increased firm performance. We test for omitted variable bias 

in Stata by using the Ramsey regression specification-error test for omitted variables and find that there 

are indeed omitted variables in our regression models. As this is expected and will be addressed in the 

qualitative analysis, it does not have a significantly negative effect on the validity of our results. 

 

Multicollinearity 
Multicollinearity refers to a situation where two or more independent variables are closely correlated 

with each other, which results in a linear combination of a set of independent variables that is either 

equal to or close to zero (Daniels & Minot, 2018). It can occur if the model includes multiple variables 

that are measuring similar concepts. Multicollinearity results in large standard errors of the coefficients 

and thus large confidence intervals and should hence be avoided. We have attempted to sidestep this 
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pitfall by choosing independent variables and control variables that are all very different from one 

another.  

 

To test for multicollinearity, we use the variance inflation factor (VIF), which is calculated for each 

independent factor using the function estat vif in Stata. If an independent variable is closely correlated 

with other independent variables, the VIF factor will be large, i.e. greater than 10 (Daniels & Minot, 

2018). In general, multicollinearity is not a significant problem in our regressions, as most tests find 

small VIFs. This is especially true for Vietnam, where the number of observations is larger (see 

Appendix B). However, for Kenya, the VIF tests find multicollinearity in two of the regressions, i.e. 

horizontal productivity spillovers and horizontal export spillovers. In the case of horizontal spillovers, 

the variables share of foreign output in the sector, ownership, domestic inputs, and market all show 

signs of multicollinearity, while for horizontal export spillovers, the variable domestic inputs show signs 

of multicollinearity. To remedy this, one can either collect a larger sample of data, which is 

unfortunately not possible in this thesis, or alternatively choose to drop one or more of the correlated 

variables. However, since dropping a variable can result in omitted variable bias, this is usually not 

recommended (Daniels & Minot, 2018). Instead, we can test the combined effect of the variables by 

running an F-test of the hypothesis that all coefficients are equal to zero by using the test [x1] [x2] [x3] 

[x4] command in Stata. The test reports a p-value of 0.0371, hence concluding that the variables are 

jointly significant, but that the effect of each variable cannot be measured independently because of the 

close correlation. Since they are jointly significant, they should (and will) remain in the regression.  

 

Heteroscedasticity 
Heteroscedasticity arises when the variance of the error term in the regression is not constant throughout 

the sample of observations. The consequence of this situation is that the estimated coefficients are not 

efficient, which means that they do not make use of all available data, and that the standard errors of 

the coefficients are incorrectly measured (Daniels & Minot, 2018). Prior to running and presenting the 

results of our regressions in the analysis, we suspected heteroscedasticity in our dataset, and tested it by 

using running the estat hettest in Stata. This test is known as the Breusch-Pagan/Cook-Weisberg and 

tests whether the variance of the residuals is a function of the predicted values of the dependent variable 

and that errors are normally distributed. Since the p-value is less than 0.05 for all regressions, we can 

can conclude that the null hypothesis of constant variance, and hence heteroscedasticity is present (see 

Appendix B) To remedy this, we decided to run all of our regressions with robust standard errors, which 

uses a different method to calculate the standard error of each coefficient, resulting in a different 

confidence interval and p-value for each coefficient. Using robust standard errors is the most common 

approach to solving the problem of heteroscedasticity.  
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Endogeneity  
If any of the independent variables are correlated with the error term, the model has an endogeneity 

problem. With endogeneity, the OLS coefficients are biased and may also be inconsistent, because, as 

the sample size increases, the estimated coefficient will not converge toward the true value of the 

coefficient. There are two conditions under which an independent variable would be correlated with the 

error term: (1) When the independent variable is influenced by the dependent variable, i.e. reverse 

causation. (2) When the independent variable and the dependent variable are both affected by a variable 

that has been omitted from the model. Both of these situations are likely to occur in this thesis, where 

it is both likely to assume that our dependent variables, i.e. productivity, innovation and exports, are 

affected by the number of foreign firms in a given sector/the level of FDI, but also that the number of 

foreign firms/levels of FDI in a sector is affected by the productivity, innovation and exports of 

domestic firms.  

 

A strategy that can be used to deal with endogeneity is to use panel data, i.e. data covering multiple 

countries over multiple time periods. This, however, is not possible in our setup, as we only have access 

to datasets for two years, which is not enough to carry out the test. As such, possible endogeneity is a 

limitation is this thesis as it often is in cross-sectional studies of FDI and firm performance (Javorcik, 

2004; Farole & Winkler, 2014). However, since theoretical literature argues for a relationship between 

FDI and productivity, innovation and exports, it is still relevant and important to analyze the correlation 

empirically. We thus argue that our results are still valid despite possible endogeneity. 

 

Non-normality 
It is only relevant to test for non-normality in the error term when the sample size is small, i.e. less than 

200 observations (Daniels & Minot, 2018). Since we have 308 observations for Kenya and 451 for 

Vietnam, the sample size is sufficiently large to assume a normal distribution, as argued by the central 

limit theorem. Hence, we will not test for non-normality. 
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8. Impact of Country Factors   

The qualitative analysis will present the information required to address the second part of the research 

question, i.e. how host country factors influence the impact of FDI on the performance of domestic 

firms in Kenya and Vietnam. The analysis will follow the structure of the analytical framework 

presented in Part I of the thesis, starting with an introduction to the macroeconomic and political 

contexts of the two case countries followed by a presentation of the countries’ FDI vision. Subsequently, 

the policies implemented to attract and support linkages and spillovers from FDI will be presented. 

Finally, based on the analysis, we will characterize the type of FDI strategy that each of the countries 

is following. As a final part of the qualitative analysis, we will include a section which aims to relate 

the findings from the qualitative analysis to the findings from the quantitative analysis in order to 

identify the country factors that appear to have the most significant influence on the extent to which 

FDI leads to improved firm performance. These factors will be presented as propositions, which will 

enable us to either accept or reject our fifth and final hypothesis. 

 

 

8.1. Kenya  

 

8.1.1. Macroeconomic Factors and Political System  

Following Kenya’s independence from Britain in 1963, authoritarian, one-party rule was introduced 

with a one-party state and complemented by import substitution industrialization (ISI), which included 

tariff protection and import licensing. ISI resulted in a rapid rise in agricultural output and a boom in 

Kenya’s manufacturing sector with annual growth over 25% from 1971 to 1972 (Thomson, 2016; Gertz, 

2009). As a result, Kenya’s GDP grew significantly, reaching a high point of 22.174% growth in 1971 

before slowly deteriorating to 17.082% in 1972, 5.897% in 1973, 4.066% in 1974, and 0.882% in 1975 

(World Bank, 2019a). The dwindling GDP reflects the curtailing of Kenya’s economy as a result of 

external shocks, including the oil crisis, decline in coffee and tea prices, severe droughts, poor 

macroeconomic management, and the collapse of the East African Community, which had been an 

important source of demand for Kenyan manufacturers (Kinuthia, 2017). After almost a decade of 

deteriorating growth, Kenya became one of the first countries to obtain a Structural Adjustment 

Program (SAP) loan with the World Bank in 1980 (Gertz, 2009; Kinuthia, 2017). 

 

After signing the SAP, Kenya introduced significant liberalization policies, including an almost 

complete abolishment of import licenses and a significant reduction of tariffs (Gertz, 2009). To attract 
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more FDI, the government introduced SEZs in 1990 where generous incentives were provided to 

foreign investors, including tax holidays, waivers for import tariffs, and exemption from numerous 

business regulations (Gertz, 2009). The liberalized economy had the disadvantage that it flooded the 

Kenyan market imports from the US and EU, in particular, which caused production in manufacturing, 

cotton, textile and apparel firms to decrease significantly (Gertz, 2009). As a result, Kenya’s exports 

deteriorated, and real GDP growth declined from 7% growth in the 1970s to 4.2% in the 1980s and 

2.2% in the 1990s, while overall FDI inflows still remained low, averaging 0.4% of GDP from 1980 to 

1990 and 0.48% of GDP from 1980 to 2005 (World Bank, 2019b). The economic liberalization strategy 

was complemented by the introduction of multiparty politics in 1992 due to significant pressure on the 

government from civil society (Thomson, 2016). However, the introduction of democracy only resulted 

in more political instability and intense corruption, which has further deterred foreign investors (Hope, 

2017). 

 

 

Figure 1: Net inflows of FDI (BoP, current USD) in Kenya. Source: World Bank (2019c). 

 

Since the mid-2000s, Kenya has experienced an increase in the level of FDI inflows, which is reflected 

in figure 1 above. The increase in FDI is attributed to sustained economic growth, with GDP growth 

reaching 5.9% in 2018, an expected 6.0% in 2019 and an expected 6.1% in 2020. In addition, political 

gains and the fact that the share of the population living in extreme poverty has declined from 46% in 

2006 to 36% in 2016 have also contributed to attracting FDI (World Bank, 2019j; AfDB, 2019). Inflows 

of FDI have primarily benefited the ICT, real estate, banking, retail, power generation, oil exploration, 

and mining sectors, with the majority of investments coming from the UK and the US, followed by 

Germany, France, and the Netherlands (World Bank Group, 2019a). Despite the apparent increase in 

FDI, FDI still remains low considering the size of the Kenyan economy and the country’s level of 

development compared to other Sub-Saharan African nations in the region, and spikes in FDI are often 
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related to one or two large investment projects, such as the privatization of telecommunications in 2007 

(UNCTAD, 2012). The low levels of FDI can be attributed to underdevelopment of local extractives, 

infrastructure bottlenecks, skills shortages, political uncertainty, poor governance and high levels of 

crime and corruption (World Bank Group, 2019a; AfDB, 2019; Moss, Ramachandran & Shah, 2004). 

 

Kenya’s political system remains a major impediment to inflows of FDI, with investors often 

mentioning corruption and political instability as factors that deter them from investing in Kenya 

(Epaphra & Massawe, 2017; Hope, 2017). This claim is reflected in the Worldwide Governance 

Indicators presented in figure 2 below, which shows that Kenya scores particularly poorly on the 

indicators of political stability and absence of violence and control of corruption. This conclusion is 

supported by both acknowledged academics as well as local Kenyan bureaucrats, who argue that 

opportunistic bureaucrats and politicians consciously choose corruption over performance because they 

benefit from it, and that the existing governance institutions lack both the will and capacity to stop them 

from doing so (Hope, 2017). The high level of corruption is endemic in - and supported by - the political 

system where the president holds substantial power and where elections are dominated by a winner 

takes all system as a result of power being centralized in the executive branch. The winner takes all 

endemic and consequent extensive power of the president means that individuals tend to shift their 

loyalties to the ruling regime for reasons of both personal survival and economic gain, and that elections 

are characterized by violence between opposing parties and extensive corruption (Hope, 2017). It goes 

without saying that this type of political system where the focus of politicians is solely on implementing 

policies that are popular to ensure that they are reelected significantly influences the policy space, 

including the effectiveness of policies implemented to attract FDI and ensuring that linkages and 

spillovers materialize, which will be further explored in the paragraphs below. 

 

 

Figure 2: Worldwide Governance Indicators in Kenya. Source: World Bank (n.d.). 
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Kenya’s FDI Vision 
The main document in which Kenya’s vision for development and targeting of FDI is presented is 

Kenya Vision 2030, which aims to transform Kenya into a newly industrializing, middle-income country 

providing a high quality of life to all its citizens (Government of Kenya, 2007). To achieve its goals, 

the Vision acknowledges that FDI can help to increase GDP growth rates by fostering a more efficient 

use of resources and consequently that initiatives must be taken to make the country more attractive to 

foreign investors (ibid.). The document mentions six sectors that will be given key priority to achieve 

the growth goals; tourism; agriculture, livestock and fisheries; wholesale and retail trade; 

manufacturing; business process offshoring; and financial services, and that attracting FDI to these 

sectors is key (ibid.). Since Kenya’s Vision 2030 is a product of a highly participatory, consultative and 

inclusive process, where international and local experts, business representatives and civil society from 

all parts of the country were invited to participate in its formulation, it is argued that the objectives of 

the Vision are embedded in and supported by the general public, which, according to Altenburg (2000), 

is essential to ensure its success. 

