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CHAPTER ONE

1.1 Overview of the study

This study aims at investigating the main impeditaesf foreign direct investments
inflows into Kenya. The purpose of the study isdentify the main factors that have
impeded the growth of foreign direct investmentians into Kenya despite the
government’s efforts aimed at attracting foreigmestors during the period 2007-
2012. This chapter comprises of the introductidr historical background of the
problem, statement of the research problem whigloends the problem under study,
main and specific objectives of the study, literatteview, significance of the study,
hypotheses, theoretical framework, limitations loé study and finally the research

methodology.

1.2 Introduction

In the World Bank Report “Ease of Doing Business’is argued that Kenya has
dropped yet again 12 places to position 121 invibed’'s global list of economic

competitiveness in the year 2013. In comparisonh whe other East African

countries, Kenya’'s FDI trends are worrying as fitSows continue to decline every
year. Kenya was ranked position 109 in 2012 andid@®11 and furthermore, what
is even disturbing is the fact that Kenya compa®ainfavorably in relation to its
neighbors Uganda and Rwanda who were placed 52 2Mdespectively in the same
index! This report highlights issues touching on the ¢ous contract laws and non-

tariff barriers like time taken to clear businessescross border trade and slow

! Ease of Doing Business ranks economies from 1 to 185, with first place being the best. A high ranking
(low numerical rank) means that the regulatory environment is conducive to business operation. The
index averages the country’s percentile rankings on 10 topics covered in the World Bank’s ease of
Doing Business. The ranking on each topic is the simple average of the percentile rankings on its
component indicators. The topics include: ease of starting business; dealing with construction
permits; getting electricity; registering property; getting credit; protecting investors; paying taxes;
trading across borders; enforcing contracts and resolving insolvency. Found at data.worldbank.org/...
/IC.BUS.EASE.XQ... accessed at 8.16 on 4th June 2012.
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processes of property registration. These issug®#rers have consequently added to
the costs of doing business and robbed the cosntegional and global ranking as an
investment destination. The downward trend has tiritle been evidenced in Kenya's
falling FDI inflows when compared to her neighbgricountries as foreign investors
now skip Kenya to more friendly and business congucountries like Rwanda,
Tanzania and Uganda. Unchecked therefore, thesesig®se the danger of sending
more investors packing and less coming in. Goventroficials, scholars and the
private sector alike hence need to urgently idgraifd deal with these challenges that

bedevil the economy.

Furthermore, the acceleration of the South-Sowttietrand investment is one of the
most significant features of recent developmentshen global economy and as the
global market place continues to be dominated wi#hid changing notions of

comparative advantage, much is at stake for Kesya @untry. With the emergence
of South-South international commerce with Chind &mdia seen to take the lead,
Kenya cannot afford to lag behind considering tyatwth enhancing opportunities
for trade and investment with the North continuebtrome scarce. This study is
therefore worth taking because it aims at idenidythe main impediments towards
FDI inflows into Kenya and giving recommendations what needs to be done to

improve the investment climate of the country.

1.3 Background of the Study
“The Republic of Kenya encompasses a landmassaftd&i86,650 kilometers with a

population estimated at 43 million in 2012 and wéth annual growth rate of 2.4



percent.? Nairobi which has a population of approximately illion is the capital
city and is also Kenya's main centre of commeraetlivity. The performance of
Kenya’'s overall economy has been unpredictable esiB003 with the growth
momentum being at its peak in 2005 through to 26ivever this positive pace was
interrupted in 2008 shortly after the severe paditicrisis resulting in violent events

after the General elections in December 2007.

In addition, the country suffered from a severeudtd and consequently the Gross
Domestic Product (GDP) growth fell from a recordhif 7 percent in 2007 to 1.5
percent in 2008.Furthermore, the global economic crisis at thaetiweakened the

country’s economy and in countering the impact legse shocks, the government
initiated and implemented several measures liketdomomic stimulus programme by
funding public projects in education, health, isfracture, services and agriculture. It
also supported economic activity by facilitatinge tiprivate sector’'s access to
affordable credit. These macroeconomic measurepleduwvith a recovery in the

international markets posited positive results wiith GDP growing to 5.8 percent in
2010. However the GDP growth declined to 4.4 pet a® 2011 due to depreciation
of the Kenyan shilling and high inflation and acrease in international oil and food

prices.

It is evident from the literature available thateafindependence Kenya was a
favorable foreign direct investment destination beer over the years foreign direct

investment levels have deteriorated or droppedifgigntly. Also, despite being

United Nations (2012) Report on the Implementation of the Investment Policy Review KENYA United
Nations Conference on Trade and Development. pp.8
? |bid pp.8



geopolitically and strategically located within E#&drica, Kenya continues to be an
underachiever rather than an overachiever as aofidsteign direct investment from
the world’s major source countries. A member of East African Community (EAC)
and the Common Market for Eastern and SoutherncAfi(COMESA) regional
economic communities (RECs), Kenya is generallysmered to be the finance, trade
and transport hub of EAC which comprises of Ugaridamzania, Rwanda, Burundi
and Kenya. Despite its economy being the largestngnthe EAC countries with 40
percent of the region’s GDP and it’s relatively adeed level of development Kenya
has over the years performed poorly in terms of &fraction with inflows per capita

being lower than in other EAC countries.

An increase in FDI is necessary for the attainmehtsustained growth and
development calling for an improvement and a reviéwconomic policies needed to
enhance macroeconomic performance and attainmenmiofmum growth rate
required to meet the Millennium Development Goalssat by the United Nations.
Also considering the unpredictability of aid flokow share in world trade and low
savings rate and high debt from foreign aid therddsncrease in investment has to
be achieved through an increase in FDI inflows. éftheless, despite the government
undertaking various macroeconomic and institutiordbrms the country has not
been able to attract sufficient FDI inflows henlee purpose of this study which seeks
to identify the main impediments towards achieving desired FDI inflows into the
country and giving recommendations on reforms tnetd to be implemented to

attract and retain quality FDI.

¢ Kenya has only received a quarter of the funds it expected in the 2012/13 financial year to help fix a
growing budget deficit. By March, the treasury had received Kshs 53.7 billion against a sh.233.8 billion
target representing 23 percent of the budgeted funds. This deficit is one of the biggest impediments
to the country’s growth. Griffins Omwenga “Kenya Stares at Kshs 180bn cash shortfall from foreign
donors” Daily Nation Monday 27, 2013



1.4 Statement of the Research Problem

Kenya as a country has adopted and pursued vaeammmic development strategies
with emphasis on private investment as outlinedarious development plans and
sessional papers. Nevertheless, FDI inflows haweameed low compared to other
countries in Africa and even more worrying in EAftica. The various investment
policies and incentives offered by the governmemtehalso not been successful in
attracting sufficient levels of FDI. The challentperefore is for the government and
policy makers to redeem Kenya that has becomeivelatmarginal to global
investment flows so as to be able to attract ardirremore feasible FDI by
identifying what impedes the increase of FDI inflowPrevious studies conducted
examining impediments of FDI inflows into Kenya eldtack to 2007 and most of the
studies based their findings on secondary dataehéime importance of this study
which seeks to identify and understand the curmeain impediments to FDI flows
into Kenya using both primary and secondary daitadifrgs of this study will then
help the policy makers and the government to foateuand or review policies that
can create the most conducive environment to attamc retain more foreign
investors. Moreover, there is also need to chahgecountry’s attitude towards FDI
from passive acceptance to active encouragementhba desirability to identify the
current impediments of FDI inflows into Kenya arfteo policy recommendations on

what needs to be done to reverse this trend.

1.5 Objectives

1.5.1 Main Objective

The main objective of the study was to identify thain impediments towards the

growth of FDI inflows into Kenya.



1.5.2 Specific Objectives

1. To identify the political and governance facttinat impede FDI flows into the
country.

2. To identify the main institutional constrainkst have contributed to the decline of
FDI inflows into Kenya during the period under stud

3. To evaluate and assess the Kenyan policy framkewo FDI and the various
investment incentives undertaken by the governrteattract FDI.

4. Give policy recommendations for a conducive hess environment that can

sufficiently attract and retain quality FDI.

1.6 Literature Review

1.6.1 Introduction

Foreign Direct Investment (FDI) is defined as ldagn investment reflecting lasting
interest and control, by a foreign investor (orgpairenterprise), of an enterprise entity
resident in an economy other than that of the fpreinvestor, IMF (1993).
Mallampally and Sauvant (1999) concur. They defiRBl as investment by
multinational corporations in foreign countriesarder to control assets and manage
production activities in those countries. FDI cam divided into two components:
portfolio investments, which refers to the buyinfgstocks and bonds purely for the
purpose of obtaining a return on the funds invesaad direct investment, whereby
investors are involved in the management of the fresides receiving a return on
their money.

1.6.2 Benefits of Foreign Direct Investment

FDI can contribute to the growth and developmerd obuntry by complementing its

domestic investment, facilitating trade, and transéf knowledge and technology



because multinationals deploying them are key ptayethe global economy besides
it being a package of tangible and intangible @Ss€@n one hand, the pro-FDI
arguments hold the view that FDI stimulates domestivestment, promotes
economic growth and creates employment opportsnit@®n the same strength,
Stiglitz (2006) argues that Multinational enterpashave played a significant role in
advancing the benefits of globalization to the d@wi@g countries and improving the
standards of living all over the worfdEDI has impacted positively on the economy
by bringing in the much required expertise in teohentrepreneurial, managerial and
technical skills which in return may increase thedoctivity of workers and
consequently that of exports thereby integrating hlost into the global economic

network.

Furthermore, these MNCs have enabled the goodsgbeiported from the
developing countries to reach the markets of theackd industrial countries, created
employment and brought about economic growth todéeeloping nations. They
have also brought inexpensive goods of increasihgi quality to the developed
countries, bringing down the costs of living andvéoing both inflation and interest
rates. FDI also helps the developing countrieslitinfthe foreign exchange, savings
and revenue gaps. lkiara (2002) argues that FDAfiga’s hope because it can
contribute in significant ways to the breaking bE tgrowth-poverty cycle. Africa
depends on FDI to can make up for its domestictalaphortfalls; provide technical,
management and marketing skills; facilitate acdes®reign markets; and generate

both technological and efficiency spillovers to dbdirms. By doing so, FDI is

’H. Gorg and D. Greenaway, “On Whether Domestic Firms Benefit from Foreign Domestic
Investment,” The world Bank Research Observer, 19(2) 2004, pp.171
6Stiglitz J. (2006) “Making Globalization Work” pp. 188
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expected to accelerate the integration of the nentiinto the global economy, boost

growth and brings down the high levels of povertyhe Africa’

On the other hand, anti-FDI arguments argue tlen#ugative effects of FDI surpass
the benefits realized from it. These demerits ofl Riay include loss of political
sovereignty, unfair competition to infant domestidustries which then stifle their
growth and because of profit repatriation to theduntries of origin and the
importation of capital goods by the MNCs, the batarmof payments of the host
country may be adversely affected.

1.6.3 Policies Promoting Foreign Direct InvestmeintKenya.

Kenya’s history in terms of efforts to attract Fidtes back to the 1980’s during the
economic liberalization period when the governmedbpted the World Bank
imposed Structural Adjustment Program (SAPs) am@dcession to the World Trade
Organization (WTO). The implementation of the SARsv a reduction of tariffs and
the removal of various protectionist measures lfzat been in effect with regard to
the domestic agricultural and manufacturing sectbienetheless, deregulation was

also done in various sectors like the financiateet

In 1986, the government established the investipearhotion center through an Act
of parliament whose core mandate was to promotesinvents in Kenya by both local
and foreign business enterprises by assisting anilitdting them in overcoming

managerial, institutional and bureaucratic probleffss Act was later on repealed by

"\kiara M. (2002) Foreign Direct Investment (FDI), Technology Transfer, and Poverty Alleviation:
Africa’s Hopes andDilemma. ATPS Special Paper Series No. 16 pp. 1

8The opportunities and Challenges of FDI in Kenya” pp. 1 available at www.sgh.waw.pl/
.../tekst_zebranie.doc accessed at 10.44 am 27.05.2013

° A number of reform measures intended to enhance the effectiveness of monetary policy were put in
place from 1986 although significant reform was the liberalization and complete decontrol of interest
rates in July 1991 and the introduction of open market operations in the same month.

8



the Investment Promotion Act no. 6 of 2004 whosee dmusiness is to promote and
facilitate investment by assisting investors obtaim licenses necessary to invest and
by providing other assistance and incentives amddlated purposes. World Bank
efforts that led to the creation of the Export Rs®ing Zones (EPZs) in 1990’s and
by the opening to foreign investment including liberalization of foreign exchange,
the removal of all restrictions on current accouatsl domestic borrowings for
foreign investors in 1993 further reinforced theeggmment’s efforts to attract FDI.

In addition, in 1994, Kenya accession to the WT@&yetl a role in the intensification
of its liberalization process. Furthermore Kenyals a member of two RECs; EAC
whose common external tariff (CET) entered intacéom the year 2000 and of the
COMESA which established a free-trade agreementngstonine of its membefs
including Kenya in 2000. The privatization agemdg@ublic services was also part of
this liberalization menu with a sole aim of attmagtforeign investments. Alongside
these incentives, Kenya has also entered into thitateral investment treaties (BITS)
with Netherlands in 1970, with Germany in 1996 avith the United Kingdom in
1999 and signed over thirty bilateral trade agregmevith an aim of improving

investment and trade.

In 2003 when the National Alliance Rainbow CoatititNARC) government took
over, it introduced various initiatives to revanie teconomy among them being the
Economic Recovery Strategy for Wealth Employmentl &reation (ERSWEC)
2003-2007 and a key element of the strategy wagtbeotion of investment and

trade by ensuring that the public sector plays raportant role in regulating and

10 Original members include: Djibouti, Kenya, Madagascar, Malawi, Mauritius, Sudan, Zambia and
Zimbabwe. Burundi and Rwanda joined the FTA on 1 January 2004 available at www.comesa.int
accessed at 10.15 21.05.2013



facilitating private investment. After the expiry the ERS in 2007, The Vision 2030
was launched in 2008 with the purpose of achiewgfapbal competitiveness and
prosperity of the nation and there has been emglmsiattracting FDI which will

contribute towards the industrialization processe Vision 2030 alongside the new
constitution adopted in 2010 were to provide argjrmstitutional and administrative
framework in order to guide the country on the p@ttsustained economic growth

and social development.

