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Abstract 

Domestic private investment serves as a prerequisite for the 

development and modernization of any economy. In Kenya, macroeconomic 

and political uncertainties play a significant role in influencing private 

domestic investments. This is informed by the fact that these investments 

allow investors to fund ventures, which creates jobs and increase government 

revenues through taxation. Hence, it boosts the growth of the economy and 

improves the living standards of the people. However, private domestic 

investments are severely affected by both macroeconomic and political 

uncertainties about how the government formulates political, economic, and 

regulatory policies that affect the business climate. Investors are risk-averse; 

hence they base investment decisions on prevailing and future conditions of 

the business environment. This paper focuses on analyzing the effects of 

uncertainty on Kenya’s domestic private investments. The study estimated the 

Autoregressive-Distributed Lag (ARDL) bounds technique which captures 

both short and long-run dynamics of this relationship among the variables. 

Time series data from UNCTAD, the World Bank, and the Central Bank of 

Kenya for the period spanning 1980 to the year 2019 was used.  The study 

results suggest that real GDP (RGDP) and real effective exchange rates 

(REER) have a significant and positive effect on private domestic investment 
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(PDI). In contrast, inflation (INFL), Real interest rates (RINR), Political 

uncertainty (PRI), and WUIKEN (economic policy uncertainty and volatility 

in the stock markets) have a negative and significant effect on private domestic 

investments. Based on these results, the most significant factors affecting 

private domestic investments were found to be political uncertainty (PRI), real 

gross domestic product (RGDP), and WUIKEN (economic policy uncertainty 

and volatility in the stock markets). Effectively, the study recommends that 

the government should enact policies that increase the ease of doing business 

and reduce economic and political uncertainty, such as a reduction in the tax 

rate, stabilization of the exchange rate, and stable political environment to 

reduce investor uncertainty and skepticism and also to enhance their 

confidence.

 
Keywords: Economic Uncertainty, Political Uncertainty, Private Domestic 

Investment 

 

Introduction  

Investment is described as the change in the stock of capital at a given 

time. Poliakova (2020) defines it as a capital injection into the economy by 

both foreign and local investors that incorporate the creation or acquisition of 

business entities, restructuring, and the improvement of the enterprise. 

Economists narrow in on the rate of investment when determining the extent 

of economic progress in a nation. This is informed by the fact that it is an 

essential determinant of economic development. According to Solow (1957), 

developed countries have become wealthy because of their substantial per 

capita stocks. The level of investments also plays a decisive role in developing 

the economy in the long run. Economies do rely on foreign and local 

investments to reduce their economic problems that run the gamut of poverty, 

social welfare, unemployment, and poor living standards. In Kenya, the level 

of investment has been modest when compared to the prerequisite 30% level, 

advocated by Lim (2013) and Ruiz-Nuñez and Wei (2015). 

For a country to modernize and develop, domestic private investments 

serve as a prerequisite for development and modernization of any nation. This 

is necessitated by the fact that such investments allow entrepreneurs and 

investors to pool their resources to come up with or fund a particular venture 

that either provides services or produces specific products based on market 

needs. As a result, that creates jobs, which boosts economic growth. Private 

sector-led growth has a significant effect on the economy that far surpasses 

public investments (Coutinho & Gallo, 1991; Serven & Solimano, 1992) 

because, as compared to public investments, they are more efficient.  

Investments are also dependent on factors such as political instability, 

macroeconomic volatility, and risks. Private domestic investments are 
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forward-looking undertakings that depend on the investors’ expectations 

regarding the posterity and credence of the expected returns. Such factors 

discourage investments and exacerbate uncertainty. For instance, political 

instability disrupts production and destroys business facilities put up by 

investors. Studying the effect of political uncertainties on investment decisions 

is an arduous undertaking because of the endogeneity between uncertainty and 

economic growth. Elections across the globe do influence corporate decisions 

on investment because some of the political decisions affect the operations or 

performance of the firms (Rubin, 2008).  

In Kenya and African economies at large, the major factors that inhibit 

a surge in investment inflows are that these economies, like many others, are 

considered high risk. They are also characterized by price elasticities, stagnant 

markets, lack of institutional and political stability, and mega corruption 

(Rogoff, 2003). Therefore, a stable political and macroeconomic environment 

is essential for domestic private investments. That is because investors need 

certainty about the macroeconomic conditions of a country before investing to 

mitigate risks that are associated with uncertainty (Hess, 2000). This implies 

that for Kenya and countries in sub-Saharan Africa at large, to attract private 

domestic investments, they need to stabilize the macroeconomic conditions of 

their countries.  

Athukorala (1998) examined the relationship between lending rates 

and Kenya’s capital formation (gross fixed). He discovered that an increment 

in the domestic borrowing rate utilized to fund private investment boosts 

savings, which are then used in future lending. Individuals and the private 

sector can then re-invest the interests earned. Furthermore, Lidiema (2018), 

while examining the effects of borrowing by the government on private 

domestic investments in Kenya, discovered that domestic credit to the private 

sector as a percentage of the GDP has a long-run and positive link with private 

domestic investments.  

 

The Significance of Private Domestic Investment 

Private domestic investment plays an indispensable role in sustainable 

development, economic growth, and poverty reduction. It also enhances job 

creation by increasing the productive capacity of the economy by bringing out 

innovations and technologies through capital accumulation. Furthermore, it 

also leads to improved standards of living and equitable distribution of 

income. This can be explained by the fact that more citizens are incorporated 

into the formal economy and they engage in high-quality jobs that enhance 

their income streams. Moreover, the state can collect more income taxes from 

the private sector. Besides, some of the social externalities that come about as 

a result of unemployment, like drug abuse, crime, and immorality, are reduced, 

thereby improving social welfare. Furthermore, domestic private investment 
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initiatives also attract foreign investment ventures who opt to commit their 

resources to nations where their domestic investors are blossoming. 