 

To specify the conditions under which FDI should be regulated to achieve the Vision 2030, the Kenyan 

government amended the Investment Promotion Act in 2009. The Act seeks to promote and facilitate 

investment by assisting investors in obtaining the licenses necessary to invest and by providing 

incentives or exemptions under the Income Tax Act, the Customs and Excise Act, and the Value Added 

Tax Act (National Council for Law Reporting, 2009). What is important to note about the Investment 

Promotion Act is that it does not discriminate between different types of FDI, as it only evaluates foreign 

investments on two criteria: (1) That the firm must invest a minimum of 100,000 USD, (2) that the 

investment must be lawful and beneficial to Kenya, meaning that it should either create employment 

for Kenyans, aid in the acquisition of new skills or technology for Kenyans, contribute to tax revenues, 

increase foreign exchange, or utilize domestic materials, supplies and/or services (ibid.). It is reasonable 

to assume that most foreign investments will deliver on at least one of the criteria, which shows that the 

discrimination between different types of FDI is low, and hence that the sectors that are mentioned as 

priorities in the Vision 2030 are not visibly prioritized in the Act. The interpretation that the law lacks 

discrimination is supported by local law practitioners, including Nyabwa & Kaniaru (2019), as well as 

the WTO (2000), which further concludes that foreign investors are granted national treatment. Since 

the Kenyan government allows for all FDI to enter the country, the government’s strategy does not 

comply with Altenburg’s (2000) and te Velde’s (2001) criterion of actively selecting FDI that will help 

achieve the overall aim of the FDI vision, which shows that there may be discrepancies between the 

overall aim of the country’s FDI strategy and the means implemented to obtain it.  
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8.1.2. Policies to Attract FDI in Kenya 

 

Macroeconomic Policies  
As part of its strategy to attract FDI, the Kenyan government has introduced intense privatization in the 

infrastructure sector, which remains inadequate and is often mentioned as a factor that deters foreign 

investments (World Bank Group, 2019a; AfDB, 2019). The government has focused specifically on 

attracting investors to help upgrade the roads and railway network, recently obtaining funds from the 

African Development Bank and China for the purpose (International Trade Administration, 2019). 

Backed by Japanese investors, the government is also investing heavily in upgrading Mombasa port, 

the largest port in East Africa, to support the inflows of FDI (International Trade Administration, 2019). 

While these investments send a signal to investors that significant strides are undertaken to improve 

infrastructure, large obstacles endure, including lack of reliable electricity, which remains at 51% 

coverage in urban areas and 4% in rural areas, as well as lack of telephony (UNCTAD, 2012; Galvan, 

2014). Hence, further investments in infrastructure are needed to make Kenya attractive to foreign 

investors. 

 

With a literacy rate of 90%, the highest in the region, Kenya is in a favorable position when considering 

level of education as an attractor of FDI (UNCTAD, 2012). The high literacy rate is fostered by free 

primary schooling, while access to secondary school is contingent on the leaving exam from primary 

school (ibid.). While Kenya’s primary education is favorable, vocational and university-level education 

is lacking, which deters the more advanced strategic asset and efficiency-seeking FDI. University 

dropout rates are high as a result of insufficient formal job creation and high youth unemployment rates 

(18% unemployment and 80% underemployment in urban areas), which discourages students from 

completing their education (Danish Trade Union Development Agency, 2019). In addition, in 2018, 

government announced significant cuts in funding for university and vocational training, which may 

have further negative effects on the share of educated workers in the future (Michira, 2018). As such, 

Kenya’s education system has a low level of external efficiency, which is defined as producing skilled 

labor that matches the demand of the labor market (Miningou & Tapsoba, 2017). The efficiency is 

estimated to be only 14.9%, which is lower than the efficiency rates in the Sub-Saharan countries Chad, 

Senegal, Mozambique, Côte d’Ivoire, Burkina Faso and Sudan (ibid.).  

 

Finally, in relation to financial markets, there are two areas that are relevant to consider; access to 

finance for foreign investors and external debt. In terms of access to finance, Kenya scores favorably 

as the banking system is characterized by the presence of larger, international banks, which are expected 

to increase their stronghold on the background of the Central Bank of Kenya’s decision to increase the 

capital requirement of banks to 250 million KES in December 2012 (UNCTAD, 2012). This is attractive 
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to foreign investors as it enables them to access funds locally. In relation to external debt, the situation 

is quite different. Kenya’s external debt stocks have increased exponentially over the past 10 years, 

from 8.856 Billion USD in 2010 to 31.511 Billion USD in 2018 (World Bank, 2019d). At 31.511 Billion 

USD, Kenya’s external debt is the fourth highest in Sub-Saharan Africa, with only South Africa, Angola 

and Nigeria having higher levels of debt (ibid.). The high level of debt is recognized as troublesome by 

the IMF, which argues that Kenya risks losing investors and economic gains if the government does not 

contain the debt burden (Kisika, 2018).  

 

Industrial Policies  
To attract FDI, the government of Kenya passed the Special Economic Zones Act in 2015, which 

establishes SEZs where foreign firms are exempted from value-added tax, income tax, custom and 

excise duties, stamp duty and work permit quotas (EY, 2015). In the Finance Act of 2017, incentives to 

investors were further extended so that dividends paid by SEZ enterprises, developers or operators to 

non-resident persons are also exempt from withholding tax (KPMG, 2017). The SEZs have fast become 

an integral part of Kenya’s economy, and in 2017, Kenya had 61 SEZs with 131 operational enterprises 

accounting for the direct employment of 52,947 people (EPZA, 2017). Investment incentives, 

including corporate tax reductions for newly listed companies and investment deductions granted on 

the cost of a building and machinery, are also granted to foreign investors working outside the SEZs to 

make Kenya a more attractive destination for FDI (KIA, n.d). These incentives, among others, are 

promoted to foreign investors by Kenya’s Investment Authority (KIA), which organizes regular trade 

missions where government representatives and interested companies from abroad are invited to Kenya 

to learn more about investment opportunities in the country (KIA, n.d.). 

 

In addition to attracting foreign investors by providing fiscal incentives, the government of Kenya has 

also focused on improving the administrative procedures that affect foreign firms through the 

Business Registration Services Act of 2015 and the Insolvency Act of 2015. The Acts simplify the 

registration process for foreign firms wishing to set up business in Kenya by giving counties the 

registration responsibility while simultaneously improving the legal framework in case of bankruptcy 

of a company (Nordea Trade, 2019). In addition, the Kenyan government has also simplified tax 

payment by introducing an online platform to pay taxes, which significantly reduces the amount of time 

that foreign investors spend with local law enforcement (AfDB, 2019). The industrial policies have 

resulted in an improvement of Kenya’s standing on the Ease of Doing Business Index (EoDB), where 

it gained 16 places from 2016 to 2017, another 12 places from 2017 to 2018, and an additional 19 from 

2018 to 2019, eventually placing 61 out of 190 countries (Nordea Trade, 2019). The improvements and 

successive climb up the EoDB index are both achievements that are used by KIA to attract more foreign 

investors to the country. 
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8.1.3. Policies to Promote Linkages and Spillovers in Kenya  
 

Macroeconomic Policies  
Some macroeconomic policies implemented with the aim of attracting FDI to a host country double as 

policies that support the linkage and spillover potential from FDI to domestic firms by increasing the 

absorptive capacity of domestic firms and workers. Three of these macroeconomic policies are those 

that affect infrastructure, those that affect financial markets, and those that affect the overall level of 

education in the country. Infrastructure impacts the potential for domestic firms to benefit from FDI 

by ensuring easier transport and communication between the MNE and its potential domestic partner(s), 

supplier(s) and/or buyer(s). Since the AfDB estimates that developing Kenya’s infrastructure to close 

the existing infrastructure gap will require an annual spend of $4 billion over the next decade (AfDB, 

2019), there is still a long way to go before the country’s infrastructure is sufficiently developed to 

support linkages and spillovers. In relation to financial markets, it is important to mention the 

amendment of the Banking Act in 2015, which resulted in a capping of the interest rate chargeable by 

banks. The result is a significant tightening of credit and liquidity in the country, resulting in access to 

credit in the private sector reaching an eight-year low of 2.1% in May 2017 (Nyabwa & Kaniaru, 2019). 

This impacts local SMEs in particular and may prevent them from accessing the finance necessary to 

invest in improved production processes and training of workers. Finally, education also affects 

linkages and spillovers from FDI, as having a well-educated workforce is essential to ensure that 

workers can absorb the foreign technology that they are exposed to in the value chain or market. As 

such, the fact that Kenya’s external efficiency is low, and that government is decreasing funding to 

vocational training and university-level education is problematic. 

 

Labor mobility is another factor that affects the potential for FDI to benefit domestic firms. In Kenya’s 

Employment Act of 2007, there are no clauses that discourage labor mobility. Rather, labor mobility is 

encouraged as workers are free to leave after a one month’s notice has been given, and because every 

employer is bound to give an employee a certificate of service upon termination, which should help to 

ease the transition into a new job (ILO, 2004). Although labor laws and regulations support labor 

mobility, they have insufficient reach due to the structure of the Kenyan labor market where 83% of the 

Kenyan workforce operates in the informal economy, which does not comply with labor regulations 

(Danish Trade Union Development Agency, 2019). As such, it is unlikely that working conditions and 

principles of labor mobility are upheld in the informal sector. Although we are only interested in labor 

mobility from MNEs to domestic firms, which are expected to operate in the formal sector, the fact that 

most domestic workers are accustomed to working in the informal sector may impact the ease with 

which they adapt to the rules and regulations of the formal sector. 
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Two additional macroeconomic policies that impact the extent to which FDI can benefit domestic firms 

are competition policy and export promotion policy. Kenya’s competition policy is regulated under 

the Competition Act 2010, which does not distinguish between foreign and domestic firms (National 

Council for Law Reporting, 2012). Accordingly, domestic firms are not treated more favorably than 

foreign firms, which means that domestic firms are directly exposed to competition from the often more 

technologically advanced foreign firms. Similar conclusions can be drawn when considering Kenya’s 

export promotion policy. While Kenya established the Kenya Export Promotion and Branding Agency 

in August 2019, the Agency only has the mandate to offer advice to Kenyan exporters, and not to 

provide direct subsidies or other financial benefits (Kenya Export Promotion and Branding Agency, 

2019). As a result, domestic Kenyan firms are in direct competition with foreign firms engaged in 

exports. The lack of support to the struggling domestic exporters may explain why the level of exports 

in Kenya remains low and has been decreasing since the mid-2000s. In 2018, exports of goods and 

services as a percentage of GDP equaled 13.176% in Kenya compared to the average of 25.371% in 

Sub-Saharan Africa (World Bank, 2019e). 

