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ABSTRACT

The study aims to look at the nature and effectdnohigration laws on foreign direct
investment in Kenya covering the period 1990-20h2the context of Kenya’'s regulatory
environment and investor permits issued by the Ilgnation Department in particular in the
period year1990-2012. The study presents FDI tremds€enya, using official government
data from immigration department of Kenya, the KNB&d the World Bank. To add on the
official data, the study also discusses investormpe as issued by the Immigration
Department of Kenya; it gives an overview on rejoles on Immigration processes in
investor permits issuance, provides comparativéysisaof laws in effect and amendments
introduced. It gives statistical data on the annaéstor permits issued annually as well as
some key points of the Kenyan immigration lawstle@endments and regulations the study
is guided by the following objectives; To establiihe state of legal and regulatory
framework for FDI in Kenya, To determine how imn@gon laws impacts on Kenya’s
economic development and To examine the trendobfirFKenya, the study has been done
on the Kenya Immigration department and among gmesis who have invested in the
country. Data have been collected through Questioes, books and Documentary Review
and reports. Questionnaires were open-ended qasstidich allowed individuals to express
their views concerning Immigration laws and FDI Kenya. Thus both qualitative and
guantitative methods have been collectively empmloyethe process of collecting data and
information required in this research. The analysfisdata has been done on tables and
graphs. The study finding shows that Immigratiomdahould be reviewed from time to time
to keep in tab with the globalizing world. Also tsady notes that such infrastructure as
Roads, Airports and Railways need significant improent for attracting more Foreign
Direct Investments in Kenya. Indeed it is importamteview incentives granted to Investors
from time to time in order to make sure that thegve the intended objectives. Plus all the
institutions involved in the FDI process should kwtwogether to create and have a common
ground on foreign investments.
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CHAPTER ONE

1.0Introduction
The project aims to look at the effects of immigmatlaws in Kenya on foreign direct
investment on the period 1990- 2012. This will shtmw the amendments on the

immigration laws have impacted on the trend of FDKenya.

According to WTO foreign direct investmeEDI) around the world has dramatically
increased in the last two decatle8s a consequence, many countries have enactéd the
foreign investment rules with the purpose of attracforeign investment to their territories.
For Kenya and other developing countries, attrgc#ibl has been a key aspect of its
outward-oriented development strategy, as investnsewonsidered a crucial element for
output growth and employment generafiofihe last decade of the 20th century saw major
shifts in the size and composition of cross-bowdgrital flows into developing countries. The
Kenyan immigration law plays a crucial role in tfaeilitation of entry and operations of
foreign direct investment. The amendment of theyaanconstitution also led to changes in
the immigration act which was subdivided into thenka citizenship and immigration at
2011, the Kenya citizens and foreign national mansnt service act 2011 both spells out
new immigration operations shows how migration g@eB can be translated into more or less
restrictive regulatory frameworks comprising of imgnation laws for the entry, residence
and employment of foreigners. In comparison witheoteast African countries; Kenya’'s
FDIs dropped by 27.04 per cent to $259 million fr&865 million. While Uganda’s FDI

jumped by 92.51 per cent to $1.721 billion from &8%illion in 2011, while Tanzania

1 WTO Secretariat, Trade and Foreign Direct Invesiniannual Report), 1 (Oct. 9, 1996).

2 Kayonga, George William (2008). A Comparative stadyforeign direct investment policy in
Eastern Africa: The case of Rwanda and Tanzani@0t2006). Thesis (M.A.) - University of
Nairobi.



attracted $1.706 billion in 2012, a 38.81 per dentease from the previous year's $1.229
billion. Rwanda’s rose by 50.94 per cent to $160iom last year from $106 million, while
Burundi, which lagged the five East African couedti attracted $1 million, a 66.67 per cent

decrease from $3 million in 2011". This is accogitn the World Bank report 2012.

The drop in Kenya’'s FDI inflows means there will tver new jobs as the freeze in
corporate hiring continues. New capital is expectedcreate new jobs and help the
government reverse the high unemployment rate estomat about 50 per cent, meaning half
of the people are unable to find work despite thaifingness and ability. Unemployed
youth, for instance, have been blamed for the clra@908 after the disputed elections and
are seen as a threat to future social stabilityeiga direct investment is critical to country’s
development, especially in times of economic cridtisbrings new and more committed
capital, introduces new technologies and managestgless, helps create jobs, and stimulates
competition to bring down local prices and imprgaople’s access to goods and services.
With few people in employment, demand for goods aadvices also slows down, thus

limiting business growth.

Countries need effective regulatory mechanism taldte to benefit from FDI. The success of
the Newly Industrialized Economies (NIEs) is oftased as model of other developing
countries. The experience of these countries itiqudar Singapore, Taiwan, Hong Kong

shows that a mix of regulation and openness torkBy become more beneficial to the host
country. The same position is believed to be appleto most of other developing countries.

This is because FDI is believed to be able to doumie to growth and development through



injection of capital, introduction of new and beang&d technology, creation of employment

opportunities and market access necessary forisedtdevelopmerit

1.1 Statement of the Research Problem

There is always a clear interaction between the &Ml the legal regulatory framework that
exists in a country. The laws dictate the kind Dl Ehat will be established in a country and
also their operations.

Foreign investors in Kenya have tended to makdivelst small investments but they are
numerous and established across a wide variety eotoss. They have contributed
significantly to some of the more dynamic sectarthe economy, including horticulture, and
to export diversification this is according to WbBank report, 2004).

The institutions and investment authorities arey werportant in determining the kind of FDI

a country will have; in Kenya they are weak, fragbeel and uncoordinated leading to

diminishing of FDI in Kenya

At the entry stage, a host country's administraéigency screens the FDI proposal based on
the proposal's general suitability to the host'setigment objectives and the level or
likelihood of its expected benefits. The host magtrict entry to those investments that
satisfy certain government objectives, such astilmgan a particular region of the country,
engaging in a particular high-priority sector, andertaking a particular type of direct
investment, such as a joint venture with local pens. The host government denies entry to

proposals that do not satisfy the government'sreait

% Pradhan J, Foreign Direct Investment and Econd@riowth in Developing Countrieshsian Economic
Review45.2 pp 197-217
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If, however, the host government determines tha proposal contributes to the

government's development goals it may, at thisestagpose certain operational restrictions
on the direct investment before allowing entry. Thege of operational restrictions, also
known as performance requirements, is broad, amdhbice of restriction imposed depends
upon the particular objectives of the host counigmmon operational restrictions include:
local content restrictions, trade balancing requests, export performance requirements,
limitations on imports, foreign exchange and reamite restrictions, minimum local equity

restrictions, technology transfer requirementsaloemployment requirements, personnel

entry restrictions, and product licensing requiratae

There are several reasons why Kenya cannot comipetmably when compared to
investment opportunities within developed countaed in many other developing countries
of the world. Many countries in Africa, Kenya inded are known to suffer from
inadequacies of their regulatory and administragireectices with respect to the treatment of
foreign investors and the protection of their inwesnts which greatly diminishes the

attractiveness of these nations for receiving inognDI.

In Kenya the Immigration legal framework is inefiot and ineffective, has excessive
bureaucracy slowing the pace of FDI in Kenya. Thiereno clear collaboration legal
framework for example between Kenivest and Immigratdepartment on the authorized
FDI, leading to a disconnect and poor update afdweups on the operations of FDI in
Kenya.

Kenya has had a long history with foreign firmsthe 1970s it was one of the most favored
destinations for FDI in East Africa. However ovee tyears, Kenya lost its appeal to foreign

firms a phenomenon that has continued to the pte$ae level of FDI in Kenya has been



low and stagnant over the past couple of yearsaaiidbelow Kenya's potential. There has
also been a worrying trend of foreign investors mgwut of Kenya and gravitating to other
countries. It is therefore, against this backdrogt this study seeks to fill in this gap by
establishing the nature and the effectsnaiigrationrestrictionson FDI in Kenya which

includes regular review of the Immigration lawsctipe with the globalizing world as very

few studies, if any, have been done.

1.2 General Objective
The general objective of this study is to establish nature and effects of immigration laws

on foreign direct investment in Kenya.

1.3 Specific Objectives
I.  To establish the state of legal and regulatory &éaork for FDI in Kenya.
li.  To determine how immigration laws impacts on Kesyaonomic development.

iii.  To examine the trends of FDI in Kenya

1.4 Literature Review

Introduction

This section is organized into the following sulpits: legal and regulatory framework on
FDI; the nature and functions of immigration lamsKenya; foreign direct investment, the
various forms of foreign direct investment, foreigimect investment in Kenya. The last
section examines how foreign investors are tredigtilighting the fiscal incentives and

attraction of foreign investments.



1.4.1 Legal and regulatory framework on FDI

Kenya has during the past decade begun liberaliringstment policies to establish a
hospitable regulatory framework for FDI by relaxinges regarding market entry and foreign
ownership, improving the standards of treatmenotiasd to foreign firms and improving the
functioning of markefs Cunningham further notes that these core polieies important
because FDI will simply not take place where itasbidden or strongly impeded. However,
Cunningham argues that changes in policies havasgmmetric effect on the location of
FDI, i.e. changes in the direction of greater o=snallow firms to establish themselves in
the direction of less openness (e.g. nationalinatioclosure to entry) will ensure a reduction

in FDI.

Banga hypothesizes that various forms of restnstibave been applied to FDI in host
countries in the pre-liberalized era, the naturevhich either attracts or deters FDBanga
further explain that these restrictions relate donesion and establishment, ownership and
control, and other operational measures. Accortiinganga, admission and establishment
restrictions include closing certain sectors, itdes or activities of FDI; screening,
authorization and registration of investment; andimum capital requirements. Ownership
and control restrictions according to Banga existarious forms, for example allowing only
a fixed percentage of foreign-owned capital in atemprise; compulsory joint ventures;
mandatory transfer of ownership to local privaten8, usually over a period of time; and

restrictions on reimbursement of capital upon ligtiorf.

* Cunningham, W. 2000. Localization of IndustBzonomic Journal12:501-506.
® Banga, R. 2003mpact of Government Policies and Investment Ages¢son FDI flows

India; Habitat Centre.
8 ibid



According to Rachel MeCulloch host country investineneasures fall into two general
categories: entry restrictions and operational irequents. Rachel MeCulloch explains that
the host countries usually impose both types dfiocti®ns on an investment at entry. In this
way, Rachel notes that hosts can condition entrghenacceptance of specific operational

requirement

Kenya Investment Authority (Ken Invest) is a statytbody established in 2004 through an
Act of parliament. It is responsible for promotimyestment, facilitate the implementation of
new projects, providing after care services forsgmg investments in Kenya, as well as
organizing investment promotion activities bothdlbg and internationally. Kenya has had a
long history with foreign companies. In the 1970&as one of most favored destinations for
FDI in East Africa. However over the years, Kenystlits appeal to foreign firms a

phenomenon that has continued to the present.fdtded Kenya in 2008 to launch vision

2030 where it hopes to achieve global competitigseraad prosperity of the nation

According to Robertson policies towards liberaii@atof international capital flows have
been subject to considerable controvér&obertson explains that this is because fredatapi
movements raise concerns about loss of nationatremnty and other possible adverse
consequences. Robertson argues that foreign dmeedtment, even more than other types of
capital flows, has historically given rise to sumncerns; since it may involve a controlling
stake by large multinational corporations over Wwhilomestic authorities, it is feared, have
little power. Kenya has performed below expectatidne to lack of coordination between

various institutions involved with FDI, little attéon has been given on the importance of

" ROBERTSON, D. (2002), “Multilateral Investment Rsifein Bora, B. (ed.}oreign Direct
Investment: Research IssuBgutledge, London.
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proper linkages and regular review of immigratiaws$ in Kenya to keep in tab with the

globalizing world.

According to Sornarajah most developing countroekay subscribe to the view that in spite
of the potential negative effects of FDI on hostioy economies, the potential economic
benefits of FDI render the investment desirableloa as the potential FDI costs are
controlled and the FDI is "properly harnes8eflo this end, Sornarajah explains that
developing countries subject inward FDI to variemgestment measures and performance
requirements. According to Rachel MeCulloch theBe freasures are important elements
of host country economic and industrial policy,hast countries design them to minimize
the potential costs of the investment and to irttsgthe investment with development goals'
to achieve certain standards of developrhé®achel MeCulloch explains that by giving the
host country a greater scope of control over theestment; help ensure "credible
commitments" by the foreign investors in terms bé tpromised benefits to the host
economy. In contrast, the foreign investors maywiest country investment measures as a

quid pro qudfor the right to inved?f.

According to a World Bank Report, “even after entfgreign firms could face certain
restrictions on their operations, such as employmeih foreign key personnel and
performance requirements, such as sourcing or looatent requirements, and export

targets™’.this leaves the Immigration Department with théychf doing a follow up in order

8 M. SORNARAJAH, THE INTERNATIONAL LAW ON FOREIGN INEMENT 4-8 (1994) (offering a
succinct exposition on the various definitions arfeign direct investment and distinguishing it frother forms
of investment).

° Rachel MeCulloch, Investment Policies in the GAT'B, WORLD ECON. 541, 545 (1990) (noting various
types of national investment policies).

©ibid

1 World Bank Report. 20035lobal Economic Prospects and Developing Counti#ashington, DC: Global
Opportunities.

8



to establish whether what they approved is whakiag done. Owing to the enforcement of
trade-related investment measures (TRIMS), manyheke restrictions have now been
withdrawn and the types of restrictions relating=fdl have been greatly relaxed in a large
number of countries. The World Bank Report explaireg many of these restrictions now do
not require investment approvals or licensing ekéepfew sectors that are closed to FDI
(mainly for security reasons). The impact of thmogal of some restrictions according to the
World Bank Report has a positive effect on attrag#DI and hence causes a higher flow of

FDI into an economy.

1.4.2 Substantive Laws and Regulatory Frameworks Rated To Foreign Direct
Investment in Kenya

Larossi notes that among the countries in Sub-&ahairica covered by the investing across
sectors indicators, Kenya restricts foreign owni@rsim more sectors than most other
economies. According to Larossi laws and regulationKenya have been put in place to
provide a legal framework conducive to the funatignof a market economy. They include
laws dealing with capital markets, mining investisefarming, telecommunication, banking
and financial institutions, land ownership, taxafiforeign exchange, petroleum exploration
and development, and export-processing zones. siarages that a number of practical
regulations liberalizing conduct of business anduoing red tape have been introduced in

Kenya.

2 ibid



According to Aswani, 2012 “Migration policies care kdefined as those government
interventions that regulate the arrival or departofrforeigners according to their nationality,
purpose of their arrival and duration of their ldy The migration policies include those

governing emigration, migration, seasonal Migratmoal refugees.

Aswani further notes that the policies can be tedad into more or less restrictive regulatory
frameworks comprising of immigration laws for thetry, residence and employment of
foreigners. The migration policies mainly seekitoit access of employment to foreigners
while promoting employment of nationals. This makdsard for non-nationals to access the
labour market within the territories or even chajmes once the contract has expired since
the re-employment of foreigners will be dependanpermits they are in possession of. The
Kenya Citizenship and Immigration Regulations 2@ahe into force on the 15th of June,
2012 and are made pursuant to the Kenya Citizersstddmmigration Act 2011 which came
into force on 30th August 2011. Amongst other tBinthe Regulations brought in higher
fees, employer compliance inspections, re-clasbkiéatry/work permits, and scrapped the
business visa. Foreigners who want own, or runsnikess in Kenya, need to have a work
permit from the Ministry of Immigration or risk degation. There are generally two types of
permits that foreigners would apply for: a Claspétmit or a Class A permits. The type of
permit applied for depends on whether the foreigm#lr be an owner of the business or
simply an employee; this acts as identification givés status to that particular individual.
The Authority precedes to issues an investmentficate, which allows the holder a legal
entitlement to certain licenses. A certificate leslds also entitled to three entry work permits

for Management and technical staff, as well asetiotbers for owners, shareholders, partners

13 Kenya citizenship and foreign regulation acts¥6gl7
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and dependants. Both are for an initial, but rereyawo-year period. Capital repatriation
and remittance of dividends and interests are gueed to foreign investors under the IPA.
Other conditions that may be considered includetidresuch investment will achieve any of
the following: technology transfer; increase ineign exchange, either through exports or
import substitution; use of domestic raw materialgpplies and services; value addition in
the processing of local, natural and agricultuedources; and the utilization, promotion,
development and implementation of ICT and any otfaetors the Authority considers

beneficial to Kenya.