Over the past two decades, worldwide FDI has irsgéadramatically. The ratio of
FDI to world GDP has grown twice as fast as thsnabf world imports and exports
to world GDP, implying that the increasing interdedence of the world economy is
being driven, to a large extent, by the expansidninternational production.
(UNCTAD 1998) In as much as developed countriemidate global FDI, inflows
into developing countries have risen steadily. [tedpe fact that FDI accounts for a
relatively small percentage of the total investmenis believed to be a potential
catalyst to economic growth hence the rationale wiost developing countries in
relation to their economic liberalization prograrhaye adopted policies designed to
attract and retain FDI. That notwithstanding, #@l inflows into Kenya have
remained relatively low in comparison to its EAGgmbors as illustrated in the figure

below.
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Figure 1.1 FDI flows to Kenya and comparator economs, 1991-2011 (Dollars

per c

35

apita)

1801 1943 1945 10497 1890 200 2003 2005 2007 2000 211

e Eoiya === |Iganda United Republic of Tanznia

Source: Source: UNCTAD, FDI/TNC database.

From figure 1.1, FDI inflows to Kenya over the meti1991 — 2011 is low as

compared to other countries. The trend shows tbatekier FDI inflows have been

improving and increasing with huge variations. K&m@ag a country received very low

inflows as compared to Uganda and Tanzania wheneafraa reported high inflows

in the year 2011, followed by Uganda and lastly y&ent should be noted that the

perio

d Kenya reported highest inflow was year 2007 still did not reach inflows

going into Uganda during that period.

Therefore, FDI has not played an important rol¢hien Kenyan economy despite the

reforms that have been undertaken and the manytimes provided to foreign

investors. In light of the above statement, thibade brings to the fore the works of

11



various scholars on the subject matter of thisystubich seeks to explore the main
impediments of FDI growth in Kenya. The literatueeiew delves into diverse views
and arguments on this topic on studies conductédrioa, East Africa and Kenya.
1.6.4Arguments on barriers towards the growth of FDI iloiws to Kenya

Kenya’'s FDI inflows have been reducing over thergeand this has been a concern to
not only policy makers but to scholars as well.llpisi et al., (2001) argue that FDI
flows to Kenya have not only been highly volatitegy generally declined in the
1980s and 1990s despite the economic reformsdbé&tplace and the progress made
in improving the business environment. The investinreave felt in the 1980s faded
away in the 1990s as the institutions that hadegtet the economy against arbitrary
interventions were eroded. They also argue thaty&srbiggest task is reviving the
institutions and infrastructure that facilitated ibitial economic growth; the physical
security of people and property, general law ermforent and judicial support for

commercial contracts that has also deteriorated threeyears?

According to Mwega and Ngu§i Kenya's competitiveness in attracting FDI has
declined with investors moving to its neighborsthie EAC (Uganda and Tanzania)
due to low investor confidence resulting from fastolike insecurity, poor

infrastructure, high interest rates, high operatiaosts, and an unsupportive judicial

system.

11. Phillips, Lucie C., Marios Obwona, Margaret Mcmillan and Aloys B.Ayako (2000) Foreign and Local
Investment in East Africa, Interactions and Policy Implications: Case studies on Mauritius Uganda and
Kenya. Equity and Growth through Economic Research (EAGER), funded by USAID Bureau for Africa,
office of sustainable Development Washington DC. pp.11

12Mwega F. & Ngugi R. (2006) “Foreign Direct Investment in Kenya” in Foreign Direct Investment in
Sub-Saharan Africa: Origins, Targets, Impact and Potential by Ajayi S. 2006 African Economic Research
Consortium pp. 119-143 : 120-121
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According to Kipngetich (2008) the unpredictabldifpzal environment, a decline in
assistance from development partners especiallylritegnational Monetary Fund
(IMF), low economic growth, poor infrastructureefficient public services are some

of the factors that have made Kenyan FDI inflowslihe.

Nonetheless, Sunday Frankline argues that Kenya losg investments worth

billions of shillings if the current tax regime i®t harmonized to ensure free intra-
regional trade in the 47 counties. This is becaasd devolved unit of government is
lacking in capacity to develop trade friendly p@g setting precedence for a weak
and bureaucratic economic policy regime in countieh would consequently result

in an increase in the cost of doing business incthmtry.13 In addition, Kenya has

often scored poorly as a favorable investment dastin due to high- energy costs,
lengthy registration processes and corruption anuhner factors that have denied the
country millions of dollars’ worth of investment gthousands of jobs. The recent
World Bank Doing Business Report found out that legislative requirements, weak
enforcement of contracts and slow registration afpprty are major obstacles to

businesses in urban centers especially in Naifobi.

According to the USA Investment Climate statementKenya, it is argued that
although there is no specific legislation prevemtiareigners from owning land, the

ability of foreigners to own or lease land clagsifias agricultural is restricted by the

13 Sunday F. “Manufacturers raise concerns over double taxation” The standard Newspaper Tuesday
April 30, 2013 Business Beat pp.7
“bid pp.7
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Land Control Act. Hence the Land Control Act senass a barrier to any agro-

processing investment that may require I&hd.

It has further been argued that despite effortshsas reforms aimed at
macroeconomic stabilization, streamlining and sifwiplg business regulations, the
share of FDI inflows into Kenya still remain lowdthe general assumption is that
deterring factors of FDI inflows are: low level effective demand as a result of
limited purchasing power of the people, low levélinfrastructure development,
inefficient and ineffective legal system, excessiwgreaucracy, slow process of
privatization program and lack of skilled workforck addition, over time, the
deteriorating business environment, poor governaga@ving corruption and more

recently crime has contributed substantially to Inflows of FDI®

According to a study conducted by Voorpijl R. in0Z0 it is argued that political
instability and violence can impede the growth Bl inflows. Before the election in
2007, Kenya was perceived as relatively stable. él@wafter the elections, investors
especially in the horticulture sector argue thagréhwas a lot of tension between
employees of certain tribes because of their tnvodihg affiliations which resulted in
forcibly sending home some of them and this consetiyiimpacted negatively of the
firms’ productivity!’ Another risk of investing in Kenya is the genepaésence of
criminal networks or crimes committed against ingeswhich can significantly add

to the costs of doing business in Kenya. Accordinbarossi, (2007) these costs may

132012 Investment Climate Statement —Kenya www.state.gov/e/eb/rls/.../191175.htm accessed on
17th April 2013 at 14.25

'®“The opportunities and Challenges of FDI in Kenya” found at www.sgh.waw.pl/.../tekst zebranie.doc
pp.23 accessed on 11th June 2012 14.47

17Voorpilj R. (2011) Foreign Direct Investment in Kenya: The Gains and Losses of Foreign Involvement.
M.A Thesis pp. 55 found at gpm.ruhosting.nl/ .../2011MASG44Voorp... accessed on 6™ June 2013
22.15
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be incurred directly from theft and indirectly fropneventing measures like security

protection costs.

Furthermore, in the study done by Voorpijl, mostestors identified Kenya Revenue
Authority (KRA) as the most corrupt and most urakle institution. Investors argued
that corruption is infiltrated in all levels of tlgwpvernmental system with bureaucracy
making procedures unnecessary hard. They argudtefuhat with every permit or
procedure the officials will complete one step befexplaining the next and demand
money for each step. An additional problem is tkiflssof the officials with most
being hardly acquainted with the entire process sl uncertainty and lack of
information makes it difficult to make a yearly ed'® This was reaffirmed by The
Kenya Bribery Index (2008) which argues that “paldervants and employees of the
government are by far the most bribed accountirg9f® per cent of the bribery

transactions and 97 per cent of the vafue.

It is widely acknowledged that while Kenya was angr source for foreign investors
seeking to establish a presence in East Africaénl960s and 1970s, a combination
of politically driven economic policies, governmenalfeasance, rampant corruption,
substandard public services, and poor infrastrechas discouraged FDI since the
1980s. Over the past 25 years, Kenya has been aatative underperformer in
attracting FDI. Kenya lags behind neighboring Tamaand Uganda in dollar terms
despite their smaller economies and the UNCTAD 2@@8Id Investment Report

describes Kenya as the East Africa region’s lefistve suitor in attracting FDT

8 1bid pp. 58

19Transparency International, (2008) The Kenya Bribery Index. pp. 7

2 £DI inflows dropped sharply in 2008, coming in at only $ 96 million (0.3%0, and then increased to
$116 million (0.4%) in 2009 and $ 186 million (0.6%) in 2010. These figures compare poorly to
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Furthermore, the 2005 UNCTAD Investment Guide tony&e argues that the
significant disincentives for investment in Kenyaclude governmental over-
regulation and inefficiency, expensive and irreg@ctricity and water supplies, an
underdeveloped telecommunications sector, a pofasinucture, and high costs

associated with crime and general insecurity.

A survey conducted in 2007 by the Kenya AssociatibManufacturers (KAM) also
identified the following factors as making the Kanybusiness climate hostile: unfair
competition, which dumps counterfeit and pirateddpicts; periodic unavailability of
raw materials such as crude oil; labor laws thatel private companies, rather than
government to provide their employees with a sos&kty net including paternity
and maternity leave and health care, local govemrieenses and harassment over
petty demands; and the failure of the KRA to precesrporate tax and value added
tax refunds expeditiously.

1.6.5 Arguments on factors impeding FDI inflows imtAfrica

The UNCTAD’s World Investment Report (2004) repdrtihat although Africa’s
prospects for FDI are promising, the anticipatedrement is yet to be felt and
furthermore, FDI is still concentrated in only anvfeountries for many reasons,
ranging from negative image of the region, to podrastructure, corruption and
foreign exchange shortages, an unfriendly macra@oan policy environment,

among others.

neighboring Tanzania and Uganda, which have posted higher net inflows in dollar terms than Kenya
each year since 2005 despite their smaller economies. In 2010 Tanzania reported $433 million in net
FDI inflows and Uganda reported $817 million.2012 Investment Climate Statement —Kenya
www.state.gov/e/eb/rls/.../191175.htm accessed on 28th April 2013 at 20.25
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According to Ball D. et al (2008), despite the degimincreases in international flows
of FDI over the past two decades, the countrieSutf-Saharan Africa (SSA) still lag
behind. Many of these nations have suffered framoas inadequacies of their
regulatory and administrative practices with respec the treatment of foreign
investors and the protection of their investmenthich sharply diminished the
attractiveness of these nations for receiving inegmrFDI* Furthermore, they
identify the following as impediments towards FDI SSA. First, is that most
countries in the region have fiscal regimes thek laternational competitiveness in
terms of FDI for export-oriented activities citine fact that many processes for
providing investment incentives are slow, arbitrang lacking integration. Secondly,
many countries lack good regulations with regardtite management of labour
relations and dispute resolutions which is an dsseriactor in a nation’s
attractiveness for investment in labour-intensivepoet manufacturing sectors.
Thirdly, they point out that many countries alsoklaipdated systems for providing
work and residence permits for expatriate persowte are often critical resources
for the foreign investor during the initial stagefsan investment project due to the

managerial and technical expertise they offer.

Moss T.et al (2004) argue that despite substach@hges in Africa towards attracting
FDI, there remains a deeply rooted skepticism tdwafDI owing to historical,
ideological and politics of the post-independenegiqu. These sentiments have
manifested themselves through a range of barref®reign investment including
nationalization of foreign firms, heavy state inemtion in the economy, direct legal

restrictions on foreign investments and a hosndirect barriers. At least part of the

1 Ball D. et al (2008) International Business The challenge of Global Competition pp.50
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negative attitude towards foreign investment istedoin specific concerns that
purported benefits of foreign investments are neindp realized® The indirect

barriers typically include bureaucratic and othefoimal impediments to foreign

investments such as ambiguous regulatory approlddys in customs clearances,
and permits for expatriates or weaknesses in thal leystem. Political economists
argue that excess bureaucracy, erratic economicypahd other problems associated
with weak business environments have strong palitiogic and monopolistic

positions by influential businessmen, politicaldees or their families are frequently
threatened by foreign competition. Tangri (1999)atodes that the political nature of
the state and foreign business relations is an firapbreason why sub-Saharan Africa

has failed to attract much FDI since independ@nce

Although most African countries have undertakenssamitial economic reforms,
Asiedu, E (2004) argues that as much as SSA imgrdsenfrastructure, liberalized
its investment framework and reformed its instdo#, the degree of reform was
mediocre compared with the reform implemented hepteveloping countries. As a
consequence, relative to other regions, SSA hasnbedess attractive to FDI over
time2* In addition to that, Gordon (1993) and Van de W#&H001) argue that Africa
has been especially prone to “partial reform sym#rbwhere many reforms are only
partially implemented or where only parts of a lesif policy changes are pursued

hence not achieving the intended effect.

*> Moss T., Ramachandran V., and Shah M. (2004) Is Africa’s skepticism of foreign capital justified?
Evidence fromEast African Firm Survey Data Center for Global Development Working Paper No. 41
June 2004 pp. 2

23Tangri, R. (1999) The Politics of Patronage in Africa pp. 14

*asiedu, E (2004) “Policy Reform and Foreign Direct Investment to Africa: An Absolute Progress but
Relative Decline,” Mimeo, University of Kansas, Development Policy Review, Vol. 22, No. 1, pp.41-48
January 2004 pp. 47 available at people.ku.edu/-asiedu/Policy-Reform-DP...
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1.7 Justification of the Study

The trends of FDI into Kenya in the last ten yeareke important issues concerning
the factors that motivate or attract and thoseithpede these flows. An improvement
in economic policies is essential to enhance maorm@mic performance and attain
the growth rate required to actualize vision 203@ @0 meet the Millennium
Development Goals set by the United Nations. Tloeeeén increase in investment is
crucial to the attainment of sustained growth aedetbpment in Kenya. This requires
the concerted mobilization of both domestic an@énmational financial resources. A
better understanding of the factors and challerigat deter increased FDI inflows
into Kenya will therefore enhance the capacityh#f government and policy makers
to formulate policies that allow for a conducivesimess environment aimed at
attracting more and higher quality FDI with strdimkages to the domestic economy,
advanced technology, export orientated and skilloser effects. From the literature
on FDI, it has been argued that FDI inflows areviiganfluenced by the countries
policies and institutions and very little by varied such as locational advantage,
proximity to financial centers, total populationdasize of the country. In as much as
initial country-inherent conditions play a certaole they can be overcome by sound
policies and their thorough implementation. Thise@ch therefore seeks to identify
the main impediments to FDI growth in Kenya witham of creating insights that
will be helpful in the formulation and implementati of relevant and sustainable
policy recommendations that will foster more FDtbitKenya as the country strives to
achieve its tenets of vision 2030 of becoming indailized. In addition, there is a lot
of existing literature focusing on the determinasft&DI into Africa with case studies
on Kenya with little focus on the impediments todsarFDI growth peculiar or

specific to Kenya as a country. This study theeefattempts to overcome this
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limitation. Moreover, the studies that have solf@en conducted were cross-country,
usually employing comparative analysis using sofrtee African countries inclusive
of Kenya. This study is country specific with emgisathat a country may have its

peculiar problems with regard to challenges of giwth.

The findings of this study will therefore be sigoéint to both academicians and
policymakers in the following ways; first, it wiladd to the knowledge of the
researchers in this field and secondly; it willveeas a guide to both policy makers

and academicians.

1.8 Hypotheses

1. Good governance and political stability havelitated the increase of FDI inflows
into Kenya.

2. Institutional constraints, delayed work permatsd lengthy business registration

processes have tended to discourage foreign imgast&enya.

