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1. Introduction 

 

Many less developed countries (LDCs) particularly in Africa, South America and part of Asia are now giving preference to the 

potential of Foreign Direct Investments (FDI) in their economies in a bid to pursue growth and development. In many countries, it 

evident that FDI provides additional amount of external resources that can contribute to their economic performance. FDI is 

important in the sense that it contributes to capacity building through transfer of technology that is, external firms train local 

personnel on how to handle specific tasks regarding their operations. The foreign investments have an industrial effect of 

improving the general production levels and promoting competitiveness of host country products in the international market and 

they supposedly assist in transfer of cost effective technology. FDI is believed to close the technological gap which is high in the 

LDCs through direct and indirect technical transfer (World Development Report, 2011).  

 

Observing global perspective the growing debate by scholars and intelligentsia about the role of Foreign Investment Direct and 

Economic Growth In 2012, developing economies were able to absorb more Foreign Investment Direct (FDI) than developed 

countries for the first time. In fact, the least developed economies accounted for nearly 52 percent of global FDI flows. 

Developing nations are becoming more prevailing targets for FDI inflows. For instance, out of the top twenty host economies for 

FDI in 2012, nine are categorized as developing nations (UNCTAD, 2013). The historical trends of FDI to developing nations, 

along with increased democratization worldwide, necessitate further empirical research on the relationship between FDI and 

democracy. Political institutions and governance may possibly impact inflows of FDI. Governments are placing additional 

emphasis on policies that create favorable investment climates for foreign investors. There is a best case scenario in which 

increased democratization can lead to higher levels of FDI inflows. However, it is impossible to ignore the possibility of a 

negative relationship between democracy and FDI. 

 

According to World Bank, (2013) Foreign direct investments are the net inflows of investments to acquire a lasting 

management interest (10% or more of voting stock) in an enterprise operating in an economy other than that of the investor. It is 

the sum of equity capital, reinvestments of earnings, other long-term capital, and short –term capital as shown in the balance of 
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Abstract 

This study tried to investigate the role that foreign companies may take in economic growth in Mogadishu Somalia. This was 

defined optimal way in this study as the most suitable ways that foreign direct investment may boost the economy in 

Mogadishu specifically and Somalia in general. However, it reported that among the problems that affect foreign companies in 

Mogadishu leading to their failure, as well as factors may attract the foreign investors to come up huge funds and start up new 

businesses in Mogadishu. This left the gap that more foreign direct investment may or may not cause economic growth in 

Mogadishu, in which the researcher investigated the role of foreign direct investment on economic growth in Mogadishu. The 

general objective of the study was to investigate role of foreign direct investment on economic growth in Mogadishu – 

Somalia. The population under the study included specific categories of individuals from two private foreign companies 

operating in Mogadishu. Research instrument used in the Data collection was a questionnaire to measure the variable(s), 

characteristic(s), or information of interest, often a behavioral or psychological characteristic. Proceeding from general to 

specific research questions, makes the research activities in any project more focused - in terms of data needed to answer the 

research questions. Data collected from the questionnaire was analyzed, summarized, and interpreted accordingly with the aid 

of descriptive statistical techniques such as total score and simple percentage. In the process of data analysis the researcher 

used descriptive and statistical analysis with the help of the SPSS computer package to analyze the data. The regression was 

computed to determine the extent that each variable of foreign direct investment on the dependent variable (economic growth). 

After data processing, statistical techniques of data analysis like SPSS were used to determine the effect of foreign direct 

investment on economic growth. After discovering the research findings the researcher gave useful recommendations to 

foreign companies, government institutions, business people and wider community in Mogadishu.  
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payments. 2 This series shows net inflows (new investments inflows less disinvestments) in the reporting economy from foreign 

investors. Foreign direct investment is a phenomenon resulting from globalization, which involves the integration of the domestic 

economic system with global markets. It is accomplished through opening up of the local economic sector as well as domestic 

capital for foreign investors to establish business, within the economy. Historically, technological advancement led to the 

emergence of better means of transport and communication. Such correlation would imply a trade-off between pursuing foreign 

capital and granting political rights to citizens of developing nations. After accounting for reverse causality between democracy 

and FDI, I find that there is actually no empirical evidence to support claims that link regime types and FDI. 

 

In the history of the world, there had been so many revolutions, which had changed the pattern of relationship among nations 

within the global environment. First World War brought about peaceful and friendly relations among the countries internationally 

because there was a need for them to come together and resolve the various issues that could lead to another war among them and 

this led to the formation of League of Nations, the War was regarded to be War to end all Wars. It was quite unfortunate that  

League of Nations couldn„t prevent the coming of the Second World War in 1939 to 1945 and after this war, there was cold war 

within the global environment, which ended the friendly relations among the countries in the world and the issue of security came 

to be prominent and important to them. There was no mean for economic interdependence whereby a multinational company 

could expand its branch beyond its sovereign state. From Second World War to 1970s Foreign Direct Investment could not 

convince so many countries especially developing countries about its advantages and the fear of domination as well as the belief 

of national security could not allow foreign investors to penetrate beyond their political boundaries in fact,  

 

Economic development can be achieved through increasing production capacity as a result of investments (particularly fixed 

capital investments). Having the necessary savings is an important indicator for the sustainable economic development of a 

country, because savings are used to finance investments. If a country has a savings gap, it can sustain its economic development 

by using its old savings or attracting foreign investments. Attracting foreign savings to the country can be possible through the 

external indebtedness of a country, or foreign capital inflows to the country. In the narrow sense, the foreign capital implies that 

the foreign countries possess the existing capital stock of a country rather than the host country (Karluk, 2001).An agreed 

framework of foreign direct investment exists in the  literature that is foreign direct investment (FDI) is an investment made to  

acquire a lasting management interest (normally 10% of voting stock) in a  business enterprise operating in a country other than 

that of the investor  defined according to residency (World Bank, 1996). 

