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Abstract 

This study investigates which mechanisms that needs to be improved in order to facilitate more early 

stage venture capital (VC) investments on emerging markets. For this purpose a qualitative case study 

of the VC scene in Nairobi, Kenya was performed. The study has a 'best-practice' viewpoint aiming to 

provide insights to venture capitalists on how to operate within the Kenyan startup scene. The 

empirical findings of the case study indicate that the region is still an untapped market for VC 

investments, partly as a result of an equity gap towards early stage startups. 

The success stories of mobile money transfer startup M-Pesa and information crowdsourcing startup 

Ushahidi ignited the Nairobi startup scene in 2008 and enabled the city to become the startup hub of 

East Africa. M-Pesa has not only demonstrated that it is possible to develop highly successful tech 

companies but also created a payment infrastructure that facilitates for future startups. In light of this, 

Kenya presents an interesting case study, as the market poses opportunities as well as challenges. 

Our result indicates that the present equity gap hampers early stage VC and is derived from a lack of 

experience and knowledge from investor’s and entrepreneurs. In conclusion, the entire “ecosystem” 

needs to be aligned in order to diminish the gap; VC’s must adopt a more hands on approach in their 

investment strategy, entrepreneurs need a global mindset, development financial institutions (DFIs) 

and private equity (PE) funds should act more catalytic in early stage rounds and governmental 

entities should focus on enhancing entrepreneurial education and the overall economic performance. 

These alignments will in the long run lead to a more effective startup and VC scene and should be 

applicable on similar markets. However, specific adjustments for the subject market should always be 

considered before implemented. 

http://www.kth.se/
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Sammanfattning 

Denna studie undersöker vilka mekanismer som behöver förbättras på tillväxtmarknader i syfte att 

attrahera tidigt riskkapital. Arbetet har utförts genom en kvalitativ studie över riskkapitalscenen i 

Nairobi, Kenya. Studien syftar till att beskriva god praxis samt underlätta och vägleda 

riskkapitalister inom den Kenyanska startup-scenen. 

En litteraturstudie och granskning av den Kenyanska marknaden indikerar att det finns 

investeringsmöjligheter inom startup-scenen. Möjligheterna grundas i en bristande 

konkurrenssituation, där få aktörer erbjuder finansiering till startups i uppstartsfas. 

Startup-scenen i Kenya är förhållandevis ung men framgångarna för M-Pesa och Ushahidi har 

bidragit till ett ökat intresse för scenen i Kenya. M-Pesa bevisade inte bara att det går att starta 

högteknologiska startups i Kenya utan utvecklade även en infrastruktur för mobilbetalningar som i 

sin tur främjar företagande. Med hänsyn till detta utgör Kenya en intressant fallstudie, då 

marknaden är kantad av både möjligheter och utmaningar. 

Resultaten indikerar att bristen på kapital för startups härstammar från en brist av erfarenhet och 

kunskap från investerare och entreprenörer. Slutsatsen är att hela ”ekosystemet” behöver förändras 

för att minska bristen på kapital; riskkapitalister bör understödja portföljbolag med handledning, 

lokala entreprenörer behöver tänka mer globalt, Development Finance Institutions (DFI) och 

Private Equity (PE) firmor bör agera mer katalytiskt och staten bör fokusera på att erbjuda och 

förbättra utbildning inom entreprenörskap. Dessa anpassningar kommer med tiden leda till en mer 

effektiv startup och riskkapitalscen. Lärdomar och slutsatser från studien bör med framgång kunna 

användas på andra tillväxtmarknader, men bör anpassas utefter dess lokala förutsättningar. 
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1 Introduction 
 

Venture capital plays an important role in boosting economic growth on emerging markets and 

entrepreneurs benefit significantly from an active VC scene (Alkan, Bonini, 2012). However, access to 

capital for startups is often limited, hampering entrepreneurship, growth and innovation. Ensuring that 

startups have access to early stage venture capital provides positive implications for the overall 

economy and should therefore lie in the interest of the government (Lerner & Tåg, 2013). 

 

In order to promote early stage venture capital certain mechanisms must be in place and continuously 

being improved. These mechanisms include capital access structures, relevant policy and regulations 

as well as a strong framework for accelerators and incubators, with the aim to strengthen the local 

startup scene (Ahlstrom & Bruton, 2003; Lerner & Tåg, 2013).  

 

Kenya has in recent years emerged as the tech-hub of East Africa and is spearheading the economic 

growth of the region. However, lack of access to early stage VC for the local startup scene is 

hampering its development. In light of this Kenya presents an interesting case study as multiple 

mechanisms have to improve in order to facilitate more early stage VC investments (Closing the gap, 

2015). 

1.1 Aim and Research Problem 
 
The research problem is based on the lack of early stage venture capital in Kenya and how it is 

affecting the local startup ecosystem. The aim of the study is to:  
 

• Identify which mechanisms need to improve in order to facilitate more early stage VC 

investments on emerging markets 

 

A literature review including governance and government interventions acted as a framework for our 

qualitative field study in Nairobi. The conclusions we infer will be presented as a 'best-practice' 

viewpoint, with the purpose to provide insights to venture capitalists on how to understand and operate 

within the Kenyan startup scene. 
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1.2 Background to the research problem  
 

The successes of Kenyan Startups M-Pesa and Ushahidi in 2008, along with economic and political 

reforms have transformed Kenya into the tech-hub of East Africa. In line with this development, 

Kenyan startups are starting to attract venture capital. The local VC scene is still taking its first steps 

with the majority of investments taking place post 2011. Estimations indicate that VC funds have 

committed $93 million to startups since 2012 (Closing the Gap, 2015).  Furthermore, information and 

communication technology (ICT) is estimated to contribute with 8% of Kenya's GDP in 2017. 

However, accessing early stage venture capital is challenging, leading to startup-entrepreneurs using 

personal funds or borrowing from friends and family to finance their businesses. When startups can’t 

access capital or when tickets are too large for friends and family, they fail (GEM, 2013; Mead & 

Liedholm, 1998). 

 

Historically, startups in East Africa have mainly been funded by various non-profit sources and 

government-initiated investments, these initiatives have had a vital role in creating a vibrant and active 

ecosystem. Coherently, there are many examples of successful companies that with backing from 

impact investors have grown into influential actors and role models in the local ecosystem. However, 

impact investors and institutions alike currently do not cover the entire span of capital that is needed to 

facilitate growth for startups, hampering the otherwise bustling tech-hub. Additionally VC in the range 

between USD 25,000 and USD 2,000,000 is meager and hard to come by for startups. These shortfalls 

in capital supply for high growth startups is one of the reasons why companies are struggling to scale 

their business, and thus deemed as part of the “missing middle” of capital access (Closing the Gap, 

2015). Figure 1 below illustrates financing actors within different company stages.   

 

Figure 1, Early stage equity gap in Kenya – (Closing the Gap, 2015) X-axis represents different 

financing stages, Y represents the ticket size of investments  
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2 Method  

2.1 Selection 
 
2.1.1 Identification of case method 
The overarching research question is presented below and has worked as a cornerstone for choosing an 

adequate method.   

 

• Identify which mechanisms that need to improve in order to facilitate more early stage VC 

investments in emerging markets. 

 

The aim of the study will be addressed through a case study of the startup and VC scene in Kenya. The 

research question and the objective of the study is complex in its nature which amplifies the use of a 

case study. A case study enables unique opportunities to gain insights into a variety of aspects of the 

subject case. Subsequently, interlinkages can be drawn with different markets and new variables and 

hypothesis can be derived from carefully analyzing complex events (George and Bennett, 2004).  

 

The scope of the case study enables opportunities to study implications as well as several analytical 

aspects within the case, which lead to an overarching picture of the research question. (King, Keohane 

and Verba, 1994).  

 

2.1.2. Sample of Respondents and Informants 
Our respondents and informants consist of local and international venture capitalists, entrepreneurs, 

business professionals, head of co-working spaces, accelerators and incubators. The sample consists of 

approximately 20 individual interviews well spread in regards to occupation, age, background, gender 

and ethnicity which provide a diversified information sample. (Saunders et al, 2009).  

 

2.2 Data Collection  
 
The concept of venture capital and its relation to startups is well described in literature. Additionally, 

the same goes for studies on VC in emerging markets and the effect of different market approaches. 

The chosen topic has not been subject to any extensive research, and our theory therefore relies partly 

on consultant reports and articles next to our research. Moving forward we have conducted a literature 

review on the capital supply chain, startup environment and different market approaches in order to 

capture the underlying dynamics of the relation between VC, startups and government. 
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We have gathered data that can identify which mechanisms that need to improve in order to facilitate 

early stage VC in East Africa. This includes information regarding VC supply chains, local ecosystem, 

local actors, risks, opportunities and governance, along with a number of issues we identified during 

the study.   

 

In general there are two different research methods; qualitative and quantitative. This thesis broadly 

follows a qualitative approach. A qualitative method captures the softer sides, which is well suited for 

this subject. Additionally, the method is based on interviews that are structured, semi-structured or in-

depth in their nature and therefore provide a deeper, thought-oriented data collection. The interviews 

have followed a general outline with considerable space for open dialogues (Saunders et al, 2009). 

Furthermore, a small number of interviews and follow-ups have been carried out via Skype and E-

mail, as interviewees have been unavailable for face to face meetings. 

 

2.3 Analytical Method 
 
The main basis for our theory is through a literature review. Our aim is to establish a relation between 

previous literature and our research question. The second part of collecting the data is through a 

fieldwork in Kenya as well as conducting interviews in Stockholm and San Francisco. Thus, our 

research is exploratory and we aim to gain an understanding of the local context by conducting semi-

structured and in-depth interviews in Kenya (Robson, 2002; Saunders et al, 2009). The interviews have 

been recorded by taking notes and immediately followed up by writing a full report. We have 

organized and set up a number of interviews prior to our arrival in Nairobi and San Francisco along 

with using the snowball sampling technique to gain further access and insights while being in Nairobi 

(Atkinson & Flint, 2001). 
 

2.4 Choice of Method 
 
Our decision to go with a qualitative approach consisting of semi-structured and in-depth interviews 

has its root in the informality, as well as the level of insights it provides. These qualitative interviews 

give us a leeway in terms of which questions we can choose to omit depending on the interviewee or 

the order of questions. Additionally, with this method we can choose to add questions and probe in 

order to explore our research question. The informality connected with in-depth interviews, will allow 

the interviewee to talk more freely, giving us their perceptions without any constraints. 

 

When conducting interviews it is important to consider different biases. While biases often exist in 

many written sources, you have to be especially careful when conducting interviews. The tone of the 
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interviewer along with his/her questions may frame the interviewee to answer according to 

interviewer’s view. Additionally, interviewer interprets responses differently and this creates 

uncertainties regarding its reliability (Saunders et al, 2009). 

 

2.5 Expected Findings 
 
We expect to identify which mechanisms that are causing the equity gap in early stage VC and what 

can be done in order to facilitate more investments. These revelations are likely to occur both during 

the literature review as well as during the interviews. Furthermore, we believe that several mechanisms 

such as a local ecosystem, knowledge and governance are partially in place but that they need to 

mature in order to attract more VC. Simultaneously, financial institutions such as DFIs and PE 

companies need to act catalytic in order for the local ecosystem to further develop. This would also lie 

in the direct interest of government and impact investors and they should therefore act accordingly.  
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3 Theoretical Framework 
 

3.1 Venture Capital’s role on Emerging Markets  
 
Venture capital play an important role in boosting economic growth on emerging markets and 

entrepreneurs benefit significantly from an active VC market (Alkan, Bonini, 2012). However, access 

to capital for startups is often limited and the lack thereof hampers growth and innovation. Ensuring 

that startups have access to funding provides positive implications for the overall economy and should 

therefore lie in the interest of the government (Lerner & Tåg, 2013). Next to the venture capital 

entering emerging markets, large institutional transformations are taking place. The functions of VC in 

these early stage settings have only recently been addressed, but it stands clear that institutions such as 

accelerators and networks (regardless if government initiatives or not) and changes in policy and 

regulations play a crucial role in assisting the ecosystem surrounding startups and venture capital 

(Ahlstrom & Bruton, 2006). 