3. Macroeconomic instability, high cost of doingsmess and the taxation regime

have acted as disincentives to FDI growth in Kenya.

1.9 Theoretical Framework

FDI has been viewed through several theoreticabdenwith researchers taking
diverse views of the phenomenon. The eclectic pgmacoriginally advanced by
Dunning will serve as the basis of this research psovides an ownership, location
and internalization (OLI) advantages-based fram&wor analyze why and where

Multinational enterprises would invest abroad. I$oaintegrates host and home
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country determinants of FDI, recognizing the impaddt individual actors on
investment decisions as well as the limitationf@$t country policymakers seeking

to alter FDI flows.

The three basic types of ownership-specific adwge#ainclude knowledge or

technology, economies of scale or scope, and mdistipoadvantages associated

with unigue access to critical inputs or outputBe Bidvantage generates lower costs

and/or higher revenues that will offset the addedts of operating at a distance

within a foreign location. Location advantages dffedent countries are the key

factors to determining who will become host cowdrifor the activities of

transnational corporations. The specific advantagiesach country can be divided

into three categories:

a) The economic benefits consist of quantitative andilitptive factors of
production, cost of transport, telecommunicationarket size etc.

b) Political advantages which may entail common aretiic government policies
that affect FDI inflows.

c) Social advantages which include distance betweerhtst and home country,

cultural diversity, attitude towards strangers etc.

The third characteristic of the OLI paradigm offeasframework for assessing
different ways in which the company will explo# ipower from the sale of goods and
services to various agreements that may be sigagdebn the companies. As cross
border market internalization benefits is highex thore the firm will want to engage

in foreign production rather than offering thishiginder license, franchise.
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This eclectic paradigm infers generically that arNB invests in the most
advantageous location. Factors like political aoohemic instability, restrictive trade
and investment policies, cultural distance and pioérastructure are factors that
account for differences in terms of choice of lamaf®> MNEs investments initially
flow to the region that provides the best mix afditional FDI determinants: cost-
reduction pressures; liberalized investment enviveint and institutional prerequisites
for attracting FDI. With regard to institutionalgsequisites for attracting FDI the role
of governments in providing an environment thatamducive to FDI cannot be
overemphasized. Most important they need to estalplierequisites such as a stable
political and economic environment, the rule of lawd sound infrastructure. An
educated and technically skilled work force, lowges, an open economy and stable
currency are also essential. (UNCTAD 1997) MNEsédfwe ordinarily evaluate all
prospective locations for their investments throdlé traditionally identified FDI
determinants and opt for the location offering llest fit with their firm strategy. The
eclectic paradigm therefore is best suited for thisdy as it shows that OLI
parameters are different from company to compamydapend on context and reflect
the economic, political and social characterist€ghe host country. Therefore the
objectives and strategies of the firms, the magleitand pattern of production will

depend on the challenges and opportunities offeyetlfferent types of countries.

1.10 Research Methodology
This study largely depended on both qualitative guoédntitative research methods.

Main sources of data were primary and secondary.

2Sethi D et al (2003) “Trends in Foreign Direct Investment Flows: A theoretical and Empirical Analysis”
Journal of International Business studies, Vol. 34, No. 4 (JUL 2003), pp. 315-326:316-317 available at
http://www.jstor/page/info/about/policies/terms.jsp accessed at 6.14 on 08/05/2013
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Population

For purposes of gathering primary data, the tapggiulation encompassed foreign
investors in the various sectors in the economghefcountry, officials from various

ministries: the ministries of trade, foreign aff&ifabor, finance and immigration and
employees of the Kenya Investment Authority will bergeted. This made an
approximation population of 1400 employees in theistries.

Sample Design

Due to the large number of investors and offici@sthe various ministries and

institutions in the sectors where we intended tthgadata for purposes of this
research, probability sampling through random sielecwas used to arrive at an
adequate sample population that is representafival dhe elements of the larger
population in every respective targeted populatitatistical formulae recommended

for random sampling was used.

z*pgN
~e*(N—1) +z%pg

n

Where: N= Size of the population
n=  Size of sample

p=  Sample proportion estimated to have charatits being

measured. Assume a 95%  confidence level of target

population
q= 1p
e =  Tolerable error level (assume 0.05 since ghienate should be

within 5% of the true curve)
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z =  the standard normal deviate at the requiredicdemce level i.e.

1.96

The researcher assumed a 95% confidence levelrgétt@opulation and that the

response achieved would be within £ 5% of the stage of the population target.

B 1.96”x 0.95 x 0.05 x 1400
" 7 0.052(1400 — 1) + 1.96°x 0.95 x 0.05

n= 69 employees

Therefore the sample size is 69 employees

Questionnaires were distributed to the officials timee ministries under study

randomly. Subordinate staffs did not form parthe tespondents.

Data Collection

Questionnaires, interviews and observation werenthin methods that were used to
collect data. The questionnaires were dropped aciceg from these companies to
ensure a higher percentage of responses unlike dwbel the scenario when

guestionnaires were mailed. Interviews was alseresttely used in conjunction with

the observation method in as much as interviewseiomes elicit inaccurate data as
respondents were unwilling to divulge information sensitive issues for fear of

being quoted or misquoted.

Data Analysis

Data was analyzed by the use of both descriptivce aamparative statistics. After

analysis the data was presented in percentaggshsjreepresentations, tables, pie

charts, histograms etc.
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Scope and Limitations

The study was limited to the analysis of the impeshits towards FDI growth in
Kenya during the period between 2007 and 2012.rdleeof FDI, its performance in
Kenya since independence and the factors that iengkd growth of FDI was
documented, analyzed and conclusions on the mammosdc and institutional
recommendations that need to be implemented deriMesl time frame within which
this study was conducted was inadequate and dufnamcial constraints that
incapacitated the researcher from hiring reseasgistants, insufficient data was
gathered to facilitate a more comprehensive reBedncaddition to that, since this
research entailed the use of field studies, firdrmsts posed a challenge to adequate

data collection as this required extensive tranglivithin the region.

Finally, the aspect of confidentiality in reseanes a major limitation especially
when using interviews or group discussion modedabé collection. Respondents in
most cases held on to information or gave inaceurd@ormation for fear of being

reprimanded later on.

2.0 Chapter Outline

Chapter 2 will in detail expound on the generalreiev of FDI in Africa in the last
five years with comparisons between Kenya and uarifrican countries.

Chapter 3 will give an overview of FDI performanceKenya since independence,
the policy framework of FDI, theectoralcomposition of FDI in the Kenyan economy
and the various investment incentives that have lpeesued by the government to
attract FDI. It will also analyze the FDI determitsin Kenya with specific emphasis

on governance and political stability, macroecormostability, cost of doing business
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and the institutional constraints that have impeithedgrowth of FDI inflows into the
country.

Chapter 4 will constitute the data findings, datalgsis and discussion of the same.
Chapter 5 will give a summary of the findings highting the key issues that
emerged from the study, conclusions and recommemsaand possible areas for

further research.
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CHAPTER TWO: OVERVIEW OF FOREIGN DIRECT INVESTMENT IN
AFRICA

2.1 Introduction

When most African countries attained independencehe 1960s they did not
embrace the virtues of free trade and foreign dim@eestment. They imposed trade
restrictions and capital controls as part of a @olof import-substitution with a
protectionist view towards their domestic industr@ad the conservation of the scarce
foreign exchange reserves during the 1970s andsl98@refore, this inward-looking
development strategy discouraged FDI and internatidgrade and subsequently

contributing to the negative economic growth of tamintries in this continent.

In addition, until recently, FDI was not fully agited by most African leaders as
significant for growth and economic developmentause of the fear that it could
lead to the loss of political sovereignty and emage neo-colonialism, stagnate the
growth of domestic firms because of competitiomfrioreign firms, and accelerate
the rate of environmental degradation if entry wasinant in the natural resource
sector as was the case in most African countfiddoss Ramachandran & Shah
(2004) furthermore argue that the prevailing adits and concerns in relation to FDI
in Africa are part to the fact that policymakerghe region are not convinced that the
potential benefits of FDI could be fully realizedtln their economies in the region

without the fear of being exploited by the forefgms.

However, with the onset of globalization in the ldoeconomy, there has been a

regime shift from inward-looking to outward-lookinigvelopment strategies that had

*®pupasquier C. &0Osakwe P. Foreign Direct Investment in Africa: Performance, Challenges and
Responsibilities Pp. 11
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resulted in a relative improvement in the economécformance in a number of
African countries. Nevertheless, an increase in EDlvery important for the

attainment of sustained economic growth and dewedop in the region and also
because most African countries need a substamiliwi of external resources in
order to make up for the savings and foreign exgbayaps resultant from the rapid
rate of capital accumulation in Africa. There isalneed for growth to overcome
widespread poverty as the continent remains thegsban the world mired in debt

according to Sachs (2004).

There are two main types of investments made bgidar investors in African
countries: Greenfield investments which involveastments in a new establishment;
and cross-border merger and acquisition of an iagidocal firm. Generally, these
investors are motivated by the desire to make ertence their choice of location is
determined by factors such as the desire to: é@xphtural resources like oil in
Nigeria, Angola, Equatorial Guinea; take advantaigexport opportunities created by
certain investment locations as in Lesotho and Z8aad; reap the benefits of
domestic investment incentives as in Mauritius &@wlychelles; and respond to

economic policy reforms, especially privatizatiaia Mozambique and Uganda.

Africa’s FDI inflows are concentrated in the primaector unlike in East Asia where
a big volume of FDI goes into the secondary se¢tence contributing to the
diversification of the export base and to highestaimed growth exemplifying the fact
that the sector in which a country receives FDé@H directly the extent to which it

could realize its potential benefits. The challefi@eng Africa therefore is how to
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attract more FDI in dynamic products and varioust@e especially the service

sectors with high income elasticities of demand.

2.2 Recent Trends of Foreign Direct Investment in &ica

Africa’s share as recipient in world FDI flows deed from 5.2 per cent during the
1970s to 1.9 per cent during the 1990s, beforeeasing to 3 per cent over the period
2005-2008." Data from UNCTAD sources reveal that in 1970, tibial amount of
FDI inflows to Africa was US $ 1.26 billion and e$ US $ 55.04 billion in 201%.
The huge increase notwithstanding, it is import@nput Africa’s performance in
relative perspective whereby whereas in the 1970sats share in the global FDI
inflows was 9.5 percent it dropped to 4.4 percar2010 and furthermore the share of
Africa in developing countries FDI inflows was 32p@rcent in 1970 but dropped
drastically to 9.6 percent in 2019.

Table 2.1: Recent Trends of Foreign Direct Investn# in Africa

Period Trends of Foreign Direct Investment in
Africa (US $ 'billions’)
1970's 11
1980's 2.2
1990's 6.6
1997 11
2001 20
2005 38
2008 72
2010 81
2012 85

Source; UNCTAD, FDI/TNC (www.unctad.org/fdistatist)

*" Ibid pp. 130

28Mijiyawa A, “What Drives Foreign Direct Investment in Africa? An Empirical Investigation with Panel
Data.” Pp. 2

% |bid pp. 2
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Figure 2:1 Recent Trends of Foreign Direct Investm@t in Africa
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From table 2.1 and figure 2.1 it is evident thaipite of policy reform initiatives in a
number of African countries and significant improwents in determinants governing
FDI inflows including economic reforms, privatizai, democratization, sustained
peace and stability, FDI inflows to Africa stillgadbehind those of other regions of the
world. The data above points to the very fact tigica has continued to receive the
lowest share of global FDI over time. During the7Q8, inflows to the continent
averaged US $ 1.1 billion per year. The flows dedbio an average of US $ 2.2
billion in the 1980s and tripled to US $ 6.6 billion average per year in the 1990’s.
From the 1990s the average flows shot to US $ B8ldn on average per year
during the 2000-2008 periods. Record highs wererdsd in 1997 (US $ 11 billion)
and again in 2001 with US $ 20 billion. Since 20®#% momentum increased
drastically from US $ 38 billion to a high of US72 billion in 2008*° The year 2010

recorded inflows amounting to US $ 81 billion andsnrecently in 2012, US $ 85

% Loots E. & Mabundi A. (2012) Foreign Direct Investment to Africa: Trends, Dynamics and Challenges
(p128-141): pp. 130
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billion were achieved. This shows an upward tremtha figures keep increasing year
after year, however as earlier mentioned the péagernof Africa’s share in the World
FDI inflows has continued to decrease.

Table 2.2: FDI inflows by Region (2007-2012)

Region (Billions of Dollars)

2007 2008/ 2009 2010 2011 2012

World 2100 1771 1114 1409 1682 1351
Developed economies 444 1018| 566 | 696 820, 561
Developing economies 565 630 | 478 | 637 735/ 703
Africa 63 72 59 44 48 50
Latin America & the Caribbean 164 183 | 117 | 190 249| 244
West Asia 78 90 68 59 49 47
South, East and South-East Asia 259 282 | 233 | 342 387 360

Percentage share in world FDI inflows

Developed economies 68.8 57.5| 50.8/ 494 49.7 415
Developing economies 26.9 35.6| 429| 452 44% 520
Africa 3 41 |53 | 3.1 29| 3.7
Latin America & the Caribbean 7.8 10.3| 10.5] 135 15.1 18.1
West Asia 3.7 51| 6.1 4.2 3.00 3.5

South, East and South-East South Asinl2.3 15.9| 20.9| 24.2 235 266

Source: UNCTAD, FDI/TNC database (www.unctad.orngffatistics)
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Figure 2.2 FDI inflows by Region (Billions of Dollas)
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From table 2.2 and figure 2.2 above, FDI inflowsravligh worldwide in the year

2007 where a total inflow of 2100 billion dollarsagvreported. The inflows declined
in the year 2008 which reported figures of 1Billion dollars, the year 2009 reported
a further decline reporting an amount of 1114 dmlldollars. In 2010, the downward
trend reversed as the inflows increased to 140@mitlollars, and a further increment
in the 2011 to 1652 billion dollars. However in tyear 2012, the global FDI inflows
again decreased to a low of 1114 billion dollarfica recorded FDI inflows of 63

billion dollars in the year 2007 and the inflowsri@ased in 2008 to 72 billion dollars.
Thereafter, the trend reversed with the FDI inflayexreasing to a low of 59 billion
dollars in the year 2009 and a further 44 billiasilars in 2010. The year 2011 and
2012 posited increments with the inflows rising 48 and 50 billion dollars

respectively.
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Figure 2.3Percentage share in world FDI inflows
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In figure 2.3, FDI inflows percentage share in werld over the years 2007 — 2012
are presented. Africa’s percentage share of thddigoFDI inflows remained the
lowest in comparison to other regions. In Afridae tyear 2007 reported FDI share to
be 3%. The year 2008 had a share of 4.1%, 5.3%eiry¢ar 2009, 3.1% in the year
2010, 2.9% in the year 2011 and 3.7% in the yedr220his showed a steady
increase until the year 2009. In the year 2010201d. the percentage declined before

increasing again in the year 2012.