 

Foreign direct investment comprises not only merger and acquisition and new investments, but also reinvested earnings and 

loans and similar capital transfer between parent companies and their affiliates. Countries could be host to foreign direct 

investment projects in their own countries and a participant in investment projects in other countries. A country‟s inward foreign 

direct investment position is made up of the hosted foreign direct investment projects, while outward foreign direct investment 

comprises those investment projects owned abroad. One of the most salient features of today‟s globalization drives conscious 

encouragement of cross-border investments, especially by transactional corporations and firms (TNC‟s). Countries and continents 

(especially developing) now see attracting foreign direct investment as an important element in their strategy for economic 

development. This is most probably because foreign direct investment is seen as an amalgamation of capital, technology, 

marketing and management. However, sub-saharan Africa as a region now has to depend very much on foreign direct investment 

for so many reasons some of which are amplified by Asiedu (2001). The preference for foreign direct investment stems from its 

acknowledged advantages (Sjoholm, 1999; Obwona, 2001, 2004). The effort by several African countries to improve their 

business climate stems from the desire to attract foreign direct investment. In fact, one  of the pillars on which the new partnership 

for Africa‟s development  (NEPAD) was launched was to increase available capital to $64billion US  dollars through a 

combination of reforms, resource mobilization and a  conducive environment for foreign direct investment (Funke & Nsouli, 

2003) Unfortunately, the efforts of most countries in Africa to attract  foreign direct investment have been futile. This is in spite of 

the perceived and obvious need for foreign direct investment in the continent. 

 

 Economic growth literally refers to an economy that is getting bigger, not necessarily one that is getting better. Economic 

development is a process whereby an economy's real national income as well as per capita income increases over a long period of 

time. Here, the process implies the impact of certain forces which operate over a long period and embody changes in dynamic 

elements. It contains changes in resource supplies, in the rate of capital formation, in demographic composition, in technology, 

skills and efficiency, in institutional and organizational set-up. It also implies respective changes in the structure of demand for 

goods, in the level and pattern of income distribution, in size and composition of population, in consumption habits and living 

standards, and in the pattern of social relationships and religious dogmas, ideas and institutions. In short, economic development is 

a process consisting of a long chain of interrelated changes in fundamental factors of supply and in the structure of demand, 

leading to a rise in the net national product of a country in the long run. 

 

2. Research Problem 

 

Foreign direct investment,  or FDI, is investment,  a controlling ownership, of a foreign company in a country 

other than the one it is based in. It affects the home country inevitably But economists do not have a general agreement as to 

which of its effects are more: positive or negative. Some term it favorable for economic growth while others disagree and stand in 

its opposition. The advocates believe it creates employment opportunities, impart technical ills to the residents, and, above all, 
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increases the FDI", which we call economic growth, of the host country. In the other hand, it is said that through this FDI these 

investors manipulate scarce productive resources of the host country though it has some positive effects, yet they are minimal 

as compared with the negative ones.  %on echoless, its effects desirability vary from country to country Foreign 

investment is an important economic process during which foreign  state and private companies and enterprises invest capital,  

technology and innovations  into the companies of another country. As usual, the capital flows from developed countries to 

developing countries. 

 

From a global perspective, the impact FDI and economic growth, and the stability of this growth, is a central consideration as 

host countries evaluate the trade-offs associated with foreign entry. This has been considered in the context of longer term 

performance, stemming from the argument by Romer (1993) that an idea gap has held back growth in emerging markets. If an 

idea gap has impeded growth, FDI can induce a catch-up process. The most robust evidence on FDI and aggregate growth is 

found in studies of developing countries. For example, analyses of inward investments to Greece, Taiwan, Indonesia, and Mexico 

show a significant positive contribution to these countries‟ growth. Research using detailed industry-level data finds that growth 

spillovers across industries depend on the industries into which FDI flows. The spillovers and growth ramifications are expected 

to be strongest when foreign affiliates and local firms compete most directly with each other, as may be the case in previously 

protected industries. 

 

Modern world economy cannot develop successfully without foreign investment. A great number of countries invest their 

funds to the economy of other countries having a certain income and developing certain branches of industries of such countries. 

Due to received capital the country receives an opportunity to renew and develop all necessary branches of industries, to increase 

the effectiveness of production and produce competitive goods and services.  Foreign investment is a predominant and vital factor 

in influencing the global economic development. Studies related to the effect of foreign direct investments and economic 

performance in general in Somalia are many they also include, Nyamwange (2009) who carried out a study on the foreign direct 

investment in Somalia. This shows that most of these studies focused on economic development of the country as whole.  

 

There is therefore a literature gap as far as the effect of foreign direct investments and the balance of payments in Somalia  is 

concerned hence the need for this particular study. This study therefore seeks to answer the following question: What is the impact 

of foreign direct investments on economic growth of Somalia? 
 

3. Study Objective 

 

The main objective of the study was to investigate the role of foreign direct investments on economic growth of Somalia. 

 

4. Review of Literature 

 

4.1 Theoretical Framework 

 

Theoretical review covers the theories that explain the impact of FDI on Economic growth. FDI is believed to be important in 

solving developing economies problems. Mwalima (2003) argued that FDI is an important source of capital formation especially 

in LDCs where the base is low. He further submits that technology diffused by spillover into local production process, be adopted 

by local enterprises. Similarly, Addison and Movrotas (2004) identify FDI as a crucial source external development finance in an 

effort of LDCs achieving financing of MDGs. 

 

4.1.1 Vernon Product Life Cycle Theory  
 

International Vernon‟s Product Cycle suggests that firms undertake FDI at particular stages in the life cycle of products they 

have innovated, Vernon (1966). theory of the product cycle puts less emphasis on the factor-proportion theory of comparative 

advantage and more on the timing of innovation, the effects of scale economies, and the roles of ignorance and uncertainty in 

influencing trade patterns, Vernon (1966) contends that a large gap exists between the knowledge of scientific principles and the 

application of these principles in the generation of new, marketable products. If all entrepreneurs, wherever located, were equally 

conscious of and equally responsive to all entrepreneurial opportunities, wherever they arose, the classical view of the dominant 

role of price in resource allocation might be highly relevant. 