 

Industrial Policies 
In terms of using industrial policies to support linkages and spillovers from FDI, the Kenyan 

government has recently introduced local content requirements to encourage linkages between foreign 

and domestic firms. In June 2016, the Companies Act of 2015 entered into force with the requirement 

that new companies registering in Kenya cede at least 30% of their shareholding to persons who are 

Kenyan citizens by birth (UNCTAD, 2016a). However, only three months later, the 30% domestic 

ownership requirement was repealed (UNCTAD, 2016b). In July 2019, the Senate passed the Local 

Content Bill of 2018, which provides a framework to facilitate local ownership, control and financing 

of oil, gas and other petroleum resources in Kenya (Government of Kenya, 2018). At the time of writing, 

no fixed percentage level of local content is mentioned in the Bill. While local content encourages 

linkages through which domestic firms can absorb knowledge and technology, it will only be beneficial 

if the technology gap between the domestic and foreign firms is small and if the domestic firm has the 

absorptive capacity to benefit from the policy (Hansen, 2017; Nunnenkamp, 2002). In addition, local 

content also requires strong state capacity, as weak institutions, corruption and nepotism prevent the 

benefits of local content from arising (Hansen, Buur, Kjær & Therkildsen, 2016). Accordingly, the lack 

of workers with vocational training and/or a university degree, coupled with a political system that is 

characterized as highly corrupt and unstable, will pose an obstacle to successful industrial policy. 

 

Encouraging R&D is another factor that can be addressed by government to increase the absorptive 

capacity of domestic firms and support linkages and spillovers from FDI. Recently, the Kenyan 

government has started to invest intensively in R&D, and in the draft Science, Technology and 
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Innovation Policy of 2018, it is mentioned that the increased funding will be used to provide 

infrastructure and to involve universities and public research institutes in developing knowledge and 

technology that can be used to enhance productivity and create employment opportunities in existing 

and/or new sectors (Ministry of Education, 2018). By intensifying R&D at the national level as opposed 

to picking certain sectors or specific firms to support, the Kenyan government is adhering to Altenburg’s 

(2000) claim that countries with governments that may succumb to the rent-seeking of powerful firms, 

the optimal strategy for implementing policies to attract and guide FDI is one that does not require 

picking winners and losers, but which works horizontally to benefit all firms (p. 34). If, however, the 

increased investments in R&D result in technological upgrading and innovation among domestic firms, 

these firms are constrained by Kenya’s IP rights, which are particularly strict and provide stronger 

protection than what article 61 of TRIPS requires (Omolo, 2018). The strict IP rights thus limit the 

capacity of the government to use IPR policy as a tool for encouraging innovation, especially by start-

ups that rely on imitating similar products (ibid.).  

 

8.1.4. FDI Strategy  
Based on the analysis above, it is clear that there are significant contradictions between the Kenyan 

government’s vision of FDI and the policies that it has implemented to attract and support linkages and 

spillovers from FDI. While the vision of FDI mentions key sectors that FDI should flow into, the 

Investment Promotion Act, the legal document that regulates FDI, does not distinguish between 

different types of FDI. Furthermore, despite government efforts to attract FDI through fiscal incentives, 

SEZs and improvements in administrative procedures, certain elements of Kenya’s macroeconomic and 

political environment, including insufficient infrastructure, low external efficiency in relation to 

education, high external debt and political instability and corruption continue to deter investments. 

Accordingly, inflows of FDI into Kenya remain low compared to neighboring countries like Tanzania 

and Uganda (World Bank Group, 2019b). In relation to ensuring that FDI leads to linkages and 

spillovers, the Kenyan government is also facing problems. At the macroeconomic level, additional 

investments in infrastructure, vocational and university-level training is needed to increase absorptive 

capacity. In addition, liberal and market-driven competition and export promotion policies may have a 

negative effect on domestic firms, which are easily crowded-out by more advanced foreign firms. At 

the level of industrial policy, Kenya’s strict IP rights prevent domestic firms from imitating the 

technologies of foreign firms. Accordingly, policies to support an increase in the absorptive capacity of 

domestic firms are lacking. 

 

Based on the analysis, it is concluded that the Kenyan government’s approach to FDI most closely 

resembles Altenburg’s (2000) type 1 FDI strategy i.e. a passive open-door policy with limited and only 

horizontal interventions. However, with recent introductions of LCRs, it can be argued that Kenya is 
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showing signs of moving towards a type 2 strategy, i.e. an open-door policy with active and sometimes 

selective support measures. The fact that Kenya is following an open-door strategy as opposed to a 

more guiding strategy can help to explain the lack of spillovers identified in the quantitative analysis, 

as will be presented later in the qualitative analysis. 

 

 

8.2. Vietnam 

 

8.2.1. Macroeconomic Factors and Political System  

Vietnam used to be one of the poorest countries in the world, and from its unification in 1975 up until 

1986, the economy was characterized as a highly concentrated planned economy where the state played 

a dominant role. The external economic relations to Vietnam were mainly socialist countries such as 

Eastern Europe and the former Soviet Union (Pham, 2004). During the years 1976-1986, Vietnam 

received economic aid from the former Soviet Union, but the economy troubled over the years with an 

increasing budget deficit, hyperinflation, and sharp declines in economic aid. The total value of exports 

was less than half of the total value of imports, and there were no foreign investments in the country 

(ibid.). In 1986, considerable changes to the economy were initiated. The sitting General Secretary was 

replaced, and the Sixth Party Congress approved to renovate the socio-economic life in Vietnam. The 

main program was to convert from a centrally planned economy to market-oriented one under state 

management, with the aim of transforming the economy into a multisector economic structure (Van 

Hoa, 1997). The process is referred to as Doi Moi and reflects a transformation in Vietnam where policy 

reforms were implemented to stimulate dynamic economic growth in the country, and to attract foreign 

investors. The main aim of the reforms was to achieve sustainable economic growth, maintain political, 

social and economic stability and guarantee equal opportunities (Pham, 2004). The economy responded 

positively to the Doi Moi process and the GDP growth rate increased from 2.7% in 1986 and peaked in 

1995 with 9.5%. Although the economy was affected by the Asian financial crisis in 1997 and the global 

financial crisis in 2008 growth was registered at 6.7% again in 2015 (World Bank, 2019g). With the 

high growth rates, the poverty level was reduced at an unprecedented speed, plummeting from 58% in 

1993 to 19.5% in 2004 and subsequently to 2% in 2016 (UNCTAD, 2008; World Bank, 2019h).  

 

The sectors in Vietnam have diversified significantly since 1986. In 1990, the agricultural sector 

represented over 30% of GDP, and in 2006, it had declined to less than 19%, while the industrial sector 

increased from 25% to 41% over the same period (UNCTAD, 2008). Today, Vietnam is the 21st largest 

exporting country in the world, exporting for $220 Billion and importing for $204 Billion in 2017 (OEC, 

2019). The top exports are broadcasting equipment ($30.7B), telephones ($14.9B), integrated circuits 
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($14.6B), textile footwear ($9.5B) and leather footwear ($6.06B), while the main imports are integrated 

circuits ($15.6B), telephones ($10.2B), refined petroleum ($7.23B), electrical parts ($4.69B) and light 

rubberized knitted fabric ($4.51B)
3
 (OEC, 2019). The main trading partners are the United States and 

Japan, China, Singapore and South Korea while the main providers of imports are China, South Korea, 

Japan, Singapore and Hong Kong (ibid.). Concurrent with the liberalization of its trade regime, Vietnam 

joined the WTO in 2007 and engaged in free trade agreements with ASEAN countries, the United States 

as well as cooperation agreements with the European Union (OECD, 2018a) 

 

The level of FDI also increased significantly after Doi Moi was initiated, which is reflected in the graph 

of FDI inflows over the period 1985-2016 presented blow. Where foreign investment enterprises were 

banned in 1985, there were 4,200 foreign investors registered in Vietnam in 2006 (UNCTAD, 2008, p. 

3). The main foreign investors are from Japan, Singapore and South Korea, and most investments are 

made in the manufacturing and processing sectors, followed by real estate and some professional 

activities within science and technology (UNCTAD, 2018). According to the authorities, there is a high 

share of greenfield investment of 90% in the manufacturing sector, where a large share of the of the 

output has been in exports (OECD, 2018a). Most of the mergers and acquisitions involving foreign 

investors have been in the oil and gas, finance, metals and steel, and food and beverages sectors (ibid.). 

In 2014, foreign owned firms accounted for 16% of the GDP, contributing to 38% of the economic 

growth, but only accounted for 6.4% of employment. While foreign firms contributed with 68% of 

exports in 2015, they had a high import propensity, and consequently only 27% of inputs were 

purchased locally, which excludes Vietnam’s domestic suppliers from benefiting from the presence of 

foreign firms in downstream sectors (OECD, 2018a).  

 
Figure 3: Net inflows of FDI (BoP, current USD) in Vietnam. Source: World Bank (2019i). 

 
3  Using the 1992 revision of the HS (Harmonized System); an internationally standardized system to classify traded 

products. 
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The political system is reflected in the Worldwide Governance Indicator ranking as shown in the figure 

below. The indicator voice and accountability, which measures the perception of Vietnamese citizens’ 

ability to participate in selecting a government, freedom of expression and association as well as free 

press has a low score in Vietnam (World Bank, n.d.). This is likely to be a result of the one-party system, 

as citizens do not hold much power in democratic elections, as well as the restrictions from the 

Vietnamese government on the free press. A noticeable difference between Kenya and Vietnam is that 

Vietnam has a high level of political stability and absence of violence with an average of 0.16 for the 

period of 2010-2016 based on a governance measured on a scale from -2.5 to 2.5, where higher values 

correspond to better governance (World Bank, n.d.). While the overall political stability average is 

lower compared with the average of all countries in East Asia and Pacific, Vietnam scores higher than 

surrounding Asian countries, including the Philippines (-1.24), Thailand (-1.14), India (-1.14), China (-

0.56) and Malaysia (0.13) (World Bank, n.d.).  

 

Government effectiveness, which captures the perceptions of the quality of public service, the quality 

of policy formulation and implementation as well as the government's commitment to these 

policies, may also be positively affected by the political system. As there is only one political party, 

there may be greater incentives to engage in long term investments as the risk of other parties being 

elected at next term is removed. However, this may come at the expense of the low voice and 

accountability ranking. The control of corruption and the rule of law indicators are also relevant to 

consider. The concept of rule of law is based on an apolitical and unbiased legal institutional structure, 

which can remove the threat of exploitative interests from all agents. Rule of law is relatively low, 

which can be critical to foreign investors looking to invest in Vietnam, as it captures the perceptions of 

confidence in the rules of society, with particular notice to the quality of contract enforcement, property 

rights, the court system, and the police. Vietnam overall scores medium values relative to the 

surrounding Asian countries on regulatory quality and control of corruption. The governance indicators 

portray an overall picture of the political environment of Vietnam, which will be relevant for how the 

country governs FDI.  
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Figure 4: Worldwide Governance Indicators in Vietnam. Source: World Bank (n.d.) 

 

Vietnam’s FDI Vision  
Similar to Kenya, Vietnam also aims to use FDI as an engine of economic growth and development. 

How FDI is expected to support development is mentioned in the country’s Strategy for Socio-

Economic Development, which consists in two versions; one for the period 2001-2010 and one for the 

period 2011-2020. The strategies intend to give shares to foreign investors and reduce the differentiation 

between domestic and foreign investments, as well as to simplify administrative investment processes 

and focus on attracting foreign investors that support the productions of, and trading in, export goods 

and services, hi-tech goods and services and construction of infrastructure (CC, 2001). In the most 

recent strategy for 2011-2020, additional emphasis is put on the attraction of FDI that contributes with 

modern and environmentally friendly technology, strengthening the connection between domestic firms 

and foreign investments, and letting foreign investors contribute to developing the country’s 

infrastructure (Economica, 2012). 