Despite a decline of FDI inflows to North Africa fhe year 2011, due to the political
instability in Egypt and Libya who previously wemajor recipients of FDI, inflows
to SSA increased to US $ 37 billion in 2011 dowenfrto US $ 29 billion in 2018
This was as a result of a generally positive ecao@utlook for SSA, the steady rise
in commodity prices and a rebound of FDI to SoufricA. In addition the recent

emergence of a middle class has encouraged thelgodWwDI in the service sector in

1 World Investment Report 2012 Overview (source UNCTAD) pp. 11
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banking, retail and telecommunications therebyaasing the share of services FDI
in 2011. The reduction of inflows from developedicties subsequently led to the
developing countries to increase their share inandwFDI to the continent from 45
per cent in 2010 to 53 per cent in 2012 in Gredhfiavestment projects hence

contributing to the overall increase in FDI inflowgo Africa.

FDI inflows to Africa rose for the second year ringnin 2012 making it one of the
few regions that registered year-on-year growth20123? This was due to an
increment of inflows resulting from investment ixpéoration and exploitation of
natural resources and high inflows from China. Tiherease in investment in
manufacturing and services was greatly influencedhe region’s good economic
performance with a GDP growth approximated at abquercent in 2012. The overall
increase resulted from the increased inflows totiNéfrica, Central Africa and East
Africa whereas South and West Africa experiencedimnies.

Table 2.3: Distribution of FDI Flows among economisg, by range 2012

Range Inflows

Above $ 3.1 billion Nigeria, Mozambique, South &#&j Democratic
$ 3.0 billion Republic of Congo and Ghana

$ 2.0 billion to Morocco, Egypt, Congo, Sudan amgi&orial

$ 2.9 billion Guinea

$ 1.0 billion to Tunisia, Uganda, United RepublicTanzania,
*2 |bid pp. 12
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$ 1.9 billion Algeria, Liberia, Mauritania and Zarmb

$ 0.5 billion to Ethiopia, Madagascar, Niger, G@inSierra Leone

$ 0.9 billion Gabon and Cameron

$ 0.1 billion to Cote d’ Ivoire, Zimbabwe, MaurisuNamibia,

$ 0.4 billion Senegal, Chad, Mali, Botswana, Kenyasotho, Togo

Rwanda, Benin, Malawi, Seychelles, Somalia and djib

Below $ 0.1 billion Swaziland, Gambia, Eritrea, @ahAfrica Republic, Verde,
Sao Tome & Principe, Burkina Faso, Comoros, Guinea
Bissau, Burundi and Angola.

Economies are listed according to the magnitude of their FDI inflows.

Source: World Investment Report 2013.

Flows to North Africa reversed their downward tresnadd Egypt saw a rebound in
investment from European investors confirming timaestor confidence seems to
have returned North Africa as FDI inflows rose by @Bercent to 11.5 billion in
201232 Growth of inflows to Egypt contributed largely tiois upward trend same as
in Morocco and Tunisia though inflows to AlgeriadaBudan decreased. Recent
discoveries of natural resources like gas and milTanzania; Uganda and Kenya
contributed to the rise in FDI inflows to East Afi from $ 4.6 billion in 2011 to $
6.3 billion in 2012. FDI inflows to SSA were drivanajorly by investments in the
extractive sector in countries such as the DemiacRepublic of Congo, Mauritania,
Mozambique and Uganda. Angola an important holder=DI stock in Africa

continued to post divestments in 2012.

*|bid pp. 12.
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In Contrast, a decline in inflows to Angola and Boéfrica to $ 6.9 billion and $ 4.6
billion respectively led to the drastic declineFd! inflows to Southern Africa from $
8.7 billion in 2011 to $ 5.4 billion in 2012. Neteeless, Mozambique was however

able to attract more investors to the tune of $0il@n during the same period.

Furthermore, FDI inflows to West Africa declined Byercent to 16.8 billion largely
because of decreasing flows to Nigeria due toipaliinsecurity and the weak global
economy which saw the country’s FDI inflows falbiin $ 8.9 billion in 2011 to $ 7.0

billion in 2012. However, Mauritania and Liberiatbexperienced a surge in inward
FDI flows as Mauritania doubled its inflows to $1billion partly because of the
expansion in mining operations of gold and copbeEentral Africa attracted $ 10
billion of FDI stock in 2012 a 23 per cent increrhdérom 2011. Inward flows to

Democratic Republic of Congo shot from $ 1.7 billito $ 3.3 and this is partly

attributed to the expansion of the copper cobattasi

The latest trend is that TNCs from developing cdastcontinue to dominate in
Africa in the recent years taking the highest shafeFDI flows coming from

emerging markets. Malaysia, South Africa, China &mdia are considered as the
largest developing country sources of FDI in Afribgalaysia with an FDI stock of $
19 billion in Africa has investments spread acrtise continent in all sectors
including substantive FDI in agribusiness and fogrSouth Africa and China with $
18 billion and $ 16 billion respectively of FDI stoin Africa is also diversified

across all sectors.

*Ibid pp. 14.
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2.3 Determinants of FDI in Africa

A popular conceptualization of, and theoreticahfeavork for, FDI determinants is
the “eclectic paradigm” attributed to Dunnffglt provides a framework that groups
micro and macro-level determinants in order to yeawhy and where multinational
companies invest abroad. The framework posits ftiras invest abroad to look for
three types of advantages: Ownership, Location, bternalization advantages;
hence it is called the OLI framework. The owners$pecific advantages, of property
rights/patents, expertise and other intangible tass#low a firm to compete with
others in the markets it serves regardless of tkaddantages of being foreign
because it is able to have access to, and expiditexport natural resources and
resource-based products that are available’toTihese advantages may arise from
the firm’s ability to coordinate complementary aittes such as manufacturing and
distribution, and the ability to exploit differercdoetween countries. The location
advantages are those that make the chosen foreigrrg a more attractive site such
as labor advantages, natural resources, tradeefsathat restrict imports, gains in
trade costs and strategic advantages through iblarassets for FDI than the others
hence the reason for the FDI is to supply the dtimesarket of the recipient country

through an affiliat&’.

The location advantages may arise from differemeasountry natural endowments,

government regulations, transport costs, macrogoanstability, and cultural factors.

35Dunning, J.H. (1977), Trade, location of economic activity and the MNE: a search for an eclectic
approach in B. Ohlin and P.O. Hesselborn (eds.): The International Allocation of Economic Activity,
London, Macmillan, 395-418.

365ekkat, K. and Veganzones-Varoudakis, M-A. (2007), “Openness, Investment Climate, and FDI in
Developing Countries”, Review of Development Economics, 11(4), 607-620.

37Baniak, A., Cukrowski A. J. and Herczynski, J. (2005), “On the Determinants of Foreign Direct
Investment in Transition Economies”, Problems of Economic Transition, Vol. 48, No. 2, June 2005, 6—
28.
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Internalization advantages arise from exploitingpériections in external markets,
including reduction of uncertainty and transactioosts in order to generate
knowledge more efficiently as well as the reductadrstate-generated imperfections
such as tariffs, foreign exchange controls, andsisiigs. In this case, the
delocalization of all or a portion of the productiprocess (e.g. production of
components/parts and/or different locations) letmldow costs benefits (vertical
FDI)*%. Following on these, Dunnify identified four categories of motives for FDI:
resource seeking (to access raw materials, labwe fand physical infrastructure
resources), market seeking (horizontal strateggdwess the host-country domestic
market), efficiency seeking (vertical strategy a#e advantage of lower labor costs,
especially in developing countries), and strategiset seeking (to access research and

development, innovation, and advanced technofSgy)

The literature on the forces driving FDI has adentified both policy and non-policy
factors as drivers of FDL Policy factors include openness, product-market
regulation, labor market arrangements, corporaterases, direct FDI restrictions,
trade barriers, and infrastructure. Non-policy éastinclude market size of the host
country, distance/transport costs, factor proposgidqor factor endowments) and
political and economic stability The pull factors or domestic factors include
economic, socio-political and structural conditiomecluding uncertainty, while the

push factors relate to cyclical and structural ¢owks, irreversibility and herding.

38Kinda, T. (2010), “Investment Climate and FDI in Developing Countries: Firm-Level Evidence”,
WorldDevelopment, Vol. 38, No. 4, 498-513.

39Dunning, J.H. (1993), Multinational Enterprises and the Global Economy, Addison-Wesley

4°CIeeve, E. (2008), “How Effective Are Fiscal Incentives to Attract FDI to Sub-Saharan Africa?”, The
Journal of Developing Areas, Volume 42, Number 1, Fall, 135-153.

“Fedderke J. W., and Romm A.T. (2006), “Growth impact and determinants of foreign direct
investment into South Africa, 1956—2003”, Economic Modeling, 23, 738-760.

“Mateev, M (2009), “Determinants of Foreign Direct Investment in Central and Southeastern Europe:
New Empirical Tests”, Oxford Journal, Fall, Vol. 8, N. 1, 133-149.
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Gottschalk® presents a two-factor classification of the fagttinat influence FDI
flows: as “push”, those that are external to thepients of FDI - relating to cyclical
and structural conditions, irreversibility and hiegd or “pull” factors, those internal
to them such as economic, socio-political and &rat conditions, including
uncertainty. Other factors are those on the supidlg-like skilled labor, research and
development, and infrastructure, those on the ddrsate like host country economic
and social variables or pull factors, includingematst rates, tax and tariff levels,
market size and potential, wage rates, income iloigion, human capital, cost
differentials, exchange rates, fiscal policiesdérgoolicies, physical and cultural
distance, among others and institutional factoke Iculture, intellectual property

rights, transaction costs, political risk, corropti and bureaucracy.

Sekkat and Veganzones-Varoudakifiave grouped the factors determining the
inward flow of FDI into three categories: basic momic factors, trade and the
exchange market policies, and other aspects ofintestment climate. The basic
economic factors include the difference in the rafereturn on capital across
countries, portfolio diversification strategy ofvastors and market size of the host
country. Trade and foreign exchange policy considens relate to trade
liberalization and exchange rate movements and traatility®. Business climate
factors relate to infrastructure, Wheeler and M8diabor costs and availability of

skilled labor/education, incentive factors, pobficisk, economic factors (per capita

BGottschalk, R. (2001), “Lenders and InvestorsE International Portfolio Allocation Decisions: What Do
We Know?”, Institute of Development Studies, Sussex.

44Sekkat, K. and Veganzones-Varoudakis, M-A. (2007), “Openness, Investment Climate, and FDI in
Developing Countries”, Review of Development Economics, 11(4), 607-620.

45Froot, K. A. and Stein, J. C. (1991), "Exchange Rates and Foreign Direct Investment and Imperfect
Capital Market Approach", Quarterly Journal of Economics, Nov, p. 1191-1217.

46Wheeler, D. and Mody, A (1992), "International Investment Location Decision — the Case of United-
States Firms", Journal of International Economics, Vol. 33(1-2), 1992.pp.57-76.
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GDP, GDP growth rate, economic integration, impuréaof transport, commerce and
communication), social factors (degree of urbaiordf political stability (the

number of constitutional changes in governmentdesttp), the role of institutions
(in terms of commitments to and enforcement of Sylehe catalyzing effect of

foreign aid, and the stability of basic macroecormpolicies”.

47Baniak, A., Cukrowski A. J. and Herczynski, J. (2005), “On the Determinants of Foreign Direct
Investment in Transition Economies”, Problems of Economic Transition, Vol. 48, No. 2, June 2005, 6—
28.
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CHAPTER THREE: FOREIGN DIRECT INVESTMENT IN KENYA
3.1 Overview of FDI performance in Kenya
FDI has played a small (though increasingly impajtaole in the Kenyan economy.
Net FDI inflows to Kenya have not only been highglatile but also generally
declined in the 1980s and 1990s, despite econaficms and the progress made in
improving the business environméffrhe investment wave of the 1980s dwindled in
the 1990s as the institutions that had protected the economy and the body politic
from arbitrary interventions were erod€dln absolute terms, net FDI inflows
declined from an average US$30.67 million in th8dVto $17.7 million in the
1990s. The net FDI/GDP ratio declined from an ayeraf 0.42 percent in the 1980s
to 0.20 percent in 1990s. Share of net FDI in goagstal formation (GCF) declined
from 2.02 percent in the 1980s to 1.13 percent hia 1990s. Foreign Direct
Investment was therefore minuscule when compar#udamestic investment. There
was much concern among Kenyan policymakers ovefatliag off of FDI, which
they attributed to low investor confidence resgjtifrom insecurity, poor
infrastructure, corruption, high real interest sateigh utility costs and patch service

and limited legal recours8.

48Mwega, F.M. and R.W. Ngugi (2004) ‘Foreign Direct Investment In Kenya’. Paper presented at the
AERC Special Workshop on FDI in Sub-Saharan Africa, February 2005.

49PhiIIips, L.C., M. Obwona, M. McMillan and A.B. Ayako (2001) ‘Foreign and Local Investment in East
Africa, Interactions and Policy Implications: Case Studies on Mauritius, Uganda and Kenya’. Eager
Project Paper.

*Central Bureau of Statistics (2003).Statistical Abstract. Nairobi.
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Table 3.1 Net FDI inflows to Kenya for the period B00-2012

Period Net FDI | FDI stock | Net Net FDl/gross| FDI
(US$m) (US$m) FDI/GDP investment (%) | stock/GDP
(%) (%)
2000 111 931 1.05 6.84 8.82
2001 5 937 0.04 0.31 8.34
2002 21 964 0.17 1.03 7.66
2003 80 1046 0.58 3.27 7.54
2004 42 1092 0.29 15 7.61
2005 11 1113 0.07 0.33 6.86
2006 27 1164 0.15 0.64 6.47
2007 692 1892 3.25 11.85 8.87
2008 123.6 1142.4 0.7 3.23 7.77
2009 115 74 0.65 2.33 8.56
2010 321 213 0.6 4.4 7.32
2011 35 23 04 10.12 7.34
2012 77 124 0.34 7.8 7.43
Average 127.74 824.26 0.64 4.13 7.74

Source: UNCTAD FDI database.
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Figure 3.1: Net FDI and FDI stock Variation (2000-212)
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Source: UNCTAD FDI database.

The performance of FDI has improved recently anerayed US$127.74 million in
2000-2012. Net FDI increased to an average of 0.68%DP and to an average of
4.13% of gross investment in 2000-2012. The datavsh however, that this good
performance was driven by a big jump of net FDWloto the country in the year
2000 and the year 2007. The 2000 jump owed to meesiments by mobile phone
companies involving mergers and acquisition of $Bion and accelerated offshore
borrowing by private companies to finance eledyi@eneration activities, which
became necessary as a result of the drought teedifed the year. The 2007 upsurge
in Foreign Direct Investment owed to the comingoina new mobile telephone

operator and the privatization of Telkom Kenya.