  

The essence of the theory is the assumption that diffusion of new technology occurs slowly enough to generate temporary 

differences between countries in available production technology. Vernon‟s hypothesis is relevant only to innovation in certain 

kinds of products, namely to those associated with high income and those which substitute capital for labour. His hypothesis says 

nothing about industrial innovation in general. Indeed, a good deal of trade may arise because of transitory advantages resulting 

from innovation that would normally generate a substantial amount of rent. The neo-mercantilists argue that trade policy can raise 

national income by securing for a country a larger share of the rent yielding industries at other countries‟ expense. For instance, 

certain high technology sectors may generate not only a large amount of rent but also large technological spillovers. In this case, 

the government intervention and promotion of these sectors may raise the national income In order to maximize production 

flexibility and to minimize uncertainty regarding the dimensions of the market in the early stages of a product‟s lifecycle, US 
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firms develop innovations for and introduce them to the large high-income domestic market but eventually set up foreign 

production facilities in other advanced economies to defend their (real or imagined) monopolistic advantage, derived from the 

innovational lead, and finally, as the production techniques become standardized and products become more price sensitive, firms 

turn to the low-cost LDCs to maximize profits (and appease local governments).  

 

Therefore, the relation between outward FDI and trade is a function of the nature of the product and the development status of 

a divergent location and ownership advantages favoring FDI. In summary Vernon (1971), analyzed FDI based on the product; 

initially a product is invented in the home country of a foreign investor with comparative advantage in technology and innovatory 

capabilities and produced for the home market in the home near to both its investors and markets. At a later stage of the product 

cycle, because of a favorable combination of innovation and product advantages offered by the home country, the product is 

exported to other countries most similar to the home country in demand capabilities. Gradually, as the product becomes 

standardized or mature and labour becomes a more important ingredient of production cost, the attraction of locating value 

activities in a foreign, rather than in a domestic location increases. FDI therefore is, regarded as a natural stage in the life cycle of 

the product 

 

4.1.2. The Neoclassical Theory of Investments  
 

According to neoclassical theory, FDI influences income growth by increasing the amount of capital per person. It spurs long-

run growth through such variables as research and development (R&D) and human capital. Through technology transfer to their 

affiliates and technological spillovers to unaffiliated firms in the host economy, MNCs can speed up the development of new 

intermediate product varieties, raise product quality, facilitate international collaboration on R&D, and introduce new forms of 

human capital (Ikiara, 2003). Bajona & Kehoe, (2006) discussed explanations of multinational production based on neoclassical 

theories of capital movement and trade within the Hecksher-Ohlin framework. However, they criticize these theories on the basis 

that they were founded on the assumption of existence of perfect factor and goods markets and were therefore unable to provide 

satisfactory explanation of the nature and pattern of FDI. In the absence of market imperfections, these theories presumed that FDI 

would not take place. Nevertheless, they argue that the presence of risks in investing abroad implies that there must be distinct 

advantages to locating in a particular host country. Economic growth theories can be divided into three groups.  

 

The early post-Keynesian growth models (the Harrod-Domar Growth theory and its variants) have underlined the importance 

of savings and investments in promoting growth. The neo-classical models of economic growth emphasized the significance of 

exogenous technical progress as the dominant determinant of economic growth. The new growth theory, which is also known as 

"endogenous growth theory," however, stressed the role of R&D, human capital accumulation and externalities as the dominant 

factors that determine long-run economic growth. It is important to note that the concern of new growth theories is the 

endogenous the growth rate of GDP which requires the rate of investments to be endogenous. According to Seidman, (1987) the 

neoclassical theory of investments emphasized that the desired capital–output ratio increases if the cost of capital falls. The theory 

gives special emphasis to the role of the user cost of capital in determining the optimal capital-output ratio. 

 

4.1.3 Internationalization Theory 
 

Internalization theory was developed by efforts of Buckley and Casson (1976), Rugman (1981), and Hennart, (1982). The 

theory asserts that at firm-level the MNE will exert proprietary control (ownership) over an intangible, knowledge-based, firm-

specific advantage. In internalization theory, all firm-specific advantages are efficiency-based Internationalization theory suggests 

vertical FDI enable firms to reduce their exposure to risks that arise from investments in specialized assets. The theory states that 

the tendency of firms to invest in a foreign country is dependent on a cost benefit analysis of particular factors in both its home 

country and the receiving country. This theory explicitly states that the decision to invest in a country is dependent not only on the 

anticipated returns but could also be on country specific factors like barriers to entry, political stability, cost of capital and 

production, economies of scale and demand for products. According to Carbaugh (2000), firms may invest in countries where 

labour and raw materials are comparatively cheaper in order to minimize costs. This partly explains the movement of foreign 

direct investments to Asia especially China and India where the cost of labour is relatively cheaper than the rest of the world. 

 

4.1.4. Export Theory 
 

 Export theory argues that countries need to export goods and services in order to generate revenue to finance imports which 

cannot be produced indigenously. The export theory can be classified under the neoclassical growth models. This theory is a 

culmination of a study, Adam Smith (1776), investigated the nature and causes of wealth of countries. The underlying argument of 

the export theory is that “countries need to export goods and services in order to generate revenue to finance imports which cannot 

be produced indigenously” (Coutts and Godley, 1992; McCombie and Thirlwall, 1992). Normally, Gross Domestic Product 

(GDP) is used as a proxy of a country‟s economic potency and it provides an estimate of the value of goods and services produced 

in a country in a specified period (Tayeb, 1992). Studies that have been undertaken to ascertain whether international trade 

influences GDP assume that as exports increase, ceteris paribus, the GDP of a country rises and spurs economic growth. The 

export theory can be interpreted in a way that the performance of exports has a stimulating effect to a country‟s economy 

especially in form of technology spillovers through foreign direct investments in form of MNCs (Marin, 1992).  
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Temple (1994) indicates that because of the demands of international markets such as continuous innovation and improved 

efficiency, there is increased specialization which encourages utilization of economies of scale. The export theory thus predicts 

that growth in exports causes economy wide productivity gains which amounts to enhanced gross domestic product. In addition, 

exports can also be linked to sustainable economic growth through the balance of payments. The constraints on the balance of 

payments arise when a country‟s level of imports exceeds that of exports. In such a situation, the deficit can only be financed 

either through government borrowing or use of the country‟s reserves. 