 

To specify the conditions under which FDI should be regulated to achieve the vision for 2011-2020, 

the initial legal foundation for attracting foreign investors is the Law on Investments, which was first 

introduced in 1987 as part of the Doi Moi process (UNCTAD, 2008). This was the first of a continuing 
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series of reforms to create legal structures for foreign investors. The law highlights that the capital 

invested in Vietnam by foreign investors will not be confiscated or bought through administrative 

measures and that the foreign enterprises will not be nationalized. A new Law on Investments and a new 

Law on Enterprises were introduced in 2005 and are considered a fundamental shift in terms of 

regulating FDI, as they introduce a unified legal and regulatory framework for all types of investments 

from all investors regardless of nationality (e.g. foreign or domestic) as well as the type of ownership 

(public or private). The framework thus articulates more equal terms to all investors, which is different 

from the previous two laws on investments, where foreign investors operated under a special framework 

(OECD, 2018a). One important aspect of FDI applications remains the same, which is that foreign 

investment projects must be formally approved by the government administration where they decide if 

the proposed foreign investment is in line with Vietnam’s interests (OECD, 2018a). Investment 

certificates are issued by the relevant provincial authorities with the aim of evaluating the socio-

economic effects of the investment (OECD, 2018a). Hence, the administration of FDI can be argued to 

align with Altenburg’s (2000) and te Velde’s (2001) criterion of actively selecting FDI that will help 

achieve the overall aim of the FDI vision. 

 

 

8.2.2. Policies to Attract FDI in Vietnam  

 

Macroeconomic Policies  
A macroeconomic policy that can shape a country’s competitiveness is a policy that aims to support the 

development of a skilled workforce. After the Doi Moi, Vietnam experienced rapid industrialization 

where the demand for skilled labor was relatively easily met in the 1990s by the fairly literate population 

(UNCTAD, 2008). However, as technology advanced and more skill-intensive sectors developed, a 

skilled labor force became of higher demand but increasingly more difficult to accommodate. 

According to the World Bank’s Investment Climate Assessment Survey 2005, 60% of the foreign 

investment enterprises in Vietnam provide formal training programs to their employees, and companies 

like Intel started to send their employees to other facilities in Asia as part of the hiring strategy to 

provide them with the proper training from experienced managers (ibid). While training processes by 

foreign investors are an important approach to transfer knowledge and develop skills for local 

employees, they will never be sufficient to accommodate the aggregated level of skills needed for the 

entire economy. Vietnam has attempted to support skills development, and a report from OECD (2018a, 

p. 279) shows that the state budget for education rose from 15% in 2001 to 20% in 2010. Te Velde 

(2001) also promotes that good labor regulations can also help shape the country’s competitiveness, 

where competitive wages (for skilled and unskilled workers) are likely to lead to higher inflows of 

efficiency-seeking FDI. Up until 2012, Vietnam operated with a two-tier system, which differentiated 
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minimum wages between domestic and foreign firms fixed by the government, where the minimum 

wages were higher for foreign firms. However, in 2013, the two minimum wage systems were merged 

into a single rate with regional differentiation, which makes it more attractive to foreign investors as 

they do not have to pay higher wages compared to domestic employers (ILO, 2016).  

 

With the rapidly growing industrialization and urbanization, Vietnam has had difficulties with 

supplying physical infrastructure to accommodate the expanding networks. As a result, foreign MNEs 

are met with increased logistic costs, which may deter some firms from investing. The government has 

recognized the infrastructural shortcomings and made infrastructure one of the three top priorities in 

the ten-year Socio-Economic Development Strategy 2011-2020, where the focus is on building an 

infrastructural system that synchronizes with modern projects (Economica, 2012)). The officially 

estimated investment needed for infrastructure is USD 170 Billion, where half of this investment is 

expected to come from the private sector. This is a high ambition, as relatively little investment from 

private corporations has gone to infrastructure in the past (OECD, 2018a). In addition to infrastructure, 

the development of financial markets can also be important to MNEs and impact their decision to 

invest in the country. This is based on the argument that weak financial markets can be coupled with a 

large external debt, and thus foreign investors may be hesitant to transfer funds as there is a threat of 

devaluation (te Velde, 2001). The external debt in Vietnam has decreased in recent years, with total 

debt as a percentage of GDP amounting to 28.2% in 2010 and 23.6% in 2018 (Ceicdata, 2019). The 

need for developing financial markets is expressed in Vietnam's vision for 2011-2020, where the focus 

is to develop a complete structure that is safely operated and effectively managed and supervised.  

 

Industrial Policies  
te Velde (2001) argues that industrial policies can have an effect on the promotion of FDI and how 

attractive the country is to foreign investors. One approach to attract FDI is through fiscal incentives. 

Like many other developing countries, Vietnam has also chosen to attract foreign investors through tax 

incentives. Currently, Vietnam’s tax incentives include tax holidays, reduced corporate tax rates and 

import duty exemptions on raw materials, equipment, supplies, and semi-finished products (OECD, 

2018a). Vietnam also offers non-tax incentives such as exemption or reduction on land use and rental 

fees, infrastructure and preferential land lease terms. In addition, the country also has incentives that 

support assistance in recruiting and training skilled workers (ibid.). These incentives are granted on the 

basis of the location of the investment, which includes difficult or very difficult socio-economic areas, 

as well as economic zones, industrial parks, and high technology parks. They also offer grants to 

encourage foreign investors to invest in specific sectors, where a greater focus has been on high-

technology and infrastructure. Vietnam also has special economic zones (SEZ), which they began 

establishing in the late 1990s and 2000s to attract labor-intensive manufacturing (UNCTAD, 2008). 
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Since then, SEZs have increased exponentially and in 2017 there were 376 SEZs, where 326 were 

industrial parks, 43 were economic zones, 4 were export-processing zones, and 3 were high-tech parks 

(OECD, 2018a). The tax incentives in these areas vary between the type of zone and amongst the 

industrial parks based on the socio-economic development prospects in the area the park is located.  

 

The promotion of FDI can also be affected by the structures around the administration of FDI and the 

level of efficiency in the process, as well as how FDI is promoted and targeted. The investment 

promotion facilitation activity in Vietnam is decentralized, as it is administered both by the central 

government and the provincial bodies (OECD, 2018a). At the national level, the Ministry of Planning 

and Investment (MPI) is composed of 25 departments, where many of them deal with investment 

policies and promotion. Within this department is the Foreign Investment Agency (FIA), which deals 

with issues such as image building, investment generation, investor servicing, aftercare to retain 

established foreign investors and policy advocacy on identifying bottlenecks in the investment climate. 

From here FIA provides recommendations to the government (ibid.). Within the past decade, the central 

government has used considerable resources to improve the business environment by simplifying the 

administrative process of foreign investments, where the provincial teams have taken a leading role. 

While this decentralization increases the level of efficiency by fostering competition between the 

provinces, it also leads to unclear governance structures where the responsibilities are ambiguous and 

lead to duplication of effects and misuse of resources and complex application processes and 

requirements between the provinces (ibid.). 

 

 

8.2.3. Policies to Promote Linkages and Spillovers in Vietnam 

 

Macroeconomic Policies  
While some policies in Vietnam have been implemented to promote and attract FDI, other policies aim 

to support linkages and spillover effects from foreign investors that are already engaged in the country. 

te Velde (2001) argues that a skilled workforce is important for attracting FDI, but also to facilitate 

linkages and spillovers (te Velde, 2001). The government needs to offer quality education and training 

programs for workers in order to create the capacity to absorb new knowledge and technology. While 

the educational system in Vietnam may show a solid track record in developing basic educational skills, 

it faces challenges in generating advanced skills, which are of increasing demand in the coming years 

(OECD, 2018a). A survey found that 80% of employers in Vietnam think that the applicants for 

professional positions and techniques lack the necessary skills, and over 60% of international firms 

recognize that the lack of skilled labor is an obstacle for their businesses activity, which is the same 

results found for SMEs where they found that 75% of the workers were not trained in technical skills 
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(OECD, 2018a, p.279). The development of quality human resources and skill sets is one of the three 

main goals for Vietnam's Socio-Economic Development Strategy 2011-2020 and has been elaborated in 

several other ten-year strategies (Economica, 2012). The Vietnamese Government also introduced an 

ambitious Higher Education Reform Agenda 2006-20, which particularly aims to increase the access 

and quality of higher education with a framework in greater alignment with international standards 

(OECD, 2018a) 

 

Another macroeconomic tool for the Vietnamese government to impact linkages and spillover effects 

is competition policies. The government can limit the powers of MNEs by reducing their ability to 

abuse market power. Studies have shown that competition policies are crucial in securing a long-term 

effect of FDI in the country and prevent that the host economy suffers from foreign MNEs (te Velde, 

2001). Vietnam’s Competition Law was first introduced in 2004, where two competition authorities 

were established (OECD, 2018a). Vietnam’s Competition Law was first introduced in 2004, where two 

competition authorities were established (OECD, 2018a). It addresses two overall areas, the 

prohibitions against the ‘restraint of competition’ and ‘unfair competition’, which all types of 

enterprises are subject to, also foreign investors. While it is a comprehensive law which makes 

important contributions to the development of the Vietnamese economy, there are some features in the 

law that have slowed down contributions that the law could have made for the economy, and the number 

of concluded cases have been unexpectedly low, which have to lead to questions to its effectiveness 

(ibid.). While competition policies normally aim to create a healthy competitive environment for 

businesses, the overall competitiveness in Vietnam still remains low, and Vietnam continues to have 

many powerful state-owned enterprises (SOE) which compete directly with private firms and receive 

beneficial support from the government (ibid.). 

 

Infrastructure is not only a macroeconomic tool for attracting FDI but is also an essential source for 

facilitating linkages between businesses. An investment report from OECD (2018a) argues that 

Vietnam’s infrastructure needs a more sophisticated logistical system, which would be able to 

accommodate faster and more reliable logistical demand and would enable Vietnam to move into higher 

value-added industries as well as long-term effects on the access to technology and know-how about 

these flows. The infrastructure thus continues to be a barrier for integrating into global value chains. 

 

Having access to finance is commonly acknowledged as an important factor for supporting sustainable 

economic growth. However, in many developing countries, it can be very difficult for SMEs to obtain 

access to financial services at an affordable rate and on fair conditions (Huong Giang et al., 2019). This 

has also been the case for Vietnam. While the country has experienced rapid growth over the past 

decade, the development of financial markets has been low, and the banking system is weak relative to 

other developing countries (Huong Giang et al., 2019). The importance of access to finance is also very 
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relevant in Vietnam, as SMEs play a vital role in the country’s development by accounting for 97% of 

all firms in the country (Huong Giang et al., 2019, p. 15). An SME survey conducted by the Ministry 

of Planning and Investment (MPI) also showed that roughly 30% of all SMEs in Vietnam could not get 

access to finance from financial institutions, while 30% did but had many difficulties obtaining the 

funds (Huong Giang et al., 2019, p. 3). A report by UNU-WIDER (2015, p. 20) based on surveys from 

SMEs shows that lack of capital and access to credit is one of the most severe obstacles in Vietnam, 

and that the ability to access financial services fell from 45% in 2011-2013 to 24% in 2015 and that 

70% of 2500 surveyed SMEs took to the black market to access loans as they were not able to approach 

formal institutions. OECD (2018b) also acknowledges the challenge of SMEs’ access to finance in 

Vietnam, where SMEs in Vietnam score lower than the average of all ASEAN countries. Lack of access 

to finance is problematic, as it prevents domestic firms from loaning the required money to innovate 

and hire experienced employees, which may have a negative impact of firm performance. 

 

Along with trade liberalization, the Vietnamese government also introduced policies to encourage 

export-oriented investments as well as export businesses. These policies and measures are tax 

incentives, foreign exchange and land-use rights, easier access to credit and quicker business 

registration, export awards, and support in trade promotion. An example of such is that Vietnamese-

owned exporting companies benefit from a 25% corporate income tax rate, which is lower than the 

standard rate of 32%, and exporting firms (domestic and foreign-owned) may be given preferential 

land-use rights with lower rents, or defer in payment of value-added tax on materials imported for 

production of export goods (ITC, n.d.)  