The Investment Promotion Act, 2004, currently jideg an allowance for six key personnel
but the Minister of Immigration is required to sigach permit approval and there are no
published procedures and criteria for approval. fapping and inconsistent regulations
contribute to making the process cumbersome. Famele, foreigners are not allowed to
open a bank account without a work permit but tweyallowed to get a work permit without

a bank account.

1.4.3 Foreign Direct Investment (FDI)

Buckley defines foreign direct investment as a tesed to denote the acquisition abroad of
physical assets, such as plant and equipment, apérational control ultimately residing
with the parent company in the home couttryAccording to Buckley FDI may take
different forms such as the establishment of net@rpnses in an overseas country either as a
subsidiary or branch, the expansion of overseaschrar subsidiary and the acquisition of

overseas business enterprise or its assets. Buekielpins that FDI differs from foreign

4 The Kenya citizenship and immigration act 2011rifes issuance regulation p.g 16)
15 Buckley, J. Peter, Jeremy Clegg, and Chengqi W2802). “The impact of inward FDI on the performance
of China’s manufacturing firmsJournal of International Business Studi&8(4), pp. 637-655.
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portfolio investment where a stake is taken in aergeas business without operational
control, but with the view to acquiring an investihencome stream through dividends,
capital gains and so on. FDI is furthermore, defias a situation where a foreign company
create a subsidiary to provide goods and servitlegs a firm undertakes FDI in a foreign
market if it possesses an ownership advantagetbedocal competitors. The ownership of
the foreign investment usually remains in the itimgs (home) country. According to
Buckley FDI represents the primary means of tranefeprivate capital (i.e. physical or
financial), technology personnel and access tdthad names and marketing advantage.
While according to Sornarajah FDI occurs when thera transfer of tangible or intangible
assets from a natural person or a company whoseritgayf shares are directly or indirectly
held by natural persons of foreign nationalitypiathost country with the specific purpose of
use in that country to generate wealth under tke tw partial control of the owner of the

assetg®

FDI is the act of purchasing an asset and at three 4ame acquiring control of it. Control by
the latter is understood as the acquisition of gniBcant degree of influence over the
decision making of the direct investment entityeTdoncept of control as a determinant of
FDI can be found in the definitions found in thanreworks of the International Monetary
Fund (IMF) and the Organization of Economic Coofierafor Development (OECDY.
Their definitions are the most commonly used gungsl. The IMF defines the concept in its

Balance of payments Manual as; “Direct investmentthe category of international

6 Sornarajah, M, (2004). The International Law omefgn Investment, Cambridge University Press,
Cambridge, pp 4.

! Organisation for Economic Co-Operation and Develept, OECD (1996), Detailed Benchmark Definition
of Foreign Direct Investment, 3(1), 7-10.
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investment that reflects the objective of a redideniity in one economy obtaining a lasting

interest in an enterprise resident in another eyfid®

The lasting interest implies the existence of aglaerm relationship between the direct
investor and the enterprise with a significant éegof influence by the investor on the
management of the enterprise. According to the tiléct investment comprises not only the
initial transactions establishing the relationshgiween the investor and the enterprise but
also all subsequent transactions between them amoha@ affiliated enterprises; both

incorporated and unincorporat&d.

The OECD, in the guidelines contained in its dethibenchmark definition of foreign direct
investment, applies a definition with a slightlyfdrent formulation though with exactly the
same components: according to OECD a lasting isitelhy a resident entity in one’s
economy is an entity located in a host economy,clwhs considered to exist when two
interdependent and interrelated situations are eptesthe existence of a long-term
relationship between the direct investor and thaallentity and a significant degree of
influence on the management of the local entitye &htity in the home country according to
OECD can be referred to as the direct investortaadne in the host country as the direct
investment entity’

The United Nations Statistics Division defines Fd3linvestments made to acquire a lasting
management interest in an enterprise operatingdauatry other than that of the investor,

according to United Nations Statistics Division thgestor’'s purpose is to be an effective

18 International Monetary Fund, IMF (1993). Balandg@ayment Manual, Fifth edition, Washington D.Cagp
86.

19 International Monetary Fund, IMF (1993). Balandgayment Manual, Fifth edition, Washington D.Cagp
86.

% Organisation for Economic Co-Operation and Develept, OECD (1996), Detailed Benchmark Definition
of Foreign Direct Investment, 3(1), 7-10.

13



voice in the management of the enterpfisS©@ECD highlights that absolute control by the
foreign direct investor is not required and thatshtould be considered enough that the
investor’s transaction enables him to participateriinfluence, the management of the direct
investment entity, and considers those conditiondemced by an ownership of at least 10

percent.

1.4.4 Forms of foreign direct investment

FDI can take various forms. A distinction can bedm&etween Greenfield investments,
mergers and acquisitions (M&A), reinvestment of ngags and other kinds of direct
investment capital inflow& However the main forms that FDI takes are Gre&hfie

investments and international mergers and acquisitiM & A).

Green field FDI: The category of Greenfield FDéfers to an investment in new assets,

the creation of an entirely new business entitye Tonstruction of a factory in the host
country would for example be qualified as a Gredddfinvestment. Greenfiel@DI can be
opposed to an investment in an already existinghbas entity which only results in a change
of the ownership of that entity;e., a merger or other kind of acquisition. Greenfield
investments constitute the major part of FDI tratisas in developing countries.

Mergers and Acquisition: M&A in FDI can be defined as an investment by which a foreign
investor acquires existing assets in the host engifd The concept of outbound&A is
used when the operation involves a national buyeranon-local target, whereas inbound

M&A refers to the reverse situation. This form of Fbpredominant in developed countries.

L UN STATISTICS (http://unstats.un.org/unsd/cdb/adibt_xrxx.asp?def_code=400).

2 Jean-Yves Ph. L. Steyt 2006. Comparative ForeignedD Investment Law. Determinants of the Legal
Framework and the

Level of openness and attractiveness of host ecmsofage 28.

%3 C CALDERON, Cesar; LOAYZA, Norman and SERVEN, LuBreenfield Foreign Direct Investment and
Mergers and Acquisitions: Feedback and Macroecondffects, Policy Research Working Paper, Worldhank
no. WPS 3192, 2 (http://www-wds.worldbank.org).
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1.4.5 Foreign direct investment in Kenya

Kenya is a relatively big country with a total laatea of 580,400km square. Its location is
strategic within East Africa and has a populatiérapproximately 40 million people. The
country is well endowed with a broad range of ratvesources, flora and fauna and arable
land. Foreign investment has been of consideragtefisance in financing development in
Kenya not only in the manufacturing but also in phienary and tertiary sectors.

Kenya government encourages investment ,From dgnieuto mining to tourism to energy,
investment opportunities abound. With the aim ofnkasing this potential to promote
economic growth and development in Kenya, the gowent has set various regulations to

attract Investment and Industrial Development.

The regulations seek to, rationalize investmenta@s as harmonize investment incentives
with a view to promoting foreign investmenrithe doctrine of state sovereignty which is a
basic principle of international law in the contexfforeign investment means that a state can
decide at its discretion how to regulate foreigrestment and how to treat foreign investors.
Consequently, the government can freely decide lveindd establish a liberal and hospitable
FDI climate or not. It can prohibit the entry ofréogn investment; establish barriers,
conditions, restrictions or limits on FDI inflowSornarajah stresses that the power of
exclusion implies the power to admit condition&llyStates can freely decide whether their
system should discriminate foreign investors comgato their local counter parts, or
whether foreign investors from certain countriesudtl be treated differently than those of

others.

% Sornarajah, M, (2004). The International Law orrefgn Investment, Cambridge University Press,
Cambridge, pp 4.
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Thus, Kenya has its own foreign direct investmamtd despite the existence of international
and regional legal frameworks. Their FDI laws amemost instances similar and in some
cases; countries have adopted the same internbinmtiaiment on settlement of investment
disputes. The pertinent elements in the laws caadly be regrouped into four categories of
provisions: the rule that apply to the entry of FEHose applying to the treatment and
protection of foreign settlement of investment digs. On the basis of these four categories
of rules common to all foreign investment legislatiKenya, the following broad areas will
be discussed: the types of entry procedures thabeancountered, the exclusion of certain
sectors of the economy from FDI and the underlymigpnales for such carve-outs, foreign
ownership restrictions; entry conditions and perfance requirements, employment of
locals, minimum capital, local content and exparotgs; the treatment of foreign investors;
legal protection and guarantees including the issuexpropriation; financial and other
incentives to attract foreign direct investors; tlegime applicable to the settlement of

disputes between foreign direct investors and tst 8tates.

The national provisions governing the entry anél@sghment of foreign direct investments
are essential characteristics of a host countrgigestment system. As noted on, the
application of the doctrine of state sovereigntythe issue of FDI means that a State can
decide at its discretion to exclude or restrictefgn investment and consequently also to
admit conditionally. At the occasion of the entfyF®I, the foreign investor has to opt for a

particular business structure.

The FDI entry procedures can be broadly dividetiim categories; notification and approval
procedures. The concept of an FDI notification exysis used as meaning that the foreign

direct investor has the obligation to declare thestment transaction to the administrative
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authority designated by the national law for thpegposes. Kenya Investment Authorifyis

the administrative authorities for foreign direct@stment in Kenya.

On the other hand, in an approval and screeningsyshe foreign investor cannot proceed
with his projected FDI transaction before havingamted administrative approval. The
evidence of compliance with the different entry dackign investment requirement is the
licence, Certificate of Registration and Investme@attificate issued by the administrative

authorities of the different partner Staf@s.

After the disappointing period of the 1990s, Kemgaumed the path to rapid economic
growth in 2002 through the implementation of th@m@mic Recovery Strategy Paper which
was replaced by vision 2030 after it expired in 20During this period the government
embarked on establishment of free trade zonesthkeExport Processing Zones (EPZ),
improvement of business climate, infrastructured alevelopment of incentives among
initiatives. These efforts are aimed at buildingnamentum that can sustain economic
growth and promote development. At the centre es¢hefforts is a commitment to attract

foreign direct investment which was hoped wouldsass the industrialization process.

1.4.6 Treatment of Foreign Investors

National Treatment is the commitment by a coundrjréat foreign investors and investments
no less favorably than domestic investors and tmvests. It is a core principle through

which Free Trade Agreement (FTA) parties seeklterdlize investment flows. The granting

of national treatment to investors in the pre dithiment phase is important because it

determine the level of liberalization. In the OECDraft Multilateral Agreement on

% Section 14 of The Investment Promotion Act , 2004
% |ssued by Kenya Investment Authority under sectiaf The Investment Promotion Act, 2004
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Investment of April 24 1998 it has been stated that the host country hasbhgation to
treat foreign investors and their investments i@ $me manner the country treat its own
investors with respect to the establishment, adguns expansion, operation, management,
maintenance, use, enjoyment and sale or othergligpoof investments. In Kenya, a foreign
investor is required to invest Five Hundred thodsdbllars to be issued with investment
certificate as opposed to local investors who aguired to invest five million Kenya

shillings only?®

According to Sornarajah foreign investment legista often include a provision
guaranteeing compensation in case of expropriatbrthe investment property. Such
provisions Sornarajah notes that they have a ‘figgé&unction’ and are especially important
in countries with a substantial expropriations drigf® The World Bank recommends that
States expropriate in pursuance of a public purpost without discrimination between
nationals and foreign investors. The World Bankdglines also stress the importance of an
adequate, effective and appropriate compensatioase of expropriatioft. Since in Kenya,
the law is silent on acquisition and compensatiofoi@ign investment property, it leaves the
investors with a lot of uncertainties which makissforeign investment climate unattractive

and below the generally accepted standards.

1.4.7 Fiscal Incentives and Attraction of Foreignnvestments
According to Seid incentives includes all governtaémeasures or actions from which
direct investors benefit or could benefit. Inceawalso refer to measures which are directly

in relation with the foreign investment and thapant directly on the facto cost of a project

27 http://www.oecd.org/dataoecd/46/40/1895712.pdf

% gection 4 (1) of the Kenya Investment Promotiom, 2604.

% Sornarajah, M, (2004). The International Law orrefgn Investment, Cambridge University Press,
Cambridge,

%0 Article 4 of the World bank Guide Lines on the dtrent of Foreign Direct Investment.
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or on the returns from the sale of a project’s pad* According to Seid’s definition, it does
not include measures to improve the host countiyfastructure, the relaxing of
environmental or labor standards, or investmenmpitmn activities, but rather measures
such as subsidies, tax holidays or incentives, @tem of import duties for equipment or

raw material, and many othe¥s.

Seid notes that providing incentives is a frequented strategy to attract foreign direct
investors. Seid argues that host countries areesteed in FDI that is most productive for its
national economy and that incentives are oftenlabia to selected categories of foreign

direct investors.

According to Nwogugu international law recognizke sovereign right of each state to tax
aliens’ resident or owning property within its tery.** However, Nwogugu notes that the
establishment of unfair tax discrimination agaifateign nationals and their property is
regarded in international practice as an unfrieralty which may give rise to protest or

retaliation by restoration.

1.5 Justification of the Study

Promoting foreign direct investment (FDI) has alwdgen a primary concern for economic
growth, especially in developing countries. Cowgritherefore, need an effective regulatory
mechanism. The study is useful to policy maker&Kamya especially the legal team that
design the kind of laws that are going to be inrapen. Country competitiveness is not only

improved by implementing economic policies thangriforward growth and stability, but

31 Seid, S. H. (2002 ). Global Regulation of Foreljrect Investment, Ashgate, Alderhot, page 40.

%2 3eid, S. H. (2002 ). Global Regulation of Foreljrect Investment, Ashgate, Alderhot, page 40.

3 Nwogugu, E. I. (1965). The Legal Problems of Fgmelnvestment in Developing Countries, Manchester
University Press, pp. 9-10.
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also by promoting changes that will strengthen deawy, law & order, and a coherent
institutional framework that is in synch with thgnémism of international trade, markets and
practices (Montoya (2007)). By coherent policied arstitutional framework, there are many

instances in which governments have to work anduble their efforts.

Areas such as political transparency, low corrupt@pplicability of legislation to business
decisions and protection of rights, will createstrin the investor, increasing the chances of
attracting FDI, putting the country in a positianttenefit from FDI.

The findings of this study is significant to botleademicians and policymakers in the
following way; first, it will add to the knowledgef the researchers in this field of study and

secondly, it will serve as a guide to both policgkars and academicians.

1.6: Theoretical Framework

1.6.1 Neoclassical Theory

The neoclassical theory explains international tedjfiows with differentiated rates of return
across countries that lead to capital arbitrageh wiapital seeking the highest return.
Cockcroft and Riddell argue that the future investinflows are directly related to the
package of incentives, which influence the expeats® of return; the security of the
investment; the scope and speed with which compaaie able to disinvéét The tax
regime; investment code or guidelines; and ovemaltroeconomic policies are all elements
affecting FDI.

Despite these changes, there is still need foomdtr improvement of factors that inhibited
investment. These factors include lack of formgidmtion, lack of legal infrastructure such

as patents, price controls, labour legislationatiax policy and foreign exchange controls.

34 Cockcroft, L., Riddell, R., 1991. Foreign Direavkestment in Sub-Saharan Africa. World Bank Puliices.
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Cockcroft and Riddell suggest that addressing tipesblems would certainly help improve

the foreign investment climate

According to Meier (1994), the major supply-sidéedminant of FDI in developing countries
is the expectation of higher returns or higher ipgdsy firms. Developed countries will tend

to invest in poorer countries that have higher odteturr®.

1.6.2: The market imperfections theory.