Good infrastructure lowers the production costs for private investors. 

This also boomerangs on the price of goods and services by reducing them. In 

the long run, a country’s exports become cheaper and more competitive in the 

global market, boosting their balance of trade, and reducing the current 

account deficit. It also enhances the country’s ability to import and invest in 

capital goods as stated by Sánchez-Juárez and García-Almada (2016). 

However, domestic savings and investment levels in the least developed 

nations are inadequate to facilitate economic growth and boost living 

standards by generating high-quality jobs (Cavallo, 2018). The World Bank 

(2018) reports on the change working and states that a substantial percentage 

of the additional savings and investments needed to boost economic growth 

and development should come from private sources. 

Entrepreneurship and investments facilitate and enhance a virtuous 

circle of sustained economic growth. The result is accentuated productivity, 

hence, making it tenable to invest more in the future. As the process goes on, 

modern technologies are introduced via investment interlinkages and 

international trade, which results in the creation of high-quality jobs and tax 

collections when more formalized enterprises are incorporated into the 

economy. Efficient and cut-throat markets are crucial for the expansion of 

private domestic investments, the reason being that they promote and reward 

diversification, innovations, and accentuate the firm’s entries and exits, 

sequentially, thus leveling the business playing field for other participants. 

They also play an integral part in exacerbating a more socially and 

geographically inclusive economic development. As a result, this increases job 

opportunities and living standards for the poor. Pooling private domestic 

investment is, consequently, a precursor to economic growth and poverty 

reduction through the generation of employment opportunities. 

The Kenyan government has put in place several policies that promote 

and attracts private investments since it started to implement the Structural 

Adjustment Programs (SAPs) in 1986. These policies include tax incentives 

to local and foreign investors, streamlining of investment laws and regulations, 

improving the business environment (infrastructure, rules, and procedures), 

strengthening the Export Promotion Council (EPC), Investment Promotion 

Centers (IPC), and the Export Processing Zones (EPZ) to enhance the 

monitoring and coordinating of investments in the country (National 

Development Plan, 1997 to 2001). In 2004, the Kenyan government 

formulated the Investment Climate Action Plan (ICAP) and the Private Sector 

Development Strategy (PSDS) to support private investments in the country. 

These plans were formulated to improve infrastructure, address insecurity, 
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rationalize the licensing procedures, and improve tax administration, business 

administration, and customs. 
Figure 1. Private sector Investments as a % of GDP in Kenya. 

 
Source: World Bank 

 

From Figure 1 above, we can see that net private domestic investments 

in Kenya as a percentage of GDP had been on an uphill trajectory up until the 

early 1990s when private domestic investments began to fall—picking up 

again on an upward trajectory in the early 2000s. This can be explained by the 

political instability and macroeconomic uncertainty that Kenya experienced in 

the last decade of the 20th Century due to the introduction of multiparty 

politics, post-election violence, and the introduction of austerity measures due 

to structural adjustment programs by the World Bank which discouraged 

private investments. 

In the late 1980s, the World Bank and IMF introduced structural 

adjustment programs (SAPS). These programs resulted in the steep reduction 

of public and private investments in developing economies until they 

rebounded in the late 1990s. Mbaye (2014) and Waweru and Ochieng (2017) 

stated that the rebound is attributed to the privatization of public entities, 

financial liberalizations,  an efficient and lean public sector coupled with fiscal 

discipline, and broadening the country’s tax base. In Kenya, the growth in 

private domestic investment recorded an upswing in 2006. This was due to the 

favorable policies initiated by the grand coalition government. However, it 

dropped gradually in 2007 due to post-election violence. Such fluctuations in 

domestic private investments caused by socio-political uncertainties had a 

detrimental impact on Kenya’s economy. It impeded its long-term growth 

because, after the post-election violence, Kenya registered a slump in 

economic growth from 7% growth in the year 2007 to 1.5% growth in 2008 

and 2.6% growth in 2009, respectively. 
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Economics of Uncertainty 

In economics, Keynes (1921, 1936 & 1937) and Knight (1921) 

introduced the concept of uncertainty. The two felt that there is a distinction 

between uncertainty and risks. In the case of risks, all the possible future 

occurrences are known by the individuals; hence they are able to plan on how 

to tackle them beforehand, but when it comes to uncertainty, individuals do 

not know what will happen in the future; hence they cannot plan for them in 

advance.  However, Knight (1921) defines uncertainty as the inability of 

individuals to predict the likelihood of events occurring. In his book, Keynes 

(1936) defined uncertainty as a state of long-term expectations upon which 

individuals base their decision-making process on. These individuals make 

their decisions concerning the future based on their level of confidence in the 

likelihood of their best forecasts which turns out to be wrong. Hence, 

according to him, uncertainty depends on the weight of individuals’ arguments 

about the future. These individuals attach low weight to the decisions that have 

a high level of uncertainty, and high weight to the decisions with a low level 

of uncertainty. Therefore, the level of uncertainty has an inverse relationship 

with the weight an individual attaches to his decision-making process. Hence, 

when the level of uncertainty is very high, companies attach low weight to 

their decisions and become unwilling to invest and hire, while consumers 

become wary of spending. 