 

3.1.1 Best Governance Practice - Global & Institutional Theory 
Institutional theory suggests that institutions, local culture and norms shape the actions of actors on a 

local level. In turn, this could help explain how and why business decisions are executed in different 

ways around the world. Additionally, it applies to how international VC’s should approach various 

markets around the world, where the local context may be vastly different from their home market 

(Ahlstrom & Bruton, 2003). 

 

Institutional theory is in many ways framed by the local government's view on how to aid the business 

landscape. Opinions therefore vary widely of how much government intervention is required in order 

to facilitate a good business environment and subsequently a strong VC scene. There are broadly, two 

different schools, one which is based on Laissez Faire theory and one based on government 

intervention (Lerner & Tåg, 2012). 
 

3.1.2 Laissez Faire Theory 
Laissez Faire theory states that individuals are the core unit in a society and government should not 

interfere in the open market by for example; issuing regulations, privileges, tariffs or other subsidies. 

Furthermore, the theory indicates that business environments are self-regulating and most effective 

under a high level of competition. An open market provides rewards and penalties through competition 

and price rivalry between market participants and constitute with economic efficiency. Developed 

countries often utilize government intervention to some extent and Lebanon is considered closest to 

have a pure market-driven economy amongst more developed countries (Gaspard, 2004).  
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3.1.3 Government Intervention 
Government economic interventions are applied in order to address challenges and boost economic 

and social growth. A vast range of interventions exist, including promoting welfare, increasing 

employment and enabling entrepreneurship. Critiques to economic interventions argue that 

interventions interfere with the natural market and its participants (Von Mises, 1998). The 

Implementation process of government interventions is complicated and heavily disputed. 

Furthermore, it is difficult to determine what type of interventions that are suitable in order to facilitate 

for startups and VC’s and whether aid should come from direct or indirect efforts from the government 

(Lerner & Tåg, 2013). Subsequently, a practical solution is to do a case study and implement a strategy 

from another country. However, a program which is well functioning in one country may not 

necessarily be applicable in a different environment. Therefore, it is adequate to divide countries into 

groups with similar economic attributes. Two attributes requiring particular focus are; the strength of 

the economy and the economic vulnerability. Suggested in figure 2 below: if a country is positioned in 

the down left corner with a weak economy and high economic vulnerability, it’s VC and startup scene 

would benefit from interventions addressing economic growth and the skill gap (Avoiding a lost 

generation, 2015).  

 

 
Figure 2, Economy versus skills – (Avoiding a lost generation, 2015.) 

The Y-axis reflects the strength of labor market conditions. The X-axis shows economic vulnerability; 

education levels and disparity in employment. The size of the sphere in the chart reflects the relative 

size of the population.  

3.1.4 Judiciary systems in place for VC 
On a broader perspective, governments have realized the impact that early stage venture capital can 

have on economic growth (Metrick, Yasuda, 2010). Nevertheless, as emerging economies develop, 

they offer little protection for investors, something which can hamper the work of venture capitalists 
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(Ahlstrom, Bruton, 2003). In light of this, legal protection plays a crucial role in the success of VC in 

both developed and emerging markets (Hazarika, 2014)  

 

3.2 Definition of a Startup 
 

In order to understand what venture capitalists invest in and why, we need to outline the definition of a 

startup. However, there are likely as many definitions as there are startups, in order to get a 

fundamental idea, the following definitions include a cross-section from successful venture capitalists 

and acknowledged entrepreneurs.   

 

A startup is a “human institution designed to deliver a new product or service under conditions of 

extreme uncertainty” (Ries, 2011 p. 27). A Startup is an entity that delivers a new product to an 

unknown market, thus operating in extreme uncertainty. Entrepreneurs have a drive to understand what 

to build and to whom, in the shortest amount of time possible, in order to cope with the uncertainties 

running a startup (Ries, 2011) 

 

Correspondingly “A Startup is a company that is confused about (1) what its product is, (2) who its 

customers are, and (3) how to make money” (McClure, 2016). A startup does not really know anything 

until it launches a first design, a prototype or any other minimum viable product that intended 

customers can approve or reject (McClure, 2016).  

 

“A startup is an organization formed to search for a repeatable and scalable business model” (Blank, 

2015). Steve´s way of finding a repeatable and scalable business model is through focusing on the 

Customer Development Methodology. In this methodology a hypothesis is created regarding potential 

customers and how to validate if they in fact are customers. A startup continues to validate the model 

as it pivot, persevere or tweak the product in order to grow. When the startup is heading in the right 

direction it scales its business in line with what has been observed from customer’s behavior (Blank, 

2015). Figure 3 overleaf illustrates this process.  
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Figure 3, Customer Development – (Blank, 2015) 
 

Lastly “A startup is a company designed to grow fast. Being newly founded does not in itself make a 

company a startup. Nor is it necessary for a startup to work on technology, or take venture funding, or 

have some sort of "exit". The only essential thing is growth. Everything else we associate with startups 

follows from growth” (Graham, 2012). Graham, being the founder of one of the world's most 

prominent accelerators and seed funds, Y-Combinator, means that growth is the only essential 

ingredient in the startup recipe and that everything else related to startups comes in the wake of growth 

(Forbes, 2015).  

 

What these four definitions have in common is that a startup is in search of a business model, 

customers and a product, while traditional businesses execute a known model. However with time and 

growth these aspects will become more evident as the startups iterates around its initial assumptions 

and hypotheses.  

 

3.3 Definition of Venture Capital 
 
Venture Capital (VC) is equity financing as opposed to issued debt, and is raised in a series, rounds or 

stages. That being said, it is the actual investment objective itself that labels the equity as venture 

capital. For startups, venture capital is often crucial for maximizing their growth potential and an 

essential source of financing, seeing that debt might not be available. Venture capital can be supplied 

by anyone willing to invest money, expertise or experience in a company (Zider, 1998; Investopedia, 

2016).  
 

Normally, venture capital is provided by high net worth individuals (HNWI), family offices, friends, 

family, followers, venture capital firms, private and public companies, specialized financial institutions 
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and the wide range of Limited Partners (LPs) that normally invest in venture capital funds. Being in 

the business of venture capital requires a varied range of skills depending on type of investments and 

at what stage in the startup’s life-cycle the investment is at. For example at an early stage investment, 

VC actors have to be able to understand the idea, team, market and growth potential in order to value 

the business and make a decision. In later rounds cash-flow and revenues aid the valuation process. In 

conclusion, VC actors come in many shapes, sizes, different levels of experience and skill-sets, and are 

looking to invest at different stages in a startup's life-cycle. Therefore, they do not have a common 

denominator other than their willingness to invest in startups (Feld & Mendelson, 2013; Ramsinghani, 

2014). 

 

3.3.1 The Venture Capital Supply Chain 

The capital supply chain can be illustrated by a river, where the original source of capital is 

represented by banks, pension funds, insurance companies, government, HNWI and so forth. As the 

metaphorical river makes its way downstream it will split and allocate into different sectors. These 

pools of money represent venture capital funds which in turn trickle into, and enable the local 

ecosystem. However, in emerging markets, with underdeveloped ecosystems and few sources of 

venture capital, identifying and securing financing can be a hurdle. Capital supply chains are usually 

not in place, and won’t be until pioneers proven the possibility of successful investments (Hower, 

2014).  
 

3.3.2 Early Stage Venture Capital 

Early stage financing is growing in size and is impacting the technology sector more than ever, as the 

number of seed investments globally tripled in 2012-2013 compared to 2007-2011 (Blumberg, 2014). 

However, early stage round sizes and requirements has different definitions depending on who has 

been asked. That said, early stage financing in San Francisco include pre-seed, seed and series A 

rounds and usually fall in the space of USD 100,000 - USD 1,500,000 for seed and USD 2,000,000 - 

USD 10,000,000 for Series A (Griffel, 2015; Suster, 2014). In comparison, early stage venture capital 

in Kenya range from USD 50,000 - USD 150,000 or USD 25,000 - USD 2,000,000 depending on 

whether you include series A rounds as early stage or not (Closing the Gap; Kenya, 2015).  

 

3.4 Growth 
 

Regardless of how a startup is defined its ability to scale and grow its business is the most important 

factor for an investor. In the words of Paul Graham “For a company to grow really big, it must (a) 

make something lots of people want, and (b) reach and serve all those people. Most businesses are 

tightly constrained in (a) or (b). The distinctive feature of successful startups is that they're not” 
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(Graham, 2012). If you are able to provide a product or service that potentially could have a large 

demand while finding a way to reach these consumers you are well on your way to start growing your 

startup (Graham, 2012).  

3.4.1 Measuring Growth 
A good way to measure growth for startups is the growth rate of revenue per week. Another 

measurement which is particularly good if the startup doesn’t have an income is the growth of active 

users. Active users are not the same as positive cash-flow but as the company turns into revenue based 

business model, the turnover will be closely related to the number of active users (Graham, 2012).  

 

Measuring growth rate on a weekly basis in an early stage startup is the most effective measurement 

since it enables management to tweak the business model continuously with feedback from the users. 

This is often referred to as “the lean methodology” or “agile development”, a methodology which 

forces the entrepreneur to act instead of procrastinating (Ries, 2011).  

3.4.2 Compound Growth Rate - Facebook Case Study 
In the following case Facebook's revenue growth rate (illustrated in figure 4) have been measured from 

2008 to 2015, in order to showcase how powerful exponential growth is. The year-to-year growth in 

percentage is larger in the earlier years while the increase in absolute terms (of revenue) is larger in 

latter stages. The compounded growth rate over seven years is 82% annually, beginning to take the 

shape of a hockey stick as revenue surged in 2012 when their ad sales began to take off (Facebook 

Annual Report, 2012). This is the famous hockey stick growth all startups look to accomplish, whether 

it is measured in revenue, customer acquisition or daily active users. 

 
Figure 4, Facebook Revenues and Costs 2008 to 2015 – (Facebook Annual Reports) X-axis represent 

years, Y represents revenue 
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The compounded growth rate will over time (weeks, months, and years) illustrate with which rate your 

business is growing. The formula, depicted below, is basic but gives a general sense of which pace 

your business is growing with.   

 

CGR = (Ending Value / Beginning Value)^(1/ N(weeks)) - 1 (Investopedia, 2016).  

 

As mentioned earlier, growth can be measured in various ways and revenue is not necessarily the most 

precise one. Growth engines are fueled by different metrics so one of the most important aspects is to 

make sure the right ones are measured. For example a company's total number of registered users 

might be growing while the number of active users is declining. The founders could therefore say that 

they are experiencing growth while they in fact are measuring the wrong metrics, something which 

sooner or later will be uncovered. Furthermore the CGR formula comes with other limitations such as 

overlooking volatility. If you look at an annual growth rate volatility will likely be smoothed out, 

something that might not be of concern when measuring weekly figures. In conclusion, it is always 

important for startups to track its progression regardless what drives the growth, the key is to measure 

the right metrics (Ries, 2011).  

 

With that said, if a startup is measuring the right metrics and is experiencing a weekly growth of 5-7%, 

they are likely onto something interesting. It is important to continuously measure the performance and 

tune the growth engine in order to surpass new milestones and eventually reach a critical mass which 

is a prerequisite to eventually reach an exponential growth. The graph overleaf (figure 5) illustrates 

different growth rates in number of customers for a hypothetical company. As seen, growing their 

customer base by 8% per week the company can 50-fold their number of customers in less than a year, 

showing how powerful a finely tuned growth engine can become and just how quickly a company can 

reach exponential growth.  
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Figure 5, Weekly growth rates – (Author's’ own analysis.)  
X axis represent number of weeks, Y represents number of customers 

 

In conclusion, optimizing for growth keeps your company tweaking and iterating your business model 

and products continuously. This may lead the company away from its original product or service 

design, however, anything that grows consistently over time is more likely to perform well and will 

certainly draw the attention of venture capitalist (Graham, 2012).  