The market imperfections theory states that firmsstantly seek market opportunities and
their decision to invest overseas is explained sisaegy to capitalize on certain capabilities
not shared by competitors in foreign countries. Thpabilities or advantages of firms are
explained by market imperfections for products &audors of production. That is, the theory
of perfect competition dictates that firms prodhoenogeneous products and enjoy the same
level of access to factors of production. Howetee, reality of imperfect competition, which

is reflected in industrial organization thedfydetermines that firms gain different types of
competitive advantages and each to varying degmdesetheless, market imperfections
theory does not explain why foreign production emsidered the most desirable means of

harnessing the firm’s advantatje.

1.6.3 International production theory
International production theory suggests that thepgnsity of a firm to initiate foreign

production will depend on the specific attractioofs its home country compared with

35 .

ibid
% Ekpo, A.H. (1996) "Pattern of Public ExpendituneNigeria, 1960-1992" in Ariyo, A (ed) Economic Reh
And Marcroeconomic Management in Nigeria, Ibadamiversity of Ibadan Press, pp. 219-241.
3" porter, M.E. (1985), Competitive Advantage: Cregiand Sustaining Superior Performance, Free Pxess,
York, NY.,
3 Dunning, J.H. (1980), "Toward an eclectic theofynternational production: some empirical test&urnal
of International Business Studies, Vol. 11 No.19gpl.
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resource implications and advantages of locatingnather country. This theory makes it
explicit that not only do resource differentialdaihe advantages of the firm play a part in
determining overseas investment activities, bugifpr government actions may significantly

influence the piecemeal attractiveness and entgitions for firms®®

1.7: Hypotheses

The study will be guided by the following hypothesi
I.  Immigration laws adversely affect foreign directeéstment in Kenya.
ii.  The trend of FDI affects Kenya’s economy.

iii.  Immigration laws dictate the quality of FDI

1.8 Research Methodology
This section sets out various stages that will deowed in carrying out the study. They
include; research design, target population, samgmlesign, data collection instruments, data

collection procedures and finally data analysis.

1.8.1 Research Design

A research design entails the conditions for ctibecand analysis of data in a manner that
aims to combine relevance to the research purpitsetie economy in the proceddfeln
addition Kothart! observed that research design is a blue printiwfcilitates the smooth
sailing of the various research operations, themalaking research as efficient as possible

hence yielding maximum information with minimal expliture of effort, time and money.

39 Buckley, P.J. (1988), "The limits of explanatidesting the internalization theory of the multioail",
Journal of International Business Studies, Volpp9.81-93.
0 Babbie, E. (2002). Survey research methods (2r)d Belmont: Wodsworth.

* Kothari, C. R. (2004)Research methodologyMethods and techniqueblew Delhi: New Age International
(P) Limited Publishers.
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The study will adopt a descriptive research deshgrdescriptive study is concerned with
finding out the what, where and how of a phenomeguath a cross-sectional survey will be
used because data collected at one point in tiora &t sample selected represents a larger

population.

1.8.2 Target Population
The target population of study will be 50 foreigwestors doing business in Nairobi County.
The study will also interview 6 key informants fraime Kenya Immigration service permit

issuance committee.

1.8.3 Research Instrument

The primary data was collected through Questioesadistributed to foreign investors in
Kenya and to officers from permit approval comndtten the Department of Kenya
Immigration while the secondary data is from bodleports magazines and Documentary
Review. Questionnaires were open-ended questiohghwallowed individuals to express
their views concerning Immigration laws and FDI Kenya. Thus both qualitative and
guantitative methods have been collectively employethe process of collecting data and

information required in this research.

1.8.4 Data Analysis Methods

The data collected was coded and entered intosfitali Package for Social Sciences (SPSS)
for analysis through descriptive statistics for mfitative data. Descriptive statistics
comprises of the use of frequencies, percentadatite frequency), mean and standard
deviation. Quantitative data is presented in fofrtables and pie chart, while explanation to

the same has been presented in prose.
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1.9 Chapter Outline

This project is organized into six chapters withimnoduction and conclusion of the themes
discussed in every chapter. Chapter one gives erglentroduction to the project. It provides
the problem statement, objectives, hypothesis,rétieal framework, literature review and
methodology in relation to the nature and effedtanamigration laws on foreign direct
investment in Kenya. Chapter two looks at the matfr Kenya Immigration laws and the
Investment approval process, Chapter three addneskegal and regulatory framework for
FDI in Kenya, Chapter four gives the strategieattoact FDI in Kenya, chapter five gives the
trend of FDI in Kenya in the period between yea®@-2012 and finally Chapter six present

summary, conclusion and recommendations.
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CHAPTER TWO
THE NATURE OF KENYA IMMIGRATION LAWS AND THE PERMIT

APPROVAL PROCESS AND THE IMPACT ON FDI

2.1 Introduction

This chapter analyzes the process of Permits issusystem in the Immigration Department
of Kenya and other Institutions that are involvedhe process of FDI in Kenya and the state
of the legal and regulatory framework for FDI ath@ impact on the economy. It seeks to
explain the relationship between FDI and the legal regulatory framework in a country.
The chapter examines Kenya Government effortsgolage investment and look at standards
of treatment of foreign investment in the Kenyamstdution with the aim of assessing the

nature and scope of the core principles of foraxgestment law.

2.2 Kenya Immigration Foreign Investment Permit

A work permit is a legal document that a Foreigrtiddal is required to have in order to
work in a foreign country. The Kenyan Immigratioet4orohibits a foreigner to reside, work
or engage in any employment or business in Kenyhowt a valid work/entry permit, or a

Special Pass issued by the Immigration Departritént.

Special Passes are issued to any non-Kenyan whaew/to come into Kenya to work for
short periods to enable them to work in Kenya #otemporary period of 3 months

(renewable twice). The requirements for a specadspare; a copy of the certificate of

2 The Kenya citizenship and foreign Nationals manseye Act.
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registration of the employer and a letter from eéngployer indicating what the person will be

doing in Kenya*®

There are generally two types of permits that fprers would apply for: a Class G permit or
a Class A permit. The type of permit applied fopeleds on whether the foreigner will be an
owner of the business or simply an employee. TasscG permit indicates that the Foreigner
will be the owner of the business while class Aoisexpatriates who will be employees and
there must be an approval that there is no Kenitezeie available for that Job, which in this

case a Kenyan citizen will be attached to that Exyge and take over the job after some time

through the process called Kenyanisation whiclorgmolled by the Immigration Department.

2.3 Legal Provisions Regarding Work Permits
The Constitution of Kenya states clearly that ilegal for any non Kenyan to enter or work
in Kenya without a valid work permit. The exact yigsons of the Immigration Act (Cap 172,

Laws of Kenya) are as follows:

Section 4 (1) “Subject to this Section, no persdrows not a citizen of Kenya shall enter

Kenya unless he is in possession of a valid ergrynfi or a valid pass.” (2) “...the presence

in Kenya of any person who is not a citizen of K&shall, unless otherwise authorized under
this Act, be unlawful unless that person is in pgsgn of a valid entry permit or a valid

pass.”44

Section 13(2) ()- “A person who, not being a citizen of Kenya, erggmgn any

employment, occupation, trade, business or pradassvhether or not for profit or reward,

without being authorized to do so by an entry permshall be guilty of an offence and be

3 The Kenya citizenship and Foreign management 8&i.2p.g 26-27
*4 The Immigration Act (cap 172, laws of Kenya)
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liable to a fine not exceeding twenty thousandligigg or imprisonment for a term not

exceeding one year or to both.”45

Section 13(2) (g) provides for a similar penalty f&ny person who employs any person
(whether or not for reward) whom he knows or hasoeaable cause to believe is committing
an offence under paragraph (f) by engaging in émaployment.” If convicted of either of
these two offences, deportation will invariablyléeV. The fact that an application for a work
permit has been lodged does not entitle someon®tk in Kenya, and cannot therefore be a
defence in the event of a criminal prosecution. Tinenigration officers have a duty of
ensuring that all foreigners working in Kenya héagal Documents and the kind of Business
they are engaging in is beneficial to Kenyan Ecoyoitinat is it is creating Employment of
the youths and it is generally contributing to taBBP of the country. For certain types of
businesses, there are legal restrictions on foreignership either wholly or partly. For
instance, private companies that intend to purclageultural property in Kenya cannot
have foreign shareholders at all. For telecommuioica companies, at least 30% of the

shareholding must be taken up by Kenyans.46

There are certain businesses where the variousrigusre certain limits of nominal capital
to be met (regardless of whether it is owned byl®or foreigners). For instance the
businesses of banking, insurance, foreign exchamagd, security firms require certain

minimums for nominal capital.

45
ibid
“® The Kenya citizenship and foreign management A2
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2.4 The Kenya Permits Approval Committee

The Kenya Permit Approval Committee is Normally dcsit the Immigration head quarters
where all permits and special passes are launamggcessed, the committee consists of;
Chairperson appointed by the Director General whaarmally the Deputy Director of
Immigration Department ; Officer responsible fosue of permits that is the Immigration
Officers involved in permits processing and theg aormally five in number in a sitting;
officer responsible for Kenyanization, an Immigoati Officer ; representative from the
Ministry for the time being in charge of labor r&d&s; a representative of the Ministry for
the time being in charge of internal security; epresentative of the Ministry for the time
being in charge of foreign affairs; a represeméanf the Ministry for the time being in
charge of education; and a representative of theidily for the time being in charge of
tourism; a representative from the Ministry for timae being in charge of investment ;The
officer responsible for issue of permits shall leei®tary of the Determination Committee.
This is normally an Immigration Officer from pernsiéction, who are also the custodians of

all the permits file§’

The committee considers the following issues wteaiding whether to approve or reject
the application: The amount of investment and mgpact on Kenya’s economy, which is
determined by the auditors’ report or bank statdarpeovided by the applicant; The number
of jobs that will be created for Kenyans, whichdstermined by the application letter
submitted by the applicant’s agent; The nationalftyhe applicant. An applicant has a higher
chance of approval of his application if his or keuntry of origin has a stronger economy

than that of Kenya, and lower criminal statistiosl gecurity threats.

*"The Kenya Immigration Act( cap 172)
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Applications may be considered when submitted logpective employers on behalf of their
prospective employees. These may not normally beroapd unless the prospective
employer(s) can show evidence that they have beahle to fill the particular post(s) due to
lack of suitably qualified personnel in the Kenyabbur Market. Those seeking to work in
Kenya must therefore ensure that their prospeativployers have secured appropriate

Entry/Work Permits before they proceed to Kenya.

Foreigners who wish to engage either alone or mnBeship in Business, specific trade or
profession would have to furnish evidence that th@ye obtained or are assured of obtaining
relevant licence(s), Registration or other autlydhat may be necessary in order to engage in
the contemplated business, trade or professioaddlition, they would be required to prove
that they have sufficient capital derived from smsr outside Kenya which is certain to be

remitted to Kenya for the purpogé.

Those who have attained retirement age and wislmtoigrate to Kenya may make
application for issue of Entry/Work Permit undera€d K They should have in their own
right and at their full and fee disposition on assuannual income derived from sources
outside Kenya and will be remitted to Kenya or dedi from property situated, or a pension
or annuity payable from a sufficient investmentitaddo produce such assured income that

will be brought into and invested in Kenya.

Once the application is submitted at the Ministfyirmmigration it shall be presented to a
committee for approval. This process currently salzetween two and six months depending

on how many times the committee sits and the numbapplications they must process.

“8 The Kenya Permit Issuance Manual p.g 26-30
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The committee shall not issue a residence or werkift to any person unless that person has
at his or her full and free disposition an assumadual income of at least $24,000 or its
equivalent in Kenya shillings. Foreigners aged 8&rg or less have also been banned from
being issued with work permits. This is well statadthe Kenya Citizenship and Foreign

National Management Act of 2011.

2.4.1 Immigration laws and mining investments

Mining and mineral extraction, including petroleuisanother emerging economic sector in
Kenya. Although about 90% of Kenya is geologicathapped and mineral occurrence
documented, the mining industry is not significanteveloped. The Immigration Act

requires that foreigners working in Kenya to obtagevant entry permits. There are a
number of classes of entry permits available anthining such permits usually takes

between 6 weeks and 6 monffis.

The Kenya Investment Authority (“KIA”) is mandatedth promoting investment in Kenya.
Currently, foreign investors (granted an Investm@attificate) are entitled to: Three work
permits for employees and three for directors & dompany; VAT and customs duty
exemption on equipment and machinery; a tax holidagtal disclosure is made in the

annual financial reports and various conditions. met

Foreign investors qualify for an Investment Cectfe if they plan on injecting a minimum
investment of US$ 100,000. In evaluating the inmesit, KIA ordinarily looks at the cost of
machinery, equipment and bank statements. There nareapplication fees and the

certification procedure takes between one weeksamadnth.

9 The Kenya citizenship and immigration act 2012
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The government recently passed a regulation rexuihat all foreign firms in the mining
sector should have at least 35 per cent local Bblheg. Investors in the industry have

widely opposed the rule, and the Kenya governneesitili weighing the options.

2.4.2 Immigration laws and farming

Most foreign investor who concentrate on farmingniyado the large scale farming of crops
in Kenya, the procedure for allowing foreign inv@sto own land and do the farming must
be approved in line with the land ownership procedn Kenya and the individuals must be

approved by the immigration ministry.

Foreign governments and private companies havasdifted investments in agricultural land
in poor countries for the production of oil-produgicrops as well as for the production of
food. In July 2009, the government of Ethiopia m@dly marked out 1.6 million ha. of land,
extendable to 2.7 million, for investors willing tievelop commercial farms In Kenya, the
government (through the County Council of Siayantged a concessional lease to Dominion
Farms, an American company, over 20,000 acresSorears, over the valued and expansive
Yala Swamp. In 2009, it was widely reported in thedia that Kenya would lease out about
100,000 acres of land in the Tana River Delta (agowvetland) to the Gulf State of Qatar for
agriculture at a time when the country was faciexiosis food shortagé In contrast, a lot of
the African countries that openly welcome foreigmd acquisitions for agriculture are so

acutely food-insecure that they depend on aid fitwerWorld Food Program (WFB)

%0 | orenzo Cotula and Sonja Vermeulen “Deal or no:déal outlook for agricultural land investment ifrida” p 1234
51 Kenya, Qatar land deal questioned” Capital Busiifssrobi)19 May 2009

52 Michael Kugelman, “Introduction” in Michael Kugelmand Susan L. Levenstein (eds) 2009 LAND GRAB? Rhee for the World's
Farmland Woodrow Wilson International Center foh&ers, Washington, D.C. p. 10
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2.4.3 Immigration laws and telecommunication
In Kenya foreign capital participation in telecommzations is limited to a maximum of
70%. However, the law provides foreign investorthva grace period of 3 years to build up

the required domestic capital contribution of 30%.

The Kenya government reviewed the laws in the tefecsector to allow a local ownership
requirement of 20 per cent from 30 per cent, thotidifas still proved to be a headache for
firms in the industry. As have been seen for examatcess Kenya and Airtel Kenya, have
had to seek exemptions from the government toifaiel foreign ownership because of the
difficulties they were undergoing. Airtel, which3® per cent owned by India’s Bharti Airtel,

has plans to sell at least a 15 per cent stakedal Ishareholders through the Nairobi
Securities Exchange to meet the set local owneilghifs after failing to find a buyer for a

15 per cent stake in the company this is for thegany to comply with the present FDI rules

in operatiort?

2.4.4 Immigration laws and transportation

In the transportation sector in Kenya, there arearyship restrictions in railway freight, port
and airport operation, in which foreign investmenallowed only up to 50%. On the other
hand, unlike in most other countries covered by ltngesting Across Sectors indicators,
domestic as well as international passenger amsprartation is fully open to foreign capital

participation.

%3 45" report of the communication commission of Kenyag 36-46
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2.4.5 Immigration law and access to investment land

The acquisition of land by foreigners in developioguntries has emerged as a key
mechanism for Foreign Direct Investment. With laasl a significant basic factor of
production, the entry of FDI in most countries oftequires a non-citizen investor to engage
with public authorities and private citizens on thequisition of rights over land for
investment purposes. Foreign acquisition of landaweloping countries, such as Kenya, has

been there for many years, since colonial times.