 

Industrial Policies 
The transformation from a centrally planned economy to a market-based economy also supported a 

rapid increase in the number of SMEs in Vietnam. The SMEs in Vietnam account for more than 95% 

of all the firms in the country and employ roughly 47% of the labor force (Huong Giang et al., 2019, p. 

3). The number of SMEs in the country has increased significantly since the 2000s, with a yearly growth 

rate between 15% and 30% over the period from 2007 to 2011 where SMEs accounted for 40% of the 

national GDP (OECD, 2018a, p. 269). This indicates that SMEs have a very central role in the economy, 

which, according to Altenburg (2000) is preferential, since SMEs can create linkages to MNEs and thus 

enable the transfer of technology and knowledge to domestic firms. 

 

te Velde (2001) focuses on policies encouraging linkages between domestic firms and MNEs as well 

as supporting technological capability and human resources. The first legal document aiming to boost 

SMEs’ performance in Vietnam was implemented in 2001 and resulted in the introduction of a series 

of policies and process simplifications aiming to develop and support SMEs. The government presented 
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a plan to develop supporting industries and thus support SMEs engaging in global value chains with 

foreign MNEs. Decentralized promotion centers also have a role in facilitating linkages between 

domestic and foreign firms. Examples include the Investment and Trade Promotion Center in Ho Chi 

Minh City, where the provincial agency provides local and foreign companies with information and 

consulting while also providing matchmaking between domestic and foreign firms. Other provincial 

agencies have opened up offices overseas to approach foreign MNEs (OECD, 2018a). Hence, the 

decentralized promotion agency structure follows an overall strategy from vision 2011-2020 to 

encourage linkages between domestic and foreign affiliates, however the approach to facilitate this 

depends on the province. Some challenges to these objectives remain, as the freedom to do business in 

Vietnam was only introduced in 1999, and hence, few SMEs existed before this time. Accordingly, 

SMEs are a relatively new phenomenon in the country. Secondly, local firms also compete with SOEs, 

which receive various preferential agreements and subsidies (OECD, 2018). And lastly, there is a large 

quality and productivity gap, which hinders MNEs from including small local firms in their supply 

chains. Thus, while SMEs have boomed since Doi Moi, their overall competitiveness remains low, and 

the resulting technology and productivity gap between MNEs and SMEs has resulted in few business 

linkages until now. 

 

A final important industrial policy is IP rights, as failure to secure IP rights can result in foreign 

investors not being willing to share and establish long-term relations with domestic firms. The state 

recognizes the need for strong protection of IP rights, which holds great focus on both the policy and 

legislative level. Extensive improvements have been enforced over the years, however, there is still a 

need for further strengthening according to the OECD (2018a). 

 

8.2.4. FDI Strategy  
Based on the analysis above, it is clear that Vietnam has made several initiatives to attract FDI to 

stimulate economic growth through macroeconomic and industrial policies. As we have seen in the 

country context, FDI has increased considerably since Doi Moi was initiated and Vietnam opened the 

door to foreign investors. The legislative framework developed rapidly to accommodate the vast interest 

of foreign investors, which may have been possible due to the high level of government effectiveness. 

These policies have helped frame the investment environment and made it an attractive destination to 

foreign investors. With the Law on Investment, Vietnam shaped the legal framework to attract 

investments by reducing the uncertainty related to ownership from a planned economy. Several other 

incentives were also initiated through industrial policies, aiming to attract FDI in specific sectors 

through fiscal incentives and property rights. Foreign investors responded well to the initiatives of Doi 

Moi to attract FDI, and growth has been strong and stable, and the poverty rates have been reduced 

considerably. 
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Despite liberalization initiatives, the Vietnamese state still remains very much in control of FDI and the 

sectors that it should flow into. The role of the state is particularly visible in the approval of foreign 

investments, which is characterized by a large degree of guidance and control. Accordingly, based on 

the analysis, it is argued that the FDI approach followed by the Vietnamese government can be 

characterized as a target and guide strategy as depicted by Altenburg (2000). This strategy reflects an 

approach where the strategic vision is clearly formulated and where the government is selectively 

targeting specific types of foreign investors to accommodate development, especially within innovation 

and the development of SMEs. As was the case with Kenya, the type of FDI strategy followed by 

Vietnam can help to explain the extent to which FDI leads to improved firm performance, as will be 

explained in the next section of the qualitative analysis. 

 

8.3. Country factors, FDI and Firm Performance  
In this section of the qualitative analysis, we will assess how macroeconomic factors, the political 

system, and the FDI policies implemented by the Kenyan and Vietnamese governments to attract and 

support linkages and spillovers from FDI can influence the impact that FDI has on domestic firms, as 

identified in the quantitative analysis. The aim of this section to thus to provide a final answer to the 

research question; How does FDI impact local firm performance, and how do host country factors 

influence the impact: the case of Kenya and Vietnam. The main findings of the qualitative analyses are 

summarized in the table below: 

 

 Kenya Vietnam  

Strong points ➢ Steady and increasing GDP growth 

rates since the mid-2000s, reaching 

5.9% in 2018. 

➢ Open economy, no restrictions on FDI. 

➢ Practically no import quotas or tariffs. 

➢ Increasing privatization. 

➢ Tax incentives to foreign firms & 

many SEZs. 

➢ Administrative procedures improving. 

➢ High government effectiveness and 

regulatory quality. 

➢ A large supply of cheap labor with 

basic education (90% literacy rate). 

➢ Very strong protection of IP rights 

(good for a foreign, problem for 

domestic). 

➢ High labor mobility. 

➢ Government starting to support 

linkages through local content. 

➢ Recent large-scale government 

investments in R&D. 

➢ Fluctuating but increasing GDP 

growth rates since the mid-1980s, 

reaching 7.1% in 2018.  

➢ Political stability. 

➢ High government effectiveness.  

➢ A government that seeks to liberalize 

the economy.  

➢ Tax incentives for foreign investors.  

➢ Decentralized promotion of FDI.  

➢ Strong export promotion.  

➢ Decentralized promotional structure.  

➢ (Low labor cost). 

➢ Increasing privatization.   

➢ Development strategy including FDI 

management.  

➢ Long term focus on developing a 

skilled workforce.  

➢ IP rights (strong for domestic firms) 

➢ Competition policies.  

➢ SME development and supporting 
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industries.  

Weak points  ➢ Widespread corruption and political 

instability. 

➢ Insufficient infrastructure, in particular 

roads, railways, and electricity. 

➢ Unstable financial markets and 

worrying debt position. 

➢ Lack of access to finance for domestic 

firms, especially SMEs. 

➢ Lack of highly educated workers and 

workers with vocational training (low 

external efficiency). 

➢ Large informal sector. 

➢ Competition policy does not 

favor/support domestic firms. 

➢ Lack of government financial support 

to domestic exporters. 

➢ Insufficient infrastructure. 

➢ Difficult to get access to financial 

services. 

➢ IP rights (weak for foreign firms) 

➢ SMEs have to compete with SOE 

➢ The decentralized FDI promotion 

centers may make the administration 

process more complex as different 

rules follow different regions.  

➢ while the control of corruption is 

higher than Kenya, there is still 

corruption in Vietnam. Can be 

difficult for foreign investors to 

navigate.  

➢ Lack of skilled workforce to move to 

more value-added activities.  

 

Table 15: Summary of findings from the qualitative analysis. 

 

Based on the findings from the qualitative analysis of Kenya’s and Vietnam’s country contexts, this 

section of the analysis will consist of two main parts. First, the country-level factors that influence the 

extent to which FDI is attracted to Kenya and Vietnam will be compared. The comparison will consider 

both macroeconomic and political factors as well as the overall FDI strategy that the countries are 

following. This part of the analysis is important, as the attraction of FDI is a precondition for linkages 

and spillover effects to take place. Second, the main findings from the sections on policies used to 

support linkages and spillovers from FDI in Kenya and Vietnam will be included to explain the 

variations in the extent to which domestic firms in Kenya and Vietnam benefit from FDI through 

increases in productivity, innovation and exports as identified in the quantitative analysis. This section 

will be divided into two parts; one considering how the country factors influence firm performance 

through the horizontal channel, and one considering how they influence firm performance through the 

vertical channel. The analysis will be concluded with an evaluation of the country factors that are likely 

to have the most significant impact on the extent to which FDI leads to improved firm performance. 

These are our propositions that will allow us to either confirm or reject the fifth hypothesis stating that 

host country factors influence the extent to which FDI impacts the performance of domestic firms. 

 

8.3.1. How Country Factors Influence the Attraction of FDI 
When considering the level of FDI inflows (see figure XX below), it is clear that Vietnam has been 

consistently more successful at attracting large inflows of FDI than Kenya has. This is so despite the 

fact that Kenya’s open-door strategy to attracting FDI is more liberal than Vietnam’s target and guide 
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strategy, as Kenya’s strategy places practically no restrictions on FDI, no import tariffs and quotas, and 

supports national treatment of foreign investors (WTO, 2000). Hence, the relatively low levels of FDI 

inflows must be related to other country-level factors, as identified in the qualitative analysis and 

summarized below. 

 

 

 

 

Figure 5: Net inflows of FDI in Kenya and Vietnam (BoP, current USD). Source: World Bank (2019f).  

 

As identified in the qualitative analysis, there are a range of economic and political country-level factors 

that are considered by foreign investors prior to investing in a country. Economic factors include the 

openness of the economy, growth prospects of the economy, the size of the market and incentives to 

foreign investors. Kenya and Vietnam score similarly on a range of these factors, as they are both large 

markets in their respective regions, they have both experienced sound economic growth rates in recent 

years, and they both offer generous tax incentives to foreign investors. Where they differ is in respect 

to economic volatility. The Kenyan economy is heavily dependent on world commodity prices, and its 

large external debt deters foreign investors, while Vietnam’s more stable debt position attracts foreign 

investors. In addition, while lack of sufficient infrastructure is a problem in both countries, it is 

especially critical in Kenya, where basic road and railway networks are lacking, and where access to 

electricity is low. This further deters foreign investors, as it will increase costs related to transport and 

logistics significantly. In relation to political factors, Kenya’s political system is riddled by corruption 

and instability, and levels of crime and violence are high, which is highly unattractive to foreign 

investors. By comparison, Vietnam’s one-party political system is very stable, and corruption is much 

lower than in Kenya. Accordingly, political factors coupled with the volatility of the Kenyan economy 

are likely determinants of inflows of FDI into the two countries. 
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To conclude, the first part of the answer to the research question of how country factors influence the 

impact of FDI on domestic firms in Kenya and Vietnam is that Vietnam’s country context, particularly 

the stable political context, is more attractive to foreign investors than Kenya’s unstable political 

context. Accordingly, Vietnam receives significantly higher levels of FDI than Kenya, which results in 

a larger potential for FDI to lead to linkages and spillovers. 

 

 

8.3.2. Policies Influencing the Impact of FDI on Firm Performance 

 

Policies Explaining Horizontal Spillovers 
The quantitative analysis of horizontal FDI spillovers in Kenya and Vietnam revealed two main 

conclusions. First, there are more similarities than differences when it comes to the extent to which FDI 

leads to increased firm performance in the two countries. Second, in neither country have domestic 

firms benefited significantly from spillovers on firm performance through the horizontal channel. More 

precisely, no correlation was established between horizontal FDI and innovation in either Kenya 

nor Vietnam, while a negative correlation was found between horizontal FDI and exports in both 

countries. For the final measure of firm performance, productivity, a positive correlation between 

horizontal FDI and productivity was identified in Vietnam, while no correlation could be 

established in Kenya. In other words, of the three regressions run for each country, which makes six 

in total, only one yielded a statistically significant and positive result. Consequently, the results show 

that domestic firms in Kenya and Vietnam are generally challenged when it comes to internalizing 

know-how and technologies stemming from foreign firms in the market. In the paragraphs below, we 

will first present the country-level factors that can help to explain why firms in Kenya and Vietnam 

experience almost no benefits from horizontal FDI. Subsequently, the parts of the country contexts that 

can possibly explain why we observe a positive correlation between FDI and productivity through the 

horizontal channel in Vietnam will be mentioned.  