 

3.5 Financing 
 

3.5.1 Why startup companies need venture capital 
The underlying fundamental reason of why most startups have to rely on external financing can be 

derived from growth, which is a vital concept for a startup. In order to maintain high growth, a startup 

often has a cash-burning phase. The cash burning phase does not necessarily imply that the company 

suffer from weak earnings because the cash is burned from the free cash-flow to the firm (FCFF). In 

order to understand “cash burn” we need to state an adequate definition of FCFF. “The free cash flow 

to the firm is the cash left over after taxes have been paid and reinvestment needs (to maintain existing 

assets and generate future growth) have been met. If a business continuously have a negative FCFF it 

is said to have a “cash burn problem” (Damodaran, 2016). 

 

To maintain a high growth a startup need to have a high reinvestment pace. A high level of 

reinvestments generally leads to a negative cash flow. If a company experiences a negative cash flow 

and are unable to cover the reduced amount of cash with the existing cash balance, the company will 

have to raise new capital in order to survive. In turn, capital can be raised either in the form of debt or 

by issuing equity (Ramsinghani, 2014).  



14 

 

 

Additionally, all startups do not have a negative FCFF, and sometimes seek funding even when they 

are profitable, while other startups seek financing pre revenue (Ramsinghani, 2014). In conclusion, 

raising capital is a way for startups to choose their own growth rate (Graham, 2012). 

3.5.2 Financing structures in VC and terms and conditions 
Startups were initially financed by pure equity deals where investors received a part of the company's 

stock for a specific amount of equity. The investments were mainly initiated in the early stage of the 

startup's lifecycle and the VC acquired a substantial amount of the company's outstanding equity (Rise, 

2011).  

 

Today’s investments in startups have a more nuanced structure where numerous actors choose to 

invest at different stages of a company's’ lifecycle. For various reasons investors generally end up 

owning less than 50% of the company and in order to protect themselves they issue different types of 

provisions that give control over major decisions in the company. This results in a wide variety of 

ownership structures where different investors have different sayings in the company. Furthermore the 

variety in term sheets between startups, VC’s and limited partners creates a variety of incentives for 

different actors (Feld, Mendelsohn, 2012; Rise, 2011). 

 

As the startup scene has grown larger many investors have lived through numerous of investments 

where companies have failed. Hence, investors have grown more prone to protect themselves for the 

downside as well as participating in the upside. This has led to more thoroughly written terms and 

conditions between involved parties, where a tendency have been toward that professional investors 

and VC companies have a substantial amount of legal influence when it comes to decision making in 

the company (Feld and Mendelson 2012).  
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4 Background Kenya 
 

4.1 Africa → East Africa → Kenya → Nairobi  
Africa is currently experiencing a massive economic and social transformation, in large, driven by its 

USD 429 billion domestic market, growing middle class and private sector. Furthermore, improved 

financial and political stability along with economic reforms have catapulted Africa into becoming the 

world’s second most attractive market for investments in 2015. With the increase of foreign direct 

investment (FDI) to USD 60 billion, Africa is well on its way of rising to its potential (The Economist, 

2011; The World Bank, 2015). Impact investors and DFIs are two of the most important players on the 

continent, investing in companies, organizations and funds with the intention to generate positive  

social and environmental impact along with a financial return. Impact investors provide capital to 

support development in sectors such as healthcare, clean technology, and financial services (Closing 

the gap, 2015).  

 

East Africa is one of the region’s seriously pushing the continent's development. Forecasted to grow at 

6,7% in 2016, compared to 5% for Africa as a whole, the region attracts global attention and capital 

from impact investors (DFIs), PE firms, corporations and VC firms. In the midst of this bustling 

region, Kenya and its capital Nairobi is leading the way as the tech-hub of East Africa, with 50% of 

enterprises headquartered here, along with several emerging high-tech startups and innovations 

(African Economic Outlook, 2015).  

 

With a population of 47 million, a 2.6% population growth rate and a median age of 19, Kenya's 

demographic profile is ready to leverage economic opportunity, as long as it is utilized in the right way 

(United Nations, 2016). Additionally, Kenya is considered a business-friendly country, ranking 5th in 

sub-Saharan Africa (92nd place globally) with high scores in enforcing contracts, access of electricity, 

taxes and trade (Doing Business, 2017).  

 

Kenya’s increasing fiscal deficits have led to a government public debt of 50%, a figure that could 

surge to 60% in 2017 (Bloomberg, 2016). The government is relying heavily on domestic debt markets 

in their financing and as a result interest payments are high compared to similar countries with a B+ 

(highly speculative) rating. For example, a ten year Kenyan state bond currently yields 14,4%, while 

inflation hovers around 6,7% (Fitch, 2016). Figure 6 overleaf illustrates the Kenyan ten year 

government state bond. 
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Figure 6 Government Bond Yield, Kenya – (Tradingeconomics, 2016). The X-axis present years while 

the Y-axis represent the state bond’s yield 

 

One of the key ingredients for the country’s recent development is the access to mobile phones and 

internet penetration, where 47% of the population has access to internet and 71% own mobile phones. 

Another interesting aspect is the increased access to electricity, which have increased from 23% to 

60% in less than 4 years (Chumo, 2016). This improved connectivity not only increases economic 

output but also drives innovation and technology (Catalyst for change, 2015).  

 

4.2 Kenyan Startup Landscape 
 
The tale of Kenya as a tech-hub was ignited in 2007-08 with the emergence of the startups M-Pesa and 

Ushahidi. M-Pesa has since become the world's leading mobile money transaction and microfinancing 

company, allowing users to send, receive and borrow money with their cellphone. Subsequently, it 

also acts as a bank account, aiding users in their everyday life and has completely transformed the way 

Kenyans conduct business. Today, M-Pesa has over 21 million registered customers and in 2013 over 

43% of Kenya's GDP flowed through its software (Catalyst for Change in East Africa, 2015; Forbes, 

2015). Similarly, Ushahidi offers a notification service based on crowdsourcing that notifies users of 

protests and demonstrations that is not being reported by (state-controlled) media. The excitement over 

these two companies helped Kenya earn its nickname “Silicon Savannah”. M-Pesa and Ushahidi has 

not only demonstrated that it is possible to start and grow high-tech startups in Kenya but also created 

a financial and information infrastructure that allows for future business to prosper (Antonsson, 

Rotich, 2015). Additionally, the Kenyan government has launched 2030 Vision, a program set to 

catapult Kenya into the list of globally competitive countries around the world. One part of this 
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initiative is the construction of  Konza City, a tech area on the outskirts of Nairobi that is set to 

transform and strengthen the local ecosystem (Konza City, 2016). 

 

High growth startups constitute a market share of 7% of small and medium sized enterprises (SMEs) 

in Kenya. Out of these, the fastest growing is startups within tech- and financial services based in 

Nairobi. Many of these businesses are owned and operated by entrepreneurs younger than 35 years 

with work or education experience from abroad. In general, entrepreneurs are experiencing difficulties 

accessing capital, obtaining business skills as well as finding talented mentors, advisors and 

intermediaries (Catalyst for Change, 2015). Access to finance is an important aspect in the 

development of SMEs and the lack thereof is a hurdle for entrepreneurs (Mead & Liedholm, 1998). 

 

4.3 Financing Structures for Startups in Nairobi 
 

The venture capital market in Kenya is young, coming into the 6th active year pieces are slowly 

beginning to fall into place. Together with the development of the overall ecosystem in Kenya, 

financing have become easier, although the allocation of funds is segregated, as expats and Kenyans 

who have studied abroad seem to have easier to raise capital compared to local actors (Closing the 

Gap, 2015).    

4.3.1 Financing Gap towards SME 
Personal funding and retained earnings is the most common source of financing for startups in Nairobi. 

Subsequently, the difficulties in attracting funding have limited the amount of entrepreneurs taking the 

leap into the startup scene. In a pool composed in 2015, 68% of Kenyan business leaders suggested 

that access to finance is a challenge. 40% of the same entrepreneurs argued that they were forced to 

self-finance their business while 23% said they turned to friends and family for help (Catalyst for 

change, 2015). Small and medium-sized enterprises (SME) provide close to 80% of all the jobs in 

Kenya.  Conversely, they contribute with 20% of the country's GDP, this is an indication that the 

industry is not reaching its full potential. Not all SMEs are startups, a majority of Kenya’s SMEs 

indicate low or moderate growth rates (African Development Bank Group, 2013). Furthermore, a large 

part of the sector is necessity-driven with income generation as the primary motive (Catalyst for 

change, 2015). 

 

Kenya is considered the startup hub of East Africa. Conversely, the funding environment is considered 

challenging because the middle funding space is insufficient (Higgins, 2016). The infrastructure for 

microfinance is relatively well established with more than 32 institutions with a total asset size of USD 

586 Million (Closing the Gap, 2015). However, microfinance does not provide sufficient capital in 

order to facilitate a prospering startup scene. Well established company’s benefits from a rather good 
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funding structure with more than 40 active banks comprising a total asset size of USD 28 Billion 

(Closing the Gap, 2015). However, banks are traditionally reluctant to invest in startups as they are 

related with high risk. In the gap between Microfinance and banks are startups which are too big for 

micro-financing but do not have access to regular financial services (Hallberg, 1998; Mead & 

Liedholm, 1998; Closing the gap 2015). The most acute financing gap is within early stage companies 

which need funding in the range between USD 10,000 and USD 500,000 (Catalyst for change, 2015). 

4.3.2 Equity Financing 
Additional source of funding is derived from equity financing. Four major actors are present within the 

equity financing space and they comprise of private equity (PE), impact investors, venture capitalists 

and “angel investors” (fig. 7). The largest amount of capital is deployed within PE with USD 862 

million, however PE firms do not invest in early stage startups. Impact investors provide USD 151 

million and generally prefer to invest in mature companies (Closing the Gap, 2015). 

 

Since 2012, venture capital have committed USD 93 million which equates to an average ticket size of 

USD 1 million and ranging in investment size between USD 10 thousand and USD 6 million. The 

venture capital scene in Nairobi is dominated by funds focusing on medium and late stage startups. 

However, there are a few VC pioneers active in early stage investments. Lastly, angel investors are 

looking to engage in seed to early stage financing and have a total equity supply of USD 10 million. 

(Closing the Gap, 2015). Figure 7 illustrates the equity supply and active actors on the market.  

 

 
Figure 7, Equity Supply – (Closing the Gap, 2015)  
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5 Results  
 

The result is derived from interviews partially made in Stockholm and San Francisco but mainly from 

our fieldtrip in Nairobi. The sections below presents the most important findings received from these 

interviews.    

5.1 Trends on the market 
 

The VC ecosystem in Nairobi is currently changing in a positive direction as VC funds and informal 

networks of “angel investors”, comprising of partners at PE firms and HNWIs, start to invest at a 

higher pace. VC Investments in Nairobi will increase as investors’ sees high yielding opportunities in 

relation to a relatively low risk (Kristensen 2016, pers comm). Simultaneously, co-working spaces, 

incubators and accelerators have begun to emerge in Nairobi. These organizations facilitate for 

startups to grow their business ideas which subsequently leads to more VC investments. The mission is 

to provide startups with knowledge of how to create successful businesses by providing a framework 

in strategy and management, networking, pitching as well as transaction advisory (Were 2016, pers 

comm).  

 

Early stage investment in Nairobi is skewed towards a few companies, where investors tend to invest 

in clusters of companies operated by western foreigners. Additionally, investors are focusing heavily 

on equity investments where they can receive board seats and influential positions. This poses a large 

problem for entrepreneurs in companies with few tangible assets, as it is challenging to receive 

funding without giving up a majority stake in their company. Bottom line is that the most crucial 

aspect for attracting and accessing venture capital is to have the right network (Lantum 2016, pers 

comm).  

5.1.1 Founders’ background 
 The startup scene in Nairobi is fragmented in terms of where founders are from. The interviews in this 

thesis are conducted on expat entrepreneurs, Kenyans who have studied abroad to locals. General 

observations from the interviews show that expat entrepreneurs and members of the Kenyan diaspora 

experience an easier time accessing capital. This may be a result of local entrepreneurs tending to 

focus on local, national and regional opportunities instead of thinking globally and therefore 

experiencing more difficulties attracting venture capital (Were 2016, pers comm). The lack of vision 

could stem from the young age of the local ecosystem combined with little experience from local 

entrepreneurs in running startups as well as raising equity. Keeping this in mind, it is important for 

startups to build a strong founding team, preferably made up by a local member of the Kenyan 

diaspora and an expat (Osiakwan 2016, pers comm). Moreover, some investors and organizations 
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seem to be biased against local founders compared to expats and discussions on whether an “ethnic” 

issue have occurred (Fassbender 2016, pers comm; Mbugua 2016, pers comm).    