Probable causes of low FDI and variations in Keswygavaried but the economic crisis
has been a major concern since 2007. Kenya’'s ecpii®iighly dependent on the

consumption, investment and financial aid pattefnti® developed economies.
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Therefore if these developed countries have econ@mublems Kenya is likely to
suffer severe lash backs. The crisis is thereftaedyl to adversely affect the Kenyan
FDI ratio by reducing the growth of the country’saim trading partners (a 1%
reduction in growth reduces the FDI ratio by 0.458)well as through a worsening
of Kenya'’s terms of trade (a 1% worsening of thentoy’s terms of trade reduces the
ratio by 0.057%). However, given the miniscule F&tio (except in 2000 and 2007),
these effects are likely to be minimal. They wobl offset by the availability of
grants and loans to finance the crisis and govemamprovements which will
require actions such as rebuilding institutionslueng corruption and enhancing the

rule of law and order with clear and transparegutations uniformly enforcet.

According to the UN Conference on Trade and Develkaqut (UNCTADj52 Kenya

has about 114 foreign affiliated firms located heteconomy. Most of the big
multinational organizations are in the tertiary teeavhich is composed mainly of
transport, trade and telecommunications. Majorifytleese are from developed
countries most from the United Kingdom and Unit¢at&s, and hence are likely to be

affected by the global financial crisis.

Foreign firms in Kenya since the 1970s have invkBiea wide range of sectors. Most
notably they played a major role in horticultureddloriculture with close to 90% of
flower firms being controlled by foreign investods the Manufacturing industry,
FDI has concentrated on the consumer goods indsstly as beverage industries and

food. This has changed recently with the growthth&f garment sector because of

51PhiIIips, L.C., M. Obwona, M. McMillan and A.B. Ayako (2001) ‘Foreign and Local Investment in East
Africa, Interactions and Policy Implications: Case Studies on Mauritius, Uganda and Kenya’. Eager
Project Paper.

>2UNCTAD (2005) Investment Policy Review, Kenya. United Nations: New York and Geneva
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African Growth and Opportunities Act (AGOA). Of tI8% companies involved in
AGOA, 28 are foreign and the majority concentratethe Export Processing Zones
(EPZs). FDI is also distributed to other industriesluding telecommunication and
services. 55% of the foreign organizations are eotrated in Nairobi while
Mombasa has about 23 percent. This means that lNaral Mombasa account for
over 78% of FDI in the country. The main form ofr&gn Direct Investment
establishment has been through the form of gresdsfi establishments and Kenya’s
multinational corporations in total are more th&9.2The main sources of FDI are
US and Germany, Britain, South Africa, Switzerlah&therlands, and of late India

and China?

3.2 Investment Policy Framework of FDI

Kenya's foreign policy framework aims at deepenamgl enhancing prosperity and
social economic development. This has requiredbaisibeconomic engagement to
secure regional and wider economic objectives afyige Foreign Policy has been a
key tool for enhancing development via economidaiacy which advances the
employment and wealth for Kenyans in a prosperaggon. The policy aims at
achieving objectives of this economic diplomacy ethare: Increase capital flows to
Kenya by exploring alternative non-traditional soeg of development assistance and
foreign direct investment; Promote the country am\arite destination for Direct
Foreign investment, tourists and holiday makergdexl access to traditional markets
and explore new destinations for its products iremgimg non-traditional markets;
Enhance technological advancement by exploring sewrces of affordable and

appropriate technology; Accelerate economic intisgna at the regional and

>3 |bid
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continental levels; to serve as competitive blatsthe emerging global markets;
Strengthen regional economic organizations and ptenust and equitable rules and

frameworks of international trade.

3.2.1 Entry and Establishment of FDI

For decades, Kenya is one of the most open rediond=DI in Africa. The principal
restrictions were contained in the Trade Licensig (1968, with subsequent
amendments), even though the FDI related restistibad not been enforced
recently. Apart from this Act, the only formal litaion foreign ownership were in
telecommunications and insurance (in which fore@mnership of a business is
limited by policy to 70 per cent and 77 per cespeztively) and for companies listed
on the Nairobi Stock Exchange, which are requirechave at least 25 per cent
national ownership. Moreover, FDI did not requiceegning for approval. A new FDI
entry regime was introduced in late 2004, whichrtmreed this approach. As a result,
one of the most liberal entry regimes for FDI ilb<saharan Africa has been replaced
by one of the more restrictive ones. The Investnignmotion Act (2004), which the
President ratified on 31 December 2004, introd@écesmndatory investment threshold
and restrictive screening procedure for all foreigmestments. These are set to
become a significant impediment to FDI inflows. Thet makes a formal distinction
between domestic and foreign investors, and regjtire latter to apply to the newly
established Kenya Investment Authority (KIA) for dnvestment Certificate by
stating that “a foreign investor shall not investdenya unless has been issued with

an investment certificate*

54PhiIIips, Lucie, Obwona, Marios, McMillan, Margaret and Ayako, Aloys (2000). Foreign and Local
Investment in East Africa, Interactions and Policy Implications: Case Studies on Mauritius, Uganda and
Kenya. EAGER Research Paper. Washington, DC.
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The conditions under which KIA is allowed to issaie Investment Certificate to a
foreign investor are restrictive which state tha aimount invested must be at least
$500,000 or the equivalent in another currencytaednvestment must be deemed by
KIA to be to the benefit of Kenya, including at $¢aas a result of creation of
employment for Kenyans; the acquisition of new Iskdr technology by Kenyans

and; the contribution to tax revenues or other guwent revenues.

The legislature introduced mandatory Investmentifstes and minimum capital
requirements for foreign investors for several nmainposes: to maximize beneficial
FDI and minimize its potential negative effects;diwe priority to national private
sector development and to protect small nationsin@sses in certain sensitive areas,
and; to ensure that the entitlement to work perrfots foreigners granted as an
incentive to holders of Investment Certificates)@d abused to illegitimately bring in

foreign workers.

3.2.2 Treatment and Protection of FDI

The principle of national treatment of FDI is natskrined in law. In general,

however, foreign investors receive the same treattras domestic investors once
established in Kenya. The main deviation from naldreatment (aside from those
related to trade licences described above) isnmgeof access to agricultural land.
The Land Control Act (1967, with subsequent amends)especifically forbids non-

citizens and private companies any of whose memiser®n-citizen to acquire or

lease agricultural land. The Act nevertheless alows the President to grant

>>UNCTAD (2002).World Investment Report 2002, Transnational Corporations and Export
Competitiveness.New York and Geneva.
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exemptions to the restrictions mentioned above,haut having to provide
justification or impose conditions on the transactiHis discretionary power in this

matter is thus total and not limited by I&%.

Protection of private property, including for fagai investors, is enshrined in the
Constitution. Private property may be compulsoaitguired by the Government only
for reasons pertaining to public safety or pubfiterest, and with prompt payment of
full compensation. The owner of the property haglat of direct access to the High
Court if he wishes to contest the legality of therepriation or the amount of the
compensation, or to enforce prompt payment of ttrapensation. The Constitution,
offers stronger protection yet, as it would requar@mpt payment in full of just

compensation before the property is expropriatesteign investors also have the
option of recourse to the International Centre Settlement of Investment Disputes
(ICSID), as Kenya has been a member of the Conwergince 1967. Recourse to
ICSID for conciliation or arbitration requires tleensent of both parties involved in
the dispute, as specified by the ICSID Conventidihe Investment Disputes
Convention Act (1967) stipulates that awards ginig the ICSID Arbitration

Tribunal are binding in Kenya and have the samliylas final decrees of the High
Court. Kenya is also a member of the Multilatenavdstment Guarantee Agency
(MIGA), which allows foreign investors to seek cover currency transfer risks,

expropriation, breach of contract or war and aiNéturbance.

3.2.3 Taxation
Kenya has signed eight double taxation treatiesTé),Tincluding with major source

countries of FDI such as the United Kingdom, Gerynand Canada, but including

*6Central Bank of Kenya (2003).Annual Report 2003. Nairobi.
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only one African country (Zambia). The treatieso@allfor the taxation of royalties,
dividends, interest and management fees in bottraximg States but set limits on
the withholding rate allowed in the country whene thcome arises. These limits are
typically higher than what Kenya applies in its gen regime, except for
management fees. All DTTs allow for tax creditstfox paid in the partner countty.
Negotiations for DTTs with Italy, the United Repighdbf Tanzania and Uganda were
initiated over a decade ago, but have not beenluded. Investors based in Kenya
and with subsidiaries or sources of income in thatéd Republic of Tanzania,
Uganda or any other neighboring country thus famebte taxation, which can raise
the effective tax burden up to 51 per cent (e.gp&0cent corporate income tax rate
in the United Republic of Tanzania or Uganda, andtlzer 30 per cent in Kenya).
Kenya does not offer unilateral foreign tax creditscompanies with taxable income
in countries with which it does not have DTTs. Thbsence of DTTs with
neighboring countries thus constitutes a signifiéarpediment to business expansion
in the region. A trilateral tax treaty with the ted Republic of Tanzania and Uganda
to avoid double taxation was signed 1997, but & hat entered into force as it has
been ratified by Kenya and the United Republic @nZania, but not Uganda.
Additional negotiations are under way with Southriéd, Nigeria, Mauritius and
France.

Kenya's tax system is relatively straightforwarddas not widely used to provide
targeted sectoral incentives. The administratiorthef system is efficient and fair
relative to other developing countries. Kenya corepdavorably with other countries
in the region and elsewhere in terms of revenukectibn as a percentage of GDP,

which averaged 21.2 per cent between 2000 and 20@dies relatively heavily on

*’OECD (2001a).Corporate Tax Incentives for Foreign Direct Investment.Tax Policy Studies 4. Paris.
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customs and excise duties, which represent closeOtper cent of total revenue,
although this is also the case among comparabletges. Investors’ concerns about
the tax regime are focused less on the structutheosystem itself or the level of
taxation, and more on what they perceive as a rdtggressive” attitude of the
Kenya Revenue Authorities (KRA) with respect to @diant tax payers, and the
“punitive” levels of penalties in the event of delia payments or minor mistakes in
reporting. They often perceive KRA as expendingrtaech effort on chasing existing
taxpayers at the expense of its efforts to widentéix base. They also raised concerns
about delays in reimbursements of excess VAT paysnand duty drawbacks, and
the administration of customs. The overall efficigrand competence of the KRA
must be commended however, as efficient tax catleds key to the functioning of

the economy.

3.2.4 Foreign Exchange Arrangements

Kenya switched from a fixed exchange rate regin®611982) to a crawling peg tied
to a basket of major currencies (1983-1993) beflmating the Shilling in October
1993. It fully liberalized capital account transans in 1994 and signed up to the
IMF's Article VIII, which ensures currency convdaility for current account
transactions and bans multiple currency practidé® Exchange Control Act was
repealed in 1995, and all foreign exchange trarmatare free of any restriction.
There are no multiple currency practices, and tteha&nge rate is freely determined
in the inter-bank foreign exchange market. The @2¢mank of Kenya reports very
little in terms of intervention on the inter-bankarket to stabilize the Shilling. Its
intervention occurred mainly in the years followitig floating of the Shilling, and it

reports only three interventions in 1999, six irf0@@nd only one other intervention
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since then. The Shilling has nevertheless remaielkedively stable against the dollar
in recent years, as it depreciated from about 60 late 1998 to trade in a range of

Sh73/$1 to Sh79/$1 between early 2000 and earl$.200

3.2.5 Employment of Foreigners

Kenya follows a rather outdated approach to grgnwork permits that creates
uncertainty for applicants. This was reflectednterviews with foreign investors, as
some reported no difficulties in obtaining work méts, while in other instances
investment was frustrated by such problems, pdatilyuin the services sector. There
are essentially two types of permits that can tntgid under the Immigration Act
(1967, with subsequent amendments), which congeligderk permits and entry

permit into a single pass: Class A or D permits loamgranted to an individual who is
offered specific employment by a specific employ@iass F to J permits are
essentially "investors permits” for individuals whimpose to invest in different types
of activities, from agriculture to manufacturing qrofessional services. The
Immigration Act does not prescribe any minimum antoof investment for such

permits, although it specifies that the individoalst have "in his own right and at his

full and free disposition sufficient capital andhet resources for the purposé".

Applications for work permits are examined on aeebg-case basis by a Committee
chaired by the Department of Immigration, and whintiudes representatives from
the Ministries of Foreign Affairs, Labour, Tourisriiyade and Industry and the

Investment Promotion Centre. While the Immigrathwt specifies that work permits

SSPhiIIips, Lucie, Obwona, Marios, McMillan, Margaret and Ayako, Aloys (2000). Foreign and Local
Investment in East Africa, Interactions and Policy Implications: Case Studies on Mauritius, Uganda and
Kenya. EAGER Research Paper. Washington, DC.

*°Beck, Thorsten and Fuchs, Michael (2004). Structural Issues in the Kenyan Financial System:
Improving Competition and Access. World Bank Working Paper 3363. Washington DC.
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can be granted to foreigners on condition that egmpent will be of benefit to the
country. There are also no publicized guidelinetodsow “benefit to Kenya” is to be
understood. This increases the degree of discrgtianted to the Committee and the
level of uncertainty for investors. A single apglion is filed that justifies the merit
of hiring an expatriate for the position and theritna the individual proposed for the
position. The petitioner must justify the stepstthave been attempted to fill the
position with a Kenyan citizen and why this has beén possible. This involves, in
most cases, an extensive labour market test andresgadvertising the position
domestically, collecting curricula vitae and intemwing citizens. In some instances,
for example high technologies, where local skille @ obvious shortage, this

requirement may be by-pass&d.

The new Investment Promotion Act entitles holdefs Irovestment Certificates
(whether foreign or domestic investors) to the <las (employee) permits for
management or technical staff and the class H,JI @nvestors) permits for owners,
shareholders or partners. The permits are to heds$or an initial period of two
years, and holders of certificates are entitledhtve the permits renewed or
transferred to another employee or investor if asasy, without time limit. Security,
credentials and health checks on nominated indalgdwvill obviously still be

conducted following regular procedures.