Economic growth and development, macroeconomic stability, 

unemployment reduction, and improved living standards are top priorities for 

enhanced growth and development strategies focus according to the 

government. However, according to Aziz (2019), economic growth is 

untenable with low private domestic investments, which can only be gained to 

a great extent via the increment in domestic private investments by local and 

multinational entities. Such investments play an essential role in long-term 

sustainable economic growth. As a result, the least developed and emerging 

countries have been enhancing the liberalization efforts of their financial 

markets to encourage both foreign and domestic investments. The 

liberalization of financial markets has exacerbated the access to investment 

capital for the Micro Small and Medium Enterprises (MSMEs) in Kenya and 

emerging nations in the Sub-Saharan Africa region. Private domestic 

investments have also heightened financial inclusivity, more so in the 

marginalized stratum of the country, such as women, youths, and people living 

with disabilities (PWD). As a result, most of their business enterprises have 

prospered, hence improving the growth of the economy. However, domestic 

private investments are significantly influenced by both socio-political and 

economic uncertainties. Despite the remarkable efforts made by the state in 

improving the private domestic investment climate in Kenya, such 

investments have not been forthcoming as the government expected. Their 
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response to non-fiscal and fiscal incentives such as tax breaks, tax rebates, and 

capital gains tax deductions has been quite low compared to what the 

government expected. Such a trend in domestic private investment levels is 

becoming a noteworthy source of concern to the government and 

policymakers (King’wara, 2014). Taking that into consideration, this research 

study aims at examining the effects that both economic and political 

uncertainties have on private domestic investments in Kenya. This is because 

domestic private investments are significantly influenced by both political and 

economic uncertainties (Alesina et al., 1996; Chen & Funke, 2003; Chen & 

Funke, 2011; Keynes, 1936; Keynes, 1937). However, the literature on how 

uncertainties affect private domestic investments in Kenya is limited. Most of 

the studies focus on the effects of interest rates and GDP on total investments 

(public and private). These studies also do not distinguish the role uncertainty 

plays in attracting domestic private investments. This, therefore, necessitates 

us to examine the role that uncertainties play in influencing private domestic 

investments. 

 

LIiterature review  

Theoretical Literature Review 

Investment Uncertainty Theory 

Abel (1983), together with Abel and Eberly (1993) and Hartman 

(1972), developed this theory using a neoclassical model devoid of the costs 

associated with capital-stock adjustment. The theory was an extension of 

Tobin’s Q (1969) investment model. This theory suggests that a firm’s 

environment is characterized by irreversible investment decisions, namely 

perfect competition and constant returns to scale in the output market. The 

focus of this theory was on the correlation between uncertainty and capital 

productivity. Under the convexity of such a relationship, the incentive to 

invest and produce goes up when uncertainty increases. Thus, this implies that 

a positive link exists between uncertainty, investment, and production. When 

there is uncertainty in prices in the market due to positive economic shocks, 

firms invest more to increase their production because they expect to increase 

their profit margins due to an increase in sales. 

This theory suggests that investors have the alternative of delaying 

their investment decisions when there is a lot of uncertainty on the costs, 

prices, government policies, and the business climate associated with the 

country they want to invest in. Decisions on economic investments do have 

three features. The first one is the irreversibility of the investment cost. The 

second one is that uncertainty over profits exists, and the third one is that 

investors can decide to postpone their decision(s) on investments when they 

need extra information to reduce their uncertainty (Dixit & Pindyck, 1994). 

When the level of uncertainty in an economy is high, most firms desist from 
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investing for fear of losing their capital because they cannot forecast their 

future profits with a degree of certainty due to unexpected policy changes and 

economic shocks. And lastly, investors hold on to new information about 

costs, prices, and the prevailing market conditions before committing their 

resources so that they can mitigate the level of risks associated with an 

investment in a particular country. Therefore, uncertainties exert a negative 

effect on investments, as it raises the opportunity costs of investing. 

 

Flexible Accelerator Theory 

Clark (1917) developed this theory. He assumed that a stable and 

constant relationship exists between capital stock and output. The foundation 

of this model states that a firm’s higher investment rate depends on the 

magnitude of the interval between our desired and the existing stock of capital. 

The hypothesis of this model states that firms desire to bridge the existing 

interval between the actual capital stock K and our desired capital stock K in 

each period. When income and consumption increase in a country, more 

products must be produced to meet the current demands. This, therefore, 

means the country will require additional capital if the existing stock of capital 

has been exhausted. In such a scenario, consumption, and income changes will 

induce investments. In addition, investments will be termed induced 

investments because they depend on income and consumption. An accelerator 

is a numerical value that originated from the relationship between increments 

in income, which necessitates an increment in investments. The net-induced 

investment will have a positive value if the national income increases. While 

if the induced investments become zero, they will remain constant. The 

accelerator theory of investment states that investments are a function of 

economic growth and that the desirable stock of capital (K) is assumed to be 

directly linked with the levels of income (Y) in the long run. 

𝐾𝑡 = 𝑣𝑌𝑡       

  (i) 

Where  

𝑌𝑡= represents an output level, 𝐾𝑡= represents capital stock, v= is the capital-

output ratio (
𝐾

𝑌
), which is presumed to be a constant. When the income level at 

time t is 𝑌𝑡 , then the required stock of capital at time t will be 𝐾𝑡 = 𝑣𝑌𝑡. When 

the income level at time t-1 is 𝑌𝑡−1, then the stock of capital at time t-1 will be  

𝐾𝑡−1 = 𝑣𝑌𝑡−1. 