In Kenya, the 201TCitizenship and Immigration Askets out the normative content of these
rights and privileges, for instance, including tight to own land and other property in any
part of the country; and entitlement to any documei registration given to citizens,
including a “certificate of registration. This imgnation law defines a foreign national to
mean “any person who is not a citizen of Kenya.&3é statutes however appear to concern
the status of natural persons, and not corporatiwhih are the principal players in foreign
direct investments. Thus, while the nationality adfhatural person, even with respect to
investments will be determined on the basis of igration law, the question of citizenship
concerning corporations, and the specific natiamaéria adopted to determine whether a
company or other corporation is a foreign natioimablves concepts and laws regarding
corporate bodies and investments. Nonetheless,inth@gration status or citizenship of
natural persons remains relevant, particularly antext of the doctrine of foreign control,
whereby the nationality of a body corporate coukl determined on the basis of the
citizenship of the natural persons that hold deaisnhaking control over such body corporate.
The 2010 Constitution of Kenya specifies that a-oitizen can only hold a leasehold interest
in land that should not exceed 99 years. Further]Jdw prohibits non-citizens from holding

mailo or freehold land. In Nairobi, the process of lagsiand is governed by several laws
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that deal with the registration and dispositionirdgérests in land. Only companies that are
100% domestically owned can acquire land contralleder the Land Control Act, such as
agricultural land. Nonetheless, foreign compangekisg to access land in Kenya have the
option to lease or buy land from private and pulaicdholders. Commercial leases cannot be
issued for a period of less than 5 years and leastacts can be as long as 999 years. Lease
contracts can offer the lessee the right to sulidjvsublease, and mortgage the leased land.
Land-related information can be found in the laedistry and cadastre, which are located in
different agencies and are not linked or coorduhdteshare data. Most of the relevant data
related to land is available, in principle, butiay be a time-consuming process to obtain the

information, as it requires dealing with severdiedent authorities.

2.4.6 Immigration laws and tourism

The tourism sector, one of the country’s most peosps industries, is fully open to foreign
companies as well, as are other manufacturing amchapy sectors.the immigration
department of Kenya approves tourism investmennperin line with the requirements of
the Kenya tourism board. Some foreign investorsdeland and collaborate with local
organization and local communities to conserve land keep animals and attract tourists.
Example of foreign owned animal conservancy inctusi@eet waters conservancy and lewa
conservancy in nanyuki.the foreigners are allowed given permits to run the conservancy
for a certain period of time if only it will be beficial to the country another requirement as
stated on the Immigration act 2011 is that it sddag owned in partnership with a Kenyan

national.
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2.4.7 Immigration laws and service sectors regulain

There are approximately forty (40) insurance congmnand three (3) re-insurance
companies operating in Kenya. Foreign equity pigdkion in an insurance company has a
ceiling of 66.7%. The governing statute for inswematters is the Insurance Act (Chapter
487, Laws of Kenya) (the “IA”). Foreign brokeragedafund management firms are only
allowed to participate in the local capital marklktough locally incorporate companies,
which must have a Kenyan ownership of at leastrsil3® per cent respectively. Agriculture,
mining and forestry have attracted minimal FDI nhaimecause of inappropriate policies to
encourage foreign investors these sectors. Nevesthe Agriculture supports 80% of
Uganda’s population through subsistence farmingeiga firms investing in the agricultural
sector are mainly involved in projects such as petidn of flowers for export markets,
growing of oil seed and processing it to finishesduct, cotton growing, processing,
spinning and knitting, producing and processingwaistock products such as milk and hides.
They also engage in farming of horticultural crepsh as fruits and vegetables while on the
other hand they buy locally produced coffee an@alsrfor value addition (Kenya Bureau of

Statistics, 2011).
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CHAPER THREE
LEGAL AND REGULATORY FRAMEWORK FOR FOREIGN DIRECT

INVESTMENT IN KENYA

3.0 Introduction

A country’s legal and regulatory framework is alttm support its policy choices towards
FDI. The framework consists of a set of commertaals and regulations, as well as the
institutions established for their enforcemenpritvides the overall framework to govern its
market transactions and a process to settle dspiitee framework provides a degree of
confidence required by foreign investors to entgo ibusiness transactions in a country. It
seeks to assure private investors that a partidlamess transaction is permitted, and that
once entered into, the transaction will be protteed the supporting agreements enforced.
Especially in situations where a government isouhicing a major departure from the
previous treatment of foreign investors, such amé&waork serves to promote the
government’s objectives and policies for attractifegilitating, and safeguarding foreign

investment.

According to Fabry and Zeghni legal and regulatomynework of a country encompasses the
entire body of formal laws and informal rules amd anly administrations and bureaucracy
Fabry and Zeghni explain that these legal and atgry institutions can be economic,
political or social depending on what part of ttie they regulate. Economic institutions are
for example tax laws and property laws; laws thequtate political life are political
institutions; social institutions regulate the sdcspherg®. Economic, political and social

institutions matter most as determinants of foreigrestment decisions to invest. Economic

>4 Fabry, N. & Zeghni, S. 2006, "How former communistuntries in Europe attract inward foreign direct
investment? A matter of institutionsCommunist and Post-Communist Studjes. 39, pp. 201.

*® ibid
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institutions determine very important part of thgastment climate — for example the degree
of property rights protection and the enforcemdrtamtracts. Political institutions determine
the political regime and regulate political poweciwil rights and liberties, political rights,

veto players, constitutions, etc.

Freund and Bolaky argued that countries may befrefit foreign investment inflows only if
they have appropriate local government regulatamt institutions in plac& According to
Freund and Bolaky excessive regulations are likelgestrict growth through FDI if human
and capital resources are prevented from reallogakor example, Freund and Bolaky noted
that if starting and closing down a business igldiad by extensive and costly government
regulations, which involve many bureaucratic prazed demanding entrepreneurs’ time and
resources, then capital flows are prevented fromgbeeallocated to the most productive

sectors.

Likewise, if restrictive employment laws for theihg and firing of employees cause a lower
labour market turnover, technology spillovers tangstic firms are less likely to ocClrA
similar argument by Javorcik and Spatareanu ndtats government regulations, such as
protecting foreign and domestic investors by emgucreditor rights and enforcement of
contracts. Both are difficult tasks involving higimcertainty, considerable time and very
large expenses. Hence, multinationals would redoieeard and backward linkages with the
local economy, thereby affecting the likelihood hadrizontal or vertical spillovers taking

place.

Law and regulation can be key determinants of thentity and quality of FDI received and

legal regimes governing FDI can incentivize andoaimage beneficial FDI, whilst preventing

* Freund, C. and B. Bolaky (2008), ‘Trade, Regulsgioand Income’, Journal of Development Economics,
forthcoming.

" Javorcik, B. and M. Spatareanu (2005), ‘Do Foreigvestors Care about Labor Market Regulations?’,
Review of World Economics, 141, 3, 375-403.
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or at least minimizing damage to the national econand resources. Generally, these legal
regimes are made up of a number of componentsydimg: regional free trade agreements;
multilateral and bilateral investment treaties; @fie investment legislation and regulations;
and elements of domestic commercial, antitrustellettual property, tax, labour and

environmental laws.

According to Bevan and Estrin countries with poegulations and inefficient processes for
foreign companies receive less FDI and have smatlenmulated stocks of FIl Bevan and
Estrin explains that countries tend to attract mieid if they allow foreign ownership of
companies in a variety of sectors, make startang bcquisition, and commercial arbitration

procedures efficient and transparent, and havegiews protecting investor interests.
3.1 Favorable FDI Environment

This essentially means a transparent and non-gisw@tory regulatory environment,
effective competition policies and an efficient igidl system. Low and stable tax rates are
also important. Fiscal incentives may increase dtteactiveness of a country but cannot
substitute for the lack of a healthy FDI environmdPromotion activities may also help
attract FDI but only when the basic framework ispiace, including equal treatment of

foreign and local investors and fast dispute settlet mechanisms.

In general, while the FDI regime is improving inri&f, serious deficiencies remain. These
are aggravated by inadequacies in complementagsateegal and judicial systems are
inadequate to support the needs of investors inymdmcan countries. Reform is needed in

corporate law, contract law, bankruptcy, labor lamd property rights. Judicial systems,

58 Bevan, A. and S. Estrin. 2000. “The determinant®dign direct investment in transition economie&/P 342, William
Davidson Institute, University of Michigan, Ann Arh Michigan.
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which are critical to ensure that the laws are igdpproperly, are corrupt and inefficient in

many countries.

3.2 Common Features of Legal Frameworks

Key characteristics of legal regimes governing Fglude:
3.2.1 Investment Promotion and Incentives

Investment incentives are Foreign Direct Investnpaticy tools which government may use
to attract foreign investors. Some of these inclugpecial tax allowances, tax exemptions
and reductions, and financial incentives such ag ilterests on loans. Also investment
guarantees such as the guarantee for capital afd ppatriation and foreign currencies

provision, may also be seen as ways of attractngidgn investors.

According to the United Nations, governments attr&®I| by creating Investment
Promotional Agencies (IPAs) which concentrate otiveies of marketing the country as a
preferred investment location and join the Worldséd@ation of Investment Promotion
Agencies which trains the Investment Promotion Aigsi’. The United Nations argues that
FDI promotion agencies address market failure om ithperfect information from the
investors’ and the host government sides, and esmg#®son the attractiveness of the country
to the investors. Morriset argues that greaterestment promotion is associated with
increase in cross-country Foreign Direct Investméaows®. However, he notes that
investment promotion will be more effective whehere is good investment climate and

there is a high level of development.

9 United Nations (2003). “FDI Policies for Developnte National and International
Perspectives,” World Investment Report 2003, NewkYamd Geneva.

€9 Morriset, J. (2003) “Does a Country Need a Proomati Agency to Attract Foreign Direct Investment? A
Small Analytical Model of 58 Countries” World Baiolicy Working Research Paper, Nr 3028
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According to Schneider and Fry many countries hatreduced fiscal incentives such as tax
holidays, reductions in employer contributionspwathnces for skills training and waivers or

rebates on corporation and export tdxeSchneider and Fry also note that host countries a
providing loan guarantees and subsidies to enceuragestment. Schneider and Fry further
explain that in areas where development is padrbulneeded, governments have created
special enterprise zones. For example, in the giiiiles various special economic zones
dealing with particular investment priority areals as information technology services and
agro-industrial manufacturing have been created arel regulated by the Philippine

Economic Zone Authority. In such a zone, a regestegxport manufacturing enterprise could
be eligible for an income tax holiday of betweef gears depending on the type of project it

is undertaking.

In Kenya, investment promotion is the responsipitif Kenya Investment Authority (KIA)
and it's meant to serve as the focal point betwherindigenous and foreign investors in the
country. The agency’s functions include: arrangountacts between suitable local and
foreign investors, keeping close contact with aVelopment finance institutions, gathering
information from other countries on investment moees, preparing investment guidance
literature for foreign investors, arranging proroaal activities such as investment
workshops overseas with the aim of attracting fpreinvestors, providing guidance and
advice to investors on issues touching on investsngunch as taxes, labor regulation, interest
rates, credit access and infrastructure, and ¥inddé agency advises the government on
which policy changes are required and review of itheestment laws so as to make the

country more attractive to foreign investments

61 Schneider, F. and B.S. Fry. 1985. “Economic andtipal determinants of foreign direct investmeorld
Developmentl3: 161-75.
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3.2.2 Investor Protection Measures

Typically FDI regimes contain provisions prohibgindifferential treatment of foreign

investors, limiting the circumstances in which expration of foreign assets is permitted and
protecting foreign investors’ rights to propertyid common for host countries to be obliged
under these rules to provide fair compensation whgmopriation takes place. For example,
Uganda has enacted the Investment Code Act 200®.\WPaf this Act deals with the

protection of foreign investments and section 2ifest that compulsory acquisition of any of
the investor’s interests or rights in an enterplisensed under the legislation or its property
must be in compliance with the Ugandan constituéiod the fair market value of the interest
or right must be paid in compensation. The Act abquires the compensation to be freely
transferable — it is explicitly exempted from thegdhidan Exchange Control Act's

restrictions?.

In addition, alternative dispute resolution proaeduare important for foreign investors to
ensure independent adjudication where disputeg.afigreements often oblige parties to
undertake arbitration at the International Centretiie Settlement of Investment Disputes to

resolve their disputes.

The world has witnessed remarkable growth in FRw8, spurred by strategies on
investment by transnational corporations (TNCs) Bmeralization of national FDI policies.
It is believed that FDI offers benefits to host mammies in terms of capital inflows,
technology transfer, shared managerial skills andwkedge, improved access to export
markets and so on. However, there are no guaratitaethe opening up of a host country to
foreign investment result in FDI inflows. Even whitie adage proves true, development and

other envisaged results differ considerably, depgnan the circumstances. There are
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suggestions that governments need to consider mlatthey want inward FDI to play in

their economies development process and designRbeipolicies accordingly.

Following the rapid inflow of FDI the right to caot foreign investment became topical in
many countries. Up until the 1980s most countrieglenextensive use of restrictions on
foreign investment. Since the 1980s there has hemmplete reversal where countries start
providing an open and predictable investment regimeaheir domestic reform agenda

portraying an open handed welcome to foreign imaest.

3.2.3 Kenya FDI Trend

According to Larossi Kenya has had a long histdrgamnomic leadership in East Africa as
one of its largest and most advanced econdfie®wever, Larossi argues that inconsistent
efforts at structural reforms and poor policiesrave past couple of decades have generated
a prolonged period of decline in development indic and significantly eroded the
leadership position at a time when other couningble region have made significant strides.
Larossi notes that while Kenya was a prime choicddreign investors seeking to establish a
presence in Eastern and Southern Africa in the 4@8@ 1970s, poor economic policies and
inconsistent efforts at structural reforms, growp@blems of corruption and governance,

and the deterioration of public services have disaged FDI since the 1980s.

A new FDI entry regime was introduced in Kenya ©02 saw one of the most liberal
regimes replaced by more restrictive one. The lmvest Promotion Act (2004) introduced a
mandatory investment threshold and restrictive esurgy procedure for all foreign

investments. It further required foreign investdos apply to newly established Kenya

%2 | arossi, G. (2009). “An assessment of the investrobmate in Kenya.” The International
Bank for Reconstruction and Development and Thelth®Bank. Washington, USA.
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Investment Authority (KIA) for an investment certéite. Some of the new requirements
stipulated in the Investment promotion Act (200&: a

There is a mandatory investment threshold. The attoube invested by a foreign firm must
be at least $500,000 or the equivalence in anatbeency while for domestic firms the
minimum capital invested is $65,000.

Foreign investors are required to apply to the gegdtablished KIA for an investment
certificate and that a foreign investor shall moteist in Kenya unless it has been issued with
an Investment Certificate.

Investment must be deemed by KIA to be to the bepnéfKenya that is, must lead to the
creation of jobs for Kenyans, acquisition of nevillslor technology and must contribute to

tax revenues or other government revenues UNCTADHR

3.3 The Impact of FDI on Economic Growth

Arguably, the importance of FDI stems from the fétt it tends to boost economic growth
in host countries. In this context a number of ®sichave investigated this relationship.
However, these studies vary in the methods usehss the final results. Some studies are
concerned with measuring the impact of FDI on th& rof economic growth in general,
while others concentrate on specific economic ditipal variables and their impact on
growth. For example, some studies focus on the amplaFDI on production, other studies
assess the impact on the economic aspects sudabreagnf trade, different manufacturing

strategies and what this means for growth, and logastment.

3.3.1 The Impact of FDI on Production

With respect to measuring the impact of FDI on puwtithn, and the subsequent effects on the

rate of economic growth, it can be argued that MN@s in possession of the appropriate
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production technology to activate otherwise unziti or under-utilized economic resources.
The MNCs, also, use modern management techniquesxanize the use of resources, as
well as reduce production costs; consequenthacatirg MNCs will increase the efficient use
of resources by improving productivity qualitatiyehnd quantitatively, thereby boosting

competitiveness.