 

4.2 Discussion of Key Study Variables 

 

Regardless of the underlying hypothesis or the classification of these variables, existing empirical studies have considered 

different combinations of these variables with mixed results, not only with respect to the importance or otherwise of these 

variables (statistical significance) but in terms of the direction of the effect. In the literature, there are many determinants often 

cited in the econometric studies.  

 

Agiomirgianakis ET. al., (2003) explained that FDI is mostly defined as capital flows resulting from the behaviours of 

multinational companies (MNCs). Thus, the factors to affect the behavior of MNCs may also affect the magnitude and the 

direction of FDI. MNCs expand their activities to a foreign country for a number of reasons including, among others, the 

exploitation of economies of scale/scope, the use of specific advantages, often owing to a life-cycle pattern of their products or 

just because their competitors are engaged in similar activities. On the other hand, governments are also engaged in a policy 

competition by changing key factors of their economic policies, such as domestic labour market conditions, corporate taxes, tariff 

barriers, subsides, privatization and regulatory regime polices so as to improve FDI activity in their countries. 

 

4.2.1 Foreign Direct Investment 
 

Moosa (2002), Moosa and Çardak (2006) survey the theories of FDI, identifying the implied explanatory variables in the 

process, as well as variables that cannot be readily related to any of these theories which may be classified under “theories based 

on other factors” as shown in Appendix 1. These are market size (GDP or per capita GDP) as a market size hypothesis, wages as a 

location hypothesis, trade barriers as other factor, growth rate as a differential rates of return, trade deficit as other factor, 

exchange rate, currency areas hypothesis, tax as other factor, cost of capital as a location hypothesis Moreover, UNCTAD (2002) 

classifies the determinants variables of inward FDI, According to IMF (2003), investors underscore that the motivators for 

investing in EMCs and the determinants of investment locations differ among countries and across the economic sectors. They 

concur, however, that certain general factors consistently determine which countries attract the most FDI. 

 

Many economists argue that the modes of supply of Multinational Firms are more complex than the pioneering works of 

Horizontal and Vertical FDI by Helpman & Krugman (1985). Unlike the usual model of FDI (Markusen (2002)), in which 

horizontal FDI is a substitute for trade, Bergstrand and Egger (2007) develop a model where horizontal FDI coexists with trade 

between identical countries. Yeaple (2003) constructs a model where a firm may engage both in Horizontal and Vertical FDI, for a 

medium range of trade costs. 

 

4.2.2 Export-Platform Foreign Direct Investment  
 

Export-platform foreign direct investment in which the affiliate's output is (largely) sold in third markets rather than in the 

parent or host markets has received empirical attention recently, but little theoretical analysis Rose, 2016. We use a three-region 

model in which there are two identical, large, high-cost economies and a small low-cost economy. Pure export-platform 

production arises in a symmetric case, when a firm in each of the high-cost economies has a plant at home, and a plant in the low-

cost country (the South) to serve the other high-cost country. This occurs when trade costs for intermediates (components) and 

plant-fixed costs are moderate and the South has a moderate cost advantage in assembly. Another interesting and empirically 

important case arises when there is trade liberalization between one of the high-cost countries and the small, low-cost country. 

The outside high-cost country may wish to build a branch plant inside the free trade area due to market size, but chooses the low-

cost country on the basis of cost. Or a firm headquartered in the large country inside the free-trade area might build a single plant 

in its low-wage partner in order to serve their joint free-trade area and to export to the outside high-cost country. 

 

On the front of export-platform FDI, Ekholm et al. (2007) construct a partial model to explain the export platform 

phenomenon. The driving force of the export platforms in their model is a lower cost of the South. They also show empirically 

that US firms in Europe have higher shares of third country exports than the US firms in other areas. Baltagi et al. (2007), using 

spatial econometrics, show a significant third countries effects on FDI locations, namely neighbouring countries‟ characteristics 

matter for inward FDI. Blonigen et al. (2007), in an analysis similar to Baltagi et al. (2007), examine third countries‟ effects on the 

choice of FDI type but uses the third countries‟ market potential as a major explanatory variable. 
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The other contribution is on empirical side. Baltagi et al. (2007) and Blonigen et al. (2007) use total FDI stock as the 

dependent variable without distinguishing between various types of FDI, such as horizontal, vertical, and export platform FDI. 

However, third country effects, i.e., the influence of neighboring countries‟ characteristics on FDI inflow, which is the focus of 

Baltagi et al. (2007) and Blonigen et al. (2007), should have come from the potentiality of third country exports. Thus, in order to 

better capture the third country effects, this paper uses FDI stocks multiplied by the third country export ratio as the dependent 

variables and attempts to explain the determinants of export platform FDI.  

 

4.2.3 Horizontal Foreign Direct Investment 
 

Horizontal multinationals are firms that produce the same good or services in multiple plants in different countries, where each 

plant serves the local market from the local production. Two factors are important for the appearance of horizontal FDI: presence 

of positive trade costs and firm-level scale economies. The main motivation for horizontal FDI is to avoid transportation costs or 

to get access to a foreign market which can only be served locally. The horizontal models predict that multinational activities can 

arise between similar countries. 