Hence, an increment in the stock of capital in period t will be; 

𝐾𝑡 − 𝐾𝑡−1 = 𝑣𝑌𝑡 − 𝑣𝑌𝑡−1      

  (𝑖𝑖) 

𝐾𝑡 − 𝐾𝑡−1 = 𝑣(𝑌𝑡 − 𝑌𝑡−1)     

  (𝑖𝑖𝑖) 
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Since the annual stock of capital increment (𝐾𝑡 − 𝐾𝑡−1) in time t represents 

investments (I), equation (iii) is rewritten as shown below: 

𝐼𝑡 = 𝑣(𝑌𝑡 − 𝑌𝑡−1)      

  (𝑖𝑣) 

 

By subscript change in income ∆𝑌𝑡 in year t from the previous year, t-

1 is represented by (𝑌𝑡 − 𝑌𝑡−1). Increment in investments is expected to be a 

multiple v, which is known as the capital-output ratio representing the 

magnitude of the accelerator (the positive effect of the growth in income on 

investment) of the change in income. Hence the level of net investments is 

proportional to the change in income, which implies that for the net investment 

to be positive, the income should increase. In this study, the income growth 

rate (∆𝑌𝑡) is assumed to be a proxy for the expectations about future returns 

and demand and for investments.  

Therefore, investors look at the certainty of the economic growth 

prospects of a country before investing their capital. When an economy is 

growing rapidly due to the increase in income and consumption, its market 

size also increases due to increased aggregate demand for goods and services. 

This means more products have to be produced to meet the current demands 

and there is the need for additional capital if the existing stock of capital has 

been exhausted. In such a case, the magnitude of the interval between the 

desired and the existing stock of capital in that country is high. As a result, 

there is an increment in investments in that country because of the increase in 

the certainty that both the income and consumption of individuals will rise. 

The higher the increase in income and consumption, the larger the multiplier 

effect on investments in that country. This shows that the larger the magnitude 

of the interval between the desired and the existing stock of capital in that 

country, the higher the certainty of getting higher profit margins by investors. 

Thus, this explains the reason why capital moves from developed economies 

where it is in abundance into developing countries where it is much needed 

because developing countries have a larger magnitude of the interval between 

the desired and the existing stock. This means that when investing capital in 

developing countries, there is a certainty that it will attract higher interest rates 

than in developed countries. 

 

Empirical Literature  

Domestic private investments serve as a prerequisite for the 

development and modernization of any nation. This is necessitated by the fact 

that such investments allow entrepreneurs and investors to pool their resources 

to come up with or fund a particular venture that either provides services or 

produces specific products based on market needs. As a result, this creates 

jobs, which boosts economic growth. Private sector-led growth has a 
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significant effect on the economy that far surpasses public investments 

(Coutinho & Gallo, 1991; Serven & Solimano, 1992) because, as compared to 

public investments, they are more efficient. Investments are also dependent on 

factors such as political instability, macroeconomic volatility, and risks. 

Private domestic investments are forward-looking undertakings that depend 

on the investors’ expectations regarding the posterity and credence of the 

expected returns. Such factors discourage investments and exacerbate 

uncertainty. For instance, political instability disrupts production and destroys 

business facilities put up by investors. 

Iyoha (1999) established that when the state borrows from the 

domestic market, it crowds out the private sector, leaving them with less credit. 

Fayed (2013) examined the crowding-out impact of government debt on 

private investments in Egypt. He discovered that government debt negatively 

affected the private sector by reducing the credit available from local financial 

institutions. Furthermore, King’wara (2014) carried out a study in Kenya using 

interest rates and growth in GDP in the period spanning 1967 to 2007. He 

found out that the increment in the stock of domestic debt stock harmed both 

the current and future private investment levels in Kenya by increasing the 

cost of acquiring capital. 

Serven and Solimano (1993) examined economic adjustment 

uncertainties and investment performance in developing countries from 1970-

1988 in their book titled “Striving for Growth after Adjustment”. They stated 

that specific factors affect private investments in developing economies, more 

so in the Sub-Saharan African region. The major ones are macroeconomic 

uncertainties, GDP growth, real rates of exchange, public debt, public 

investments, and real interest rates.  

Bwire (1993) investigated the relationship amongst private 

investments, domestic savings, and per-capita output growth in Kenya, and 

how they respond to macroeconomic uncertainties in a period spanning 1972 

to the year 1992 using the two-stage least squares (2SLS) model. He 

discovered that the indicators of macroeconomic uncertainties (expected and 

current inflation rate, external debt burden) and other factors that are 

exogenous to the policy controls (i.e., drought) negatively affected private 

domestic investments. However, the real interest rate, public sector 

investments, and the external debt ratio service payment to revenues from the 

exports were found to have a positive impact on investments.  

According to Athukorala (2003) and Patel (2018), private domestic 

investments also lead to technology transfer into the economy, increasing its 

production factors. As stated by Ngoma, Bonga, and Nyoni (2019), the history 

of many developing economies showcases a robust positive correlation 

between a surge in private investments and economic growth. Thus, this is a 

result of domestic private investments adding to the productive capacity on 
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top of generating new opportunities for more efficient technologies and 

innovations. It also plays a critical role in gross capital accumulation, which 

eventually buttresses economic growth. 

Many countries in the developing world, more so in Sub-Saharan 

Africa, experience a high degree of exchange rate volatility. This translates 

into a high degree of uncertainty in investments because of high levels of 

uncertainty in profit margins. Servén (2003) used cross-country time series 

data for 61 nations, spanning between 1970 to1995, to examine the link 

between uncertainty in the real exchange rate and private domestic 

investments in developing nations using the generalized autoregressive 

conditional heteroscedasticity (GARCH) approach. He found that volatility in 

the exchange rate has a significant but negative effect on private investments 

after controlling for other private investment determinants. The magnitude of 

the impact was also found to increase with increasing levels of uncertainty. 