Moreover, FDI contributes to improving the skillstbe local workforce, assisting the use of
modern means of production. This implies that deskiand literate workforce should be a
major target irrespective of the nature of the eooyn In this context, the studies discussed
below confirm a direct relationship between FDI @ghd economic growth in developing
countries through improving human capital. Thisaapt simply refers to the level of skills
and literacy of the local workforce: the argumemthat the higher this levels then the better

for attaining strong and sustainable economic gnowt

Hong %in his study of Southern Korea investigated the fl FDI and commercial loans in
boosting productivity during between 1970 and 19B@e study concluded that the flow of
foreign capital has greater positive effects ondpobivity than commercial loans.
Furthermore, the study emphasized that the prisattor in Southern Korea succeeded in
attracting foreign capital especially in areas sasloil exploration, electronics and the heavy

industry.

Haddad and Harris8fy examining the Moroccan case, conclude that FDMNCs have
made a significant contribution in improving thefpemance of local companies. They argue

that local companies benefited greatly from theaaded technology associated with foreign

%3 Hong, K. (2007)—Foreign Capital and Economic Growth in Korea: 19880.Journal

of Economic Developmerz2(1), 79-89.

® Haddad, M. and Harrison, A. (2003)-Are There Positive Spillovers from Foreign Direct
Investment? Evidence from Panel Data for Morodoairnal of Development Economics
42(1), 51-74.
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investment, which have great impact on the prodlitgtiof these companies and the
subsequent increase in economic growth. The sampacimwas found by Aitkéd, who
investigated the effects of FDI on the growth imguction in a number of countries from
1976-to 1999. He found that local companies aclidwgh production rates in sectors where
the contributions of foreign capital were high;gorio the inflow of FDI productivity in those

sectors was low.

Mathuf® in his study in India reached similar findings. Heted that local low production
sectors benefited significantly from FDI which imped the efficiency of these sectors.
Richardsofi’ also found that FDI played a major role in boagttonomic growth in South
East Asian countries, through its contributiondtak production via the associated advanced
technology. In turn, this boosted exports earningfese countries. Blomstrdm and KoRko
refer to the positive role that the MNCs have pthye increasing productivity in Kenya, in
relation to their contribution to promote advand¢edhnology among local companies. The
same results were also reached in a study on CaméxoGhur&’ and also by Djankov and

Hoekmar® for Czech Republic.

Haddad and Harrison pointed out that the positwpact form FDI was not apparent in all
sectors. Blomstrom and Kokko indicated that FDI tedower productivity levels in sectors

that had failed to cope with the highly advancethi®logy associated with FDI. Kokko et al.

% Aitken, B., Hanson, G., et al. (2006)-Spillovers, Foreign Investment, and Export
Behaviour.Journal of International Economic43(1-2), 103-132.

® Mathur L., et al. (2007)—The Determinants of India Outward Foreign Direct
Investment!. Journal of International Business Studi88(4), 499-518.

®" Richardson C. (2009T.he Locational Behaviour of Foreign Direct Investmdvidence
from South East AsiaftNew York: Springer.

%8 Blomstrém, M. and Kokko, A. (2006}-The Impact of Foreign Investment on Host

Countries: A Review of the Empirical EvidenceWorld Bank Policy
Research Working Papet745, 44-59.

% Ghura, D. (2007)—Private Investment and Endogenous Growth: Evidéooe
Cameroonl. IMF Working Paper97, 165.

O Djankov, S. and Hoekman, B. (2008}Foreign Investment and Productivity Growth
in Czech Enterprisés World Bank Economic Revied4(1), 47-70.
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concluded that local manufacturing companies inguay had taken advantage from FDI to
improve productivity. However, they indicated thhe impact of FDI on local companies
varied depending on the level of technology usedhase companies. In other words the
lower the level of technology used the less pasitmpact the FDI on productivity. These
results are consistent with previous studies reggrthe importance of the establishment of a
reliable technological base in different sectorghia host countries in order to create the

conditions for improving productivity.

Djnkov and Hoekman studied the Czech Republic t@stigate the overall impact of the
technology associated with FDI on the componentgrofluction. The study relied on data
from a sample of 513 companies representing a nuofladustries, of which 340 (66.3%)
were purely local companies without foreign papation and 173 (33.7%) had some form of
foreign participation. The productivity was measlusing the per capita income of the work
force against the total sales during the period21%8, 1993-94, 1994-95 and 1995-96. The
study concluded that the improvement in produgctivif the sectors that had foreign

participation was due to the fact that the locahpanies were technologically capable.

In another study Kellét investigated the impact of FDI on productivityseven countries.

He found that productivity varied depending on tt@mponents of production in the
countries. He also noticed that the impact on pcoda was strongly positive as the flow of
FDI boosted R&D. According to a study by the OEGD1998, the invasion of European
markets by American companies benefited the fornmex number of ways, including the
introduction of advanced technology and high levelscompetitiveness. However, the
benefits had been confined to specific industriee do the variation in technological

knowhow between the American companies and themofgan counterparts. The study

"L Keller, W. (2000)—Do Trade Patterns and Technology Flows Affect Petidity
Growth?] World Bank Economic Review4(1), 17-47.
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highlighted the potential of local companies to eowith modern technology as a
precondition for these companies to benefit fromtdthnological know-how associated with
FDI. This potential improves the chances of thealocompanies to compete with their

foreign counterparts.

3.3.2 The Impact of FDI on Foreign Trade and Econoin Growth

Many MNCs gain potential through promotion, markgtand selling productsy the use of
brand labels, which make those products desirdbt#jtating entry into foreign markets.
Moreover, most foreign companies have branchegavdlictioncentres in other markets to
help promote and market their produdigw international standards have come into effect i
the aftermath of the emergencE WTO. However, most of the products from devehgpi
countries fail to meethese standards. The role of FDI is paramount Ipitng developing
countries achievéhe required international standards in order tmmete in global markets

and also tamprove the quality of local production.

A number of studies have investigated the relatignbetween FDI and foreign trade. Chen
and Zhan§ found a positive relationship between inflows @Ifnto China and Chinese
exports. This can be compaired with the Kenya sdaoawhich can be explained that the
manufacturing sector attracts more FDI becausasitrhore exports. Aitken et al. emphasized
the positive impact of MNCs on the overall expartdocal companies as these companies
benefit from the services provided by the MNCs ipatarly in the area of information
technology and distribution. Likewise Thom&&rn a study focusing on the ASEAN
countries highlighted a strong relationship betw&én and exports. He discovered that in

these countries exports expressed as a ratio of iB&Eased from 30.5% to 39.7% in three

"2Chen, C., Chang, L., et al. (2005)}The Role of Foreign Direct Investment in China‘s
Post-1978 Economic DevelopmentWorld Developmen3(4), 691-703.

3 Thomsen, S. (1999%outheast Asia: The Role of Foreign Direct Investri®licies

in Development
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years starting from the end of 1980s. For examigteekman noted that Thailand achieved
annual average growth of 2.6% between 1989 and, 1@92h would not have been possible
without the contribution of MNCs in boosting its poxts especially in the electronic
products. In another study, Blomstrom and Kokko leagized that MNCs are more efficient
than their local counterparts in achieving expofisey explained their findings by the fact
that MNCs possess higher levels of technology, etarg skills and effective channels of

communication with the outside world.

A number of studies have focused on the impactDdfdh economic growth by studying the
type of manufacturing strategy prevalent in thatrtoy whether the strategy aims to boost
exports or to restrict or replace imports. A stinyyBalasubramanyam et Alconsidered the
impact of FDI on economic growth in the host coynin relation to variations in
manufacturing strategies. They assumed that thacdgpof investment to bring about
economic growth varies according to the type of ufacturing strategy. They concluded that
policies that aim at boosting exports attract FBflows and the subsequent increase in

exports contributes to economic growth.

The OECD also conducted a number of studies ontgesrsuch as of which have featured
countries such as concerning the relationship bEtweI| and manufacturing strategies and
economic growth. These studies found a strongioelsttip between economic growth and
the policies that involve changes from central plag to a market system and the removal of
investment restrictions. They also concluded tHat Boosts economic growth through the
associated capital and modern technology which orgat the efficiency of local companies

thereby improving their chances of competing glbal

4 Balasubramanyam, V., Salisu, M., et al. (2006Joreign Direct Investment and Growth
in EP and IS CountrieEconomic Journal106(434), 92-105.
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Thomsen's study focusing on the ASEAN countriesctashed that the policies adopted by
these countries in favour of boosting exports aseans of attracting FDI, successfully
boosted exports and subsequently brought aboutedongrowth. He pointed out that the
exports of these countries, expressed as a rat®N# had doubled since 1982, with only
minor differences in the long term. In additionrigdons existed among different sectors

depending on the components of each sector.

A similar conclusion was reached by Hoekman andhkya in studying exports. Likewise,
Blondal and Christinsén investigated the effects of the flow of foreignpital on the

economies of the growing markets. They emphasikedsignificant contribution made by
FDI towards economic growth through increasing ifmetrade. However, the effects on

trade varied from one country to another dependmthe aims and the type of strategies.

3.3.3 The Impact of FDI on Local Investment and Eaoomic Growth

In discussing the impact of FDI on growth, it is@important to assess the impact of FDI on
domestic investment levels, and in particular if IFBnd domestic investment are
complementary or substitute each other. A numberstofdies have investigated this
relationship with varying results. For exampleaistudy on Japan, Bayoumi and Lipwdfth
found that FDI integrated with the local capitaltie host economy rather than replacing it.
Consequently, in the case of Japan the injectiagheforeign capital into the local economy
provides additional financial resources to activegetors of the economy which were not

functioning effectively for economic growth.

> Bléndal, S. and Christiansen, H. (1999)The Recent Experience with Capital Flows to
Emerging Market Economie©®ECD Economics Department Working Pap&xl, 30-43.

6 Bayoumi, T., Lipworth, G., et al. (1997A=-Japanese Foreign Direct Investment and RegionaleT idF,
Working Paper WP/97/103t.
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A study by De Melld’ on the OECD countries spanning 1970 to 1992 fahedelationship

between the two variables could be described agrative. FDI was found to have positive
impact on economic growth rates in host counti@s.the other hand De Mello found that
the relationship between foreign investment andlloo/estment in source countries was that

of replacement.

In another study Agosin and May&investigated the impact of FDI on local investmint

Africa, Asia and Latin America between 1976 and@ &&ough two sub-periods: 1976-1985
and 1986-1996. The effects of integration or stlostn varied across the countries and
between periods within the same country. For irtgait was found that replacement effects
were incontrovertible in Africa between 1970 an®@,%ut integration was obvious between
1976 and 1985 and 1986 and 1996. By contrast ia liegration was always present all the
time. However, in Latin America the relationshipveeen foreign and local investment was

that of substitution throughout.

" DeMello, L. (1997)—Foreign Direct Investment in Developing Countries a
Growth: A Selective Survey. Journal of Development Studje®i(1), 1-34.

8 Agosin, M. and Mayer, R. (2000oreign Investment in Developing Countries: Does it
Crowd in Domestic Investmen®Paper presented at the United Nations Conferendeane
and Development, February 2000, Geneva.
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CHAPTER FOUR

STRATEGIES TO ATTRACT FDI IN KENYA
4.1 Introduction

This chapter examines the strategies to attract iRDKenya and how immigration laws
should be designed to be in a position to collaieorath Kenya investment boards to attract
FDI.this includes how all institutions involved #RDI should collaborate and lay better

grounds for investment.
4.2 Attracting FDI in Kenya

To attract investment, the Government has enaeteeral reforms, which include abolishing
export and import licensing, except for a few itefisted in the Imports, Exports and
Essential Supplies Act (Chapter 502); rationalizamgl reducing import tariffs; revoking all
export duties and current account restrictionseifig the Kenya shilling’s exchange rate;
allowing residents and non-residents to open fareigrency accounts with domestic banks;

and removing restrictions on borrowing by foreignveell as domestic companies.

According to Barnet and Brooks the availabilitygoiod infrastructure, reliable power supply,
transportation, water and communication, is a figant factor determining the level of
FDI’®. Sethi et al. notes that when emergent econortrieggse for FDI, the economy that is
adequately equipped to minimize infrastructure draoks will attract a larger quantity of

FDI®,

9 Barnet, S. and R. Brooks (2006). What is Drivingestment in Chinanternational Monetary Fund
working paper No. WP/06/265

8 gethi, D. Guisinger, S. E., Phelan, S. E., BergMD(2003) Trends in Foreign Direct Investmentvi&o A
theoretical and empirical Analysis, Palgrave Matamil
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Multinational Enterprises are often attracted twed@ping countries by the abundance of
low-priced man power. For instance Ufdtaontends that minimal wages, negligible
inflation, underrated exchange tariffs are impartdeterminants of cost-saving FDI. Low
labor costs can attract investment in labor intensictivities and thus stimulate vertical FDI.
Khadaroo & Seetanah used nominal wage as a praxiatior cost’. They argue that for

foreign investors, the market scale that in addit@prresponds to the host economy’s
financial circumstances and the possible requirgsnéar their productivity as well is an

important element in the FDI decision-makings.

Sustainability of nominal price increases tellséstors that the host countries are committed
to prudent macro-economic strength and hence pation for further development. They
use an average rate of inflation as an alterndtivenacro-economic permanence. Exchange
rate volatility has been empirically proven as sirdientive to foreign investment inflows.
Clustering countries have played a very vital ialattracting inward FDI to a host country.
Kinoshita & Campo¥ uses one lag stock of FDI as an independent Vari@bacquire
knowledge on the agglomeration effects. Other stidiave employed the number of
industrial zones or Economic Processing Zones agig® to determine the impact of
agglomeration. This variable also proxies for ppliacentives like tax exemptions, tax

holidays that influence foreign firms to locateaicertain geographical region.

Insecurity in host country has been establishedeter FDI. Asant¥ assessed determinants
of private investment behavior in Ghana and fouattioat political instability has a negative

sign and highly significant, suggesting that miltaakeovers, may have created a climate

8 Urata, S. (1997) FDI Diversion: US-China-Japarateral Forum.

8 Khadaroo A.J. and B.Seetanah (2008) Transporadtrincture and Foreign Direct Investment, John and
Wiley Sons, Ltd.

8 Kinoshita Y. and Campos, N.F. (2002) The Locafizeterminants of Foreign Direct Research Consortium,
Research Paper 100, Nairobi, Kenya

8 Asante, Y. (2000) Determinants of Private Investi&ehaviour, African Economic Research Consortium
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hostile to private investment. Buf&rasserts that conflicts are a barrier to efforiseteasing
a location’s share of global FDI. Citing crime avidlence, the author contends that such
incidences have many direct economic costs that mager FDI inflows directly or

indirectly.

Corruption has become a policy concern of most gowuents the world over. This is because
it leads to increased outlay of investment. Hou$tstudied about the impact of corruption
on FDI flows and the results show that corruptiontihe receiving economy has an
unfavorable impact on FDI inflows: a one-point e&se in the corruption leads to a
reduction in per capita FDI inflows by about 11qmsrt. A negative relationship is postulated

between corruption and FDI flows.
4.3 Political Risk and FDI in Kenya

Data from the World Bank shows that over the paistet decades, Kenya has had its lowest
growth periods in or just following election yeangth GDP growth slumping one percentage

point on average below the long-term trend.

According to Robert foreign corporations are usutdted with risks associated with hostile
foreign investment climate, especially politicattiars. Volatile economies are usually the
most risky, although after destruction that is lgtmtuabout by politics, there usually arises
numerous opportunities for investment. Investmatisions need to be made considering all
the characteristics of the foreign country. Comeaniisually tend to limit the amount of
investment in politically volatile regions no mattee opportunities available for investment.

Robert argues that some regimes tend to change, aftaking it impossible to make long

8 Bulan, L. T. (2001) Real options, irreversibleéstment and firm uncertainty: New evidence from.irns.
Waltham, MA: Brandeis University.
8 Houston, D. (2007) Can Corruption Ever ImproveEaonomy? Cato Journal 27 (3): 325-42
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term goals or investmefifs Others interfere with operations through imposiadffs and
other barriers to trade that hinder competitivepespecially with the intentions of protecting
local organizations from foreign competition. Sunterference may be disadvantageous to

the foreign organization.