 

The intuition behind horizontal FDI is best described in form of an equation with costs on the one side and benefits on the 

other side. Establishing a foreign production instead of serving the market by exports means additional costs of dealing with a new 

country. Moreover, there are production costs, both fixed and variable, depending on factor prices and technology. The plant-level 

economies of scales will increase the costs of establishing foreign plants. On the other side of the equation, there are cost savings 

by switching from exports to local production. The most obvious are transport costs and tariffs. Additional benefits arise from the 

proximity to the market, as shorter delivery and quicker response to the market becomes easier. Thus, if benefits outweigh the 

costs a multinational enterprise will conduct a horizontal FDI. 

 

The models of horizontal FDI predicts that given the existence of trade costs and economies of scale at plant and firm level,  

investment flows can arise between similar countries. In order to explain the intuition behind the models we look at the counter-

example with two countries which are different in either size or in relative factor endowments. In both situations we assume 

moderate transportation costs. In the first case, the appearance of horizontal multinationals is unlikely, because they will have a 

disadvantage relative to the national firm with headquarter and production plant in the larger country. The multinational has to 

bear fixed costs for the plant in the smaller market, while the national firm in the larger country faces trade costs for the small 

amount of exports to the smaller country. In the second case the countries are similar in size but different in factor endowments. 

 

The horizontal multinational has a disadvantage again, since it places the production in both countries, also in the more 

expensive, factor-scarce country. The national firm located in the country which is factor-abundant (for example with labour 

force) conducts the complete production in the low cost country. The presence of transportation costs is thereby important, since 

otherwise the foreign markets will be served by exports and the firm uses only the scale effects by setting the complete production 

in one plant. 

 

Theoretical models of horizontal FDI are based on the trade-off between additional fixed costs from setting up a new plant and 

the saving of variable costs from avoiding tariffs and transportation. One of the earliest models on horizontal FDI is Markusen 

(1984) with firm-level scale economies as a driving force. A two-plant firm has fixed costs that are less than double the ones of a 

single plant firm, thus creating a motivation for multi-plant production. 

 

4.2.4 Vertical Foreign Direct Investment  
 

Vertical foreign takes place if the MNE geographically fragments its production by stages. The fragmentation of production 

occurs in order to exploit differences in relative factor costs. It is call vertical since the production stages in different countries are 

conducted one after another. The modeling of this type of FDI is based on the idea, that different parts of the production process 

have different input requirements. Since the input prices vary across countries it becomes profitable to split production, 

conducting for example labour intensive production stages in countries with low labour costs. 

 

Similar to the intuition of the horizontal models, the decision to conduct vertical FDI can be described as a trade-off between 

costs and benefits. The benefits arise from the lower production costs in the new location. The production chain consists of several 

stages, often with different factors required for each stage. A difference in factor prices makes it then profitable to shift particular 

stages to the countries, where this factor is relatively cheaper. This is only profitable as long as the costs of fragmentation are 

lower than the cost savings. The costs of splitting the production process emerge in form of transportation costs, additional costs 

for acting in a new country, or of having different parts of production in different countries. 

 

The theoretical modeling of vertical FDI was typically driven by differences in factor endowments. Models of this sort of FDI 

date back to the studies by Helpman (1984, 1985) and Helpman and Krugman (1985). The initial studies explain the expansion 

across borders in terms of factor proportion differences, where the firm´s headquarter is geographically separated from the 

production. These models were based on the extended Heckscher-Ohlin trade theory with two factors of production and two 

sectors, one perfectly competitive with constant returns to scale and the other producing differentiated products under increasing 
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returns to scale. In the former, Helpman (1984) explains the appearance of vertically separated production by cost savings for 

MNE; if it separates the high-skilled labour intensive headquarter activities and low-skilled labour intensive production activities. 

These two activities have different factor intensities and can be split geographically. The model was constructed with no tariffs 

and transportation costs so that the firm will open only one foreign plant.6 The driving force of the model was the absence of 

Factor-Price-Equalization (FPE). If otherwise the difference in relative endowments of countries is not sufficiently large, trade in 

goods will lead to the equalization of factor prices between countries. Then, there will be no incentive for the firm to separate 

headquarters and production activities and FDI will not occur. If, however, the difference in relative factor endowments is large, 

one country for example has a much higher endowment of labour relative to capital, and then trade does not equalize factor prices. 

Here it is profitable for the firm to split activities, locating the labour-intensive part of production (e.g. assembling) in the labour-

abundant country. Consequently, vertical FDI arises if this separation occurs by setting up an own affiliate. 

 

The literature on vertical FDI is closely related to the models of outsourcing, where the vertical separation of production 

occurs without multinationals. Vertical FDI can be seen as a subset of this fragmentation, since parts of the production chain are 

also conducted abroad but by other firms. Recent studies analyzed the decision of MNE between outsourcing and FDI. Grossman 

and Helpman (2002) explore the choice between outsourcing and integration through FDI as a trade-off between incomplete 

contracts in arm´s length relationship versus less-efficient integration within a multinational enterprise. While Antr`as and 

Helpman (2003) show how the productivity of the firm affects the decision to source the inputs from external suppliers or from 

the firm´s own affiliate abroad. 

 

The implications of vertical FDI have not gained much attention so far. The literature mentions only the impact on 

international trade flows, as for example Markusen et al., (1996) and Markusen and Venables (2000). Vertical FDI is seen to be 

trade creating, since products at different stages are shipped between different locations.8 On the other hand, trade costs have a 

negative impact on the location of vertical FDI (Shatz and Venables, 2000), making for example the Central and Eastern European 

countries especially interesting  for this sort of FDI from Western Industrialized countries. At the same time Zhang and Markusen 

(1999) argue that the size of the host market has a negative impact on vertical FDI because the fixed costs for the new plant can be 

sooner covered in a larger market. 

 

4.2.5 Greenfield Investment Foreign Investment  
 

Greenfield is a type of venture where finances are employed to create a new physical facility for a business in a location where 

no existing facilities are currently present. A Greenfield investment originally referred to locating new company buildings on a 

pasture that was literally a green field, but the term is often used generally in modern business communication. Rose, (2016).  