Consequently, Musyoki, Pokhariyal and Pundit (2012) investigated the 

impact of real exchange rate uncertainty on economic growth in Kenya in a 

period spanning 1993 to 2009. The study employed the computations of 

unconditional standard deviation and Generalized Autoregressive Condition 

of Heteroscedasticity (GARCH) to estimate the impact of real exchange rate 

uncertainty on economic growth. The study found that real exchange rate 

volatility hurt economic growth. Kiptoo (2007) examined real exchange rate 

volatility and misalignment in Kenya and its effects on investment and trade 

using an error correction model and multivariate cointegration approach in a 

period spanning 1993 to 2003. The study found that an increment in the 

exchange-rate volatility exerted a negative and significant effect on domestic 

investments in the long run. 

Alesina et al. (1996), using a sample of 113 nations from 1950 to 1982, 

investigated the effect of political uncertainty on economic growth and 

domestic investments using the Amemiya Generalized Least Squares (AGLS) 

approach. They found out that political uncertainty retards domestic 

investments and economic growth. Alesina and Perotti (1996) investigated the 

distribution of income, investment, and political instability in 71 nations from 

1960 to 1985 using a simple bivariate simultaneous equation approach. It was 

discovered that sociopolitical uncertainty created a substantial drag on 

investment. Jaspersen et al. (1995; 2000) investigated the effect of political 

uncertainties and private investments in Africa and other developing countries 

across the globe using the ordinary least squares time series approach in a 

period spanning 1990 to 1994. He found out that an increment in political 

uncertainty reduces the rate of private domestic investment in developing 

countries. Mwega and Ngugi (2006) examined the factors that inhibit FDI 

inflows in Kenya and they found out that political certainty provides a 

conducive business environment that encourages foreign direct investment in 
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Kenya. Dupas and Robinson (2010), in their study on the hidden costs of 

political instability in Kenya during the 2007 election crisis, also stated that 

the 2007 post-election socio-political uncertainty in Kenya affected the 

business environment dampening domestic private investments due to the 

looting and arson of private businesses. 

Kingw’ara (2014) examined the effect of public debt uncertainties on 

private investment, GDP growth, and the interest rate from the year 1967 to 

the year 2007. He discovered an inverse relationship between domestic debts 

and private investments in Kenya. Domestic debt increases current and future 

investments by increasing capital costs in addition to adversely affecting the 

current flow of available resources in the economy. 

Bhutto et al. (2018) examined the non-economic determinants of 

private investments in Pakistan in a period spanning 1969 to 2016 using the 

ARDL approach, stating that economic stability, without macroeconomic 

uncertainties, is the most significant determining factor of private domestic 

investments. They also stated that the economy’s openness serves as a 

determinant of investments when domestic firms brace themselves for an 

increase in competition from foreign multinationals. Bhutto included a dummy 

variable to capture economic liberalization in the 1990s period, which 

showcases the adverse effects of liberalization uncertainties that the economy 

had on private investment. He found out that an increment in imports hurt 

private domestic investments. It also led to exchange rate uncertainties, which 

depreciated the local currency. He also took cognizance of the fact that an 

inverse relationship exists between private domestic investments and inflation. 

Also, Alber and Bushra (2019) investigated the impact of macroeconomic 

policy reforms uncertainties on private domestic investments in the energy 

sector in 21 Middle East and North Africa (MENA) nations in a period 

spanning 1990 to 2016 using the vector autoregressive (VAR) approach. They 

found a positive relationship that links private domestic investment to a stable 

private sector credit regime, the real rate of exchange, economic growth, real 

interest rate, foreign exchange reserves, the lagged-investment ratio, and 

domestic savings. However, the lagged values of real interest rates, external 

debt, and public investments hurt private investments. 

The theoretical and empirical literature on the effect of economic and 

political uncertainties on private domestic investments private investment in 

Kenya and the Sub-Saharan African region is quite diverse. Clark’s (1917) 

flexible accelerator theory of investment states that a stable and constant 

relationship exists between capital stock and output. The foundation of this 

model states that a firm’s higher investment rate depends on the magnitude of 

the interval between our desired and the existing stock of capital. Dixit and 

Pindyck (1994) and Pindyck (1988) investment uncertainty theory suggest that 

investors have the alternative of delaying their investment decisions when 
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there is a lot of uncertainty on the costs, prices, government policies, and the 

business climate associated with the country that they want to invest in. 

Decisions on economic investments do have three features. The first one is the 

irreversibility of the investment cost. The second one is that uncertainty over 

profits exists, and the third one is that investors can decide to postpone their 

decision(s) on investments when they need extra information to reduce their 

uncertainty. From the review of the existing empirical literature, most of the 

studies on the effect of uncertainties of private domestic investments in Kenya 

tend to focus solely on either political uncertainty or economic uncertainties 

but not on a go. The study adopted the flexible accelerator model to capture 

the effects of both macroeconomic and political uncertainty on private 

domestic investments in Kenya. The model incorporates the characteristics of 

the flexible accelerator model, the structural model, and the neoclassical 

model to highlight the effect of political and macroeconomic uncertainties on 

private domestic investment in Kenya. 

 

Methodology  

Theoretical Model  

The accelerator theory shows the relationship between the desired and 

the actual capital stock, which is determined by the level of income growth 

(the theory states that investments are a function of economic growth). Our 

desirable stock of capital (K) is assumed to be directly linked with the levels 

of income (Y) in the long run. 