The delay in operationalising the Lands Commissionld be exploited by unscrupulous
officials at the Ministry of Lands to illegally altate public land, or reject or allow extension
of land leases with the records back-dated. Thesble®n as a result of the failure to set up the
new National Lands Commission has resulted in d-bplin the renewing of land leases.
This means that property owners are finding iticlitt to access finance for investment, and
production levels in agriculture could drop as farsand livestock breeders are unsure about

lease renewals. The Commission should have beglage by August 2012.

Such policy and institutional lapses have mearnt ieya’s standing as East Africa’s most
attractive destination for foreign investment islenserious threat from neighboring states,
who are cashing in on the country’s lengthy licegsprocedures and sluggish commercial

dispute settlement to sharpen their competitiveness

Foreign Direct Investment is influenced by variotiser factors, including incentives that are
offered by the host country to encourage establkstinof foreign industries in the local

market. Governments may exempt foreign organizatimom taxes to encourage them to
introduce more capital in to the local market. Aciog to Bowles generating an enabling
investment climate through offering security fovestors is also an important strategy of
encouraging foreign investm&tBowles notes that issues such as terrorism asitludéion

of property are the major factors that contribwighte avoidance of investing in most less

8 Robert P. A. (1997) Political Risk Analysis andufiem. Annals of Tourism Research. Vol.24, No.3567
686.
8 Bowles, S. (2004) Microeconomics: Behavior, Ingtiins, and Evolution. Princeton University Press
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developed countries by foreign companies. Dugaal.edrgues that government policies are
important since they protect the foreign investbmsn drastic changes in the operating

environmerit.

Political considerations have been widely invesgdan the FDI literature. Political risk is
defined as changes in the operating conditiongm@idn enterprises that arise out of political
processes, either directly through war, or instiwe¢ or political violence, or through
changes in government policies that affect the esmp and behaviour of the firm. Political
risk can be conceptualized as an event, or a sefiegents, in the national or international
environment, that can affect the physical assetsamnel, and operations of foreign fifths
Another explanation was provided by Fatehi-Sedah3afizadef which considers political
instability as a negative perception emanating fiaternal instability, inter-governmental
relationships, anticipated or unanticipated govesniactions, or government discontinuities,
all brought about by social, economic, or polititaperatives existing in country's internal or

relevant external environment.

Many studies have been carried out into the immdcpolitical stability, or conversely,
political instability, on the inflows of FDI by MNE According to Brewéf, political
instability in a host country's government resiritancertain investment outcomes. In a study
investigating the flow of FDI in 80 LDCs by Schnéecand Fre¥, it was found that political

instability significantly decreases the flow of FI-Haddad* found that political stability

8 Dugan C., Rubins N,. D, Wallace D. & Sabahi B.q@pInvestor-State Arbitration, Oxford UniversityeBs

% Jodice, D.A. (2005), "Political Risk Assessmemt:Annotated Bibliography", Greenwood press, Westpor
1 Fatehi-Sedah, K. and Safizadeh, M.H. (1989), "Rkeociation Between Political Instability and Flaf
Foreign Direct Investment”, Management Internatidteview, Vol. 29, No. 4, pp. 4-13.

9 Brewer, T.L. (2003), "Government Policies, Markeiperfections, and Foreign Direct Investment", dalr
of International Business Studies, Vol. 24, Nopf, 101-120.

9 Schnieder, F. and Frey, B. (2004), "Economic anditi®al Determinants of Foreign Direct Investment"
World Development, Vol. 13, No. 2, pp. 161-175.

% El-Haddad, A.B. (2008), "Determinants of Foreigimedt Investment in Developing Countries: the Eigypt
Situation”, L'Egepte Contemporaine, Vol. 77, Ny, pp. 65- 93.

55



ranked among the top determinants of FDI. Boddéigrplains that Political considerations
have a profound influence on the multinational cogpions, and affects the value of a

multinational company through change in future dési and investors' required retdfn

In a survey conducted by the Overseas Developmmstitute (ODI) in South Asia and sub-
Saharan Africa to measure the political risk imterof crime level, riots, labour disputes and
corruption (Overseas Development Institute, 1990nd that political risk is an important
factor restraining foreign investments. A politigadtable environment can give investors the
confidence that laws and regulations governing tineestment and the market in which they
operate will remain stable over the long term. Theital risked in FDI usually requires a
long term period in order to generate the expeptedits, therefore foreign investors think
about not only the current situation, but also pbétical and economic outlook of the host

country.
4.4 Policies towards Foreign Companies

Changes in government policies on FDI in the pastide confirm and strengthen the trend
towards the liberalization of FDI. Most of the n@alicies that were adopted by developing
countries reduced restrictions to foreign entryljlmaralized operations in industries that were
restricted to FDY. Other restrictions that relate to the ownersHifand and real estate, and
limitations on the number of foreign employees &reign exchange controls were reduced
or removed. Some of the incentive regimes wereseeviand rationalized, while additional

incentives were offered to promote investment irgy industries. As discussed in the

% Boddewyn, J.J. (2006), "Political Aspects of MNEebry", Journal of International Business Studiési,
fall, pp. 342-363.

Butler, K.C. and Joaquin, D. (2007), "A Note on Rciéit Risk and the Required Return on Foreign Direcestment”,
Journal of International Business Studigs|. 29, No. 3.

o7 Butler, K.C. and Joaquin, D. (2007), "A Note on Rcéit Risk and the Required Return on Foreign Diregestment”,
Journal of International Business Studi¥s|. 29, No. 3.
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previous chapter, the number of countries that gbdnheir investment regimes according to
the UNCTAD has increased from a meagre in 1991stonany as by the year 2001. The
number of regulatory changes introduced by differeountries of the world has also
increased from 82 in 1991 to 208 in 2001, and nufsthese regulatory changes were
introduced to make FDI more favourable. BreWecategorized the various types of
government policies towards FDI into five main tgpdhese policies include monetary
policies (such as money supply, foreign exchangesrand interest rates), capital controls
policies, transfer pricing policies, antitrust oongpetition policies, and labour relations
policies. He concludes that market imperfectiona ba increased and/or decreased by
government policies, even by a single given pollsomotion programs, as mentioned in a
report by UNCTAD®, might involve building an image for the host coynwithin the
investment community as an investment location ihd&voured by foreign investors. The
report also mentioned that an image building pnogravolves advertising in the media,

conducting seminars and general investment missindarticipating in exhibitions.
4.5 Infrastructure and FDI in Kenya

Some empirical studies, have mentioned the impogtari infrastructure in the attraction of
increased FDI inflows into a country. Some of thaséhors have argued that unavailable
public inputs and poor infrastructure increasedscfis firms. However, good infrastructure
is attractive to Foreign Direct Investmelifs This is because it reduces the costs of doing
business for profit maximizing local and multinai# enterprises. Good infrastructure

therefore is necessary for improved investmentati@rior Foreign Direct Investments.

% Brewer, T.L. (2003), "Government Policies, Markeiperfections, and Foreign Direct Investment", dalr
of International Business Studies, Vol. 24, Nopf, 101-120.

9 UNCTAD (2005), "World Investment Report 1995: Tsaational Corporations and Competitiveness, Pslicie
on Inward Foreign Direct Investment”, UN, New Yahkd Geneva.

190 El.Haddad, A.B. (2008), "Determinants of Foreiginedt Investment in Developing Countries: the Eggpt
Situation”, L'Egepte Contemporaine, Vol. 77, Ny, pp. 65- 93.
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There are a few channels which can be used toieXpiav good infrastructure is essential in
uplifting of the economic activity. The direct chnah of explaining infrastructure to growth
revolves around the productivity enhancing effeofs infrastructure improvements by
expanding the capacity of that factor of producfian When there is an increase in the
infrastructure stock, it indirectly increases thmeductivity of other factors of production. For
example providing reliable and efficient sourcepofwer such as electricity, may yield a
positive productivity effect on the businesses famds, while at the same time, improves the
investment environment for other projects. Thislaxs the fact that good infrastructure has
the potential reduce the business costs and ergmuraestments.

Investors driven with the motive of both resourod asset seeking in Kenya, the availability
of good infrastructure is vital. The structure amghilability of infrastructural network is a
positive aspect for all the sectors in the econoifilyere are some overlaps between
investment motives and locational preferences somst As with the development of
infrastructural network, the overlap is quite omsoBefore going further, the meaning of the
aspect of “infrastructure” needs to be elaborabedsome FDI literature, infrastructure role
includes the development of education and healte sgstem, however in this study limits
the definition of infrastructure to mean roads, tporailways, communication network,
airports and availability of electricity.

The UNCTAD 2005 Report describes the infrastrudtatwork in Kenya as “fairly well
developed than its regional neighbors.” The countigs a total road network of
approximately 151,000 kilometers, there is also mkvay line which runs from the port
city of Mombasa to the Kenya/Ugandan border ancep2700 kilometers. There are also
three main international airports, with the largbsing Jomo-Kenyatta airport in Nairobi.

The port of Mombasa is the gateway to the EastcAfriregion for most of the shipping

101 E|.Haddad, A.B. (2008), "Determinants of Foreiginedt Investment in Developing Countries: the Eggpt
Situation”, L'Egepte Contemporaine, Vol. 77, Ny, pp. 65- 93.
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freight. In terms of communication network, UNCTAB report notes that still the
penetration of internet and telephone density lstively low, there is 1 per 100 fixed line
telephone connections, and this is low but bettan tothers in the region. It is important to
note that the development of good infrastructuneno& be underestimated. When foreign
firms plan to move to developing countries to takleantage of low labor costs, and may still
have to deal with disrupted services and high paration costs due to inadequate
infrastructure, they may opt not to mé¥e Cargo transportation ought to be fast and reiabl
since the speed of transportation will be a deteamt of the vast life of the product and the
price it will be offered to the producer .

So far, Kenya offers the best road and freight neétwin the whole of the East African
region, although there is still room for improverteemThe development of the infrastructural
network has for some investors been the key dmieinvesting in the country, over its

neighbors such as Uganda and Tanzania.
4.6 Export Processing Zones

Most developing countries offer a variety of ingees to investors with the aim of attracting
more FDI%. In the case of Kenya, the government offers s#iescal incentives such as
reduced tax rates and tax holidays to foreign itores Most of these incentives are normally
directed to firms which are engaged in the ExpadcPssing Zones (EPZ). Over the last
decade, it was seen that trade liberalization ginaglobal and regional free-trade agreements
was the solution to economic development in devetppountries. The EPZ initiatives act as

an example of such free-trade agreements. The roks of the EPZs is promoting exports

192 UNCTAD (2003), Transnational Corporations in WoBevelopment: Third Survey, London; Graham &
Trotman Limited (for the United Nations Centre amafisnational Corporations).

193 Temu, Andrew and Jean M. Due (1998). “The Sucoédewly Privatized Companies: New Evidence from
Tanzania,” Canadian Journal of Development Studigg€), 315-341.

104 Asiedu, E., (2001). “On the Determinants of Foneljrect Investment to Developing Countries: |siédr
Different?” Mimeo, University of Kansas, forthcongiin World Development.
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and stimulating FDI. According to UNCTAE? there are 40 EPZs in Kenya which have 99

companies.

The government of Kenya provides incentives to $inmshing to get involved in the export
processing zones. The export processing zones eveeted under the Export Processing
Zones Act (1990). There are three types of actisithat firms may engage in while in the
EPZs, these are namely, manufacturing, commeraidl services. Firms involved in the
EPZs have more incentives than other firms in ofleetors. According to UNCTAD (2005)
these firms will amongst other things get an exéonpirom the VAT Act, be exempted from
paying stamp duties, will not be required to payhtwlding tax on dividends for both
domestic and foreign investors for a period offttet 10 years of operation, after which they
are expected to pay a 25% flat rate for the nexyeldls after that. Other incentives include
exemption from payment of customs and excise taaet)ess procedural requirements when

establishing the business.

All the goods and services produced in the EPZs amdsold out of the country are

considered as Kenyan exports, and so they are lgaiyatoreign currency, on the other hand,
EPZs can also produce for the Kenyan domestic nsrikeand all the goods which are

produced by the EPZs for the domestic marketsraegetd as imports from a third and most
favored nation, and they undergo the usual impartgdure apart from the exemptions. The
policy which regulates the EPZs in Kenya at the mononly approves companies which are
planning to produce goods which 80% are to be @égdoand only 20% of the goods are
allowed to be sold in the domestic market.

Many empirical studies have criticized the conttilm of EPZs in the economic

developmentf®. This criticism is part of the larger discussiantbe contributions of FDI on

195 United Nations (2005). “Investment Policy Revieenya.” United Nations Conference on Trade and
Development. New York and Geneva.
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economic development. The wages of Skilled andklled workers in Kenya are higher
than all their strategic competitors and neighkarspot exchange rat€s Real wages have
doubled or even tripled in the past decade, whitelpctivity has remained stagnant over the
same period. The rise in wages has made most afitestments in the EPZs short-term and
footloose. These footloose investments result fighort-term investments which are not
rooted in the local economy through supply and dembnkaged®® These kinds of
investments make most of the money coming into ldengt spillover hence leading to

temporal economic development.

4.7 Privatization

Privatization provides a good platform for the Tgdwational Corporations to invest in a
country. Privatization has also generated substaathounts of Foreign Direct Investments
into many developing economies. Good privatizafoograms are made up of three main
characteristics: Business orientation, politicamoaitment and transparency. Large scale
privatization programs send a message to the for@igestors that the government taking
measures to create business friendly environmerfor@ign Direct Investments. Hence,
privatization of industrial enterprises and infrasture enterprises would have a positive

impact on Foreign Direct Investment flows.

From the beginning of early 1990s, the Kenyan govent began the process of privatizing

the partly government owned parastatals to theapwisector. The government identified

1% Bythe and Milner, 2008; Rolfe, Woodward and Kagi@04
197 world Bank (2007). “Snapshot Africa — Kenya: Bemettking FDI Competitiveness.” World Bank
Group/MIGA. United States: Washington.

108 Caves, R. (1996). “Multinational Enterprise andoBmmic Analysis.” Cambridge, U.K. Cambridge
University Press.
19|FC and FIAS (1997) “IFC Lessons of Experienc&&ieign Direct Investment” Washington D.C. U.S.A
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approximately 200 enterprises which were then edeedafor privatizatio®. Although the

process of privatization has been going on sinea,th is also important to mention that the
government actually did start this process witheyiroper privatization law in place. While
most of the government owned enterprises have petuop for private ownership, there are
some big enterprises which the government has kBeem and reluctant to open up for
privatization, some of these are the banking sedElecommunication and electricity

generation, among other big enterprises.

The World Bank and the IMF have been working witte tgovernment to help in the
privatization of the other enterprises, and throtigh introduction of a privatization law in
parliament last year, the government now seekset@lile to sell some of the remaining
enterprises it holds majority share. If the prization law is passed in parliament and
becomes law, it will bring some desired changesttiie privatization process. The
privatization law outlines the ways and means ta$ed in the privatization process, that is,
negotiated sales, offering shares through a putffier, concessions or leases and other

methods which will follow the laid out rules (UNCTA 2005).

The law also established a privatization commisswimch will then be in charge of fairly

conduction all the processes and ensure that thicpgs given a chance at owning some of
these enterprises. Both investors will be allonwegdrticipate in the process of privatization
regardless whether they are domestic investorermeign investors, both will enjoy almost
the same rights, although in some cases the miriggténance may have to make a decision
on the limit of level of ownership for both the destic investor and the foreign investor

alike.

10 United Nations Conference on Trade and Developfod®&ETAD) 2005, “Investment Policy Review
Kenya”, United Nations, New York
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4.8 Investment Incentives

Investment incentives are the promotional or retgmeactivities that are adopted by the host
government in order to make their location moreaative for foreign investments. In other
words, they are the benefits offered by host ecoe®rto foreign companies in order to
attract more FDI, or retain those already presentaicountry. The definition of FDI

incentives, according to OECH, is that investment incentives are the measursigied to

influence the size, location or industry of a FBVestment project by affecting its relative
cost or by altering the risks attached to it thtougducements that are not available to

comparable domestic investors.