 

Factors to explain why both countries benefit little from FDI 

In order to explain why domestic firms in Kenya and Vietnam only benefit from horizontal FDI to a 

limited extent, it is essential to identify the country-level factors which influence the absorptive capacity 

of domestic firms. This is so since research has shown that productivity spillovers from FDI increase 

with the level of policy-created absorptive capacity, suggesting an important role of policy in shaping 

the effect of FDI (te Velde, 2001; Blomström, Kokko & Zejan, 2000). Based on the qualitative analysis 

presented in the previous section, the country-level factors deemed to have the most significant 

influence on the absorptive capacity of domestic firms include the level of education/skills of the 

workforce, access to finance for domestic firms, IP rights, and government support to domestic 
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exporters and SMEs. The level of education/skills of the workforce is an important determinant of 

spillovers through the horizontal channel as it reflects whether domestic workers have the required 

capacity to learn from the technology and know-how of the foreign competitors. In other words, having 

a well-educated workforce increases the potential for spillovers on productivity and innovation through 

imitation. While the Vietnamese workforce is more educated than the Kenyan, both countries lack 

educated workers for the type of investments that are made in the countries. For instance, a large share 

of recent investments in Kenya flow into the infrastructure and extractives sectors, which causes the 

demand for workers with vocational training to increase. These workers are lacking in Kenya. In 

contrast, in Vietnam, most investments flow into the manufacturing sector, particular IT and heavy 

industry, which demands highly educated workers if they are to move up to more value-added positions. 

These are lacking in Vietnam. Low external efficiency can thus help to explain why few firms in Kenya 

and Vietnam benefit from horizontal spillovers. 

 

In addition to insufficient education, the fact that domestic firms in Kenya and Vietnam lack access to 

finance can also hinder the development of the absorptive capacity of domestic firms in three ways. 

First of all, lack of access to finance prevents domestic firms from obtaining the funds required to invest 

in new technologies, which diminishes the potential for domestic firms to experience spillovers on firm 

performance through the imitation channel. In Kenya, spillovers through the imitation channel are 

further hindered by strong IP rights, which are stricter than what is required under TRIPS and thus 

prevent domestic firms from becoming more innovative and productive through the imitation of 

products and production processes introduced by their foreign competitors (Omolo, 2018). Second, not 

having access to finance prevents domestic firms from borrowing the necessary funds to hire more 

experienced workers, who often require a higher salary. Consequently, spillovers through labor turnover 

are not supported. Finally, lack of access to finance also affects spillovers through the competition 

channel, as investments in new technologies and the employment of workers formerly employed by 

MNEs is expected to improve the domestic firm’s position vis-à-vis other firms in the sector. 

Accordingly, not having access to finance will increase the likelihood that domestic firms are crowded-

out by foreign firms, which can explain why we do not find evidence of positive horizontal spillovers 

on productivity and innovation.  

 

The country-level factors mentioned above can also help to explain why we found evidence of a 

negative correlation between horizontal FDI and exports in both Kenya and Vietnam. When the 

absorptive capacity of domestic firms is low, the firms are likely to be crowded-out of the market by 

foreign firms. This is specifically true in the case of exports where foreign firms have the advantage of 

already having connections and knowledge of markets outside of the host economy. Accordingly, it is 

important that host country governments support the exporting activities of domestic firms. As 

mentioned earlier in the analysis, Vietnam’s government is actively engaged in providing support, 
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advice and subsidies to domestic exporters. But, according to the results of our quantitative analysis, 

it is not sufficient to offset the negative correlation between horizontal FDI and domestic exports. By 

comparison, in Kenya, the government has only recently sought to support domestic exporters through 

information on the demands of foreign markets. However, concrete subsidies and more targeted support 

is still lacking. Hence, insufficient or non-existing support to domestic exporters can help to explain 

why they are negatively affected by the presence of a large share of foreign exporters in the sector.  

 

Factors to explain the positive correlation between horizontal FDI and productivity in Vietnam. 

The fact that there is evidence of increased productivity but not innovation through the horizontal 

channel in Vietnam shows that increased productivity is likely to be easier to achieve than increased 

innovation. This could be due to the level of education in Vietnam. Engaging in R&D and the 

development of new products requires a highly educated workforce, which Vietnam is currently 

lacking. By comparison, increasing productivity often requires investments in new technologies that 

are already invented, which does not require workers that are as highly educated. Instead, workers with 

vocational training, of which Vietnam has many, are required. In contrast, workers with a vocational 

background are scarce in Kenya, which can help to explain why the extent to which domestic firms 

benefit from increased productivity varies between the two countries. Furthermore, the general level of 

support offered to domestic firms, in particular SMEs, is significantly higher in Vietnam than in 

Kenya. In Vietnam, government interferes with and limits the power of MNEs in the market through 

strict competition policy. In contrast, in Kenya, there are no clauses protecting domestic firms from 

foreign firms in the competition policy. In addition, the Vietnamese government has introduced a series 

of policies and process simplifications aimed at supporting SMEs since 2001, including offering heavily 

subsidized or even free of charge consultancy services to SMEs to help them increase productivity 

levels and move up the value chain (Samuel, 2019). These mechanisms implemented by the Vietnamese 

government are likely to have supported the increase in productivity observed among domestic firms 

operating in sectors with many foreign firms. 

 

Policies Explaining Vertical Linkages 
In the quantitative analysis on how domestic firms are affected by FDI through the vertical channel, our 

findings differed substantially between Kenya and Vietnam. To recap, we observed similar results in 

Kenya and Vietnam in six regressions out of 10, since we found no evidence of increased productivity 

in either country through backward or forward linkages (four regressions), but a positive impact 

on innovation through the forward channel in both countries (two regressions). Our findings from 

the remaining four regressions differed, as we found evidence of both a positive and negative effect 

on innovation through the backward channel in Kenya, while we found no evidence of increased 

innovation through this channel in Vietnam. As mentioned in the quantitative analysis, the reason 
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we find evidence of both positive and negative effects on innovation in Kenya is attributed to our way 

of measuring backward linkages; domestic firms that sell their products directly to foreign firms are 

more likely to experience increased innovation than firms that sell their products through a distributor. 

Finally, for the independent variable export, we observed a negative effect on domestic firms 

through the forward channel in Kenya and a positive effect in Vietnam. In the following paragraphs, 

the country factors that can possibly explain the six similarities and four differences will be presented. 

 

Factors to explain similar results in Kenya and Vietnam 

The fact that we do not observe an effect on productivity through backward or forward linkages between 

MNEs and domestic firms in either Kenya nor Vietnam contradicts the existing literature on FDI 

linkages and spillovers, which argues that increased firm performance is more likely to arise through 

vertical linkages between MNEs and domestic firms, as the MNE will have an incentive to upgrade the 

skills and technology of domestic firms operating at different stages of the value chain. If this claim is 

true, then the fact that we do not observe improved productivity through vertical linkages in Kenya and 

Vietnam shows that lack of an educated workforce/a workforce with a low level of external 

efficiency is likely to be a major contributing country-level factor. If foreign firms are willing to share 

know-how and technology with domestic firms, but the domestic firms do not have the necessary skills 

to learn from the MNE, then productivity levels will not increase. Another country-level factor that can 

explain the lack of increased productivity in both countries is insufficient infrastructure. If the 

infrastructure is not sufficiently developed, transfer of know-how and technology from MNE to 

domestic firm is difficult. Finally, lack of access to finance for domestic firms can also be an 

important explanatory factor, as it prevents domestic firms from investing in the machinery and other 

inputs needed to implement the improved production processes that the MNE either intentionally or 

unintentionally shares with the domestic firm. 

 

The fact that we observe a positive correlation between FDI and innovation through the forward channel 

when we observe no effect on productivity is interesting and shows that innovation is likely to be easier 

to realize than productivity. A possible explanation to this can again be found by considering the skills 

of the workers. When foreign MNEs sell their inputs to domestic buyers, our regressions show that 

domestic firms are more likely to introduce new products/services than to become more productive. We 

argue that the introduction of new products/services is closely related to the use of new materials/inputs, 

and that introducing new products once in the possession of new materials/inputs is thus easier than to 

improve one’s productivity, which often requires more investments in the upgrading of workers and/or 

machinery. Accordingly, the skills required to introduce new products, once in possession of new 

materials/inputs of foreign origin, are less than the skills required to improve productivity. The 

increased innovation observed in both countries is also supported by the fact that both countries have 

relatively open economies with few restrictions on the import of goods needed for production, such 
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as machinery, equipment, and raw materials, which enables domestic firms to import foreign inputs of 

a higher quality. In addition, the Vietnamese government’s focus on establishing linkages between 

foreign suppliers and domestic buyers through the decentralized promotion centers, and the Kenyan 

government’s Investment Promotion Agency informing foreign MNEs about opportunities in Kenya, 

may help to explain the positive effect on innovation. 

 

Factors to explain different results in Kenya and Vietnam  

Unlike the effects of FDI on innovation through the forward channel, the effects of FDI on innovation 

through the backward channel differ between Kenya and Vietnam. For Kenya, there is a positive 

correlation on innovation when a domestic firm exports directly to a foreign firm, while in Vietnam, 

there is no significant correlation. This difference can be explained by the technology gap between the 

host country (Kenya or Vietnam) and the MNE’s home country. According to Findlay (1978) and 

Meyer and Sinani (2009), when there is a large technology gap between the MNE and the domestic 

firm, as is the case in Kenya where workers are generally less educated than in Vietnam, there is a 

greater pressure for the domestic firm to learn and innovate, and consequently, the imitation effect is 

often stronger in the early stages of development, as there is a potential steep learning curve for local 

firms. As such, Kenya’s and Vietnam’s different stages of development and complementing workforces 

are two country-level factors than can potentially explain the observed variation in performance.  

 

Finally, in terms of explaining the differences observed in the correlation between FDI through the 

forward channel and increased exports among domestic firms, crowding-out must be considered. In 

Kenya, despite having access to foreign materials and inputs, domestic firms experience a decrease in 

the share of output that is exported. While this negative correlation could be attributed to an increase in 

domestic sales, it is also likely that lack of government support to domestic exporters and lack of 

domestic capacity to produce products that are requested by foreign export markets are more 

plausible explanations. When the government does not support domestic exporters through access to 

information on relevant export markets and export subsidies or tax incentives, domestic firms in Kenya, 

which tend to be less technologically advanced than their foreign competitors, are easily crowded-out 

by foreign firms capable of exporting the products that are requested abroad. In contrast, in Vietnam, 

the government helps domestic firms to export through tax incentives, foreign exchange, easier access 

to credit, export awards and support in trade promotion. These incentives place domestic firms in a 

favorable position vis-à-vis foreign firms and thus reduce the likelihood that domestic exporters will be 

crowded out by foreign exporters. Hence, differences in the policies implemented to support domestic 

exporters in Kenya and Vietnam can help to explain why there is evidence of increased firm 

performance in Vietnam but not in Kenya. 
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8.4. Conclusion on the Impact of Country Factors  

Based on the qualitative analysis above, we assert that the following propositions are most likely to 

influence the impact of FDI on domestic firms in Kenya and Vietnam and thus present themselves for 

further research by academics seeking to more precisely establish the extent to which country factors 

can impact the effect of FDI: Political system (level of corruption, political stability and government 

effectiveness), Level of education/skills of the workforce, Well-developed infrastructure, Access to 

finance for domestic firms, IP rights, and Government support to domestic exporters and SMEs.   