𝐾 = 𝛼𝑌𝑡       

  (𝑣) 

Whereby α is a constant. Differentiating our equation concerning the 

time t, we get; 

∆𝐾𝑡 = 𝛼 + ∆𝑌𝑡      

  (𝑣𝑖) 

With Δ as the difference operator. To have an equation that showcases 

the relationship between investment and our desired level of capital stock, 

capital identity’s conventional  accumulation  is used to get Investment, It; 

𝐾𝑡 = (1 − 𝜕)𝐾𝑡−1 + 𝐼𝑡      

  (𝑣𝑖𝑖) 

∂ showcase capital depreciation. We restructure equation (iii) as 

follows to get; 

𝐾𝑡 = 𝐾𝑡−1 − 𝜕𝐾𝑡−1 + 𝐼𝑡     

  (𝑣𝑖𝑖𝑖) 

Rearranging equation (iv); 

𝐾𝑡 − 𝐾𝑡−1 = 𝐼𝑡 − 𝜕𝐾𝑡−1     

  (𝑖𝑥) 

We assume ∂ = 0, to solve for It; 
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𝐾𝑡 = 𝐼𝑡         

  (𝑥) 

Substitute equation (vi) into equation (ii), we get; 

𝐼𝑡 = 𝛼 + ∆𝑌𝑡       

  (𝑥𝑖) 

The equation (xi) above represents an investment function. To account 

for the slow adjustment of capital stock to the desired stock of capital, we 

introduce the lags to the dependent variable into the equation that yields the 

following equation; 

𝐼𝑡 = ρI𝑡−1 + 𝛽1∆𝑌𝑡 + 𝛽2∆𝑌𝑡−1 + 𝜀𝑡    

  (𝑥𝑖𝑖) 

Here, ρ1t – 1 represents the lagged investments, Β1 and B2 represent the 

variable coefficients, ΔYt - 1 represents the lagged values output growth rate, 

and εt is the error term. The final equation now becomes; 

𝐼𝑡 = ρI𝑡−1 + 𝛽1∆𝑌𝑡 + 𝛽2∆𝑌𝑡−1 + 𝑋𝑡 + 𝜀𝑡   

  (𝑥𝑖𝑖𝑖) 

 

Here, Xt represents variables that are applicable in developing 

countries, such as real GDP, inflation, and real interest rate. 

 

Model Specification and Estimation 

The research utilized the neoclassical flexible accelerator model of 

investment, the same as that of the study of Wai and Wong (1982). The reason 

is that the model is very appropriate among investment theories. This part 

looks into the model specification for domestic private investment 

determinants identified in the review of the literature. The empirical model 

used in this study comes from the extension of Jorgensen’s neoclassical 

flexible accelerator model of investment, which states that investments are a 

function of economic growth. Therefore, the study includes other variables in 

the model which affects private domestic investments that apply to developing 

nations in Sub-Saharan Africa. The study’s estimation of macroeconomic 

uncertainties is based on the unexpected components of WUIKEN, RINR, 

REER, and INFL. Political uncertainty was measured by the PRI Index. 

However, the empirical model translates to: 

PDI =  f (WUIKEN, PRI, INFL, RINR, RGDP, REER)   
  (𝑥𝑖𝑣) 

Hence, estimating parameters of β, and including the error term, it now 

becomes; 

𝑃𝐷𝐼 = 𝛽0  + 𝛽1 𝑊𝑈𝐼𝐾𝐸𝑁 + 𝛽2 𝑃𝑅𝐼 + 𝛽3𝑅𝐸𝐸𝑅 +  𝛽4𝐼𝑁𝐹𝐿 +
𝛽5𝑅𝐼𝑁𝑅 + 𝛽6𝑅𝐺𝐷𝑃 +  𝜀       

  (𝑥𝑣) 

http://www.eujournal.org/


European Scientific Journal, ESJ                                        ISSN: 1857-7881 (Print) e - ISSN 1857-7431 

June 2023 edition Vol.19, No.16 

www.eujournal.org   37 

To empirically analyze the relationship between the variables in the 

study (PDI, WUIKEN, PRI, INFL, RINR, RGDP, and REER), the study 

employed the autoregressive distributed lag (ARDL). Below is the ARDL 

model; 

∆𝑃𝐷𝐼𝑡 = 𝛼01 +  𝛽11𝑙𝑛𝑃𝐷𝐼𝑡−1 + 𝛽12𝑙𝑛𝐷𝐷𝑡−1 + 𝛽13𝑙𝑛𝑃𝑅𝐼𝑡−1 +
𝛽14𝑙𝑛𝑊𝑈𝐼𝐾𝐸𝑁𝑡−1 + 𝛽15𝑙𝑛𝐼𝑁𝐹𝐿𝑡−1 + 𝛽16𝑙𝑚𝑅𝐼𝑁𝑅𝑡−1 + 𝛽17𝑙𝑛𝐹𝑂𝑅𝐸𝑋𝑡−1 +

𝛽18𝑙𝑛𝑅𝐺𝐷𝑃𝑡−1 + 𝛽19𝑙𝑛𝑅𝐸𝐸𝑅𝑡−1 + ∑ 𝛼1i
𝑝
𝑖=1 ∆𝑙𝑛𝑌𝑡−1 +

∑ 𝛼2i∆WUIKEN𝑡−1
𝑞
𝑖=1 + ∑ 𝛼3i∆𝑃𝑅𝐼𝑡−1

𝑞
𝑖=1 + ∑ 𝛼4i∆INFL𝑡−1

𝑞
𝑖=1 +

∑ 𝛼5i∆𝑅𝐼𝑁𝑅𝑡−1
𝑞
𝑖=1 ∑ 𝛼6i∆𝑅𝐸𝐸𝑅𝑡−1 + ∑𝑖=1

𝑃 𝛼7i𝑙𝑛𝑅𝐺𝐷𝑃𝑡−1 +𝑝𝑞
𝑖=1 𝜀𝑖𝑡)   

(𝑥𝑣𝑖) 

∆ denotes first difference operators, and the constant term is denoted 

by a01. Parameters β11 to β21 represent the long-run coefficients of estimates, 

while 𝛼1𝑖 𝑡𝑜 𝛼10𝑖  represents the short-run coefficients. The εt is the 

disturbance.  