5.1.2 Co-Investments lead to fewer investments 
Currently, more and more co-investments are conducted in Nairobi and the family office DOB equity 

has been receiving an increased interest from various investors looking to invest along with them. 

Moreover, DOB equity utilizes the same strategy with co-investments themselves as they have a small 

management team and subsequently a low capacity in screening different startups (Mahiaini 2016, pers 

comm). This has led to a paradox in the business environment, where co-investments lead to only a 

few companies, in the upper funding space, accessing capital. However, the catch is that there are not 

enough companies within this space, thus creating a lack of diversity and more importantly, a limited 

amount of capital to early stage startups (Osiakwan 2016, pers comm). 

5.1.3 Local Entrepreneurs 
Local entrepreneurs are experiencing challenges in terms of trust issues, the lack of trust from 

investor’s results in an extensive due diligence processes. Kenyan entrepreneurs find it hard to pitch 

their business ideas, something which stems from a lack of experience and adequate education system 

which focuses too little on acquiring business acumen (Mahiaini 2016, pers comm). Another trend that 

has emerged is that donor organizations are handing out more capital to startups which are contributing 

to social impact (Carlsson 2016, pers comm). 

5.1.4 International Actors 
One of the world’s most notable venture capital firms, 500 Startups, is currently looking into setting up 

an Africa fund. In the light of this the company has already made numerous investments in Africa and 

Kenya. Their investment strategy consists of a hands off method where they look to invest in smaller 

tickets and more deals. However, their accelerator provides a lot of mentorship, which should be seen 

as one of their most important tools when investing in emerging markets (Woodard 2016, pers comm).  

 

Emerging markets face structural challenges such as access to infrastructure, electricity, internet, but 

outside of that, access to capital is one of the largest hurdles. This is especially true for early stage 

capital above USD 300,000, which is larger than the amount 500 startups normally invest in. 

Essentially, companies as 500 Startups and Y-Combinator can lead the way in Kenya for international 

VC firms in terms of seed stage and series A investments but someone has to take over the reins in the 

missing middle (Woodard 2016, pers comm). However, not everyone agrees with 500 Startups 

strategy as they think that a more hands on strategy with more mentoring is a prerequisite in order to 

become successful in the Kenyan market. Additional thoughts are that only larger tickets are 

interesting for VC’s since the due diligence and sourcing process takes much longer and cost more in 

emerging markets (Brooke 2016, pers comm).  
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5.2 Financing source for Startups and VC firms in Kenya 
 
The funding environment for startups has three major actors, comprising of private investors, impact 

investors and grant money. These investors have different views and criteria on requirements and 

returns, resulting in a dilemma for entrepreneurs seeking funding.  

• Grant investors require a high social impact  

• Impact investors require sound investments, preferably targeting the bottom of the pyramid 

(BoP), while yielding a profit  

• Private and commercial actors are focusing purely on returns  

 

Additionally VC and PE requires a robust post-money strategy with a heavy focus on business plans 

and financial models while DFIs and grant money have more soft requirements (Lantum 2016, pers 

comm). In large, it is difficult for entrepreneurs to apply pitch and business plans that are well 

amplified for all three investor types (Paffenholz 2016, pers comm). Grants for instance are fairly easy 

to receive but can also hamper a business when the incentives of growing out of the “grant space” are 

low. Conversely, successful startups have a clear objective and targets investors that are particularly fit 

in relation to their business model. However, many startups approach all three investors and tweak 

their business plan in order to suit all of them (Melissa, 2016). Figure 8 illustrated below indicate 

which financing space different actors operate within.  

 
Figure 8, Financing Continuum – (Catalyst of change, 2015) 

 

5.2.1 FFF (Friends, Family and Fools)  
FFF predominantly comprise of the entrepreneur, acquaintances, family and friends. They often have a 

personal bond to the entrepreneur and have different reasons why they invest. Traditionally it is hard to 

receive startup capital from family and friends in Kenya. Therefore, the entrepreneur has to bear a 

larger economic burden in Nairobi compared with more mature markets such as Stockholm, where 

friends and families are more willing to support their friends businesses Antonsson 2016, pers comm).  
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5.2.2 Angel Networks 
The absence of treaties to prevent double taxation, restrictive laws, and other legal and regulatory 

guidelines create discomfort among potential angel investors (Closing the Gap, 2015). Additionally, 

local HNWIs tend to invest in asset based businesses, such as real estate (Fu 2016, pers comm). 

Subsequently, the lack of local investors in early stage companies is keeping the scene from evolving. 

However, angel networks have emerged in recent years in East Africa as successful professionals and 

HNWIs have shown an increased interest in contributing with knowledge and capital in order to 

nourish and capitalize on the emerging startup scene.  

 

Angel Investors are mostly unorganized and provide fund support in range of USD 5000 – USD 

250,000 (Closing the Gap, 2015; Mahiaini 2016, pers comm; Osiakwan 2016, pers comm) Angels 

predominantly seek equity deals or mezzanine debt structured loans where an option to convert the 

loan at the expiring date to a predetermined equity stake is possible. The underlying reason behind the 

structure is the difficulty in doing a fair valuation at an early stage (Singh 2016). In essence, by using a 

mezzanine debt the angel is hedged towards mistakes in the valuation process (Feld & Mendelson, 

2013).  

5.2.3 Grant Investors 
Grant investors are positioned all over Africa and Kenya is no exception. They are predominantly 

focused on necessity driven businesses, however an increased focus towards startups have been noted 

lately (Carlsson 2016, pers comm). Their mission is to invest in companies that contribute with an 

impending social impact, promoting transparency, fight corruption, empower citizens and bring new 

technologies to make governance more effective. The grant investor Making All Voices Count is 

active in 12 countries, 2 in Asia and 10 in Africa, including Kenya. Their investment strategy focus on 

developments in technology and innovation, from fresh ideas to post-pilot stages, with ticket sizes 

ranging from USD 50,000 - USD 300,000 (Mbugua 2016, pers comm).   

5.2.4 Early Stage VC funds 
VC funds in Nairobi operating within early stage investments have two important strategies in 

common. Their primary investment strategy entails a close cooperation with portfolio companies, 

where all companies are engaged in coaching and mentoring sessions as well as compulsory 

participation in education if necessary (Fu 2016, pers comm; Osiakwan 2016, pers comm). This is a 

costly approach compared to 500 startups “spray and pray strategy” where they invest in many 

portfolio companies but does not engage in mentorship and coaching to the same extent (Woodard 

2016, pers comm). A spray and pray strategy would most likely not be profitable in Nairobi for two 

reasons: 
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1. There are not enough attractive startups in the region 

2. Entrepreneurs lack important experience and are therefore in crucial need of coaching  

 

The second investment strategy is to invest in startups that have a global mindset and are prepared to 

scale their businesses (Were 2016, pers comm). 

 

Below is a brief introduction to some of the active funds as well as their strategies and challenges 

within the early stage investing space in Nairobi: 

 

Nest is a VC fund based in Hong Kong with an African branch in Nairobi. Their business idea 

captivates a function that is scarcely present in Nairobi. In contrast to other funds in Nairobi they 

target more early stage startups and provide financing from USD 50,000 - USD 500,000. Their 

investment strategy is to work closely with the entrepreneur and engage in mentorship, in order to 

guide the entrepreneurs (Fu 2016, pers comm).  

 

Chanzo Capital is currently raising equity for investments in East Africa. At the moment the fund is 

primarily funded by private investments from the firm's general partners. The process of raising equity 

to an early stage VC fund is challenging. The managing partner expresses sincere concerns about the 

current financing situation and passes exhortations to DFIs to address the early stage VC market. 

“They have a key role as a catalyst in order to ignite the market”. DFIs have indicated interest in 

investing in Chanzo capital but this has not resulted in any investments to date (Osiakwan 2016, pers 

comm).  

 

Savannah Fund is together with Nest one of the most active funds providing seed capital in East 

Africa and Nairobi. Savannah Fund specializes in investments on a range from USD 25,000 - USD 

500,000 and focuses on early stage high growth technology startups (Savannah Fund, 2016).  

 

GroFin provides funding to early stage, high growth enterprises across Africa in combination with 

business advisory and service support. Their investment tickets are between USD 50,000 - USD 

1,500,000. GroFin makes an average of 25 investments per year in East Africa (GroFin, 2016).  

 

5.3 DFI and Impact Investors 
 

DFIs represent a vital source of funds for the PE space in Nairobi. However, limited amounts of 

investments are deployed into VC funds (Singh 2016, pers comm). In essence, DFIs play a catalytic 
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role for PE but have been reluctant to invest in VC funds or startups, partly because it is hard to 

compute a realistic valuation for startups but mainly because the investment type is not in line with 

their mandate (Kristensen 2016, pers comm; Singh 2016, pers comm). Moreover, many investment 

alternatives have small ticket sizes and DFIs are often based abroad and subsequently lack knowledge 

and context of the local startup scene (Carlsson 2016, pers comm). However, if the mandate would be 

expanded they could theoretically start investing in the early stage VC space (Kristensen 2016, pers 

comm). With that said, a handful of VC firms are actively seeking capital from DFIs. Chanzo Capital 

has had discussions with Swedfund as well as Norfund but have not come to any terms as of yet 

(Osiakwan 2016, pers comm). 

5.3.1 Opportunity for DFI’s 
Without grant investments and government initiatives there would not be a startup scene in Nairobi 

today (Antonsson, 2016). DFIs should see investing in early stage startups through VC funds as an 

opportunity even though it might not seem profitable at first glance. For instance, by investing in early 

stage VC funds, they assist in creating an ecosystem where small businesses can thrive and grow. 

Furthermore, they facilitate for future investments in the VC fund’s portfolio companies. In turn, some 

of these companies will down the road present new investment opportunities for the same DFIs in 

terms of later investments (Osiakwan 2016, pers comm). Additionally, a DFI must consider whether 

they are actually capable of taking the leap into early stage investing, considering that it entails a great 

deal of effort and knowledge (Carlsson 2016, pers comm).  

 

The Swedish DFI Swedfund is tasked with eliminating extreme poverty. Their investment philosophy 

aims to contribute to improved social impact, sustainable development and financial viability. In line 

with this philosophy Africa accounts for roughly 60% of Swedfund’s total committed capital and is 

therefore continuously in the spotlight (Swedfund, 2015). However, Swedfund has not yet commenced 

any major investment within funds that focuses on early stage investments in Kenya. Noteworthy 

though is that Swedfund together with its Norwegian equivalent Norfund have established an 

investment company in Sudan, Kinyeti Venture Capital. Kinyeti invest between NOK 275 thousand 

and NOK 5 million. Additionally, Norfund has developed a close collaboration with several early 

stage investors in Nairobi (Carlsson 2016).   

 

5.4 The Knowledge Gap 
 

5.4.1 The entrepreneur’s knowledge gap  
In the U.S., Europe and other places around the world the incubation process of startups and 

entrepreneurs start at universities. By the time of graduation students have gained competence in 

writing business plans, pitching ideas, building business models and expanding their network. In 
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conclusion they have experienced trial and error and obtained a solid knowledge base to build up on. 

In Kenya, the first place entrepreneurs hear of investment alternatives, growth and get to meet 

likeminded people is usually at startup spaces such as iHUB and not within the formal education 

system. The lack of entrepreneurial education at universities creates a knowledge gap regarding the 

basics of the startup scene and it hampers entrepreneurs overall development. In order to counter this 

and close the knowledge gap, incubators and accelerators need to grow and form fundamental 

institutions. Strathmore University in Nairobi is regarded as the best business school in Kenya and 

their incubator is a good example of how education could be carried out (Mbugua 2016, pers comm). 