3.2.6 Land
Access to land and the administration of land owsimr titles raise serious concerns
for foreign and domestic investors alike. As inastibases, the experience of foreign

investors seems to be mixed, which is anotheratiie of the degree of discretionary

DeloitteToucheTohmatsu (2004).Budget 2004, Kenya. Nairobi.
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powers granted under the law to its administratbesid classification falls under
three categories: government land (20 per certefatal), trust land (held by county
councils, 60 per cent of the total) and privatadlé20 per cent of the total). There are
also three main ownership titles: freehold, leak®ligenerally, but not exclusively,
99 years) and customary tenure. Presidential exemp$ thus the main channel
through which foreign investors can acquire agtigal land. There are no
procedures and publicized guidelines that investoam follow, however, as
applications are considered on a case-by-case badi®n their own merit. Initial
access to the Presidency is obviously the firstlleuto clear for foreign investors, as
no clear procedure exists. The lack of guidelimethe granting of exemptions and the
involvement of a number of Ministries also make t®cess lengthy and very

unpredictablé®

Presidential exemption is thus the main channeluiin which foreign investors can
acquire agricultural land. There are no procedumed publicized guidelines that
investors can follow, however, as applications@mesidered on a case-by-case basis
and on their own merit. Initial access to the Riescy is obviously the first hurdle to
clear for foreign investors, as no clear procedwxists. The lack of guidelines in the
granting of exemptions and the involvement of a berof Ministries (including the
Ministries of Environment, Home Affairs and Lands@ make the process very
unpredictable and lengthy. The level of discretiond the uncertainty in administering
transactions in agricultural land involving foregge are characteristic of much of the
investment environment in Kenya. As a result, inmes experiences have been very

mixed. Some investors, mostly well-establishedaalye reported no problem relating

*1Ccommonwealth Secretariat (2004).Proposals for New Mining Policy and Legislation in Kenya.
London.
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to access to agricultural land, while others regubiit as being a serious issue, with a
least one case of an investment project being etboidr lack of access to the

Presidency in petitioning for an exemptitn.

Although the complexity and high level of discretim allocating agricultural land to
foreign investors do not seem to have preventediéivelopment of horticulture and
floriculture with large foreign involvement, the recent system is clearly
unsatisfactory and opaque. Further promoting theadyc horticulture sector would
require clear procedures and guidelines on theatilon of Presidential exemptions
as a first step, and a complete overhaul of the dawa second step. Significant
revisions to land laws are being considered andldvine required in order to

implement the draft Constitution, which is currgnihder discussion.

3.3 Sectoral Composition of FDI in the Kenyan Econay

Foreign firms in Kenya have invested in a wide mofsectors since independency.
Most notably they played a major role in horticodtiand floriculture, with close to
90% of flowers being controlled by foreign investorHowever, FDI is now
diversifying even into manufacturing and servi€#s.the Manufacturing sector FDI
has concentrated on the local rather than the éxparket and consumer goods
sector, such as food and beverage industries. febi Germany is going increasingly
into manufacturing. This has changed in the regeatrs with the growth of the
garment sector because of African Growth and Oppdres Act (AGOA). Of the 34

companies involved in AGOA 28 are foreign mosthah concentrated in the Export

62McCuIIoch, Neil and Ota, Masako (2002). Export Horticulture and Poverty in Kenya. IDS Working
Paper 174, Sussex.

63 Eglin, R. (2001). “Trade and Investment in the WTO”, Background Note for the Panel Discussion,
WTO Secretariat.
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Processing Zones (EPZs).More than 60% of BritisH Biock in Africa is in the
manufacturing and services sectr#\ survey of MNCs in 2000 indicated that the
sectors with the greatest potential to attract iRMenya are tourism, natural resource
industries, and industries for which the domestarkat is importan‘ff_’55 percent of
the foreign firms are concentrated in Nairobi whMembasa accounts for about 23

percent, thus Nairobi and Mombasa account for @8guercent of FDI in Keny%.

The main form of FDI establishment has been throtigh form of green fields
establishments and Kenya has in total more thann2@@inational corporations. The
main local sources of foreign investments are UBtaid, Germany, Netherlands,
South Africa, Switzerland and of late India and r@tfi’ This gradual diversification
is encouraging given that agriculture and labotensive manufacturing are two

sectors that can make the greatest contributigoverty reductiori®

3.4 Investment Incentives to Attract FDI

Investment incentives are Foreign Direct Investnmiicy tools which government
may use to attract foreign investment. They inclapecial tax allowances, financial
incentives such as low interests on loans and teemptions and reductions.
Investment guarantees such as the guarantee fdelcapd profit repatriation and

foreign currencies provision may also be ways whating foreign investment.

**UNCTAD (1999).“Foreign Direct Investment in Africa: Performance and Potential”, United Nations,
Geneva, UNCTAD/ITE/IIT/Misc.15.
®>UNCTAD (2002a). Economic Development in Africa: From Adjustment to Poverty Reduction, What is
New?.United Nations, Geneva, UNCTAD/GDS/AFRICA/2.
ZjUNCTAD (2005) Investment Policy Review, Kenya. United Nations: New York and Geneva.

Ibid
8UNCTAD (2002a). Economic Development in Africa: From Adjustment to Poverty Reduction, What is
New?.United Nations, Geneva, UNCTAD/GDS/AFRICA/2.
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Governments may also attract Foreign Direct Investis by creating Investment
Promotional Agencies (IPAs) which concentrate onivaies of marketing the
country as a preferred investment location and jthie World Association of
Investment Promotion Agencies which trains the &tweent Promotion Agencies.
Foreign Direct Investment promotion addresses akebdmilure on the imperfect
information from the government side and the inmestand emphasizes on the
attractiveness of the host country to the investoMorrisef®argues that greater
investment promotion is associated with increaserwss-country Foreign Direct
Investment inflows. Investment promotion will be ma@ffective where there is good

investment climate and there is a high level ofalieggment.

In Kenya, investment promotion is the responsipitit Kenya Investment Authority
(KIA). The agency was created in 2004 through tiee$tment Promotion Act of
2004. This was meant to serve as the focal patwéen the indigenous and foreign
investors in Kenya. The agency’s functions are keppclose contact with all
development finance institutions, arranging comstabetween suitable local and
foreign investors, gathering information from othepuntries on investment
incentives, arranging promotional activities sushimvestment workshops overseas
with the aim of attracting foreign investors, prepg investment guidance literature
for foreign investors, advises the government omckvipolicy changes are required
and review of the investment laws so as to makeadi@try more attractive to foreign

investments and finally providing guidance and ad\ub investors on issues touching

®*Morriset, J. (2003) “Does a Country Need a Promotional Agency to Attract Foreign Direct
Investment? A Small Analytical Model of 58 Countries” World Bank Policy Working Research Paper, Nr
3028
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on investments such as labor regulation, taxesgrast rates, credit access,

infrastructure.

The government of Kenya offers several fiscal itie®s such as reduced tax rates
and tax holidays to foreign investors. Most of th@xcentives are normally directed
to firms which are engaged in the Export Processioges (EPZ). The export
processing zones were created under the Exporessing Zones Act (1990). There
are three types of activities that firms may engagehile in the EPZs, these are
namely, manufacturing, commercial and servicegmgiinvolved in the EPZs have
more incentives than other firms in other sectdwscording to UNCTAD® these
firms will amongst other things get an exemptioonirthe VAT Act, be exempted
from paying stamp duties, will not be required #ywithholding tax on dividends
for both domestic and foreign investors for a peiod the first 10 years of operation,
after which they are expected to pay a 25% flat fat the next 10 years after that.
Other incentives include exemption from paymentwdtoms and excise taxes, and

less procedural requirements when establishingyalsaess.

3.5 Determinants of FDI in Kenya

Foreign Direct Investments mostly comes as a bumdleendowments such as
organizational and managerial skills, productiorchtelogy, marketing skills,

financial capital as well as broader market acdaéseugh the networks of the
multinational enterprises which are involved ingign direct investments. Contingent
to legal regulations, this resources and skillsl tendiffuse inside the local enterprises

in the host economy. The theory of determinantsFDi flows has developed

"°UNCTAD (2005) Investment Policy Review, Kenya. United Nations: New York and Geneva.
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substantially over time. Beginning with the neosleal approach, summarized by
MacDougaf®, other theories include Jorgensdfrsodel, the radical theories, the
relative competitive advantage approach, Hytemd the theory of industrial

organization, Agarwaf,

3.5.1 Domestic market size and its growth

There are several factors which are taken into iderstion when measuring the
market size. Market size and its growth are espgdimportant for FDI targeted at
supplying the local markét. The most important factor is the size of GDP ohya
To estimate the amount which can be put into coesunvestment and spending, it is
vital to know the amount of aggregate productioniclwhwill in turn indicate the
aggregate revenue of the economy. To be more gpatibut the market size of a
country, to some point the market size of the nmigimg countries is normally
considered. This will help in obtaining a betteeadof the total market size which

could be served through local production on thentgu®

Kenya’'s main partners in trade include EAC membauntries, United States of
America, the COMESA (common market for eastern sodthern Africa), United
Arab Emirates and the European Union and Japankihgaat the location where

Kenya is located, Kenya enjoys the geographicaclwimakes it suitably placed to

& MacDougal, D. (1960). “The benefits and costs of private investment from abroad: A theoretical
approach”. Economic Record 36: 13-55.

72 Jorgenson, D.W. (1963). “Capital Theory and Investment Behaviour”. American Economic Review,
Supplement 53 (2): 247-259.

73Hymer, S.(1976). The International Operation of National Firms: A Study of Foreign Direct
Investment. Cambridge: MIT Press.

74Agarwal, J.P. (1980). “Determinants of Foreign Direct Investment: A Survey”.
WeltwirtschaftlichesArchiv — Review of World Economics 116 (4): 739-773.

7 Kumar, Nagesh (1996). “Foreign Direct Investments and Technology Transfers in Development: A
Perspective on Recent Literature”. Institute for New Technologies (INTECH) Discussion
"®Bende-Nebede, A. (2002) “Foreign Direct Investments in Sub-Saharan Africa: A Co-Integration
Analysis”,Economics Bulletin, 6(4) pg 1-19
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become financial hub and transport in the regidns akes Kenya very attractive to
the investors who may be considering getting ime EAC market. Kenya's well
positioned to allow easy access to any investortajp into the East African

Community’s population.

3.5.2 Political Stability

Dupas and Robinséh maintain that there is close correlation betweeanemic
growth and political stability. This observation ynbe explained by the fact that
political unrest causes anxiety and uncertainty &edce increases the risk of
investments made by both local and foreign investdn most scenarios, civil unrest
is coupled by social unrest which also threateasstifety of the investors themselves.
During the 2007 general elections in Kenya, Kengd maintained an image of a
relatively stable country in Africa. This perceptibad created an ideal environment
for both tourists and investors. From independetikbe, country’s economy was
performing well and despite a few effects espegialthe electioneering periods, it

was seen as relatively stable.

Both political stability and economic developmemn¢ &wvo factors that have made
Kenya a good example for other African countriesagdong period. This changed in
the wake of the post-election violence in 2007 .ebters’ confidence in the country
was shuttered and this lead to massive capitahtfliigpm the country during that

particular time. As a result, this slowed down #e®nomic growth in the country.

Most investors will argue that political stabilgould be taken into consideration in
any country a firm will want to invest in. Futur@rest creates more anxiety among

investors.

""Dupas, P. & Robinson, J. (2011) “The (Hidden) Costs of Political Instability: Evidence from Kenya’s
2007 ElectionCrisis”.Department of Economics, University of California, Los Angeles.
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The other main risk considered when investing iy r@ation is criminal related risks.
By this | mean presence of criminal networks arniches carried out against investors
in the country. Laros&§ shows how crime can significantly add to the gaheost of
doing business in the country. The additional caests obtained from theft and
counter-theft preventive measures such as provisiagecurity and protection costs
for the investment activities. Foreign investors arore exposed to the risk of robbery
than the local investors. Kenya police is also leofactor considered by investors.
The police are ranked as the most corrupt institutn the country. This mean that
investors may at times be forced to part with tibeorder to secure any services
from the investors. Criminal gangs sometime colludl® the police officers who are
bribed not to take actions on the gangs. Given thatinals have the perception of
foreign investors’ wealthy status, there tendsdalhigh risk of robbery and violence

activities against them.

3.5.3 Macroeconomic Stability

Macroeconomic stability is another risk which ikdn into consideration by foreign
investors when they decide on where to put theiesiment. Inflation and exchange
rates are key issue for businesses involved wabetrbusinesses. The shilling in
Kenya had been perceived to be relatively stabdénagall the other currencies in the
last decade. Coming the year 2008 after the 208%gdection violence, the Kenyan
shilling plummeted by losing about 13 percent sfutlue against the U.S. Dollar.
After that crisis, Kenya become unstable politicadhich made foreign investors and
tourists who make up bulk of the foreign exchangeniegs in the country go to

relatively more stable neighboring countries. Ttesised the international demand

"8 arossi, G. (2009). “An assessment of the investment climate in Kenya.” The International Bank
forReconstruction and Development and The World Bank. Washington, USA.
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for the Kenyan shilling to drop. At present thellsty has managed to recover and
has regained its relative stability again. Wherestors see these kinds of fluctuations

often, they tend to feel insecure in the long run.

Investors who are involved in international bussesswill all be confronted by the
adverse effect of the exchange rates in a couiftnis is why investors will run a
chance of having their profits being affected assalt of exchange rates fluctuations.
The fluctuation of the shilling is a risk to invest since the shilling is linked to the
Dollar and Euro. This effect is then associatedhwlite eventual profits and costs of

firms. Generally, when the shilling drops propenyestments profits also drops.

Inflation is another significant economic risk te lmoked at. It can be defined as the
annual percentage change in consumer price. Ireaogomy that is well stable and
well-functioning, it is a normal occurrence andvitl be followed by an increase in
wages. This is important to maintain the purchagiager of a shilling. In Kenyan
context, a rise in wages may not be beneficiaha long term attraction of Foreign
Direct Investment. Since low wages combined witihhi educated workforce serves
as the right ingredient for the attraction of FBllow in a country. When the wages
rise too much, the country may lose it comparaadevantage and then investors
might be looking for alternative locations to in@®m the country. High inflation
also diminishes the attractiveness of a countrfoteign investors. This is because
businesses will not be attracted to invest in & higlation economy because it is
unlikely that the investments will be more profi@abn the future as a result of

increased costs.
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The other effect for inflation is the increasedtso®r the existing investors in the
country. This implies that prices of goods boughienya are likely to go up due to
the general inflatioA’Kenyan investors may witness low turnovers if theestors

who are located in different countries are ablen@intain low prices. In general, a
stable currency and exchange rate stands to bepefit the investors and the
economy. A stable currency helps the investorsuigbt for future costs and hence
make future investments more reliable in the cquofrinterest. A stable currency
improves the international stature of a country arakes it more attractive to future

investors.

3.5.4 Corruption

Corruption is dishonest or fraudulent conduct byppe in offices who engage in
bribery to gain their personal needs. Corruptiogates a lot of disturbances on the
investors in a country. The role of corruption iRIFbrings about a lot of distortions
by providing false information, pitfalls, and ultately increases uncertainty.
According to Laroséf, investors in Kenya complain that all procedurethi country
required money. The payments made are normallgl@dvinto two parts; the official
payments and the unofficial payments (bribes). Finablem does not only apply to
foreign investors in Kenya, but also affects thdigenous people as well. Most
investors have named the Kenya Revenue Authorith@snost corrupt, since they
often have to encounter their officials on a regblasis. Transparency International’s
Corruption Perception Index (2011) showed thathanyear 2010, Kenya scored 2.1

on a scale of 10. According to this scale, a cquwith a higher score is seen to be

"Inflation in this context means that the average cost per unit will increase because it is more
expensive to produce those goods or deliver the services. In such a case, the investors are forced to
factor in such costs in the final prices of the products.