Prior to estimating the ARDL model, the study carried out diagnostic 

test. According to Toda and Philips (1993), ignoring cointegration leads to 

model misspecification when it exists. The study administered an ARDL 

bounds cointegration test by Pesaran, Shin and Smith (2001) to ascertain 

whether a long-run relationship existed among variables. The test is far 

superior to Engle-Granger’s (1990) test in that it can be utilized in multivariate 

cases that are interlinked by either one or more cointegration vectors.  

Furthermore, this study also utilized Bai and Perron’s (2003) structural breaks 

test that identifies multiple breaks in time series, unlike the Chow and Quandt-

Andrews structural break test, which identifies one structural break at a time.  

 

Empirical findings and discussion  

Descriptive Statistics and Diagnostic Test 

Descriptive statistics results indicated that PDI, RGDP, REER, RINR, 

WUIKEN, and PRI were positively skewed toward the right, which means that 

their distribution’s tail on the right side is further extended in comparison with 

the left (Mean > Median >Mode). Kusrtosis statistics established that the 

variables have a light-tailed distribution that is within the normal distribution 

range. 

Multicollinearity was tested using the variance inflation factor (VIF). 

The results indicated that the independent variables in the study were 

moderately correlated since all the variables have a value ranging between 7-

1 with a mean VIF of 4.53; hence, multicollinearity is not a problem in the 

study. The unit root test results indicated non-stationarity on all the variables, 

hence differenced to make them stationary. Finally, the sequential test for 

structural breaks result showcases that only one breakpoint exists in the year 

2005. 
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Auto regressive-Distributed Lag (ARDL) Results  
Table 1. Long-Run and Short-Run ARDL Results 

 Long Run ARDL Short Run ARDL 

ADJ (ECT)           -0.8893369*   -- 

 (0.0155074 ) -- 

RGDP 1.148992*  -0.708575*    

 (0.0432452) (0.0194323)    

INFL -0.109748*  -0.710617*   

 (0.0095543) (0.0400264)   

REER 0.2493065*  -0.2246611*    

 (0.0058929) (0.0096406)    

RINR -0.5123098*  -0.6222277*    

 (0.0228552) (.0145977)    

WUIKEN -167.371*  -0.2675464*    

 (2.626599) (0.0115687)    

PRI -5.558784* 48.4762*    

 (0.1429602) (2.071782)    

Constant 36.81435*     5.2662***    

 (.3869516 ) (.0652616)    

Log-likelihood     119.2068    

Root MSE       0.0475     

Adj R-squared     0.9999     
Standard errors in parentheses * p < 0.05, ** p < 0.01, *** p < 0.001 

 

The Log-Likelihood value measures the goodness of fit for any model. 

The Log-Likelihood coefficient can either be positive or negative. The higher 

the absolute log-likelihood value, the better the model. In this study, the log-

likelihood value 119.20683   is very high, which indicates that the ARDL 

model used is a fit.  The Root Mean Square Error (RMSE) is a square root of 

residual variance. It is an absolute measure of how the data fits the model. That 

is how close the data points observed are to the predicted values in the model. 

It is a good estimate of how accurately the model forecast the response. It is 

the most significant criterion used to determine the fitness of the model. The 

lower the values of RMSE, the better fitness of the model to the data. In our 

case, the Root MSE coefficient 0.0475 is very low; hence we can deduce that 

the ARDL model is fit to estimate the variables in the study.    

From the figure above, the adj R2 values showcase that 99.9% % of the 

variations in PDI were a result of RGDP, INFL, REER, RINR, WUIKEN, and 

PRI. ECT is an error correction term or speed of the adjustment to converge 

back to its long-run equilibrium). It should be negative and is between 0 and 

1.  

According to the linear ARDL results above, the ECT is negative and 

statistically significant at a 10% level of significance ceteris paribus. 
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Therefore, this reflects the presence of cointegration and the ability to correct 

the short-run errors for returning to the long-run balanced positions. The short-

run coefficients estimate shows the dynamic adjustment of the variables in the 

study. The short-run coefficients for PDI (-0.708575) is significant at a 10% 

level of significance ceteris paribus. The short-run coefficients for Real GDP 

(-0.710617) were found to be significant only at a 10% level ceteris paribus. 

The short-run coefficients for INFL (-0.2246611) were found to be significant 

at a 10% level ceteris paribus. 

The short-run coefficients for REER (-0.6222277) were found to be 

significant only at the 10% level ceteris paribus. The short-run coefficients for 

RINR (-0.2675464) were found to be significant only at the 10% level ceteris 

paribus. The short-run coefficients for WUIKEN (48.4762), with a p= 0.027 

value, were found to be significant at a 10% level ceteris paribus. The short-

run coefficients for PRI (5.266236) were found to be significant only at a 10% 

level ceteris paribus. 

In the long run, the estimated parameters for the relationship of 

variables in the ARDL model showcase that, ceteris paribus, a 1% increase in 

RGDP leads to an increase in the PDI by 1.15%, and with a p-value of 0.024, 

it is significant at 5% level. These findings agree with Oshikoya (2001), Blejer 

and Khan (1984), and Serven and Solimano (1993) who stated that an 

increment in real GDP increases private investments in developing countries. 