Additional hubs operating with a hands on approach and close mentoring strategy should be initiated 

as a next step in the development of the local ecosystem. In conclusion, better education and local 

success stories could and should set the tone for how entrepreneurs perceive entrepreneurship (Were 

2016, pers comm). 

5.4.2 Talent  
The knowledge gap within entrepreneurship and startups subsequently lead to a lack of talent and 

skills within programming, project managing and tech. Furthermore, existing talents do not apply for 

jobs within the startup sector. In that light, it is expensive and time consuming for entrepreneurs to hire 

skilled people, which in turn take time from tasks that are not connected to the core business (Lantum 

2016, pers comm). 

 

An important factor when bridging the knowledge gap in Nairobi is the influence of expats and 

members of the Kenyan diaspora moving back. Expats contribute with an extensive experience to the 

business scene in Nairobi. However, a majority of the expats will eventually leave the region and take 

their knowledge with them. In order for the ecosystem to mature it is therefore important that local 

entrepreneurs contribute in creating success stories in order to inspire and lead the way for future 

entrepreneurs (Osiakwan 2016, pers comm).   

 

Kenya has historically experienced a large brain drain where well educated individuals have chosen to 

work abroad. However, more people are leaving the U.S., London and other financial hubs in favor for 

Nairobi. This recent trend is derived from multiple factors were the predominant ones are the climate, 

social and economic benefits of moving to an emerging market (Mahiaini 2016, pers comm). 

A local ecosystem can emerge by the help of a few powerful individuals. These individuals are 

essential for the market and should be encouraged in every possible way. In an ecosystem it is seldom 

the lack of ideas or entrepreneurs that pose a challenge for future development. It is rather about the 

surrounding structures and being able to find the equilibrium where ideas, entrepreneurs, capital and 

people meet. Incubators and accelerators in both school and in business environments should take on 

this role (Lygonis 2016, pers comm). 
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5.4.3 Sourcing entrepreneurs  
Sourcing entrepreneurs in emerging markets can be hard and investors are continuously searching a 

strong management team (Pettersson 2016, pers comm). In order to tap into the market and source 

entrepreneurs in Nairobi actors have to be plugged into the local network. Furthermore, it is hard to 

find mature entrepreneurs at the hubs, seeing that they are likely already working on or at a startup. 

However, targeted events, such as at METTÄ, Nairobi Garage or at co-working spaces such as 

Foundry are excellent spots to source prominent startups. These are hangouts for entrepreneurs and 

business professionals that were raised at iHUB, but as they advanced in their career, iHUB becomes 

less relevant (Mbugua 2016; Were 2016, pers comm). 

5.4.4 The investors’ knowledge gap 
Angani is a Kenyan startup providing external IT-infrastructure. In 2013 the two local founders had 

fallout with their board, comprising of local and foreign investors. This brought up the issue of trust, 

governance of startups and what it means to be a competent CEO. In this case the differences in 

experience and culture led to that the founders left the company and started a new business. This 

particular situation raised the question whether local inexperience is the only knowledge gap to take 

into account when addressing problems in the local ecosystem. Put plainly, it seems as if local 

investors have insufficient experience within the tech space and international investors don’t 

understand the dynamics of the local markets. This in turn has led to that local investors prefer to 

invest in tangible assets instead of startups, while international investors are waiting until someone 

figures out how to approach the market (Mbugua 2016, pers comm). 

5.4.5 Knowing your market  
Creandum is one of Sweden’s most successful venture capital firms, with an investment strategy that 

includes investing on your “home” market. However, in 2016 they invested in Cornershop, a Latin 

American business (although with a Swedish Co-Founder), far from their home market in Northern 

Europe. Prior to investing in this particular firm they had extensive conversations in-house, where they 

discussed the unknown market, cultural barriers, dynamics in the market, and possible exit strategies. 

They concluded that the underlying dynamics of the deal had a large upside, based on the BoP service 

Cornershop provided and therefore went ahead and invested in the company. With that said, every 

investment is a balance between risk and return. Just because an investment is done does not mean that 

the investors does not fear or turn a blind eye at the risks. Instead, it is merely a calculated bet, where 

all investments in a portfolio have an expected return that should exceed or equal the required yield. In 

line with this, it is important to understand a market before entering. GDP, quality of life, currency, 

political risks and corruption are factors that need to be considered before investing in a new market. 

In essence, it is easy to say no to a deal, since there are always reasons why the business might go 

down the drain, but at the end of the day, when you choose to invest, you choose to accept the risks 

(Fritjofsson 2016, pers comm).  
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5.5 The Equity Gap 
 

5.5.1 The Equity Gap 
There is an equity gap present in Nairobi and it ranges from USD 25,000 - USD 2,000,000. As seen 

the range varies widely depending on who you ask and some of our interviewees defined the gap as 

USD 100,000 - USD 500,000 (Paffenholz 2016, pers comm), USD 50,000 - USD 150,000 (Fu 2016, 

pers comm), USD 30,000 - USD 300,000 (Mbugua 2016, pers comm).  

 

The equity gap is partly derived from too small ticket sizes for VC’s, leading to reluctance from 

investors to fully immerse themselves and put aside time for mentoring their portfolio companies. This 

along with unusually long dating periods of up to 1.5 years, results in an overall less attractive 

investment environment and adds to the friction of raising money, especially for local entrepreneurs or 

first timers (Paffenholz 2016, pers comm). Furthermore, smaller investments tend to be less effective 

since the overall costs are usually higher for smaller firms that can’t reap the benefit of synergies that 

larger companies can. Hence, there is a need for higher valuations or larger tickets in order for both 

entrepreneurs and investors to benefit (Pettersson 2016, pers comm).  

 

Ticket sizes for multi-round VC investments have to be around USD 500,000 and available within 

large consumer based businesses, addressing >USD 3,000,000,000 markets in order for VC’s to gain 

interest. With that in mind, raising equity may pose difficulties for companies addressing local 

markets. Entrepreneurs within the space between USD 100,000 - USD 500,000 are particularly 

struggling with raising capital, various investment requirements poses a great challenge within this 

space (Lantum 2016, pers comm).That being said, funding does not pose a problem for all 

entrepreneurs and their everyday operational problems instead include staffing (Brooke 2016, pers 

comm). 

 

Additionally, investors need to adapt to the conditions on the local market. A big issue is the KPI’s 

which international investors have a tendency to use wherever they go. These KPI’s might not be the 

right approach in an emerging market, where everything from pitching abilities to accounting 

standards differ (Carlsson 2016, pers comm).   

 

In conclusion, the business environment in Nairobi is caught in a catch 22 where a large number of PE 

firms are willing to invest in mature companies, raising over USD 5,000,000. The catch is that there 

are not enough startup companies within this space. Furthermore, investors herd around a few 

promising companies and invest throughout their life-cycle. This has created a lack of diversity among 

portfolio investments, and more importantly a very limited amount of capital deployed to early stage 
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companies. In turn, this creates a large gap in the pyramid of capital supply and an equity gap between 

USD 25,000 - USD 2,000,000 as seen in figure 9 below (Osiakwan 2016, pers comm).  

 

 

Figure 9, Pyramid of capital supply (Author's’ own adaption)  

 

5.5.2 The importance of guidance and mentorship 
Nest Ventures opened their office in Nairobi in 2012. They face challenges on a daily basis but one 

predominant is considered to be the mindset of the entrepreneurs. A reason for this is the lack of 

guidance and mentorship as it is crucial for the development of local startups and the ecosystem as a 

whole. Nest Ventures have a strategy where they work closely with the entrepreneur and engage in 

mentorship, partly through their entrepreneurs club “METTĀ” in Nairobi. Their core value is to invest 

in people, not just ideas, something that perhaps is more important in an immature ecosystem (Fu 

2016, pers comm). However, investors might claim that they will provide a hands on mentoring but in 

reality they don’t have time or in some cases don’t have the experience that is needed and applicable 

for the local scene (Paffenholz 2016, pers comm). Early stage VC in Nairobi is challenging, it is hard 

to find good portfolio companies early and there are few interesting team's and ideas to engage with. In 

order to respond to the lack of knowledge and experience Nest’s strategy is to invest in a low number 

of portfolio companies but at a high level of engagement. This engagement is expressed through 
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brainstorm sessions, mentorship and continuous coaching. In order to secure the entrepreneur's 

commitment they are contracted in line with Nest’s expectations (Fu 2016, pers comm).  

 

Mentorship is an important factor, however, today much of the mentorship tends to be misfocused. 

Mentorship should be more about connections and networks and a good mentor should be able to 

present the company to the right people. Conversely, a mentor should open doors to the entrepreneur 

instead of focusing on the core business which hopefully the entrepreneur has a deep understanding of 

(Lantum 2016, pers comm). Additionally, as the ecosystem still is in its early days, it is not large 

enough to host a hands on-mentorship accelerator provided in more mature markets (Brooke 2016, 

pers comm).  

 

5.6 Risks 
 
There exist a number of fundamental risks when investing in East Africa, although the view differs 

depending on who you ask. For instance, political risk differs from country to country as opposed to 

Scandinavia which is seen as a coherent region. If you were to ask a hundred people you would likely 

get as many opinions on the level of political risks associated with investing in Kenya. Furthermore, a 

volatile currency is seen as one of the more obvious risks when investing in Kenya, especially when 

companies are paid in local currencies (Woodard 2016, pers comm). With difficulties hedging 

currency risk, Swedish DFI Swedfund only invest their equity in currencies such as USD or Euro. 

However, one way of hedging currency would be to diversify your investments geographically in East 

Africa. In conclusion, it is hard to mitigate risk in one country, but underlying structures for investing 

in Kenya is in place. In addition, the business environment, especially in Nairobi, is quickly moving in 

the right direction and expectations of future growth are positive. With that said, in order to operate 

within the East African startup scene it is important to have a local presence (Kristensen 2016, pers 

comm).  

 

5.7 Governance and judicial system 
 

5.7.1 Vision & Governance 
The Kenyan government has launched the 2030 vision, an initiative aiming to transform Kenya into an 

industrialized, middle income economy. Science, technology and innovation are central parts to the 

economic aspect of this vision, partly shown by the government’s initiative to construct Konza tech 

city in the outskirts of Nairobi (Antonsson 2016, pers comm; 2030 Vision, 2016).   
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In 2010 the Kenyan government launched a new constitution, separating the powers of the government 

between executive, legislature and judiciary branches. This has strengthened the judicial system while 

improving the ways of keeping corruption at bay. Furthermore, the present administration is trying to 

improve Kenya’s “Doing Business” rank where they currently hold the 92th place out of 189 countries 

(Closing the Gap; Kenya, 2015; Doing Business, 2017; Mbugua 2016, pers comm).    

 

As for governance, the Kenyan government has been working to support the access to capital and 

boost entrepreneurship by different programs, funds and financial institutions. The locally based DFI 

IDB is looking to assist businesses with tangible assets by offering debt. Furthermore, the Youth 

Enterprise Development Fund aids young entrepreneurs with financial and business development 

support. These are two out of several initiatives aiming to reduce unemployment and promote 

entrepreneurship. However, none of the alternatives offers equity based funding for high-tech startups 

within the equity gap (IDB Kenya, 2016; Youthfund, 2016). 

 

The government has made huge promises to facilitate for startups but has yet to deliver. This has likely 

to do with large upfront costs and bureaucracy (Fassbender 2016, pers comm). Conversely, the 

government has a tendency to promise a lot, however, there are limited amounts of proof of 

implementation. One example is pension funds that theoretically could invest in early stage VC funds 

or directly in startups but that are too regulated at the moment (Mahiaini 2016, pers comm). 

 

5.7.2 Policies, regulations and judicial system 
In terms of governance issues there are plenty of challenges to undertake before the startup scene can 

engage effortlessly with the VC community. Corruption is one major issue and creates a lot of trust 

issues on several levels, and even though VC’s might not have to deal with it directly, their portfolio 

companies definitely will. Another challenge is to overcome the political instability, where investors 

currently have to be concerned prior to every election. The problems are not the policies but rather 

political instability and this puts investors in a spot where they have to acknowledge and accept the 

investment landscape before investing (Carlsson 2016, pers comm). On the contrary, seeing that 

Kenya does not have a good tax agreement, scaling your business turns into a major issue when 

growing into other countries. This and bank failures pose a far larger risk to some entrepreneurs rather 

than political risks (Brooke 2016, pers comm). 