 

The first important proposition we have identified is the political system, especially the level of 

corruption, political stability and government effectiveness. This factor is important, since it 

significantly influences the extent to which FDI is attracted to the host country in the first place, while 

also influencing the policy space available to the government of the host country. In other words, if the 

political system of the host country is characterized by a high level of corruption, political instability 

and low government effectiveness, then the government will not be capable of implementing FDI 

strategies that ensure that domestic firms benefit sufficiently from FDI. The reason for this is that these 

strategies require a high level of government participation and the ability of government to prioritize 

certain sectors over others and to pick winners and losers without succumbing to rent seeking by 

answering to the interests of powerful private stakeholders.  

 

Throughout the analysis, the level of education/skills of the workforce was identified as an important 

country-level factor that could explain both the lack of increased firm performance observed through 

the horizontal and vertical channel in both Kenya and Vietnam. We claim that this factor is important, 

as having a high level of external efficiency in the workforce attracts FDI while also increasing the 

absorptive capacity of domestic firms, which is essential if the firms are to internalize the technology 

and know-how that foreign firms possess. A related factor is well-developed infrastructure, which 

simultaneously attracts foreign investors by lowering the cost of logistics, while also being a 

prerequisite for technology and know-how to be transferred from the MNE to domestic firms. 

Accordingly, without sufficient infrastructure, domestic firms will experience trouble with absorbing 

the technology and know-how available in the market. 

 

In addition, access to finance for domestic firms was also identified as an important mediating factor 

influencing absorptive capacity. If domestic firms are constrained in accessing finance, as is the case in 

both Kenya and Vietnam, then they will be unable to invest in new technologies needed to engage in 

R&D and to hire more experienced employees, who often require higher salaries. Relatedly, engaging 

in R&D is further constrained in countries with strict IP rights protection, as in Kenya, which prevents 

domestic firms from innovating through the imitation of more advanced products and production 
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processes. Finally, government support to domestic exporters and SMEs is also identified as an 

important country-level mediator of FDI, since active government support, including access to relevant 

information on the needs and requirements of foreign markets, investment incentives and subsidies is 

expected to significantly increase the absorptive capacity of domestic firms. 

 

Based on the conclusions from the qualitative analysis of Kenya’s and Vietnam’s country contexts, we 

can accept our fifth and final hypothesis, which predicted that a country’s macroeconomic 

characteristics, political system, and government policies implemented to attract and support linkages 

and spillovers from FDI all influence the impact that FDI has on the performance of domestic firms. 

Since we are unable to measure the exact extent of each factor’s influence, we hope that our propositions 

can guide future researchers who wish to research the relationship between FDI and host country factors 

more thoroughly.  

 

 

Model 10: Final model of the country factors that influence the impact of FDI on the performance of domestic firms. 
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9. Discussion 

In the discussion, we will summarize our main contributions to the literature on linkages and spillovers 

and subsequently discuss the policy implications and limitations of our findings. Furthermore, we will 

reflect on the generalizability of the two cases of Kenya and Vietnam to establish the extent to which 

our findings can be used to inspire and inform other cases. 

 

9.1. Contributions  

The first major contribution that the findings from this thesis provide to the literature on FDI linkages 

and spillovers is related to the fact that we have conducted regression analysis using firm-level data 

retrieved from the World Bank. Since most existing studies researching the cause and effect of FDI use 

aggregated, macroeconomic data, which is based on imprecise average levels of productivity across all 

firms in a country, the use of firm-level data will more accurately reflect the actual impact of FDI on 

domestic firms. Also related to the dataset is the fact that we describe how we process our data and 

calculate our proxies for FDI and firm performance in detail, which is a description often missing in 

other studies on FDI linkages and spillovers. Furthermore, the fact that our dataset includes data on 

various developing countries means that we can conduct our analysis on Kenya and Vietnam, which, to 

our knowledge, has not yet been done. Accordingly, the conclusions from our thesis add to the scarce 

literature on FDI linkages and spillovers in developing countries, which other researchers urge to have 

filled (e.g. Farole & Winkler, 2014; Demena and van Bergeijk, 2017). 

 

In addition to the contributions mentioned above, the thesis also extends the literature on FDI linkages 

and spillovers by including three measures of firm performance, namely productivity, innovation and 

export as opposed to just one measure, which has been the norm in previous empirical studies. As the 

quantitative analysis revealed, including multiple performance measures proved to be favorable, as we 

found stronger evidence of a positive impact on innovation than on productivity, which is interesting 

since productivity is the most common way to measure firm performance in the literature. In addition, 

we also find stronger evidence of linkages and spillovers in Kenya when domestic firms are in a direct 

rather than an indirect link with a foreign firm, which also proves that it can be favorable to consider 

more ways of measuring FDI and linkages between domestic and foreign firms. Moreover, our analysis 

contributed to the literature by revealing that although there are observable differences in the extent to 

which domestic firms in Kenya and Vietnam benefit from FDI, evidence of linkages and spillovers still 

remains scarce in both countries. This is an important contribution to the literature on FDI and 

development, which tends to argue that a positive relationship exists between FDI inflows and growth, 

since FDI brings new technologies, skills and knowledge that can benefit domestic firms.  
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Finally, we contributed to the literature by identifying propositions of the country factors that are likely 

to have the most significant impact in terms of mediating FDI spillover and linkages effects, including 

political system, including the level of corruption, political stability and government effectiveness; the 

level of education/skills of the workforce; well-developed infrastructure; access to finance for domestic 

firms; intellectual property rights; and government support to domestic exporters and SMEs. The 

identification of these propositions constitutes an important contribution to the scarce literature on how 

the country context affects the potential for linkages and spillovers, as they can guide future researchers 

who seek to establish in more detail how the country context affects spillover and linkage effects from 

FDI. 

 

9.2. Policy Implications 

On the basis of our main contributions outlined above, we argue that our study has a range of 

implications for policy makers in Kenya and Vietnam in particular, and that our findings can also inspire 

policy makers in other developing countries. The main policy implication is related to the importance 

of sufficient state capacity. When the state does not have the required capacity to choose sectors that 

are promising and hold the potential for supporting the economic development of the country, 

implementing policies that can successfully attract FDI and ensure that linkages and spillovers arise is 

unlikely to be successful. This was seen in the comparison between Kenya and Vietnam, where it 

became clear that the capacity of the Vietnamese state is significantly higher than the capacity of the 

Kenyan state, which means that the Vietnamese government is in a more favorable position when it 

comes to implementing policies that can actually support linkages and spillovers from FDI. 

 

Related to the importance of ensuring sufficient state capacity is the importance of combating 

corruption and ensuring political stability. As was seen in the case of Kenya, pervasive corruption 

and political instability were mentioned by investors as some of the main reasons not to invest in the 

country. Accordingly, as long as corruption and political instability remain high, inflows of FDI are 

likely to be low, which significantly diminishes the potential for FDI to lead to improved performance 

among domestic firms. Jude & Levieuge (2016) argue that improving the political environment should 

take precedence over the implementation of policies to attract FDI, since the policies will have no 

benefit for the host country unless there is an improvement of the institutional framework first. We are 

aware that combating corruption and political instability is not easy, but it still remains important to 

note that making strides to improving these factors is absolutely essential if developing countries intend 

to use FDI as a tool for national development. 

 

The remaining policy implications are related to our propositions. In order to increase the absorptive 

capacity of domestic firms, which is done by ensuring that domestic firms have the required level of 
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education and appertaining skills needed to learn from the technology that is embedded in foreign firms, 

local governments need to collaborate closely with the private sector to ensure that government 

investment is made in the type of education that is demanded in the market. In other words, external 

efficiency in terms of education should be increased through dialogue between the public and private 

sectors. Close collaboration with the private sector is also essential to ensure that laws protecting IP 

rights are formulated in such a way that there is still potential for domestic firms to innovate through 

imitation, and to ensure that domestic firms can access the amount of financing that is needed to 

innovate and hire experienced workers from MNEs. The importance of collaborating with the private 

sector is emphasized in numerous theoretical and empirical studies on the role of the state in supporting 

development (see e.g. Whitfield, Therkildsen, Buur & Kjær, 2015; Evans, 1995). In these studies, it is 

argued that the local government must have a high level of autonomy, knowledge and capacity in order 

to avoid that powerful players in the private sector influence the collaborative process and use it to their 

personal benefit (ibid.). Accordingly, the main policy implication of increasing state capacity is a 

prerequisite for successful public-private collaboration to materialize. 

 

Finally, our contributions also lead to the policy implication of ensuring proper dialogue between the 

host country government and foreign investors. By prioritizing and supporting this type of dialogue, 

host country governments can learn more about the challenges that foreign firms identify as the most 

pressing when doing business in the host country and make plans to solve these challenges. In addition, 

through dialogue, host country governments can also learn about the specific requirements of the 

foreign firms and pass this information on to domestic firms to ensure that they produce the products 

and provide the services that are are specifically requested by foreign firms. Once again, in order for 

these initiatives to be successful, a high level of state capacity is required to ensure that the 

conversations are not captured by the vested interests of powerful individuals. As such, ensuring a high 

level of state capacity while making strides to combat corruption and improving political stability 

remain the main policy implications of the paper. 

 

9.3. Generalizability of Results 

Case studies are often criticized for only being capable of providing context specific knowledge that 

cannot be generalized to other cases. Inspired by Flyvbjerg (2011), we disagree with this claim and 

argue that our comparative case study of Kenya and Vietnam can provide valuable, context dependent 

knowledge, which can contribute to further development of knowledge that can lead to new theories 

capable of explaining what is observed in other cases. We further argue that Kenya and Vietnam are 

particularly relevant to develop new knowledge from, since they are characterized as maximum 

variation cases. While the two countries share a similar history of liberalization and privatization since 

the 1980s and both aim to use FDI as a tool for development today, the two cases differ substantially in 
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terms of the amount of FDI they receive and in terms of their political contexts. In our analysis, we 

found that Kenya and Vietnam are challenged by some of the same country factors, including low 

external efficiency in relation to education, lack of access to finance for domestic firms, and 

underdeveloped infrastructure. Since these factors have proved to be relevant to consider in both Kenya 

and Vietnam, two maximum variation cases, we argue that these country factors are likely also to have 

an impact on FDI in other developing countries as well. We therefore recommend that these factors be 

analyzed in greater depth in future research to establish exactly how they can impact linkages and 

spillovers from FDI. 

 

9.4. Limitations 

The first limitation that we have identified is related to the way that linkages and spillovers are measured 

through the vertical channel. Since the dataset only includes data on whether or not domestic firms 

import or export to foreign firms, and no information on the nature of the linkage between the domestic 

and the foreign firm, we cannot with certainty conclude whether the observed changes in the domestic 

firm’s three performance indicators, productivity, innovation and exports, are owed to intentional or 

unintentional technology and knowledge transfers. We contend, however, that being able to identify 

whether a linkage is based on intentional or unintentional knowledge and technology transfers comes 

second to establishing the aggregated effect that FDI has on the performance of domestic firms. 

Accordingly, for the purpose of this thesis, which seeks to establish how FDI impacts domestic firms, 

not being able to distinguish between intentional and unintentional transfers of knowledge and 

technology is not conceived as a major problem. However, in future research that intends to look further 

into the policy implications of the correlation between FDI and local firm performance, it is important 

to establish whether the regression results are attributed to linkages or spillovers, as the two are 

supported by different types of government and policy interventions. 