In addition to that, studies by Bosco and Emerence (2016) show that growth 

in GDP impacts private investments in both the long run and short run in 

Rwanda. Furthermore, Lesotlho (2006) examined the determinants of private 

investments in Botswana and found that real GDP had a positive and 

significant effect on private investments. 

The study also found out that a 1% increment in INFL leads to a 

decline in PDI by 0.11 % ceteris paribus, and with a p-value of 0.055, it is 

significant at a 10% level. These results agree with Abbas (2004), who studied 

the determinants of private investments in Iran. He discovered that a negative 

relationship exists between inflation and private investments and that a 1 % 

increment in inflation, in the long run, resulted in a 1% decrease in investments 

in the short run. 

The study also found that a 1% increment in REER leads to an 

increment in PDI by 0.25 % ceteris paribus, and with a p-value of 0.015, it is 

significant at a 5% level. These results agree with the study of Ogun, 

Egwaikhide and Ogunleye (2009), who examined how the real effective 

exchange rate affects domestic investments in sub-Saharan Africa. They found 

out that there is a positive and significant relationship between REER and PDI. 

The study also found out that a 1% increment in RINR leads to a decline in 

PDI by 0.51% ceteris paribus, and with a p-value of 0.028, it is significant at 
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a 5% level. These results agree with the study of Serven (1998), which shows 

that higher real interest rates on deposits hurt private investments. 

The study also found that a 1% increment in WUIKEN leads to a 

decline in PDI by 167.37 % ceteris paribus, and with a p-value of 0.010, it is 

significant at the 5% level. These results agree with the study of Bloom et al. 

(2009), Bloom et al. (2018), Chen and Funke (2011), and Dixit and Pindyck 

(1994), which shows that an increment in economic policy uncertainties 

dampens private domestic investments. It results in surges in economic policy 

uncertainty increment, systematic risks associated with the investment, and 

therefore capital costs in the economy. As a result, the higher economic policy 

uncertainties lower investment, as investors become risk-averse due to the 

irreversibility of the investment cost.  

The study also found that a 1% increment in PRI leads to a decline in 

PDI by 5.56% ceteris paribus, and with a p-value of 0.016, it is significant at 

a 5% level. These results agree with the study of Alesina et al. (1992), 

Benhabib and Spiegel (1992), Mauro (1995), and Pindyck and Solimano 

(1993) that the intuition that forms the basis of the fundamental relation 

between investment and electoral uncertainty is simple: If a national election 

has the potential of resulting in an adverse outcome from an investor’s 

perspective, the alternative of waiting to invest jacks up the potential investors 

rationally and delay their investments until the policies that caused the 

political uncertainties are resolved. The incentives to either disinvest or invest 

depends on the likelihood that the current regime’s policies will remain stable 

in the future. Investors cannot commit their investments in an unstable 

political environment. Therefore, political uncertainty reduces the inflows of 

both foreign and domestic capital due to the uncertainties that are associated 

with continually changing policies and regimes. 

 

Conclusion and policy recommendations  

Conclusion 

Based on the findings, this study concludes that real GDP (RGDP) and 

REER have a significant and positive impact on private domestic investment 

(PDI). In contrast, inflation (INFL), real interest rates (RINR), political 

uncertainty (PRI), and WUIKEN (economic policy uncertainty and stock 

market volatility) all have a negative and significant impact on private 

domestic investments. According to the findings, the most important factors 

influencing private domestic investment are political uncertainty (PRI), real 

gross domestic investment (RGDP), and WUIKEN (economic policy 

uncertainty and volatility in the stock markets). 
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Policy Recommendations 

Private domestic investments play an essential role in economic 

development in Kenya. The study recommends the following policies based 

on the outcome of the study: the country should enact policies such as reducing 

the tax and interest rates to boost the aggregate demand, which boosts 

economic growth and development, to attract more private domestic 

investments because of the broad market. It should also enact policies that 

reduce the cost of business and enhance the ease of doing business to 

encourage foreign domestic investments (FDI). Thus, this involves coming up 

with expansionary fiscal policies to upgrade and develop our physical 

infrastructure and human resource development through investment 

deepening in education and healthcare. 

The Central Bank of Kenya should strive to maintain a desirable 

exchange rate regime. The central government should also stabilize the 

exchange rates by adopting sound monetary and fiscal policies. This will also 

stimulate more involvement by the private sector in economic growth, thereby 

increasing private domestic investments. In addition to that, the government 

should also enact monetary policies that enable the central bank to have 

sufficient backup of foreign exchange reserves to prevent exchange rate 

volatility and shocks due to an acute shortage in foreign exchange if the 

national currency rapidly devalues.  

The central bank should also enact monetary policies that regulate the money 

supply in the economy to keep inflation in check. It should also aim to reduce 

the commercial bank’s interest rates to enable more MSMEs and local 

entrepreneurs to access affordable loans for their investments. 

The Kenyan government should also aim at stabilizing the political 

environment to prevent civil unrest and post-election violence in times of 

election and acts of terrorism, which destroy the economy by interfering with 

the production process and lowering investor confidence. The government 

should also avoid frequent switch of macroeconomic policies, which affects 

macroeconomic performance and hence exacerbate uncertainty for investors. 

Uncertainties about trade regimes, wages, interest rates, future prices, 

exchange rates, taxes, and other regulatory policies increases the risk aversion 

of investors. Hence, the government should enact stable macroeconomic 

policies that promote private domestic investments that do not often change to 

reduce investor skepticism and enhance their confidence. 
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