8 arossi, G. (2009). “An assessment of the investment climate in Kenya.” The International Bank for
Reconstruction and Development and The World Bank. Washington, USA.

62



less corrupt, while a country like Kenya with véoy scores is perceived to be very
corrupt. The index also measures the extent ofuption, in terms of size and

frequency of the bribes in both private and pubdctors.

Public servants and employees of the governmentharenost bribed, accounting for
up to 99 Percent of all the bribes. These are #mesofficials that most foreign
investors have to deal with on a regular basis. §thdy also shows that the bribes
can range from Kshs 200 to Kshs 50,000. The gegerallusion is that corruption is
high and rampant in Kenya. This looks like a way lig¢ in the country thus

discouraging FDI inflows into the counffy

3.5.5 Infrastructure, labour and Technological Capdity

Investors driven with the motive of both resournd asset seeking in the country, the
availability of good infrastructure is of essendde structure and availability of
infrastructural network is a positive aspect fdrtla sectors in any country. There are
various overlaps between investment motives andtitmtal preferences. According
to the development of infrastructural network, giverlap is quite obvious. | will limit
the definition of infrastructure to mean railwaysads, communication network,
ports, airports and availability of electricity. #RUNCTAD?® Report describes the
infrastructural network in Kenya as fairly well ddoped than its neighboring regions.
The nation has a railway line which runs from thatpcity of Mombasa to the
Kenya/Ugandan border. It has three main internatiairport with the largest being

Jomo-Kenyatta International airport in Nairobi. Moasa port is the gateway to the

81Transparency International-Kenya (2011). A Call for Expression of Interest In A Survey Consultancy to
Map out Integrity Issues Surrounding Tax Administration And Other Fiscal Malpractises In Kenya.
#nited Nations (2005). “Investment Policy Review: Kenya.” United Nations Conference on Trade
andDevelopment.New York and Geneva.
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East African region for most of the shipping. Laakiat the communication network,
internet and telephone penetration is relatively.ldhere is 1 per 100 fixed line
phone connections and this is low but better ththers in the area. It is of essence to
know that the development of good infrastructunence be looked down upon. When
foreign investors plan to move to developing natitm take advantage of low labor
costs, they have to deal with disrupted servicak tagh transportation costs due to
inadequate infrastructure, they may opt not to m@argo transportation ought to be
reliable and fast since the speed of transportatitiroe a determinant of the vast life

of the product and the price it will be offerecth@ producer.

Kenya is particularly attractive due to its comhioa of low cost labor and relatively
highly educated workforce. The country has a hw®d force. The educational
system in the country has gone through some sigmifichanges and challenges over
the past years. Early of 1970s, the governmentamphted the Free Primary School
Education (FPE). The initiative has led to an iaseein primary school enrollment
rates®® However due to the global oil crisis in the 1980l the introduction of the
Structural Adjustment Programs by the IMF led tstart of cost sharing program
which saw a huge drop in the primary school enretfimnumbers. In 2003, the
government again started the FPE which provideel &iecess to education for every
child. Introduction of such programs means that tnkenyans can be able literate.
Another important aspect of the educational systerthat Kenya being a former
colony of the British makes English the native lamge and thereby easing the
communication barriers with the investing firms.cBaese of the high cost of tertiary

education a large part of the population does agtlaccess to the system. Presently

ENishimura, M. &Yamano, T. (2008).School Choice between Public and Private Primary Schools under
the FreePrimary Education Policy in Rural Kenya. GRIPS Policy Information Center: Discussion paper.
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the gross tertiary enrollment rates in the coumtry at 4 percent, this is still the
highest rate in EAC region when compared to othgional member countries who
both have enroliment rates of 2 percent and 1 péricethat order. Since most of
Kenyans possess these skills which are basic, kesthe arrangement with foreign

investors easier.

Higher education is often seen as an importanbfdotinvestment firms especially in
the services sector. This is as a result of thel@yeps needs to have the skills to
work with computers and also have organizationgleduvhich are the assets to the
investment firms in the services industry. The eneg of relatively new

technological advances becomes more attractivievestors>*

3.5.6 Trade Policy

Protection of the local market influences MNCs’ ideobetween exporting to that
market and producing in it, and the balance betwd2hand licensing as alternative
modes of production in the host courfi?yTariff barriers can encourage inward FDI
and might increase spillovers. In the long run, &eer, such protectionism may
reduce spillovers through slower economic growthl afower accumulation of
technical competen@é. Excessive trade liberalization in the country magluce
MNCs to export to that market instead of produdimgre. Import liberalization may
also however stimulate competition, thereby enaging foreign firms to transfer

technology to their affiliates in the liberal marke maintain competitivene&s.

¥Noorbakhsh, F, Paloni, A. & Youssef, A. (2001). “Human Capital and FDI Inflows to Developing
Countries: NewEmpirical Evidence.” World Development, Vol. 29:9, pp. 1593-1610.
& Kumar, Nagesh (1996). “Foreign Direct Investments and Technology Transfers in Development: A
Perspective on Recent Literature”. Institute for New Technologies (INTECH) Discussion
:iBIomstrém, M. and F. Sjoholm (1999). “Technology Transfer and Spillovers: Does Local

Ibid
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3.5.7 Investment or FDI Policy

FDI policy is the degree to which foreign ownersispconstrained and business
decisions of foreign investors are reguldté@hese policies determine the amount
and quality of FDI inflow into the country. To engage development of local firms,
restrictive FDI policies were pursued in Kenya. d@golicy in Kenya has favored
joint ventures over wholly owned subsidiaries ie thorld. Kenya’s Policies that
lower the risk of investment like minimal restrartis on equity ownership attracts
FDI inflows into the country. Foreign investors ferea country with transparent and
predictable FDI policies that prohibit discriminatareatment of foreign investors
and provide an open and competitive business emvient®® Liberalization of
investment restrictions may favour FDI over licemgsi Policies that discourage
inward FDI in any form like those that reduce peatdility of foreign investment will
reduce spillovers while those that require or enage MNCs to transfer technology

more quickly will enhance potential spillovefs.

3.5.7 Commitment to International Rules and Agreente

Anchoring domestic regimes to international rulesd aagreements, through
commitment and membership, reassures foreign iokestThe World Trade
Organization (WTO) and other international agreetmem investment and trade and

bilateral investment treaties (BITs) are particylamportant®*

* Ibid

8 Eglin, R. (2001). “Trade and Investment in the WTO”, Background Note for the Panel Discussion,
WTO Secretariat.

90Haddad, M. and A. Harrison (1993). “Are there Positive Spillovers from Direct Foreign Investment?”
Journal of Development Economics 42: 51-74.

*'Ethier, W.J. and J.R. Markusen (1991).“Multinational Firms, Technology Diffusion and Trade”.
Journal of International Economics 41: 1-28.
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3.5.8 Natural Resources

The availability of natural resources have in tlastgeen considered very important
factor in the attraction of FDI. This is due to tiheed by the developed economies of
Europe and North America to access and securélkelsmurces of minerals and raw
materials for their firms. Even if the importandenatural resources is not important
as such, it remains an important factor for inwiaxgestments in countries which have
abundant natural resources. The availability ofirstresources has been found to be
positively related to Foreign Direct Investmentew$ into developing countries
especially in Africa. Kolstad and Tondehrgue that regardless of other factors like
political stability, countries which are rich intngal resources are attracts more FDIs.
The mining industry in Kenya has not been tradalbna major recipient of FDIs.
Mining industry in Kenya is known for the produgtiof industrial minerals, mineral
fuels and metals. Some of the minerals found inyéeare gypsum, granite, and
limestone, gold, marble and iron ore. Over the pastyears, mining industry in the
Kenya has steadily reduced. This is attributedattk lof political interference, poor
policies set by the government and investment. Kehgs no significant natural

resource endowments apart from abundant wildlitetae rich agricultural land.

2kolsad, | and Tondel, L. (2002) “Social Development and Foreign Direct Investments in Developing
Countries”Chr. Michelsen Institute, Development Studies and Human Rights, Bergen
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CHAPTER FOUR: DATA ANALYSIS

4.1 Introduction

Literature concerning the main impediments to thewgh of foreign direct
investment inflows has been discussed in the pusvichapters. In chapter one,
statement of the problem was explained togethdr thi¢ objectives of this study and

the hypothesis was set. This chapter will presedirigs as found in the study.

4.2 Factors Impeding FDI inflows into Kenya
This section sought information about the main idipents towards the growth of
FDI inflows into Kenya. Results in this section aresented using the tables, figures,

means and standard deviations.

Respondents were asked to rate the extent to whatbrs that have impeded FDI
inflows into Kenya. Respondents were asked to useake of 1 to 5 where 1 is to a
very great extent and 5 is to no extent. Table pte&sents factors impeding FDI
inflows into Kenya

Table 4.1: Factors impeding FDI inflows into Kenya

Mean Std. Deviation
Political Instability 2.07 0.67992
Institutional constraints 2.56 0.74217
Kenyan FDI Investment Policy Framework 2.93 0.98097
Corruption 2.62 1.21331
Macroeconomic instability 2.51 1.02669
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High cost of living 2.05 0.88367

Poor Infrastructure 2.08 0.91824

Crime and theft 2.80 1.06175

Source: Research Data

4.2.1 Kenyan FDI Investment Policy Framework

Kenya has a framework in place that ensures FObw¥ into the country are

maximized. Investors consider different dimensioof the potential business
environment's legal framework before undertakingestment. Different researchers
like (Dupasquier and Osakwe, 2006) have drawnioslship between FDI inflows

and the following elements of regulatory frameworksoor governance and
inhospitable regulatory environments; several gpetiade and FDI policies like,

foreign ownership ceiling in sectors open for FRdlicy on repatriation of capital and
remittance of profit, government regulations anstrietions on equity and holdings
by foreigners. Majority of the respondents in tlisidy were in agreement that
Kenyan FDI Investment Policy Framework on a higteekhas impeded FDI inflows

into Kenya. This scored a mean score of 2.93. Cantktheft had a mean of 2.80.

4.2.2 Corruption

Corruption is another issue to be seen in relatmithe legal system. Corruption
hampers economic activity and economic developnerfenya. The presence of
excessive corruption and low transparency has egatfect on the inflow of FDI.

The findings from the study have shown that coipimpedes the inflow of FDI

into the country where this variable scored a nszame of 2.62.
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4.2.3 Political Instability

The effect of political stability on the inflow d¥DI is ambiguous. On a rigorous
essay entitled “Foreign Direct Investment and titertstate Military Conflict” done

by Li® showed that FDI flow and military conflict areviarsely related. Political

stability has been statistically a significant tacaffecting the inflow of FDI. This

study found out that Political Instability has indieel the inflow of FDI into the

country on a great extent having scoring a meanesgb?2.01 alongside with Poor
infrastructure which scored a mean score of 2.08&s indicated that Kenyan FDI

Investment Policy Framework has impeded greatly ifBdws into Kenya.

4.2.4 Macroeconomic factors

Economic growth and economic competitiveness haem lidentified as determining
factors for impeding FDI inflows to developing cates including Africa. There is
strong evidence that relative wealth significantiffects inward foreign direct
investment. Real income is a significant factored®ining the inflow of FDI into the
country. This factor is highly related to the madrkecession potential of a nation.
Most foreign investors do not consider the sizéhefmarket in making a decision to
invest in a country. Findings from the study indécahat macroeconomic factors
affect the flow of FDI into the country to a greadtent having scored a mean score of
2.51. Inflation rate is also a macroeconomic factbconsideration as it may tell a

story about economic stability of a country.

i, Hao. (2008). New Trend of FDI in the World and New Characteristics of Utilizing Foreign
Capital.Forum of WorldEconomy & Politics.No.1.
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In testing the hypothesis, the researcher usedqare statistics which is the test of
independence of categorical variables and thishiatwhe study required. Under chi-
square, if the p value is less than or equal %) ¢l®en you reject HO (null hypothesis)
The hypothesis under study:

Ho:  Macroeconomic instability, high cost of doing mess and the taxation

regime are disincentives to FDI growth in Kenya.

Chi-Square Tests Value Asymp. Sig. (2-sided)

Pearson Chi-Square 8.323 0.022

In this case the p value is 0.022. This valuess khan, so we reject 5 hypothesis
and accept the alternative hypothesis. That isyoeaonomic instability, high cost of

doing business and the taxation regime are distiva=nto FDI growth in Kenya.

4.3 Influences of FDI inflows into Kenya
Respondents were asked to rate the extent to wiaidbus criteria’s influences FDI
inflows into Kenya. Table 4.6 presents influenceBDI inflows into Kenya.

Table 4.2: Influences of FDI inflows into Kenya

Mean Std.
Deviation
Provision of tax and fiscal incentives and a strodg?2 0.759
investment promotion program
Creation of export processing zones 2.18 0.806
Availability of resources 2.48 1.026
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Availability of skilled labor 2.33 0.978
Size of domestic market 2.33 0.961
Trade openness 2.07 1.014
Low cost of doing business 1.44 0.646
Availability of infrastructure 1.83 0.969

Source: Research Data

4.3.1 Availability of resources

The availability of natural resources has been dotanbe positively related to Foreign
Direct Investments flows into developing countreespecially in Africa. Countries
which are rich in resource availability attract Fbflows into the country. In Kenya,
the study has found out that availability of resmsr influence the investment
decisions into the country. This is shown with samecore of 2.48 where majority of
the respondents were in agreement that availabiitgsources influence FDI inflows

into Kenya.

4.3.2 Size of Domestic Market

Domestic market characteristics expressed by thekehaize and the direction of
trade flows influence investing decisions in coig®r The market size emphasizes the
importance of a large market for efficient utiliwat of resources and exploitation of
economies of scale. A direct relationship is expedietween market size and inward

FDI.

The relationship between the host country tradenogss and FDI inflows appears to
be complex. The effect of trade openness on FDI lbanseen from the two

components of international trade, namely impod arport. From the export side,
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potential foreign investors may target those caestthat are export oriented as that
gives them access to foreign market in additioth® domestic market. It is also a
signal that there is a strong support for investimemgaged in export from most
countries hence higher export is expected to indtizke High imports by a country
indicate that there is demand that cannot be mébdat supply that calls for foreign

investors to take part.

From both import and export side, FDI inflow is poped to be positively affected by
total trade. In general, higher trade opennessatels better integration of a country
to the international market having a positive sigiwapotential foreign investor to

undertake investment. In Kenya, the study has shitvah size of domestic market
influences the investment decisions by investohss i shown with a mean score of
2.33.