 

A second limitation is the risk of endogeneity, which is common in the literature on linkages and 

spillovers. While researchers tend to measure how FDI affects the performance of domestic firms, the 

relationship could also be that domestic firm performance has an effect on FDI, which is referred to as 

reverse causation. A common way to deal with the risk of reverse causation it to use data covering 

multiple countries over multiple time periods (panel data). However, since the World Bank dataset is 

only available for few years, a panel data study is not possible in the setup of this thesis. Therefore, the 

risk of reverse causation is a limitation in the study that we do acknowledge. 

 

A third limitation that is related to establishing the nature of the relationship between foreign and 

domestic firms is the fact that the information available in the dataset does not allow us to control for 

foreign firm characteristics in our statistical regressions. According to the literature on FDI linkages 
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and spillovers, foreign firm-level characteristics, such as whether a foreign subsidiary is a joint venture 

or a wholly-owned subsidiary, the FDI motive of the foreign firm, and the technological intensity of the 

foreign firm are important mediators of FDI. Consequently, not being able to control for these factors 

in our regressions is an important limitation. Despite this limitation, however, we want to stress that the 

WBEAU dataset is still far superior to the datasets that are commonly applied in similar studies, as it 

contains detailed firm-level data on a large number of randomly selected domestic and foreign firms, 

as opposed to data that it aggregated at the country level.  

 

Finally, in relation to the qualitative analysis, it is important to stress that we cannot with certainty 

conclude that the identified propositions are indeed the most influential mediators of FDI and firm 

performance. This limitation was already mentioned in the introduction of the thesis, and hence the 

purpose of including propositions is not to conclude anything with certainty, but instead to present 

propositions that other researchers can consider in more detail in future studies to establish exactly how 

country factors mediate the potential for FDI to benefit domestic firms.  
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10. Conclusion 

Through a mixed-method study combining quantitative and qualitative data, methodology and analysis, 

this thesis has sought to answer the research question How does FDI impact local firm performance, 

and how do host country factors influence the impact: the case of Kenya and Vietnam. The thesis 

consists of two main parts; a Part I comprising the research approach, literature review, methodology, 

and the analytical framework, which aims to provide all the information necessary to conduct the 

subsequent analysis. Part II of the thesis consists of the quantitative and qualitative analyses as well as 

the discussion, and hence the aim of this section has been to answer the research question and to discuss 

the validity of the findings, whether they can be extended to other countries, as well as how the study 

can inspire and guide future research on how country factors influence the impact of FDI on the 

performance of domestic firms. 

 

Through the literature review in Part I of the paper, we found that the existing literature on FDI 

linkages and spillovers is inconclusive. Meta- and case studies alike tend to find diverging evidence of 

spillovers, which is argued to be a result of how linkages and spillovers are measured, whether firm-

level or country-level data has been used, and whether or not mediating factors have been accounted 

for (Havranek & Irsova, 2011). Concerning the influence of mediating factors, we found that specific 

host country factors, including macroeconomic characteristics, the political system, and policies 

implemented to attract and support linkages and spillovers from FDI can act as important mediators of 

FDI. Based on the knowledge we gathered on the relationship between FDI and the performance of 

domestic firms, as well as the influence of host country factors, we formulated five hypotheses 

reflecting the prevalent view that FDI has a positive impact on domestic firms and hence on economic 

growth. In the methodology section of the thesis, we presented the data we had identified as suitable 

for testing the hypotheses in the analysis section of the paper. The dataset we use is compiled by the 

World Bank Enterprise Analysis Unit and contains firm-level data on foreign and domestic enterprises 

in Kenya and Vietnam and includes a wide range of indicators, which allowed us to measure firm 

performance not only as productivity, as is common in the empirical literature, but also as innovation 

and exports. Accordingly, the dataset has enabled us to design a comparative case study that is 

considerably more comprehensive than the majority of the studies currently conducted on the 

relationship between FDI and the performance of domestic firms. 

 

In Part II of the thesis, we first conducted the quantitative analysis with the aim of objectively 

observing and measuring the impact that FDI has on the performance of domestic firms in Kenya and 

Vietnam through multiple regression analysis. Contrary to our expectations, we only found limited 

evidence of a statistically significant and positive correlation between FDI and improved firm 
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performance in Kenya and Vietnam, and in some cases, we even observed a negative relationship 

between the variables, reflecting that domestic firms are sometimes made worse off in the presence of 

foreign firms. Accordingly, we had to reject our overall hypothesis, hypothesis 1, which claimed that 

when a domestic firm is exposed to or engaged with a foreign firm, the domestic firm will experience 

increased firm performance. In support of our initial conjecture, findings from the quantitative analysis 

revealed that evidence of a significant correlation between FDI and firm performance depends on how 

FDI and firm performance are measured. For instance, innovation and export yielded more significant 

results that productivity, while FDI measured as a direct linkage between a foreign and a domestic firm 

yielded more positive and significant results than an indirect linkage. Finally, results from the 

quantitative analysis also affirmed that although there is only limited evidence of a positive relationship 

between FDI and the performance of domestic firms in Kenya and Vietnam, the correlation is stronger 

for numerous variables in Vietnam than in Kenya. Since firm- and sector-level control variables are 

controlled for statistically in the regressions, we concluded that there must be factors at the country-

level that can explain the different results. These factors were explored in the qualitative section of the 

analysis. 

 

In the qualitative analysis, we sought to identify the country factors that are most likely to be capable 

of explaining the similarities and differences in the extent to which domestic firms in Kenya and 

Vietnam are impacted by FDI. The aim was to present these influential factors as propositions, which 

can be further explored by researchers interested in exploring how country factors can mediate the 

effects from FDI. Following a thorough analysis of each case country’s macroeconomic, political and 

policy context, we identified six propositions, which proved capable of explaining why domestic firms 

in both Kenya and Vietnam only benefit from FDI inflows to a limited extent, but also why firms in 

Vietnam still benefit slightly more than firms in Kenya. The propositions include political system, 

including the level of corruption, political stability and government effectiveness; the level of 

education/skills of the workforce; well-developed infrastructure, access to finance for domestic firms; 

intellectual property rights; and government support to domestic exporters and SMEs. Since all of these 

factors appear to have an influence on the extent to which FDI is attracted to the host country, as well 

as on the extent to which domestic firms can benefit from FDI, we could accept our fifth and final 

hypothesis claiming that country factors influence the impact that FDI has on the performance of 

domestic firms. 

 

The conclusions from our quantitative and qualitative analyses provide the answer to our research 

question and can be summarized accordingly: In Kenya and Vietnam, FDI only has a limited impact on 

the performance of domestic firms, and the prevalence of spillovers depends on how FDI and firm 

performance are measured. Furthermore, country factors, defined as macroeconomic factors, the 

political system and government policies, have a significant influence on the impact of FDI on domestic 
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firms, as all three factors shaped the type and level of FDI that is admitted to the host country while 

also impacting the absorptive capacity of domestic firms, which in turn affects the ability of firms to 

internalize the technology and knowledge that is available in the market. Accordingly, country factors 

can explain why domestic firms in developing countries do not benefit from FDI inflows to the same 

extent. This finding constitutes an important contribution to the existing literature on linkages and 

spillovers, and it is our hope that the country-level propositions that we have identified can inspire both 

policymakers and researchers intending to conduct further research on the correlation between FDI, 

domestic firm performance, and the country context. 
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12. Appendices  

 

12.1. Appendix A: Control Variables 

 

Firm-level 
control 
variables   

Explanation of the 
control variable  

Calculation  

Size of firm The total number of 

permanent 

employees at the end 

of the last fiscal year. 

Already included in the World Bank data set as:  

 

L1: Number of permanent, full-time employees at the  
end of the last fiscal year  

Technology gap The difference 

between the 

productivity of 

domestic and foreign 

firms in the sector.  

Productivity of each individual domestic firm divided by the average labor 

productivity for foreign firms. 

 

SLDℎ	NK@ =	
TABC=DEFGFE3	BM	LKDℎ	CBULIEFD	MFAU

VGLAKNL	@ABC=DEFGFE3	BM	KPP	MBALFNO	MFAUI
 

Age of firm 
(domestic) 

How many years the 

domestic firm has 

been in business. 

Current year minus the year that the firm started operating. 

 

Age of firm = current year - year establishment started operations 

 

Sector-level 
control 
variables   

Explanation of the 
control variable  

Calculation  

Ownership  A sector’s average 

percentage of 

foreign ownership. 

The sum of foreign ownership in the sector divided by the total number of 

firms in the sector. 

 

WXOLAIℎF@ = 	
YBALFNO	BXOLAIℎF@	FO	ILDEBA

SBEKP	O=UQLA	BM	MFAUI	FO	ILDEBA
 

National Sales / 
Market 

How much of the 

sales by foreign 

firms are being sold 

to the domestic 

market   

The percentage of sales to the local market that is of foreign origin. 

 

ZKA[LE = 	
%	OKEFBOKP	IKPLI	BMMBALFNO	MFAUI	FO	ILDEBA

SBEKP	O=UQLA	BM	MBALFNO	MFAUI	FO	ILDEBA
 

Domestic inputs  Percentage of 

domestic inputs that 

are sourced by 

foreign firms in the 

sector.  

The percentage of material inputs and supplies of domestic origin that are 

sourced by foreign firms in the sector divided by the total number of foreign 

firms in the sector. 

 

\BU	FO@ =	
\BULIEFD	FO@=EI	@=ADℎKILC	Q3	MBALFNO	MFAUI	FO	ILDEBA

SBEKP	O=UQLA	BM	MBALFNO	MFAUI	FO	ILDEBA
 

 

Agglomeration Co-location of 

foreign and domestic 

firms in the same 

region of the 

country. 

Region’s total number of manufacturing and services firms as the percentage of 

the country’s total number of manufacturing. 

 

VNNP	 = 	
]=UQLA	BM	UKO=MKDE=AFON	KOC	ILAGFDL	MFAUI	FO	ILDEBA

]=UQLA	BM	UKO=MKDE=AFON	KOC	ILAGFDL	MFAUI	FO	DB=OEA3
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12.2. Appendix B: Validity Tests 

1. Measurement Error 

Kenya 
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Vietnam 
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2. Specification Error 

Kenya  
 

 

 

Vietnam  

 

 

3. Multicollinearity 

Kenya  
 

Productivity, horizontal            Productivity, backward (indirect)    
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Productivity, backward (direct) Productivity, backward (total exports) 

 

 

 

Productivity, forward   Exports, horizontal 

 

 

 

 

 

 

 

 

 

 

Exports, forward       F-test 
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Vietnam  
 

Productivity, horizontal      Productivity backward (indirect)       

 

 

 

 

 

 

 

 

 

 

Productivity backward (direct)  Productivity backward (total)   

 

         

 

 

 

 

 

 

 

 

Productivity forward   Export, horizontal 
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Export, forward  

 

 

4. Heteroscedasticity 

Kenya  
 

Productivity, horizontal    Productivity, backward (indirect exports) 

 

Productivity, backward (direct exports)  Productivity, backward (total exports) 

 

Productivity, forward     Export (indirect), horizontal 
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Export (direct), horizontal    Export (total), horizontal 

 

 

Export (indirect), forward    Export (direct), forward 

 

Export (total), forward 

 

 

 

 

 

Vietnam  
  

Productivity, horizontal    Productivity, backward (indirect exports) 

 

Productivity, backward (direct exports)  Productivity, backward (total exports) 
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Productivity, forward     Export, horizontal, indirect   

 

Export, horizontal, direct     Export, horizontal, total export  

 

 

Export forward, indirect    Export forward, Direct 

 

 

Export forward, total export  

 

 

 

 



 

 

 