 

Solar power companies, a major sub-sector in the alternative energy space, were among the hardest hit, as the recession in 

Europe forced cash-strapped governments to cut back the level of subsidies offered to these companies. Spain, for example, 

accounted for half of the world‟s new solar power installation in terms of wattage in 2008, primarily due to generous government 

subsidies designed to promote clean energy. But Spain‟s worsening financial situation from 2009 onward led the government to 

severely curtail subsidies available for clean energy. As the nation‟s market for solar power contracted significantly from its 2008 

peak, manufacturers of solar panels and other components – which had ramped up production in anticipation of higher demand – 

were stuck with huge amounts of excess inventory, leading to a substantial decline in prices. 

 

4.2.6 Economic Growth 
 

Economic growth is how much more the economy produces than it did before. If the economy is producing more, businesses 

are more profitable, and stock prices rise. That gives company‟s capital to invest and hire more employees. As more jobs are 

created, incomes rise. Consumers have more money to buy additional products and services, driving higher economic growth. For 

this reason, all countries want positive economic growth. Asiedu, (2005). 

 

Increase in a country's productive capacity, as measured by comparing gross national product (GNP) in a year with the GNP in 

the previous year. Increase in the capital stock, advances in technology, and improvement in the quality and level of literacy are 

considered to be the principal causes of economic growth. In recent years, the idea of sustainable development has brought in 

additional factors such as environmentally sound processes that must be taken into account in growing an economy. That makes 

economic growth the most watched economic indicator. Agosin and Mayer, (2000). 

 

The information collected through national income accounting can be used for a variety of purposes, such as assessing the 

current standard of living or the income distribution within a population. Additionally, national income accounting provides a 

method for comparing activities within different sectors in an economy, as well as changes within those sectors over time. A 

thorough analysis can assist in determining overall economic stability within a nation. For example, the United States uses 

information regarding the current GDP in the formation of various policies. During the financial crisis of 2008, the GDP began to 

suffer as increased market volatility and shifting supply and demand affected consumer spending and employment levels. As a 

result, President Obama instituted an economic stimulus package in response. 
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5. Research Methodology 

 

Descriptive research design was employed in this study. According to Mugenda and Mugenda (2003) descriptive research 

design is a scientific method which involves observing and describing the behavior of a subject without influencing it in any way. 

Many scientific disciplines, especially social science and psychology, use this method to obtain a general overview of the subject.  

 

The research population of this study will be employees of turkey Albayrak Group Port of Mogadishu, also known as the 

Mogadishu International Port, is the official seaport of Mogadishu, the capital of Somalia. Classified as a major class port, it is the 

largest harbour in the country the population of this study will be 215 as of the HRM Albayrak. And also Aden Adde International 

Airport, invested Favori Aden Abdulle International Airport, formerly known as Mogadishu International Airport, is an 

international airport serving Mogadishu, the capital of Somalia. 

 

This research targets only foreign companies who engaging FDI activities in Mogadishu as a target population. The material of 

the target population of this research includes two foreign companies (specifically Two Turkish Company) namely Al-bayrak and 

Favori and they invested and running Mogadishu sea port and airport respectively. The target population of the study consist the 

whole staff of the two companies, because they are all academic ones who should give relevant information. 

 

The sample size of this study will be 68 respondents where the researcher will use the Slovene‟s formula of to determine the 

minimum sample size. 

 

Table 1 Target Population and Sample Size 

Respondents category                     Target Population           Sample 

Size Albairak for the port of Mogadishu               50                         16 

 

Favori Airport Mogadishu                           165                          52 

Total                                                            215                          68 

 

N=       N      

          1+Ne
2 

 

Where,  

n = stands for sample size 

N = stands for target population 

e = stands for errors = 5% 

 

n = 215/1+215(0.005)
2  

     
= 68 

 

6. Data Analysis and Results 

 

6.1 Descriptive Statistics 

 

6.1.1 Export-Platform FDI Governance  
 

The study sought to establish the influence of foreign direct investment on economic growth in Mogadishu. From the findings 

indicated in table 2 most of the respondents agreed that that The Company use export-platform when trade costs for intermediates 

(components) and plant-fixed costs are moderate .a mean of 1.10, the respondents agreed Investing Somalia as a foreign means that 

there is trade liberalization. Due by a mean of 1.92 and a mean of 1.90 was obtained the company allocates huge funds to safe 

guard organizational objectives same as mean of 1.57 The Mogadishu port/airport could be medium channel for the company‟s 

overseas businesses. 
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Table 2 Export-Platform FDI governance 

Statement N Mean Std. 

Deviation 

The Company use export-platform when trade costs for 

intermediates (components) and plant-fixed costs are moderate. 

67 1.10 .300 

Investing Somalia as a foreign means that there is trade 

liberalization 

67 1.92 .337 

The company allocates huge funds to safe guard organizational 

objectives 

67 1.90 1.136 

The Mogadishu port/airport could be medium channel for the 

company‟s overseas businesses 

67 1.57 .500 

 

6.1.2 Horizontal FDI Governance 
 

The study sought to establish the influence of foreign direct investment on economic growth in Mogadishu Somalia From the 

findings indicated in table 3. Respondents agreed that Horizontal multinationals are firms that produce the same good or services 

in multiple plants in different countries by a mean of 1.49, the respondents agreed each plant from the horizontal multinationals 

serves the local market from the local production. Due by a mean of 2 and a mean of 1.04 was obtained The Company plans to 

invest other business or penetrate other industries in Mogadishu. Same as mean of 1.51 the respondent The Company provide 

social responsibility i.e. sponsoring sports, providing scholarships, development initiatives. 

 

Table 3 Horizontal FDI governance 

Statement N Mean Std. 