MNCs are mainly attracted by strong economic funelatals in the host economies. The
most important ones are market size and incomdsleskill levels in the host economy, the
availability of infrastructure and other resourdbsat facilitates efficient specialization of
production, trade policies, and political and maeconomic stability. The relative
importance of the different fundamentals varieseteling on the type and location of
investment. For instance, foreigners investingha Wnited States have been attracted mainly
by the large market size, while multinationals stugg in Singapore focus mainly on the

availability of skilled labour, good infrastructym@nd political and economic stability.

An increasing number of host governments provideua forms of investment incentives to
encourage foreign-owned companies to invest irr tmintries. Examples of FDI incentives
are tax incentives, guarantees against expropniagiovernment provision of utilities such as
water, power and communication at subsidised priegiiction/elimination of import duties
on inputs, interest rate subsidies, guarantee®amsland coverage for exchange rate risks,

wage subsidies, training grants as well as relaraif legal obligations towards employees.

1 OECD (2000), "Investing in Developing CountriesQrganisation for Economic Cooperation and
Development, Paris.
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4.8.1 Types of Investment Incentives

There is a wide variety of FDI incentives, incluglifiscal incentives such as tax holidays and
lower taxes for foreign investors, financial indeas such as grants and preferential loans to
MNCs, as well as other incentive measures like etaggeferences, infrastructure, and
sometimes even monopoly rights. The location of FRidy be influenced by the various
incentives offered by governments to attract mationals. As mentioned earlier, these
incentives take a variety of forms. FDI incentiaee commonly divided into three categories
namely fiscal, financial, and other incentive measu all of which are financed and/or

offered by authorities in the host area.

Financial incentives include relocation and expditsn support when authorities offer grants
to help meet enterprises’ additional capital spendand concrete relocation costs.
Administrative assistance is practiced when autiegriresort to implicit subsidisation,

whereby for example, investment promotion agenta&s it upon themselves to perform a
range of tasks that would otherwise have fallethé&investing enterprises. Examples include
preferential treatment by regulatory authoritiedjeveby administrative impediments, for

example the speed of obtaining permissions, amedeas

In developing countries, incentive schemes thatbased on tax holidays and other fiscal
measures that do not require direct payments oteqaublic funds are popular. The other
incentive category includes regulatory FDI inceasiv which are policies of attracting
foreign-owned enterprises by means of offering therogations from national regulation.
Such incentives are almost exclusively grantedoimection with targeted strategies, or they
are specially negotiated as part of the stratefpesluring large individual investment

projects. However, many incentives are also apiplecavhen it comes to attracting domestic
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companies or even in cases where local companies ¢ér@ough bargaining power to force

governments to come up with incentives.

Promotional activities by the host country are asoimportant factor for countries that are
trying to attract foreign investments. These praor@l activities include advertising locally
or internationally, establishing representativeoa$ in countries that have the potential of
providing FDI, investment delegations, investmemferences and seminars, and providing
various kinds of services to potential investonsalstudy by Friedman et al., a coefficient of
promotion was found to be a positive and signifidantor for enticing foreign companies to

conduct foreign investment activitie§
4.8.2 Subsidies

Examples of subsidies that are provided by the boshtries are subsidized infrastructure,
including the provision of energy (fuel, power, wemt etc.), transportation and
telecommunication at lower costs, and subsidizedthase/rental of land, buildings, and
industrial plants. Subsidies might also includeubssdized exchange rate, export subsidies,
capital subsidies, loan subsidies, subsidized img#d and subsidized services. Subsidized
services may include assistance in implementing madaging projects, carrying out pre-
investment studies, information on markets, avditgbof raw materials, advice on
production processes and marketing techniquesstasse with training, technical facilities
for developing know-how or improving quality cortrdob training subsidies, particularly
when investment is sought in activities that arev te the host economy, are offered for
investors that are faced with a shortfall of quediflabour. In these cases, authorities offer to

alleviate this shortfall through supported edugapoograms.

12 Eriedman, J., Gerlowski, D., Daniel, A. and Sithan, J. (2002), "What Attracts Foreign Multinatibna
Corporations? Evidence From Branch Plant Locatiothe United States'Journal of Regional Scienc¥®ol.
32, No. 4, pp. 403-418.
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4.8.3 Tax incentives

Tax incentives can be defined as any incentivesrdguce the tax burden of enterprises in
order to induce them to invest in particular prtgeor sectors, and are exceptions to the
general tax regime. Tax incentives would incluae,example, reduced tax rates on profits,
tax holidays, accounting rules that allow accettatepreciation and loss carry forwards for
tax purposes, and reduced tariffs on imported eqgeid, components, and raw materials, or
increased tariffs to protect the domestic marketidgoort substituting investment projects.
Because tax incentives are intended to encouragstiment in certain sectors or geographic
areas, they are rarely provided without conditiattached™>. Very often countries design
special incentive regimes that detail the tax henefs well as the key restrictions. For
instance, these regimes may require that a fadiéyestablished in a certain region or
regions, have a certain turnover, require the tesirsf technology from abroad, or employ a
certain number of individuals. For example, Chiffars foreign investors a tax refund of up
to 40 percent on profits that are reinvested toease the capital of the firm or to launch
another firm. The profits must be reinvested foleast five years. | f the reinvested amounts
are withdrawn within five years, the firm has toyghe taxes. Similarly, India offers a tax

exemption on profits of firms engaged in tourisntravel.

The impact of tax policies on the volume and lamatof FDI has for long been an area of
interest of scholars in the field of internatiobakiness and economics, however the findings
have been less than conclusieAgodo, in his study of 33 United States comparties

have 46 manufacturing investments in 20 Africanntoes, discovered that tax concessions

13 Milward, B.H. and Newman, H.H. (2009), "State Intrees Packages and Therefore, Investment Location
Decision", Economic Development Quarterly, VoIN&). August, pp. 203-222.
114 Milward, B.H. and Newman, H.H. (2009), "State Intrees Packages and Therefore, Investment Location
Decision", Economic Development Quarterly, VoIN&. August, pp. 203-222.
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were insignificant as a determinant of FDI in Hiatistical regression analy$ta Rolfe and
White found only a slightly significant relationghbetween the presence of a fifteen year tax
holiday and the attractiveness of a country aseafsi FDI®. On the other hand, Woodward
and Rolfe conclude that tax holidays and free gomeuld increase the probability of a

country receiving foreign investmefts

Examples of tax-related incentives might includenging tax reductions, granting tax
holidays, corporate income-tax reductions, exemptiom income tax, and exemption from

sales tax, tax credits and preferential tax treatme
4.8.4 Streamlining of Policies

Streamlining of policies can be an important infloeg factor in foreign investment
activities as it involves reducing bureaucracy aed tape, easing entrance procedures,
simplifying administrative procedures, and the khility of one agency to deal with and
coordinate between ministries and entities thatimrelved in investments. An example of
streamlining of policies is the Malaysian Indudtidevelopment Authority (MIDA) and the
Thai Board of Investment (BOI), wherein both estdi®#d a centre through which investors

can obtain approval and make arrangements foneill investment needf$.

15 Agodo, O. (2000), ‘The Determinants of Private Manturing Investment in Africa”, Journal of
International Business Studies, Vol. 9, No. 3,9p107.

1% Rolfe, R. and White, R. (1999), "The InfluenceTafx Incentives in Determining the Location of Fgrei
Direct Investment in Developing Countries”, Jourofithe American Taxation Association, Vol. 13, Nip.pp.
39-57.

17 Woodward, D.P. and Rolfe, R.J. (2001), "The Lamatof Export Oriented FDI in the Caribbean Basin",
Journal of International Business Studies, Vol.Id, 1, pp. 121-144.

118 Wells, L.T. and Wint, A.G. (2001), "Marketing a @ury-Promotion and Tools for Attracting Foreign
Direct Investment”, International Finance CorpamaiMultilateral Investment Guarantees Agency, Vifagn

D. C.
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4.8.5 Government Agreements and Guarantees

The government of the host country can enter ingpe@ments with other foreign
governments in order to facilitate foreign tradel anake it easier for foreign investors to
invest by solving financial and managerial problembBese agreements include common
market and regional economic agreements, and daasagn important attracting factor for
FDI. Multiple tax treaties and double taxation agnents are also important attracting factors

for EDI.

Government guarantees for investments are commitnmeade by the government to back a
private investment and to back a third-party lentlervestment is lost for political or other
reasons”. Examples of guarantees that a host country miffer to foreign investors are
guarantees against expropriation, guarantees loiedi@x rates, guarantees of stability of laws
and regulations, and sometimes, guarantees of gbiate against competition through

disallowing new investments in the same industry.
4.8.6 Government Intervention Policies

The effects of FDI on a host country's economypanticular its growth and development
prospects, are of special interest to developingnt@es. Concerns in this respect have
sometimes led to government intervention. Sevethkrostrategic and socio-economic
considerations have also regularly figured in fymsternment intervention processes, such as
employment effects, technology transfer, and emwvivental and cultural effects. Host
government policies in this respect emerge fromsipecific mix of political and economic

circumstances characterizing particular countries.

119 | ubetzky, D. (1994), "Incentives for Peace andfiBroFederal Legislation to Encourage US Entegsito
Invest in Arab-Israeli Joint Ventures", Michigarudeal of International Law, Vol. 15, No. 2, pp. 4058.
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Many government interventions to promote develognmeay cause constraints rather than
help growth and welfare. The most successful dewetp countries in recent economic
history are the newly industrializing Asian econemthat intervened intensively in markets
to build up their competitive capabilities. Thexperience suggests that there is a significant
role for government in providing the collective gisoneeded for sustained development. A
study conducted by the UNCTE suggests that the issue is not whether governnsaotsid

intervene, but how should they intervene.

Regarding the issue of competition among governsnémational or local) to attract FDI,

some problems may be created as a result of tmpetition. When governments compete to
attract FDI there is a tendency to overbid andsthigsidies may very well surpass the level of
the benefits, with welfare losses as a result. @lpgeblems may be particularly severe if the
incentives discriminate against local firms and sealosses of local market shares and

employment.

120 UNCTC (1992), "Formulation and implementation @ir€gn Investment Policies”, UN Publications, Sales
No. E.92.JXA.2.
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CHAPTER FIVE

TREND OF FDI IN KENYA BETWEEN THE YEARS 1990-2012
5.0 Introduction
This chapter gives a detailed analysis of F.Ddrapon in Kenya on the period 1990-2012,
basing on the primary data from the questionnam@ @so secondary data as given by the
world bank, UNCTAD and KPMG reports, it displays thumber of permits approved on the
given years which indicates how the F.D.I have beparating in Kenya. There is also
analysis of sector by sector of investment whici glhow the most preferred sector of
investment and those ones that attract more inkestaomparison with the others; this will
give a clear picture on the trend of F.D.I in Kenya
5.1 The period of operation of a business
The analysis gives the duration of operation ofes@vbusinesses to get a clear indication
whether the investors are comfortable doing busimeXenya or they relocate after some

time. The interview conducted presented the foltauiesults;

Table 5.1: Years the business been in operation the country

Frequency Percentage
Less than 5 years ago 6 17.0
5to 10 years ago 16 35.5
11 to 15 years ago 11 28.6
15 to 20 years ago 5 12.7
Above 20 years ago 2 6.2
Total 40 100

Sources: the Ministry of Immigration Permits isscamecords dated 1990-2012.
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From the table above, most of the respondentskiov® 35.5% indicated that the business
has been in operation in the country 5 to 10 yagos 28.6% said that the business has been
in operation in the country 11 and 15 years agolat¥d indicated that the business has been
in operation in the country for less than 5 ye&isther, the table 4.4 above indicates that
12.7% and 6.2% the business has been in operatitreicountry for a period between 15

and 20 years and more than 20 years respectively.

The results indicated clearly that most investoedgy to stay in the country for a number of
years then change the kind of investment or redobasiness to neighboring countries. This
came out clearly especially due to Kenya's politgtaucture where elections are normally
held after 5 years there is usually uncertaintytlos political environment which directly

affects the economy and the F.D.I.

5.2 Investors Country of Origin

On the country of origin the respondent the stustatdished that they were from Britain,

India, US and Germany, South Africa, Netherlandag{Z2rland and of late China and Japan.

Figure 5.1; The number of investors interviwed peicounrty.
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Sources: the Questionnaires distributed to varifausign investors in Kenya
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The table 4.2 show the number of investors whoarded to the questionnaires within the
county of Nairobi Kenya, the number is based onintkrestor’s accessibility. The table does
not show the country preference on investment.

5.3 Branches in Cities and Towns in Kenya

According to the responses 55 % of the foreign dirame concentrated in Nairobi while
Mombasa accounts for about 23 %, thus Nairobi anchbbsa account for over 78 percent of
FDI in Kenya. While other cities and towns accountsonly 22% of all the foreign firms in
the country, most of them first establish a hedit®in Nairobi, capital city of Kenya before

settling to other counties in the country.

Figure 5.2; The Trend of FDI in Kenya in different periods 1990-2012

trend of fdi in kenya

” W 1990-1995
1996-2000
' 2001-2005

W 2006-2012

Sources; the results of the analysis of both prinsard secondary data on foreign investment

in Kenya

The pie chart shows the trend of FDI in Kenya iffiedént periods between the years 1990-

2012.

From the chart it is evident that FDI has continteedhcrease over the period, it was low in
the period 1990- 1995 when structural adjustmerd happening the country attracted few

foreign investors, the period 1996-2000, the inwestt began to pick and there were a slight
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increase in the number of investment compareddthavious period. The period 2001-2005
when a new regime took over there was increasereign direct investment attributed to the
changes in operation laws and system of governnisatfollowing period always there was

increase in investments due to the changes in ¢leaonstitution and also measures were
put to improve in the FDI in Kenya.

5.4 Sectors that attract FDI in Kenya

The different sectors that attract F.D.l in Kenyssibhg on the number of permits issued by
the Immigration Department on the period 1990-2Gkws the most preferred sector of
investment, and why it attracted most F.D.| duringt period. The number of permits issued
shows the trend of how a particular sector hasvald over that period.

Table 5.2; The Immigration permits issuance trend pr year; period 2001-2012

Number of permits issued per sector of investmenn(mbers)

Sectors/year | 1990 | 199| 1994 | 1996 | 1998| 2000 2002004 | 2006 | 2008| 2010 2017

2 2
Farming 67 70 | 86 86 87 102 48 32 57 63 89 123
Tourism 102 108 106 112 165 123 86 20 122 124 13248 1
Mining 239 234| 198 196 186 203 64 36 196 20% 208 25 2

Manufacturing| 306 316 336 324 325 328 296 192 203 26 3| 346 348

Telecommunic| 96 56 83 92 87 86 48 32 93 96 98 84

ation

Construction | 296 306| 286 287 286 276 200 103 154 302 346 380

industry

Transport 42 63| 36 48 46 36 23 16 46 56 69 102

Horticulture 203 206 207 201 223 236 186 122 196 3 24 248 286

Fishing 65 62 | 63 67 68 70 57 43 39 69 78 87

Sources: the results of the findings from the daestires distributed on foreign investment
in Kenya

73



By the end of year 2012 the number of permits dsmeall sector increased due to the
changes that were made to the immigration regyldtamework, hence giving confidence to
more number of investors. The changes made tontimeigration laws made it easier for
permits to be processed on time and the numbeeauirements were revised making it
easier for investors to operate and run their mssirwell. Between 2006 and 2008, foreign
direct investment in agribusiness in Kenya rose4Byper cent, while FDI into Kenyan
manufacturing rose by 87 per cent. At the same,tgfebal FDI fell by more than 10 per
cent. This can be attributed to the ongoing recanson of infrastructure, rising activity in

the mergers and acquisitions market.

The best FDI is the one that brings in several ae@ many positive externalities, such as
manufacturing and service oriented as comparedigbg few high-value natural resource
seeking, because the former helps in diversifyind ereating employment. The fact that
Kenya recorded a lower absolute value in FDI meaat fprojects in Kenya are not
necessarily capital intensive but labour intenssgch as IT and telecoms — which is a
positive thing as it means more jobs in the econo®lgo the emerging investment

opportunities in tourism, banking and agricultueetsrs will keep the FDI flowing.