 

However, the legal system is in place and offers a security for all entities in a business deal. One 

example is the case with the startup Angani, whose disagreements with the board resulted in court. 

Keep in mind that those founders were a bit more mature, ”spoke the local language” and had enough 

money to bring their own lawyers. Many founders do not possess this strong capacity by the time they 

start a business (Mbugua 2016, pers comm).  
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Lastly, government should play a significant role in the startup ecosystem in emerging countries by 

opening up capital resources. However, for the most part the government lacks adequate experience 

and should therefore support at a distance. They should however enable access to government officials 

and channels by offering startup in residence programs, aimed at encouraging collaboration between 

the startup community and the government (Woodard 2016, pers comm).  

 

5.8 Exit strategies in Kenya 

 

A strong startup scene alone is not enough to create exit opportunities for VC’s. It is therefore essential 

for the VC scene to have a few successful exits before a large number of VC’s will enter the market. 

Secondary markets are currently the largest exit opportunity, with successful early stage investments 

often leading to an exit to a Private Equity firm or similar entities. It is very rare that an exit involves 

an initial public offering (IPO) (Mahiaini 2016, pers comm). Going forward, corporate ventures are 

becoming more popular and corporations should view corporate ventures as an opportunity to get a 

head start on the market by buying their way in (Fu 2016, pers comm; Woodard 2016, pers comm). 

Additionally, it is not necessarily a bad exit market in Kenya, instead the reason for the lack of exits is 

derived from that the VC and startup scene is still in an infant state (Were 2016, pers comm). 
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6 Analysis 
 

6.1 Introduction 
 

From being considered a hopeless continent 16 years ago (Economist, 2000), Africa is rapidly 

transforming into becoming the world’s hottest market for investments, with Kenya spearheading the 

development. Favorable demographics, a growing middle class and a thriving start up scene together 

with economic and social reforms are altering the country and opening up new possibilities for 

investors. These factors have created a buzz amongst venture capitalists looking to identify 

opportunities within the startup sector. Nairobi boasts 50% of company headquarters in East Africa, 

aiding the local startup scene with intermediary services such as advisory, IT and accounting 

services.   

 

Kenya and Nairobi comprise a large population, although there are few professionals with an adequate 

entrepreneurial background within startups. This is one of the reasons why we haven't seen more 

successful startups emerging from this part of the world. Conversely, investors should keep their eyes 

open as the market has experienced a tremendous growth since 2008 and the regional startup-hub 

Nairobi has developed a small startup ecosystem which is continuously growing. Furthermore, the 

quality of education is improving, access to electricity is getting better and mobile penetration is 

skyrocketing. These factors along with the recent startup successes should cater for a strong interest 

among international and local investors. 

 

The startup-scene in Kenya consists of a fairly diversified ecosystem and benefits from the success 

story of M-Pesa, Ushahidi and M-Kopa. M-Pesa's influence on the present startup scene cannot be 

taken lightly with their financial services catering for millions of customers. Furthermore, M-Pesa has 

not only led the way and showed that innovation is possible but also provides a financial infrastructure 

that allows for other companies to grow. In retrospect, M-Pesa and Ushahidi might just have been the 

catalytic force that ignited the country and catapulted Kenya on to the startup-scene.  

 

The government has realized the potential and has stated that the tech-scene constitutes an important 

part of their 2030 vision. The improved access to electricity and higher internet penetration enables 

possibilities to snowball the development of the startup scene. Additionally, equity investments will 

increase as investors acknowledge the large upside, present in Kenya. However, investments in 

untapped market are always associated with substantial risk and there are few actors willing to take on 

these initial uncertainties. The unwillingness to bear this risk has resulted in a prolonged equity gap 

towards startups. We believe that hybrid investors such as DFIs should take on a role as a catalyst and 
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invest in early stage startups. By doing so, they will still have the opportunity to facilitate their main 

goals; combining positive social impact with a positive return. The social impact associated with 

creating a vibrant startup ecosystem is huge, as it will contribute to a more diversified market and in 

the long run create a positive economic growth for the entire region.  

 

The following analysis aims to structure our thoughts on different aspects that should be considered as 

key measures for any investor looking to capitalize on the Kenyan startup scene.  

 

6.2 Government intervention  
 
Currently positioned on the 5th place in Africa, Kenya is considered to be one of the continent’s most 

favorable countries to conduct business in. Kenya has improved its ranking on a global perspective, 

from 113 in 2016 to 92 in 2017, proving that the country is on the right track when it comes to 

facilitating for businesses. The government is expressing a promising vision for the nation and 

regulatory processes are steadily improving, nevertheless, there is little being done for the startup 

scene.  

 

Targeted incentives with the purpose to increase the skill of the population should be implemented as 

human capital and business acumen is one of the major weaknesses within both the startup sector and 

the broader job scene. In the startup sector these initiatives could consist of accelerators, incubators 

and funds aiming to provide high tech startups with seed and early stage capital. Additionally, 

government entities should invite startups to compete on public tenders while also offering them 

“startup in residence” seats. This would accustom interaction and collaboration between the two.  

Furthermore, economic interventions need to be deployed in infrastructure, particularly within the 

energy sector. The lack of access to electricity, although the situation has improved during the last 

years, halts the economic growth and in the end hampers many tech enabled startups that are driving 

innovation in Kenya. On a broader perspective it is important to understand that Kenya is an emerging 

economy in several regards. Growing the startup scene is merely one small piece of a larger economic 

development plan, and to be crass, startups usually don’t represent large employers. With that said, 

products and services originating from startups drive innovation while catering for actual needs, 

especially in a necessity driven economy as Kenya.  

 

In summary, we consider that governmental intervention is necessary and believe (partially based on 

the findings in EY report “Avoiding a lost generation”) that the government should focus on covering 

the skill gap as well as improving the overall economic performance of the country in order to 

strengthen the VC scene. 
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6.3 Risks  
 

6.3.1 Kenya a safe haven on an unstable continent? 
East Africa benefits from a strong GDP growth along with an increasing population and middle class. 

As the middle class is growing larger, investments are pouring into the region. Nairobi is leading the 

development and is in many ways perceived as a regional safe haven with a more stabilized economy 

than other nations in the region, a structured regulatory system and an established real estate market. 

As the middle class in neighboring countries grow, and look to buy goods or invest their savings, we 

believe that a large portion of that capital will flow into Nairobi, further nourishing the market for real 

estate and perhaps with time even the startup scene.  

 

6.3.2 Political instability  
Kenya has seen plenty of political turmoil over the years and together with many countries in East 

Africa there exist skepticism towards the government. This is particularly true in a country with 

multiple ethnic minorities and where these ethnic divisions always have challenged politics. In 2007 

the elections sparked riots which left over 1,000 dead, however in 2013 the elections were peaceful. A 

new presidential election will be held in August 2017 and although there have been signs of civil 

unrest the current government are better prepared. In line with this we believe that investors may hold 

off on investments if there are signs of civil disorder. However, we also believe that this risk is already 

weighed in the valuations by investors and constitutes a part of the risk premium in the required rate of 

return. An example with a local context could be the Kenyan 10 year state bond which currently yields 

14,5% (2016-12-20) and where inflation constitutes of 6,68% (November 2016). Subsequently, the 

rather volatile inflation also poses a threat to investors although it has levelled at 5-8% in recent years. 

Lastly, it is important to keep in mind that if you ask a hundred people you would likely get as many 

perceptions on the level of political risks associated with investing in Kenya. That being said, together 

with volatile currencies, political risks are inherent when investing in Kenya and Africa in general. 

 6.3.3 Currency - Opportunity for local’s threat for international investors 
Currency risks inflict additional pressure when international investors invest in local companies and 

are perhaps the largest challenge international investor’s face. There is always a possibility to hedge 

currency risk, although hedging is an expensive move, often leaving an investor better off by 

diversifying the investments geographically instead. Here, local investors have an opportunity to 

compete with international actors as locals are not affected by currency fluctuations in the same way. 

Conversely, currency risk is why Swedfund only invest their equity in USD or Euro and may also be 

the reason why we are seeing an equity gap in early stage capital funding. Essentially, currency risk is 

a factor you can’t overlook when portfolio companies are paid in local currency, which is the case in 

the majority of investments. 
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6.4 Trends on the market  
 

6.4.1 Co-investments and clustering 
An interesting aspect of the local investment scene is how investors are co-investing and/or clustering 

around a few deals. It is possible that mitigating risk is the leading factor for this development. 

However, clustering could also be a result of the magnitude of the due diligence process in emerging 

markets, which is time consuming and costly in relation to the size of the investments. Co-investments 

and clustering lowers due diligence costs substantially, based on that co-investors trust the initial 

investor’s judgment. Furthermore, management teams are often small due to the lack of access to local 

talent. This shortfall of top management results in clustering around a few safe bets as the only viable 

option to investors that are looking to tap into the market. In addition, this development hampers the 

access to equity for early stage startups that have not experienced any prior attention.  

6.4.2 International entrepreneurs are getting funded 
International investors account for a substantial amount of equity investments in Kenya and they tend 

to trust international entrepreneurs to a larger extent compared to local actors. Subsequently, trust 

issues results in less funding to local entrepreneurs. The trust issue is a product of multiple factors, 

were difficulties in communicating with international investors, display business acumen and pitching 

are some of them. Going forward, local entrepreneurs tend to over focus on solving local problems. A 

global mindset is essential in order to attract VC capital because the local market is not large enough to 

compensate for the inherent risk associated with early stage startups in emerging markets. In summary, 

local entrepreneurs must continue to improve fundamental business acumen and add a global/Pan-

African/Regional mindset to their visions. Additionally, investors preferences towards international 

actors has culminated in that expats obtain a substantial share of the investments. Conversely, expats 

can never foster the startup scene single-handedly as they are too few and tend to leave the region 

more frequently. Local entrepreneurs must therefore contribute by challenging the existing business 

culture. The current problem is an absence of local talent focusing on the startup scene. However, 

talent is universal and definitely present in Nairobi. In order to extract talent from other sectors strong 

incentives need to be created, working as a motivational source for future entrepreneurs. Going 

forward, positive trends are everywhere as the brain drain is shrinking and brain inflow is gaining 

pace. As these aspects evolve along with the maturity of the local ecosystem, investors will 

acknowledge local entrepreneurs to a higher extent.  

6.4.3 Case study - equity gap 
Moka Lantum, Director, Microclinics is looking to raise USD 100,000 - US500,000 in seed capital. 

Moka’ experience it hard raising equity with no track record, few tangible assets and a business model 

that caters to the needs of patients ahead of equity owners. Conversely, Grant Brooks, Founder and 

CEO of Twiga Foods does not experience difficulties in raising capital. Their different background 
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raises an interesting question, whether social and cultural structures exist and if they should be taken 

into account when discussing entrepreneurship and raising capital. The question is complex as there 

are many aspects that need to be considered and a more thorough investigation of social structures and 

preconceptions lies outside the scope of this paper. However, from our empirical study of thirteen 

interviews in Nairobi it stands clear that a large portion of investments are deployed to expats and 

Kenyan diaspora, while only a small portion of investments are deployed towards local entrepreneurs. 

Our take is that as long as investors favor international founders the equity gap will stay in its current 

state and in turn stall the development of the local ecosystem. 

6.4.4 Financing sources for Startups 
Five years ago there were basically no actors operating within the early stage VC scene, while today 

there are numerous of VC funds within that space. We believe that these funds have a catalytic role to 

play in the development of the local venture capital supply chain. Moreover, if they were to exit and 

generate significant returns in the coming years, the supply of capital would increase and possibly 

bridge the current equity gap. It is likely that potential investors are watching current VC funds as pilot 

programs and monitors the development with the aim to determine if it is profitable to operate a future 

fund. Hence, the ability of providing successful exits for these early funds is of substantial importance 

for the entire ecosystem.  