Deviation 

Horizontal multinationals are firms that produce 

the same good or services in multiple plants in 

different countries 

67 1.49 .505 

Each plant from the horizontal multinationals 

serves the local market from the local production 

67 2.00 .000 

The Company plans to invest other business or 

penetrate other industries in Mogadishu   

67 1.04 .196 

The Company provide social responsibility i.e. 

sponsoring sports, providing scholarships, 

development initiatives 

67 1.51 .505 

 

4.6.3. Vertical FDI Governance 
 

Number of questions was asked to determine how Vertical FDI governance influences economic growth in Mogadishu 

Somalia. Respondents agreed that The Company allocates more funds to invest here because of the FDI policies in Mogadishu, as 

mean of 1.90 Laws and regulations are in place to protect the foreign companies who may involve vertical foreign direct 

investment in Mogadishu a mean of 1.51. And also agree a mean of 1.78. Laws and regulations are in place to protect the local 

companies from the foreign companies who may involve vertical foreign direct investment in Mogadishu. Respondents agreed. 

Although the market opportunities and government regulations will more foreigners to directly invest here a mean of 1.02. 

 

Table 4 Vertical FDI Governance 

Statement N Mean Std. Deviation 

The Company allocates more funds to invest here because 

of the FDI policies in Mogadishu.  

67 1.90 .300 

Laws and regulations are in place to protect the 

foreign companies who may involve vertical foreign 

direct investment in Mogadishu. 

67 1.51 1.206 

Laws and regulations are in place to protect the 

local companies from the foreign companies who may 

involve vertical foreign direct investment in 

Mogadishu. 

67 1.78 .808 

The market opportunities and government 

regulations will more foreigners to directly invest here. 

67 1.02 .140 
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4.6.4 Green Field FDI governance 
 

The study sought to establish the influence of green field FDI governance on economic growth in Mogadishu Somalia From the 

findings indicated in table 4.11 the respondents agreed The Company created a new physical facility for its business in Mogadishu, 

with a mean of 2.31 being obtained. These results are consistent with the findings obtained on the security and political stability 

motivates the company to make Greenfield operations in Mogadishu, a mean of 1.90. The respondent also agreed As Greenfield 

operations investor the company is planning to expand the horn Africa region a mean of 1.51.  The company is willing to double its 

operations in the whole Somalia obtaining a mean of 1.73.  

 

Table 5 Green Field FDI governance 

Statement N Mean Std. 

Deviation 

The company created a new physical 

facility for its business in Mogadishu 

67 2.31 .905 

The security and political stability 

motivates the company to make Greenfield 

operations in Mogadishu. 

67 1.90 .361 

As Greenfield operations investor the 

company is planning to expand the horn 

Africa region.   

67 1.51 .505 

The Company is willing to double its 

operations in the whole Somalia 

67 1.73 .827 

 

4.6.5 Economic Growth  
 

  A number of questions were asked to determine how foreign direct investment governance influences economic growth in 

Mogadishu Somalia. Respondents agreed the economy in Mogadishu is doing more than it did before, obtaining a mean of 

1.49. The respondents agreed that The Company is investing more and hiring more employees obtaining a mean of 1.92. 

And similarly a mean of 1.53 The FDI activates and increases the gross domestic production in the country.   Respondents 

also agreed. Foreign direct investments have a significant positive effect on economic growth of developing countries like 

Somalia.  

 

Table 6 Economic Growth 

Statement  N Mean Std. 

Deviation 

The economy in Mogadishu is doing more 

than it did before 

67 1.49 .505 

The company is investing more and hiring 

more employees 

67 1.92 1.129 

The FDI activates and increases the gross 

domestic production in the country 

67 1.53 .504 

Foreign direct investments has a significant 

positive effect on economic growth of 

developing countries like Somalia 

67 1.78 1.172 

 

6.2 Inferential Statistics 

 

6.2.1 Coefficient of Determination (R
2
) 

 

From the model summary in table 7, it is clear that the adjusted R
2
 was 0.987 indicating that a combination of export-platform 

FDI governance, horizontal FDI governance, vertical FDI governance and green field FDI governance explained 97.3% of the 

variation in the economic growth in Mogadishu, Somalia. 

 

Table 7 Model Summary 

 

 

 

 

 

 

Model R R Square Adjusted R Square Std. Error of the 

Estimate 

1 .987
a
 .975 .973 .07405 
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6.2.2 Analysis of Variance 
 

Analysis of Variance (ANOVA), as the name implies, is a statistical technique that is intended to analyze variability in data in 

order to infer the inequality among population means. This may sound illogical, but there is more to this idea than just what the 

name implies. The ANOVA technique extends what an independent-samples t-test can do to multiple means. The null hypothesis 

examined by the independent samples t-test is that two population means are equal. If more than two means are compared, repeated 

use of the independent-samples t-test was lead to a higher Type I error rate (the experiment-wise α level) than the α level set for 

each t test. 

 

Table 8 Analysis of Variance 

Model Sum of Squares df Mean 

Square 

F Sig. 

1 

Regression 82.054 4 20.513 4.521 .003
b
 

Residual 317.626 62 4.538   

Total 399.680 66    

a. Predictors: (Constant), export-platform FDI governance, horizontal FDI governance, vertical FDI 

governance and green field FDI governance. 

b. Dependent Variable: economic growth. 

 

From the ANOVA table 8 it is clear that the overall standard multiple regression model (the model involving constant(export-

platform FDI governance, horizontal FDI governance, vertical FDI governance and green field FDI governance) is significant in 

predicting how export-platform FDI governance, horizontal FDI governance, vertical FDI governance and green field FDI 

governance determine economic growth in Mogadishu Somalia. The regression model achieves a degree of fit as reflected by an 

R2 of 0.987 (F = 450.523; P = 0.00 < 0.05. 

 

6.2.3 Correlation Analysis 
 

Pearson Bivariate correlation coefficient was used to compute the correlation between the dependent variable (economic 

growth) and the independent variables (export platform FDI governance, horizontal FDI governance, vertical FDI governance and 

Greenfield governance). According to Sekaran, (2015), this relationship is assumed to be linear and the correlation coefficient 

ranges from -1.0 (perfect negative correlation) to +1.0 (perfect positive relationship). The correlation coefficient was calculated to 

determine the strength of the relationship between dependent and independent variables (Kothari and Gang, 2014). 