Table 4.3: Factors influencing investors to invesh Kenya

Mean Std. Deviation
Develop products/services for gloha?.6066 0.84219
market
Access to skilled manpower 2.2623 0.91107
Foster proximity to existing 2.1639 0.66283
customer/supplier
major customer/supplier moved to Kenya 2.9836 13335
Diversify Existing product portfolio 2.2459 0.92477
Risk spreading 1.9836 1.00816

Source: Research Data
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Majority of the respondents were in agreement timgor customer/supplier moved to
Kenya influences the FDI inflow into Kenya. Thisosed a high score of 2.9836
followed by developing products/services for globwdrket which had a mean score
of 2.6066. Third was access to skilled manpowerctvigjot a mean score of 2.2623,
fourth was diversifying existing product portfolwith a mean score of 2.2459,
fostering proximity to existing customer/supplighich had a mean score of 2.1639
was fifth and last was risk spreading which scote@B36. This indicates that in
Kenya there is a potential market for products beeaf the wide customer base and

availability of suppliers.

Most of the investors who were interviewed stateak texpansion and diversity of
markets were the main influences that influenceemthto invest in Kenya. In
choosing the location within Kenya, majority of tiiwestors stated that market size
and cheap labour is what influences them to cheokecation within Kenya. Few
investors stated skilled labour, means of transjiketairports and natural resources

as the influences.

4.4 Political Stability and Good Governance

The political model involves variables of stricpplitical nature as well as variables
in which the political component is implicit butvestheless dominant. The presence
of a political system hospitable to foreign capitaterms of property rights and civil
liberties plays a favorable role for attracting FDhe host governments’ ethics also
impacts directly the inflow of FDI as widespreadvgmment financial corruption

imposes difficulties for the effective conduct afdiness. These variables with strict
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political nature are not entertained in this stadysuch due to problem with data

availability.

For this study, respondents were asked to ratextent to which political stability
and good governance encourage FDI inflows into léenlyigure 4.4 presents
influence of political stability and good governanc

Figure 4.2: Influence of Political Stability and Gaod Governance

70.00%
60.00%
50.00%
40.00%
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0.00%

-

Very great extent Great extent low extent

Source: Research Data

Majority of the respondents (93.5%) were in agregntbat political stability and
good governance influence FDI inflows into Kenya amgreat extent. A significant
minority (6.6%) felt that political stability andogd governance do not influence FDI
inflow into the country. This was subjected undgpdthesis test and it was found
that good governance and political stability reasgltin low levels of corruption,
insecurity and crime will result in an increaseFDI inflows into Kenya. Table 4.3

Presents influence of political stability and ga@mvernance hypothesis testing.
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Influence of Political Stability and Good Governarndypothesis Testing

Chi-Square Tests Value Asymp. Sig. (2-sided)

Pearson Chi-Square 8.323 0.028

In this case the p value is 0.028. This value &s léhan 0.05 so we rejecto H
hypothesis and accept the alternative hypothedmit Ts, Good governance and
political stability resulting in low levels of camption, insecurity and crime will result

in an increase in FDI inflows into Kenya.

4.5 Institutional Constraints

Respondents were asked the level at which theyagth the statement “institutional
constraints like delayed work permits and lengthugibess registration processes
discourages foreign investors in Kenya”. Figurepgrésents institutional constraints.

Figure 4.3: Institutional constraints

50.80%

23%
18%

8.20%

Strongly agree Agree Nuetral Disagree

Source: Research Data
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From the results, majority of the respondents 3.8greed with the statement. 18%
of the respondents were neutral and 8.2 of theoregnts disagreed. This indicates
that institutional constraints like delayed workrmpéds and lengthy business
registration processes are very important and dvergment should ensure that such
constraints are reduced. This section rejectedHhevhich stated that Institutional
constraints like delayed work permits and lengthgibess registration processes does
not discourage foreign investors in Kenya.

Institutional Constraints Hypothesis Testing

Chi-Square Tests Value Asymp. Sig. (2-sided)

Pearson Chi-Square 8.323 0.029

In this case the p value is 0.029. This value $s yam, so we reject bihypothesis
and accept the alternative hypothesis. That igjtiiienal constraints like delayed
work permits and lengthy business registration @sses discourages foreign

investors in Kenya.

4.6 Challenges for FDI in Kenya

In most developing countries, lack of infrastruettninders the development of FDI.
Inability to provide necessary land on time higbntributes to poor performance of
FDI in the Africa. The other important thing is tliecline of the cost of doing

business in the international market. But recetftiy situation is changing and many

FDI investors are involving in the Africa with plaae.
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This study sought to determine challenges thatérimDI inflows in Kenya. Table
4.12 presents challenges for FDI in Kenya.

Table 4.4: Challenges for FDI in Kenya

Mean Std. Deviation
Corruption 2.6885 0.78615
Finding partner and location in Kenya 2.8333 0.8668
Arranging finances for investment 2.9836 0.74144
Approval process 2.918 0.93622
Finding qualified personnel 3.082 0.80198
Difference in work culture 4 0.63246
Language problem 3.8852 0.98486

Source: Research Data

Majority of the respondents were in agreement tiifference in work culture
challenges the FDI in Kenya. This scored a meamesob 4. Language problem
scored a mean score of 3.8852 and finding qualpgmdonnel scored a mean score of
3.082. Approval process scored low having a meamesof 2.918 and arranging

finances for investment had a mean score of 2.9836.

The researcher interviewed the respondents abeuthallenging factors that caused
or continue to cause a problem for them in the stment process and operation in

Kenya. Majority of the respondents (6) stated |epgiork permit processing period
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as the major challenge. Other challenges aired hey investors are: Corruption
amongst government officials; poor infrastructunggh electricity costs; political
instability coupled with civil wars amongst somentuunities; macro-economic
instability; lack of skilled labour; volatile Kengashilling; insecurity in neighboring

countries like Somalia and the recent terroristckis.

Measures to improve FDI inflows into Kenya

Key measures that were recommended by the respnttat need to be taken to
improve FDI inflows into Kenya are: maintain patad stability to boost investors’
confidence; formulation of policies encouraging gomvestment environment;
shorten the process of business registration; iwgprinfrastructure; address
corruption; expedite issuance of work permits; digpi@eg and building of skilled

human capital; reduce electricity tariffs to reduoaest of production; marketing

Kenya as an investment destination; monitoringe@raluation of policies.

From the interview results about the recommendati@guired towards improving
the investment climate in Kenya, respondents stgmold governance should be
encouraged; lengthy work permit processing periedréduced; infrastructure be

improved and security be assured to achieve theedeSDI inflows in Kenya.
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CHAPTER FIVE: SUMMARY, CONCLUSIONS AND

RECOMMENDATIONS

5.1 Summary

The study summarized that Kenyan FDI Investmenici?dtramework which had a
mean score of 2.9344 and hence impeded to a hightethe FDI inflows into Kenya.
Political instability and poor infrastructure aefors that have considerably impeded
FDI inflows. The study further summarized that #aaility of resources influence
FDI inflows into Kenya. This has a mean score df784. Size of domestic market,
creation of export processing zones, low cost ahgldusiness and availability of

infrastructure scored a mean score of less th&2v9.3

The study also summarized that various factors ilegor customer/supplier moved
to Kenya and developing products/services for dlobarket as factors influencing
investors to invest in Kenya scored a mean scoreake than 2.6066. The study
further summarized that expansion and diversitynafkets were the main factors that
influenced investors’ decision to invest in Kenya.choosing the location within
Kenya, majority of the investors stated that markiee and cheap labour is what
influences them to choose a location within Kenlfaw investors stated skilled
labour, means of transport like airports and nattesources as factors to consider.
Majority of the respondents (4) did not use anyisaty institution/body in choosing

the location in Kenya.

Majority of the respondents (93.5%) were in agredmntbat political stability and
good governance influence FDI inflows into Kenyaaogreat extent. On the issue of

institutional constraints like delayed work permaisd lengthy business registration
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processes which discourage foreign investors inygemajority of the respondents
(73.8%) agreed with the statement. On the chalkeripat affect FDI in Kenya,
Majority of the respondents were in agreement tiifference in work culture
challenge the FDI in Kenya. Language problem scaredean score of 3.8852 and
finding qualified personnel scored a mean scor8.082. Approval process scored
low having a mean score of 2.918 and finding gigalipersonnel had a mean score of
2.9836. Amongst the factors listed by the investoosruption and poor infrastructure
scored high. The study summarized that, enhanciolgigal stability to boost
investors’ confidence, formulation of policies encaging a good investment
environment and shortening the process of busiregsstration and expediting the

processing of work permits would lead to an incegas=DI inflows into Kenya.

Finally the study summarized that Good governamcepmlitical stability resulting in

low levels of corruption, insecurity and crime widlsult in an increase in FDI inflows
into Kenya, Institutional constraints like delay@drk permits and lengthy business
registration processes discourage foreign invesitor&enya and Macroeconomic
instability, high cost of doing business and theat®n regime are disincentives to

FDI growth in Kenya.

5.2 Conclusions

The study concludes that Kenyan FDI Investmentdydframework, Crime and theft
and Corruption, political instability and poor iastructure and are the four major
factors that have impeded FDI inflows into Kenytaalso concluded that availability
of resources, size of domestic market, and creatibrexport processing zones

influence FDI inflows into Kenya. In influencingvastors to invest in Kenya, major
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customer/supplier moved to Kenya, develop prodsetsices for global market and
access to skilled manpower are the major influentles study further concluded that
investors were influenced by expansion and diversitmarkets. Investors indicated

that market size and cheap labour influenced tbeation within Kenya.

The study concluded that Good governance and gallistability resulting in low

levels of corruption, insecurity and crime will udtsin an increase in FDI inflows into
Kenya; Institutional constraints like delayed wopkermits and lengthy business
registration processes discourages foreign investorKenya and Macroeconomic
instability, high cost of doing business and theat®n regime are disincentives to

FDI growth in Kenya.

5.3 Recommendations

» The government of Kenya should divert a largeriporbf FDI to investment in
agriculture because about 70% of its population eddp on agriculture.
Agricultural trade liberalization is particularlgnportant and growth in agriculture
has a proportionate effect on economic growth.

 Aid donors and foreign investors should provide mmiework for the
implementation of aid funds. Foreign investment eamad does have an impact
when provided within a framework that acknowledtfesdrivers for broad based
growth. Well-targeted investment increases thetglof Kenya to maximize the
benefits of trade liberalization, improve the eomment for investment and
ensure that the poor have the ability to contriltachieving growth.

* The role of the government and public agenciesncoeraging FDI in Kenya is

largely missing. Very few firms seem to have cotegdahe government for any
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form of assistance. There appears to be a loséénkeen the government and its
related agencies with the foreign investors. Maseifjn investors perceive the
government to be unfriendly and hostile to theiergpions. There is need for a
greater government’s appreciation of the importasfdeDI through provision for
an avenue for interaction in order to address teicerns.

The study found that high cost of doing businespeides FDI inflows into the
country. Consequently therefore, the study reconmuwetimat the government
should aim at bringing down the energy costs bgribzing the energy sector and
improving infrastructural development especiallyadoand rail transport in the
country.

Lastly, political stability and good governancelwilay a major role in increasing
FDI inflows into Kenya. Hence, the study recommetiost good governance
practices be embraced and political stability witienya and the horn of Africa

be prioritized.
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APPENDIXES

Appendix One: Questionnaire.

SECTION ONE: DEMOGRAPHIC INFORMATION

1. Gender Male [ ]

Female [ ]

2. Age bracket (Tick whichever appropriate)

Lessthan 20 Years [ ]

21 — 30 years [ ]
31 - 40 years [ ]
41 - 50 years [ ]

More than 51 years [ ]

3. Marital Status Single [ ]

Married [ ]

4. For how long have you served in the organization?

Less than 2 years

2 -5 years

6 — 10 years

11 years and more
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5. What is your highest level of education?

Certificate

Diploma

Higher Diploma

Bachelors

Masters

PhD

SECTION B: IMPEDIMENTS TOWARDS THE GROWTH OF FDI

6. Various factors have impeded foreign direct investminflows into Kenya.
To what extent have they impeded FDI inflows? Useale of 1 to 5 where 1

is to a very great extent and 5 is to no extent.

Political  uncertainty and bad

governance

Institutional ~ constraints  (lengthy
processes of business registration and

acquisition of work permits)
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Kenyan FDI investment policy

framework

Corruption

Macroeconomic Instability (Taxation,

inflation etc)

High cost of doing business
(requirements associated with entry
and exit, Labour regulations, access to

credit and government bureaucracy)

Poor infrastructure (transportation),
telecommunication and electricity

costs)

Crime and theft

7. According to your knowledge? To what extent do tbBowing criteria
influence FDlinflows into Kenya? Use a scale ofol5twhere 1 is to a very

great extent and 5 is to no extent.

Provision of tax and fiscal incentives
and a strong investment promotipn

program
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Creation of export processing zores

(EPZs)

Availability of resources

Availability of skilled labor

Size of domestic market

Trade openness

Low cost of doing business

Availability of infrastructure

(transportation and telecommunication)

8. To what degree do the following factors influenceestors on the investment

decision to Kenya?

Very Highly | Moderate| Low Not
highly relevant relevant| at all
relevant

Develop products/services for

Kenyan market
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Develop product/services for

global market

Access to skilled manpower

Foster proximity to existing

customers/suppliers

Major customer/supplier moved

to Kenya

Diversify the existing produgt

portfolio

Risk spreading (e.g. exchange-

rate hedging)

9. To your knowledge, to what extent does politicahbdity and good
governance encourage FDI inflows into Kenya?

Very great extent [ ]

Great extent [ ]
Moderate [ ]
Low extent [ ]
Not at all [ ]
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10. Institutional constraints like delayed work permi@sd lengthy business
registration processes discourages foreign investoiKenya. What is your

level of agreement on this statement?

Strongly agree [ ]
Agree [ ]
Neutral [ ]
Disagree [ ]

Strongly disagree [ ]

SECTION C: CHALLENGES FOR FDI IN KENYA

11.According to your knowledge, to what extent do fo#owing challenges
affect foreign investors in the investment procasd operation in Kenya? Use

a scale of 1 to 5 where 1 is to a very great exdadt5 is to no extent.

Corruption

Finding partner and location in Kenya

Arranging finances for investment

Approval process for FDI in Kenya

Finding qualified personnel

Difference in work culture

Language problem
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12.According to you? What are the measures that aegleteto improve FDI

inflows into the country?
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Appendix Two: Interview Questions

SECTION A: GENERAL INFORMATION ABOUT YOUR FIRM IN K ENYA

SECTION B: FOREIGN DIRECT INVESTMENT INTO KENYA

5. What influenced the investment decision to Kenya?
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. What influenced the location decision within Kenya?

. Did you take help of any advisory institutions bies in selecting partner and

location in Kenya? If yes kindly specify the adwigmstitution / body

. What are some of the challenging factors that chwsecontinue to cause a

problem for you in the investment process and djmeran Kenya?

. Do you plan to make further investments in Keny@hiw next 2-3 years)? If

yes, in which operations do you plan to investtfer?

10.What recommendations would you make towards impigpvthe investment

climate in Kenya?
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