 

In addition Angel Networks are constantly appearing which indicates an enhanced local awareness of 

the potential of the startup scene. Furthermore, successful local business leaders look to give back to 

the community by sharing knowledge and insights through mentorship programs within their 

networks. Conversely, a majority of private investments originating from local actors are still deployed 

in more tangible asset classes such as real estate.  

6.4.5 The danger with grant money 
From discussions with entrepreneurs we have realized that startups tend to alter their business plan in 

order to attract capital from every funding source available. This trend is derived from an increased 

presence of grant investors providing “soft money” to the market. These grant investors do not need, 

and in some cases don’t want, to yield a positive economic return. Instead, they are interested in seeing 

business plans focusing on a high social impact and in worst case scenarios they give away money for 

the “good cause” without expecting anything in return. Additionally, grant investors do not take the 

same heavy equity position in startups as other investors. Hence, many entrepreneurs prefer grant 

investments and therefore tweak their business idea towards them. We believe this is a dangerous trend 

and partly in line with what we have seen in terms of soft money, relief and aid to other sectors in 

Africa throughout the years. It is essential for the overall business ecosystem to have a long term, 

sustainable economic strategy. Grant money is definitely not long term sustainable and it would 

therefore be devastating for the startup scene if they took a larger market share. If startups target soft 
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money and don’t grow out of the “grant space” they will not contribute with sustainable economic 

growth, which is key for emerging economies.  

6.4.6 The role of DFIs 
It is easy to confuse grant money with impact investors and DFIs. However, they differ widely as DFIs 

generally require economically sustainable investments. Impact investors constitute a large part of 

funding toward PE funds, which in turn invests in later stage companies. However, we believe DFI 

investments in VC funds would result in a larger impact compared to PE investments as VC’s provide 

mentoring, coaching and capital to a vast range of startups and thereby contribute to a higher diversity.  

 

DFI Investors should not forget that the scene is currently in an infant state and therefore challenging 

to operate within. However, considerable opportunities exist, considering the combination of growing 

demographics, social impact opportunities and low competition. It might not be optimal for a private 

investor to invest in local startups at the moment because the experience is not in place. However, for 

impact investors which have softer requirements on their return on equity (ROE), there are 

possibilities. Furthermore, governmental entities should focus on enhancing the infrastructure and 

entrepreneurial education in order to bridge the knowledge and equity gap and nourish the market from 

its source. With stronger infrastructure and better education, more investment opportunities will arise 

in the future and subsequently contribute to a stronger economic growth.  

 

In summary, equity financing in Nairobi is growing in general and towards early stage investments in 

particular. However, there are some challenges that need to be addressed before the market can grow 

at full potential. These include; 

 

• Proof of successful startup exits which could enable more local and international investments 

• Governments should develop a clear strategy of how to deal with the increasing amount of 

grant investors 

• DFIs need to acknowledge early stage startups as a core investment type, as it could benefit 

their business goals of working catalytic and provide social impact 
 

6.5 The Knowledge Gap 
 
In reality the gap originates from a lack of knowledge both from investors as well as from 

entrepreneurs. Investors are unfamiliar with the Kenyan market and are struggling to find a common 

ground with local entrepreneurs in matters such as culture, pitching, everyday operations and 

strategizing. This relates explicitly with institutional theories and proves the importance of knowing 

your market. With this in mind, and as previously touched upon, we believe that a more hands on 
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approach, as in mentoring, is needed in order to groom entrepreneurs. On the contrary, local 

entrepreneurs are finding it hard to meet the expectations from investors, present their ideas, think 

globally/Pan-African/Regionally and raise money. In large, this is a result of the lack of business 

education together with a rather young ecosystem.  

 

Investors find it hard to justify small ticket investments because the sourcing, screening and due 

diligence process is time and cost consuming. This, together with few investment opportunities, has 

led investors to co-investing and clustering. In the light of this, investors should consider the long term 

benefits that could be obtained by being on the ground and getting to know the local market. 

Ultimately, a local presence will aid the sourcing and due diligence processes as well as diminish the 

knowledge gap by providing a more accurate picture of the fundamentals of the local market. Keeping 

this in mind, prevalent difficulties for investors in Nairobi include;  

 

• Understanding the local context and its dynamics  

• Defining an optimal strategy for the local market  

• Determining possible exit opportunities and decide on a good exit strategy 

 

In summary, the knowledge gap is the space between entrepreneurs and investors. The gap leads to 

more clustering in terms of investments, less entrepreneurs getting funded and a stagnant development 

of the local ecosystem. This herd mentality prevents the ecosystem from developing in a natural pace. 

We believe that government interventions can and should play a crucial role facilitating for the 

ecosystem by providing accelerators, incubators, education and guidance.   

 

6.6 The Equity Financing Gap 
There exists an equity gap towards early stage startups and the opinions of where in the financing 

space this gap occurs differs widely depending on who you ask. The interesting aspect is perhaps not 

the gap itself but rather why it exists and how to bridge it. With that said, it is obvious that a lack of 

early stage venture capital hampers entrepreneurs in scaling their businesses. 1. The most natural 

explanation for the equity gap is a startup scene still in its infant stage in combination with market 

practitioners which has not yet established trustworthiness, regulations and clear strategies. 2. Another 

explanation stems from the knowledge gap between startups and investors which pose a challenge in 

the communication between the two parties. 3. A third reason for the equity gap springs from the risk 

adjusted required return from investors. Investments in early stage startups come with an inherently 

high risk and investors subsequently need a high risk premium in order to reach a suitable risk adjusted 

return. Moreover, the expected return must be equal to or higher compared to alternative investments 

including Kenyan state bond yields as well as high yielding PE funds. We believe that the market 

perceive that investments in startup would have a hard time reaching a suitable ROE on a risk adjusted 
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basis, hence the equity gap. 4. Lastly, ticket sizes are generally small in terms of early stage startups in 

Nairobi. Small ticket sizes in combination with high due diligence costs causes difficulties reaching a 

satisfying ROE as external costs becomes large in relation to the initial investment. The ticket sizes 

make larger investors reluctant to enter the scene as the potential return in real terms is modest. 

Furthermore, there are not enough startups to nourish large VC funds and they would subsequently run 

out of investment opportunities long before capital.  

 

In order to bridge the equity gap the following factors need to be addressed:  

 

1. In order to benefit from the hype created by M-Pesa, Ushahidi and the numerous tech hubs existing 

in Nairobi the ecosystem need to keep evolving in order to enhance the general knowledge about the 

startup scene. Furthermore, existing VC funds have to establish a framework of how to invest in early 

stage startups and ultimately become a natural part of the ecosystem.  

 

2. The knowledge gap is a crucial factor which needs to be addressed from different angles in order to 

bridge the equity gap. Below are some of the most crucial adjustments that need to be managed. 

 

Startups/Entrepreneurs - Have to improve their overall business skills in terms of networking, 

pitching, transparency and management. Going forward, more viable ideas based on solid business 

frameworks and strategy need to be presented 

Investors -  Have to be more open minded and transparent towards the evolving business scene in 

Kenya. Traditional strategies from home markets might not be applicable in Nairobi. Therefore, it is 

important to establish vetting processes designed specifically for the market  

Government Interventions - Have to implement more entrepreneurial and business education, while 

supporting the ecosystem with accelerators and incubators  

 

3.  Current VC funds need to yield successful exits in order to provide evidence for outsiders waiting 

to invest in early stage startups and VC funds. However, Mahia-John implies in our interview that the 

internal rate of return (IRR) for current active VC funds will probably yield somewhere between 12% 

and 15%. Therefore, the expected return must be considered in relation to alternative investments and 

it is difficult to outperform interest bearing investments in Kenya. The yield spread between a 10 year 

Kenyan state bond and the implied average return for a VC fund is between 0 to 3 %. Considering the 

inherent risk in early stage investments, no sound investor would consider investing on these terms. A 

more adequate risk adjusted return from investing in an early stage VC fund in Kenya would be 

between 20-30% IRR. In the light of this, we believe that VC funds (and startups) will continue to 

receive a limited amount of investments from purely profit oriented investors.     
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4.  Due diligence cost will diminish if the knowledge gap between entrepreneurs and investors is 

bridged. Additionally, ticket sizes will increase when the market sees successful exits and more 

experienced teams are established.   

 

6.7 Exit strategies 
 
To date, exits from VC funds focusing on early stage investments in Nairobi have practically been 

non-existent. This comes naturally as VC funds have only existed for about four years and has not yet 

reached their harvesting period. Going forward, the ability to make exits is crucial for the development 

of the local VC scene. In our interviews with VC’s they express that the lack of successful exits lead to 

difficulties in raising capital to new funds, as investors often require robust exit strategies based on 

previous, comparable exits. Despite the current exit landscape, both entrepreneurs and VC’s are 

optimistic in regards to future exits possibilities. The crucial part is to nourish the startup scene so that 

companies can exit through the large secondary PE market and in order to do so, their valuation at the 

exit date need to reach roughly USD 5,000,000 or above. A strong secondary market presents an 

appealing opportunity related to investments in early stage VC.  

 

6.8 Corporate ventures and IPOs 
 
Corporate venture and IPOs comprise additional exit opportunities. The market for IPOs is however 

limited and investors tend to be reluctant towards IPO options as the Kenyan stock exchange is illiquid 

(Mahiaini 2016, pers comm). In comparison, corporate venture may provide a more attractive and 

flexible exit strategy, presenting possibilities for mentoring and collaboration at an early stage of the 

startup's lifecycle with a possibly future strategic buyer. Additionally, corporations can by applying 

this strategy buy their way onto new markets, complement their existing business model and add new 

expertize. Subsequently, this will lead to a win-win situation, which the startup, corporation and VC 

will benefit from. 

 

In summary, the opportunities for a strong VC exit environment in Kenya are much in the hands of the 

secondary market. A number of scholars argue that an efficient public market is necessary for the 

development of a vibrant venture capital scene (Bonini and Alkan, 2012). In contrast to this statement 

we believe that a strong PE based secondary market can compensate for the lack of an efficient public 

market by assimilating exits to VC-funds through acquisitions of their portfolio companies. Going 

forward, the PE market is almost ten times larger compared with the VC scene and composes the 

capacity to devour a large part of future VC exits. A corporate venture is another great exit strategy for 

a VC fund given that the portfolio companies have the ability to merge with another corporation.  
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7 Discussion and Solution 
 

7.1 Introduction 
 
The current potential in East Africa can be compared with the “Asian tigers”, which was the nickname 

for China, Taiwan, South Korea and Singapore and their economic growth rate during the second half 

of the 20th century (Barro, 1998). These countries grew at an incredible rate and attracted huge 

amounts of capital, resulting in large returns for investors. Today the Asian tigers have grown into 

mature markets and the East African business scene could be in the beginning of a similar voyage. The 

startup scene in Nairobi is well positioned to benefit from this opportunity by being the business and 

tech hub in the region. This section aims to provide insights to different market participants on how to 

act on the local market under current circumstances.  
 

7.2. Local Entrepreneurs 
 
VC’s look for growth in their prospects and will therefore deploy capital into startups that have a 

substantial growth potential. In order to maximize access to VC capital local entrepreneurs should 

embrace a more global approach and adapt a rigorous growth strategy. A global perspective calls for a 

business idea which is easy to scale in East Africa and preferably throughout the entire continent, a 

perspective local entrepreneurs lack. Additionally, entrepreneurs need to develop their pitching skills 

along with overall business acumen. By doing so they will gain invaluable experience on how to 

communicate in a more professional manner with potential investors, and more easily attract venture 

capital. Lastly, networking skills are crucial for a startup, since it is difficult to receive VC if you lack 

the ability to connect with the right people. Entrepreneurs should therefore look to expand their 

network continuously. If local entrepreneurs wish to lower the imbalance where international 

entrepreneurs receive more funding compared to local entrepreneurs they need to challenge old norms 

and work hard to become more international in their appearance.   

 

Today’s mentorships tends to be miss focused, a good mentor should be able to present the start-up to 

the right people, instead of only aiding in business matters. Coherently, a mentor should focus on 

opening doors for the entrepreneur as much as they focus on the core business.  