 

Table 9 Pearson Correlation 

  
Economic 

Growth 

Export 

Platform FDI 

Horizontal 

FDI 

Governance 

Vertical FDI 

Governance 

Greenfield 

Governance 

Economic 

Growth 

  1     

       

  67     

Export 

Platform FDI 

  .246
*
 1    

  .034     

  67 67    

Horizontal 

FDI 

Governance 

  .234
*
 .655

**
 1   

  .043 .000    

  67 67 67   

Vertical FDI 

Governance 

  .100 .344
**

 .390
**

 1  

  .394 .003 .001   

  67 67 67 67  

Greenfield 

Governance 

  .340
**

 .552
**

 .820
**

 .400
**

 1 

  .003 .000 .000 .000  

  67 67 67 67 67 

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 

 

In trying to show the relationship between the study variables and their findings, the study used the Karl Pearson‟s coefficient 

of correlation (r). This is as shown in Table 9 below. According to the findings, it was clear that there was a positive correlation 
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between the independent variables, export platform FDI governance, horizontal FDI governance, vertical FDI governance and 

Greenfield governance and the dependent variable economic growth. The analysis indicates the coefficient of correlation, r equal 

to 0.246, 0.234, 0.100 and 0.340 for export platform FDI governance, horizontal FDI governance, vertical FDI governance and 

Greenfield governance respectively. This indicates positive relationship between the independent variable namely export platform 

FDI governance, horizontal FDI governance, vertical FDI governance and Greenfield governance and the dependent variable 

economic growth. 

 

6.2.4 Regression Analysis 

 

 

      Table 10 Multiple Regression Analysis 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 

(Constant) 13.723 1.878  7.307 .000 

Export Platform FDI .178 .130 .194 2.364 .001 

Horizontal  

FDI Governance 
.130 .134 .201 3.977 .003 

Vertical  

FDI Governance 
.286 .115 .294 2.495 .015 

Greenfield 

Governance 
.356 .130 .516 2.735 .008 

a. Dependent Variable: Economic Growth 

 

The regression equation was expressed as below: 

 

Y = 13.723 + 0.178X1 + 0.130X2 + 0.286X3+ 0.356X4 

 

Where; 

Y = the dependent variable (Economic Growth)  

X1 = Export Platform FDI Governance 

X2 = Horizontal FDI Governance 

X3 = Vertical FDI Governance 

X4= Greenfield Governance 

 

The regression equation above has established that taking all factors into account (economic growth as a result of export 

platform FDI governance, horizontal FDI governance, vertical FDI governance and Greenfield governance) constant at zero 

economic growth was 13.723. The findings presented also shows that taking all other independent variables at zero, a unit increase 

in Export Platform FDI Governance will lead to a 0.178 increase in the scores of economic growth; a unit increase in Horizontal 

FDI Governance will lead to a 0.130 increase in economic growth; a unit increase in Vertical FDI Governance will lead to a 0.286 

increase in the scores of economic growth; a unit increase in Greenfield Governance will lead to a 0.356 increase in the score of 

economic growth. This therefore implies that all the four variables have a positive relationship with Greenfield Governance 

contributing most to the dependent variable. From the table we can see that the predictor variables of economic growth as a result 

of export platform FDI governance, horizontal FDI governance, vertical FDI governance and Greenfield governance got variable 

coefficients statistically significant since their p-values are less than the common alpha level of 0.05. 

 

7. Conclusions and Recommendations 

 

7.1 Conclusions 

 

Conclusions were arrived at the influence of independent variables (export-platform FDI governance, horizontal FDI 

governance, vertical FDI governance and green field FDI governance), and dependent variable of economic growth in Mogadishu, 

Somalia   based on the findings of the study. The conclusions were based on the objectives of the study that the horizontal FDI 

governance has significant influence on economic growth in Mogadishu. The results established that horizontal FDI governance 

drivers were found to significantly and positively influence economic growth. When all the stated variables were tested in the 

regression model they were found to have a significant relationship between themselves and economic growth. Vertical FDI 

governance was the driver which had the highest effect on economic growth followed by green field FDI governance. However, 

this moderate result revealed that there were all variables which were influencing the economic growth in Mogadishu- Somalia.  

 

7.2 Recommendations 
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Based on the findings of the study, the researcher recommends that the government of Somalia adopt free market strategy. The 

empirical evidence from this study infers that foreign direct investment has significant influence on economic growth in 

Mogadishu. The results of this study thus provides a valuable reference for importance of foreign direct investment governance in 

Mogadishu and how it help to achieve economic growth 

 

It was found that effective governance of foreign direct investment influences economic growth. It is recommended to the local 

government of Mogadishu to ensure that should be put in place policies and procedures to be adhered in order to increase the 

number of foreign direct investment activities in Somalia.  

 

The study have revealed that foreign direct investment  can also help generate domestic investment in matching funds, facilitate 

transfer of managerial skills and technological knowledge, increase local market competition, create modern job opportunities and 

increase global market access for export commodities so that the researcher recommends that the government of Somalia should 

encourage the foreign investors to invest Somalia.   

 

The government of Somalia should concentrate on providing the basic infrastructures to support the local organized private 

sector that are ready to invest domestic funds into the economy in order to boost the national economy . 

 

The government of Somalia should mark foreign direct investment as an engine of economic growth. And a great potentials of 

foreign direct investment for accelerating the pace of economic progress in Mogadishu.  

 

The government of Somalia should create a favorable environment with and stable rates and effective competition policies, in 

order to encourage both local and foreign investors.  

 

The government of Somalia should adopt open policies on export activities- i.e. free trade and free foreign exchange regimes to 

maximize economies of scale.  
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