 

An entrepreneur must be willing to think outside the box. Finding capital might be perceived as 

difficult, however it could be easier than expected if you start seeking for alternative routes. For 

example Ian Lucey, CEO, Lucey fund believes emerging markets are very appealing from an investor 

point of view and if a startup would have a good idea of how to start in Nairobi he wouldn't doubt to 
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make an early seed investment. Ian is not limited to a specific market nor business, rather, he invest the 

VC firm’s money wherever he sees an opportunity (Lucey 2016, pers comm). From this conversation 

we have realized that the problem might not lie in that there are no actors willing to invest in local 

entrepreneurs but rather that entrepreneurs don’t know what investors are looking for or who they are, 

which in turn boils down to the knowledge gap we have addressed.   

 

7.3 International Entrepreneurs 
 
Kenya's strong market drivers will over time attract more international entrepreneurs because: 

 

Firstly, there are tons of problems in Nairobi and Kenya that can be solved by technology driven 

solutions. These solutions are often implementable on additional markets and therefore have potential 

to grow throughout East Africa. An effective way to address these problems is to implement products 

and services that have already been successfully implemented in other countries. For an international 

entrepreneur it could be wise to bring a local talent on the management team which can advise on 

market specifics.  

 

Secondly, there are numerous of international investors present in Nairobi and it seems as if there is 

more capital available (for the right entrepreneurs and ideas) than there are businesses. Furthermore, 

international investors have a tendency to invest in international entrepreneurs ahead of local ones. 

Based on this, we believe that it is considerably easier for an international actor to receive VC funding 

compared to a local actor and therefore will more international entrepreneurs enter the market in the 

future.  

 

Lastly, strong demographics in combination with a substantial development within the tech-sector 

offer opportunities to reach out to untapped audiences where competition is considerably lower 

compared to more developed countries. Experienced entrepreneurs would have a strong competitive 

advantage towards competitors in Nairobi and could subsequently benefit from the strong market 

drivers. Keeping this in mind, it is important to remember that there are significant risks associated 

with startups in Kenya, which all need to be included in the business plan. 

 

7.4 Guidelines  
 

7.4.1 Guidelines for Investors 
The current startup scene in Nairobi is not dimensioned to saturate larger VC funds. Conversely, the 

strong hype and quickly growing tech awareness have created interesting opportunities for private as 
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well as institutional investors. In order to benefit from these opportunities, investors with multiple 

portfolio companies need a hands on approach. A hands on approach can take many different forms, 

however, we suggest that private investors with time and capacity at their hands should consider 

starting a venture builder. A venture builder applies the management team’s own business experiences 

and extracts ideas from within their network and assigns internal teams to develop them (engineers, 

advisors, business developers, sales managers, etc.) (Svärd 2016, pers comm). For VC funds with a 

more classic investment approach we suggest that a considerable amount of mentoring and coaching 

must be conducted towards the portfolio companies in order to maximize the return. In terms of larger 

investors (PE funds, Impact investors and DFIs) that finance VC funds we suggest that they invest in 

venture capital funds with a strong local management team that can provide adequate coaching, 

mentoring as well as investing in the right companies for their particular portfolio. We would like to 

emphasize the importance of mentoring because we believe it is the predominant factor that can 

substantially bridge the knowledge and experience gap. Investors have the ability to yield substantial 

returns by engaging motivated mentors with both local and international experience that can source 

and assist startups, 

7.4.2 Guidelines for VC Funds 
It might not be optimal to solely invest in local startups at the moment since their experience is limited 

and the quantity of companies is insufficient. Therefore, a good addition to a fund could be to look at 

products and services that are working on other markets and are not yet in place in Nairobi. If a market 

gap is identified, a team comprising of local and international team members could be assembled. This 

strategy is called venture building and could be of interest in a market where many problems exist and 

there is a large market to address. Concisely, a venture builder helps creating startups which it 

subsequently invests in and thereafter exits. If a VC fund does not have the time or capacity to operate 

a comprehensive venture builder they at least have to engage in portfolio companies with coaching and 

mentoring.   

7.4.3 Guidelines for PE Funds 
We believe that two major actors could benefit directly from building a strong startup scene and 

subsequently a vibrant early stage VC scene. These two actors are Private Equity funds and DFIs. 

From conversations with local business professionals, we believe that a VC fund investing in Nairobi 

could yield somewhere between 10% - 15 % IRR. Compared to local investment alternatives this is not 

enough if you look purely at ROE. However, for a PE fund future synergies can be achieved through 

investing in VC funds and subsequently, as some of the portfolio companies reach a certain valuation 

and age, the private equity firm can invest directly in those companies. This would be an efficient way 

to put the rather large presence of PE funds to use at an early stage, while reaping the benefits of 

investments in the future. Additionally, this would nourish the startup scene and help close the equity 

gap.  



44 

 

 

Given this, a promising development of the startup scene should provide incentives for PE to invest 

heavily in VC funds where they could earmark the committed capital and provide incentives for fund 

manager to invest in early stage startups. In practice, this could be done by setting up contracts where 

the carry (fee) for fund managers depend on in which financing round they commit the fund’s capital. 

For example the carry could be 30% for investments where the startup has been in operation less than 

2 years, 20% for operation 2-4 years and 10% for startups older than 4 years.  

7.4.4 Guidelines for DFIs 
Considering the vast investments DFIs deploy into PE, as well as how crucial their work is for 

establishing a vibrant investment ecosystem, it is easy to understand how big influence they have in 

Nairobi. Furthermore, DFIs have a different strategy as their required return is a hybrid between social 

impact and financial returns and they can therefore bear an inherent risk that other investors can’t take. 

Going forward, VC funds invest in early stage startups. These companies create job opportunities and 

facilitate for a vibrant business environment with a healthy diversification. Naturally, DFIs should look 

for investment opportunities within this segment and pave the way for more early stage investments as 

they have successfully done within the PE market. Currently, there are few early stage VC funds in the 

country, a result of the majority of investments being earmarked for larger companies as they have an 

inherently lower risk. Optimally, DFI organizations should work closer with VC funds such as Nest 

and Chanzo Capital. It is important to understand that direct investments in startups are often too small 

for DFIs. Therefore, it is wiser if they invest in VC funds that have the ability to deploy capital into 

numerous of startups in the region. Lastly, we believe that it would be highly profitable for DFIs to 

invest in VC funds in terms of their own measurements, considering that VC funds in Nairobi are 

expected to yield a 12-15% IRR and their portfolio companies often provide a high level of social 

impact. 

 

In summary we believe that Private Equity firms and DFIs are focusing too much on large 

investments, instead they should take the opportunity to invest in an early stage in order to facilitate 

for future synergies. Creating an ecosystem where new companies are born and mentored will 

eventually result in additional high growth companies, which in turn will promote a large selection of 

future investments. 

7.4.5 Guidelines for Government 
Consider the square we introduced in the theory section which consists of four boxes. We consider 

Nairobi to be positioned in the down left corner with a weak economy and low job skills. If you now 

picture Kenya in relation to the majority of African countries, the country would be positioned in the 

upper right corner. In order for Kenya to develop as a country and move to the upper right corner in a 

global setting, many factors need to be in place. We believe that one way to strengthen countries with 
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the same attributes as Kenya (strong economic and demographic growth and a changing attitude 

towards entrepreneurship and IT) is to implement more education targeting business and 

entrepreneurship as well as initiating and improve existing accelerators and incubators where talents 

can be groomed and educated. The government needs to introduce the startup scene as a viable career 

choice next to regular blue and white collar jobs. A first step would be to acknowledge the startup 

scene by delivering and implementing regulations and policies favoring the growing scene. Along with 

improving policies and regulations the government should look to invest equity in startups through 

external funds, although it is crucial that private capital and expertise head this development.      

In essence, government intervention should not only take the form of equity investments. More 

importantly it should to a higher extent address structural strategies such as changing education, 

providing accelerators, incubators and promote an overall better infrastructure both for startups and 

investors. Startups don’t employ a lot of people. It is therefore understandable that the government is 

promoting other types of entrepreneurial endeavors that have a more job creating character. However, 

startups play a crucial role in paving the way for other companies as their products and services can 

facilitate for all types of businesses. Being on the forefront of technology leads to job creation as 

startups enable opportunities for a vast range of companies and may as well be important when 

international companies look to open up local offices.  

7.4.6 Guideline of how to Bridge the Equity Gap. 
In summary, the knowledge gap needs to decline in order to bridge the equity gap. The knowledge gap 

is a product of an infant startup scene and the entire ecosystem needs to mature before the gap can 

diminish. The maturing process can be shortened significantly through some key initiatives. Investors, 

entrepreneurs and government all play a crucial role in forming the startup scene in Nairobi, Kenya 

and East Africa. 

• Government should undertake the role as the facilitator of knowledge and aid the scene by 

creating and running incubators and accelerators as well as encourage entrepreneurial 

education.  

• Entrepreneurs need to adapt a global mindset and vision when addressing problems and 

creating startups. Many ideas sprung out of the local scene are based out of necessity, which is 

great as long as they address and reach a large enough market (availability) at a price that 

people can pay (affordability). 

• Investors should capitalize on the emerging market by offering mentorship and investing in 

smaller tickets. In order to execute and benefit from this strategy they need to establish a local 

presence. This way they can source the market, grow their network and learn the ins and outs 

of the local scene. Moreover, DFIs should look into investing in VC funds with the strategy of 

targeting early stage startups.  
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8 Summary and Conclusion  
 

In the economic state currently existing in Kenya, investing in VC funds is almost exclusively viable 

for impact investors, broadly consisting of DFI organizations and PE funds looking for future 

synergies. A substantial increase of DFI and PE capital, in combination with governmental 

interventions focusing on business and entrepreneurial education will in the long run lead to a more 

effective startup and VC scene. In order to maximize a VC fund’s expected return the management 

team should engage in close collaboration with its portfolio companies. VC funds contributing with 

knowledge and networking skills, next to equity, enhances the ecosystems overall competitiveness. 

These adjustments and alignments are economically viable for all parties (VC funds, Government, PE, 

Impact Investors and Startups) and contribute to a reduced equity and knowledge gap. Bridging these 

gaps is a necessity in order for VC funds to source enough startups with capacity to yield a return 

beating existing investment alternatives.  
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9 Limitations & Further research 
 

The most impending limitation in this thesis is derived from studying a new field. Our applied method 

for studying the research question is based on a case study of early stage VC investments in Kenya. 

This market has only been active during a short period of time and it is therefore hard to find good 

literature, in-depth studies and existing research on the particular subject. Hence, a large portion of the 

market specific data is collected from various types of interviews.         

 

Although, we have met with business professionals representing a vast range of actors there is an 

impending risk for biased results and information, much because we as interviewers might have a 

tendency towards leading the interviewee in a particular direction. Additionally, the people that we 

have had the opportunity to meet might belong to a particular group, especially since a substantial 

number of interviews have been sourced through recommendations from former interviewees. In order 

to avoid a large bias we have supplemented the interviews with existing literature and discussed our 

findings with each other as well as with external professionals. However, the relatively low sample of 

interviews and the human tendency to interpret things in their own way lead towards a risk for bias 

both from our side and the interviewees.     

 

Additionally, the report follows a best practice approach which is customized to the requisites apparent 

on the Kenyan startup and VC scene. We believe that inter linkages between the Kenyan market and 

other emerging markets can be made. However, we advise researchers to use the guidelines provided 

in this report with precaution when studying other emerging market, partially in countries in East 

Africa which all have their own uniqueness but particularly when studying emerging markets with 

fundamental differences in the overall structures.   

 

The thesis is strongly based on interviews and comprises in general a qualitative and analytical 

approach. As a supplement to our thesis further research could be conducted in a more quantitative 

way with a more numerical approach. An example is to map a wider area (compared to the case study 

presented in this thesis) where the method includes collecting numerical data of early stage 

investments and investigate how the subject companies has performed. Subsequently, an analysis of 

frequently occurring attributes for successful companies could be computed. This research would 

amongst other things determine if a hands on approach is as significant for a successful early stage 

investment as this report implies. Going forward we suggest that a research of this caliber should be 

computed in 2019 or later, because a substantial amount of VC funds have exited from their funds 

which will lead to more data to analyze. 
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