From the findings the agribusiness and manufaguitands as the most prominent
opportunity for attracting and building foreign estment flows, with the support of
improved infrastructure and regulatory encourageémtrerefore country's manufacturing
capabilities for the regional market, strengthem position as a regional services hub,

reinforce the Agri-business success, diversify Fild EPZs, and improve infrastructure.
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Kenya FDI IN Comparison With Other East African Countries

Figure 5.3 FDI inflow in kenya and other east afrtan countries.
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Sources: the results of the findings from the qaestire distributed to foreign investors in
Kenya in comparison with world bank report of 2@ikPforeign direct investment in east

Afican countries.

From the table Tanzania and Uganda have widened lde& over Kenya in the race for
foreign direct investments (FDI) in the East Africeegion, as lengthy licensing procedures
and sluggish commercial dispute settlement turntimatlonals away from Kenya this is

according to the World Bank report of 2012.

New data released by the United Nations Conferencérade and Development (UNCTAD)
shows Uganda topped the region in attracting FDthim year 2011, followed closely by
Tanzania, on the back of increased investmentisaroil and gas sector. Which showed that

FDI to each of the two countries was seven timggelathan what Kenya received in 2012, a
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lag analysts blamed on heightened political terssiand delays in removing cumbersome

licensing procedures.

Figure 5.4 How immigration laws affects=DI in Kenya

To a very great extent _ 16.3%
Great extent | 56.5%
Moderate extent — 20.7%

Littleextent |l 4.3%

Notatall Bl 2.2%

0.0 10.0 20.0 30.0 40.0 50.0 60.0

Sources: the result of the analysis of Questiore®iDistributed to Foreign Investors in

Kenya.

On the extent immigration laws affects FDI in Kengaajority of the respondents, (56.5%)
indicated that immigration laws influence FDI ini§@ to a great extent while 20.7% were
of the opinion that immigration laws influence FiDIKenya to a moderate extent. Further,
16.3% indicated that immigration laws influence RDIKenya to a very great extent, 4.3%
and 2.2% to a little extent and to no extent repely. From the results above, it is evident

that immigration laws influence FDI in Kenya to gt extent.
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5.6 Sectors that attract FDI in Kenya

Table 5.3: Sectors that attract FDI in Kenya

Mean | mode
Mining and mineral extraction industry 20 15
Fishing industry 4 6
Telecommunication sector 7 13
Construction sector 26 48
Manufacturing sector 30 54
Tourism sector 16 42
farming 11 32
Transport sector 8 24
Banking and Insurance sector 12 18
Hotel sector 8 36
Horticulture sector 18 42

Sources: the Results of the findings Analyzed ogiio direct Investment in Kenya

The study aimed at establishing the key sectoractittg FDIs in Kenya. According to the
table above, majority of the respondents indicateshufacturing sector is the most attractive
sector for FDI as shown by a mean score of 30ctmestruction sector is also an attractive
sector for FDI as shown by a mean score of 26 amihigland mineral extraction industry as
well is also an attractive sector for FDI as shomna mean score of 20. Further, the
respondents indicated that manufacturing is aadite sector for FDI as shown by a mean
score of 30, hotel sector as shown by a mean sifo8 horticulture is also an attractive
sector for FDI as shown by a mean score of 18 amdifig as shown by a mean score of 11.

The respondents also indicated Telecommunicatictosés also attractive as shown by a
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mean score of 7, the transportation sector as stxyvanmean score of 8, the fishing industry

as shown by a mean score of 4and Banking and Inseiisector as shown by a mean score of
12

When the respondents were asked to comment onetimeitp issuance processes in Kenya
and how it impacts on investment, some indicated the processes is highly bureaucratic
and thus slows down and discourages foreign inversisn However, others indicated that for

the last five years the process has improved and essult the process has been made
efficient which has helped investors to settle wiid short period.

5.6 Factors that attract FDI in Kenya

Table 5.4: Factors that attract FDI in Kenya: Soures both secondary and primary data

findings on investment

Factors Mean | Std. Deviation

Political factors 4.4245 0.7109

Government policies (monetary policies, capjtal
controls policies, transfer pricing policies, anitst or 4.1898 0.9723
competition policies, and labour relations polities

Investment Incentives like tax holidays and lower
taxes for foreign investors, financial incentivesls as
grants and preferential loans to MNCs, as wellthsrg 4.1577 0.8271
incentive measures like market preferences |and
sometimes even monopoly rights

Export Processing Zones (EPZ) with reduced tasr,

ate
and tax holidays to foreign investors 4.2188 0.9235

Privatization of National Corporations, industral

: , : 4.1309 0.7247
enterprises and infrastructure enterprises

Government Agreements and Guarantees 3.9621 1.0717

Infrastructure development 4.3245 0.7109

Source: Results from the questionnaire submittetbagign direct investment
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On the factors attracting investors, majority af tespondents indicated that politics is a key
factor that attracts FDI as illustrated by a meeores of 4.4245. This is inline with Robert
who argued that some regimes tend to change ofteking it impossible to make long term
goals or investmentS. He noted that companies usually tend to limit #raount of
investment in politically volatile regions no mattee opportunities available for investment.
Schnieder and Fré¥f found that political instability significantly dezases the flow of FDI.
Also Butler and Joaquin explains that political ttas have a profound influence on the
multinational corporations, and affects the val@i@ onultinational company through change
in future cash flow and investors' required retéitirhe study findings are also in line with a
survey conducted by the Overseas Development utesttODI) in South Asia and sub-
Saharan Africa to measure the political risk imterof crime level, riots, labour disputes and

corruption found that political risk is an importdactor restraining foreign investments.

The respondents also indicated that infrastructieneelopment is a key factor that attracts
FDI as illustrated by a mean score of 4.3245. Thdysfindings are in line with EI-Haddad
who noted that unavailable public inputs and padrastructure increases costs for firms.
However, good infrastructure is attractive to FgneDirect Investment$”. This is because it
reduces the costs of doing business for profit m&ing local and multinational enterprises.
El-Haddad noted that when there is an increasehéninfrastructure stock, it indirectly
increases that productivity of other factors ofdarction. For example providing reliable and
efficient source of power such as electricity, nyasld a positive productivity effect on the

businesses and firms, while at the same time, ingzréhe investment environment for other

121 Robert P. A. (1997) Political Risk Analysis andufism. Annals of Tourism Research. Vol.24, No.3567
686.

122 gchnieder, F. and Frey, B. (2004), "Economic apditiBal Determinants of Foreign Direct Investment"
World Development, Vol. 13, No. 2, pp. 161-175.

123 Butler, K.C. and Joaquin, D. (2007), "A Note on Rcéit Risk and the Required Return on Foreign Diregestment”,
Journal of International Business Studi¥s]. 29, No. 3.

124 El.Haddad, A.B. (2008), "Determinants of Foreiginedt Investment in Developing Countries: the Eggpt
Situation”, L'Egepte Contemporaine, Vol. 77, Ny, pp. 65- 93.
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projects. This explains the fact that good infrastiire has the potential reduce the business

costs and encourage investments.

The respondents also indicated that Export Praogsdones (EPZ) with reduced tax rates
and tax holidays is a key factor that attracts &®lllustrated by a mean score of 4.2188. The
findings of the study are in line with United Nat®that®® there are 40 EPZs in Kenya which
have 99 companies and that the government of Kpryydades incentives to firms wishing to
get involved in the export processing zones. Fimaslved in the EPZs have more incentives
than other firms in other sectors. According to UMD these firms amongst other things
get an exemption from the VAT Act, exempted fronyipg stamp duties, are not be required
to pay withholding tax on dividends for both donesind foreign investors for a period of
the first 10 years of operation, after which theg axpected to pay a 25% flat rate for the
next 10 years after that. Other incentives inclagemption from payment of customs and

excise taxes, and less procedural requirements esgtablishing the business.

The table above further shows that government jgslitmonetary policies, capital controls
policies, transfer pricing policies, antitrust oongpetition policies, and labour relations
policies) are also a key factors that attract Fillastrated by a mean score of 4.1898. this is
as experienced in the newly industrializing Asiaoremies that intervened intensively in
markets to build up their competitive capabiliti®sis suggests that there is a significant role
for government in providing the collective goodsaed for sustained development. This
confirms the findings of a study conducted by tfé¢aTC'?° that noted that the issue is not

whether governments should intervene, but how shitngy intervene.

125 United Nations (2005). “Investment Policy Reviedenya.” United Nations Conference on Trade and
Development. New York and Geneva.

126 UNCTC (1992), "Formulation and implementation @ir€ign Investment Policies”, UN Publications, Sales
No. E.92.JXA.2.
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The table above further shows that investment inoes like tax holidays and lower taxes for
foreign investors, financial incentives such astgand preferential loans to MNCs, as well
as other incentive measures like market prefereagdsometimes even monopoly rights are
factors that determine FDI as illustrated by a meaore of 4.1577. The study concurs with
Milward and Newman that tax incentives are intentieétncourage investment in certain
sectors or geographic areas, as they are rarelydaa without conditions attached. Milward
and Newman noted that often countries design spewantive regimes that detail the tax

benefits as well as the key restrictions.

The table above aswell shows that Privatization Naftional Corporations, industrial

enterprises and infrastructure enterprises is al&ey attraction to FDI as illustrated by a
mean score of 4.1309. This confirms the United oveti Conference on Trade and
Development report that privatization has also gateel substantial amounts of foreign direct
investments into many developing economies. Thedystaonfirms that large scale

privatization programs send a message to the forexgstors that the government is taking
measures to create business friendly environmerfoi@ign Direct Investments. Hence,
privatization of industrial enterprises and infrasture enterprises would have a positive

impact on Foreign Direct Investment flow.

Finally the table above also indicates that govemnagreements and guarantees attract FDI
as illustrated by a mean score of 3.9621. Thisnime with Lubetzky that agreements
facilitate foreign trade and make it easier forefgn investors to invest by solving financial

and managerial problems.

127|FC and FIAS (1997) “IFC Lessons of Experienc&&ieign Direct Investment” Washington D.C. U.S.A
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5.7 Challenges facing foreign direct investment iKenya

The study aimed to establish the challenges fafongign direct investment in Kenya and
what should be done by the Kenyan government tatermore favorable environment for

FDls
5.7.1 Corruption

Corruption in permits application creates a badtupgec to the Kenyan investment
environment, from the study it is clear that if wgation is done away with completely the

investment in Kenya will raise as there will bergesed confidence with the investors.

The study found out that corruption is one factmatthas attracted so much attention in
relation to FD?®, and has been viewed as an inconvenience byakiars. Corruption in
itself as a factor has no direct risk in relationRDI, but creates a lot of disturbances. The
study found that it is important to understand ithle of corruption in FDI because it brings
about a lot of distortions by providing false infwation, pitfalls, and ultimately increases

uncertainty®®.

From the questionnaire responses investors in Kemgaed that all procedures required
money. Most argued that the presence of brokers m$ists on assisting the launch the
application faster makes the process more cumbree,ssome ask for unimaginable amount
and they end up not delivering. The payments maglearmally divided into two parts; the

official payments and the unofficial payments (bBgh This problem does not only apply to
foreign investors in Kenya, but also affects theligenous people as well. In 2006,
Transparency International published its annuabntephich showed that at least 47% of

Kenyans had to bribe officials to access basicisesy Compared to the previous report of

128 See: Habib and Zurawicki (2002); Eggar and Wir&96); Okado and Sarameth (2010).

129 Habib, M. & Zurawicki, L. (2002). “Corruption anHoreign Direct Investment.” Journal of Internatibna
Business Studies. Vol. 33:2. p. 291-307.
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2005, it showed an increase of 13%. However, mosgestors have named the Kenya
Revenue Authority as the most corrupt, since thfégndhave to encounter their officials on a

regular basis.

Transparency International’s Corruption Percepfiotex (2011), showed that, in the year
2010Kenya scored 2.1 on a scale of 10. Accordinpitoscale, a country with a higher score
is seen to be less corrupt, while a country likey&ewith very low scores is perceived to be
very corrupt. The index also measures the exteobwliption, in terms of size and frequency

of the bribes in both private and public sectors.

Investors argue that corruption has penetratel@als of the government system. Especially
red tape makes the procedures unnecessarily diffiie investors also mention that in each
procedure, the officials will only carry out oneegtbefore explaining the rest, and thereby
demanding bribes. Another problem is the lack giestise on the officials’ part. Some of
these officials are not well acquainted with theolehprocedures, and hence do not provide
all the relevant information on time for the invast This lack of information makes it hard

for the investors to make their yearly budgets.

The Kenya Bribery Index 2008 (which is study undkeh by the Transparency
International), showed that public servants andleyges of the government are the most
bribed, accounting for up to 99% of all the brib&ékese are the same officials that most
foreign investors have to deal with on a regulasidalhe study also shows that the bribes
can range from $2.5 (200 Kshs) to $625 (50,000 Kshke general conclusion is that
corruption is high and rampant in Kenya. As sonvestors have put it, “it is sort of a way of
life in the country.” However, it may not be thelpfactor that will influence the decision of

foreign investors into the country.
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5.7.2 Macroeconomic instability

The study established that macroeconomic stabidityanother risk which is taken into
consideration by foreign investors when decidingnrere to invest. Inflation and exchange
rates are key issue for businesses involved waithetr The study established that the Kenyan
shilling had been perceived to be relatively stageainst all the other major currencies in the
last decade. However in 2008, as a result of thst-@ection violence, the shilling
plummeted by losing about 13% of its value agdimstU.S. Dollar. After the political crisis,
Kenya was seen to be unstable politically, whichdenforeign investors and tourists who
make up bulk of the foreign exchange earnings goréhatively more stable neighboring
countries. This made the international demandHerKenyan shilling to decline. However,
at the moment the study has established that tilenghhas managed to recover, and is
relatively stable again. When these kinds of flattans occur more often, it makes future
investments insecure and unreliable as investorsp w&re involved in international
businesses, will all be confronted by the adveffeeeof the exchange rates.

For the Kenyan economy to attract more FDI theredeeto be a transparent and non
discriminatory regulatory environment, effectivengeetition policies and an efficient judicial
system. Low and stable tax rates are also imporRantmotion activities may also help attract
FDI but only when the basic framework is in placeluding equal treatment of foreign and
local investors and fast dispute settlement meshasall the FDI institution must work hand

in hand and consult for easier operations.

5.7.3 Political Instability

The Kenya constitution states clearly that thereld/de a general election each after 5 years,
this general elections in Kenya in the recent pastlead to political divide along tribal lines

which has lead to political and tribal violence eTpolitical instability in Kenya instill fear to

investors and according to the study it is cleat thost investors tend to with draw their
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investment when the election period draws nearusscthey are not sure of the outcome, this
has affected the Kenya FDI in a negative way aviawe seen the country’s GDP tends to go
down just before the general election and immelyiatier.

According to Dupas and Robinson there is closeetation between political instability and
economic growth. This observation may be explaimgdhe fact that political unrest causes
anxiety and uncertainty and hence increases tkeofimmvestments made by both local and
foreign investors can be lost. In most casestipaliunrest is coupled by social unrest which
also threatens the safety of the investors theraselv

The study established that in the run up to theeg®nelections in 2007, Kenya had
maintained an image of a relatively stable Africaruntry. This perception had created an
ideal environment for both investors and touridilsea The study also established that from
independence, the country’s economy had performeltl and despite a few disturbances
especially in the electioneering periods, it hagrbseen as relatively stable. The study
further established that both political stabilitydaeconomic development were two factors
that had made Kenya a good example for other Afrmauntries for a long time. However,
the study noted that all this changed in the wdkiln@ post-election violence which erupted
in 2007. Investors’ confidence in the country whatgered and this lead to massive capital
flight from the country during that particular pedi As a consequence this slowed down the

economic growth.
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CHAPTER SIX

SUMMARY OF FINDINGS, CONCLUSION AND RECOMMENDATION

6.1 Introduction

This chapter presents summary of data findingsclosions based on the findings and

recommendations there-to. The chapter also pressgasmmendations on further studies.

6.2 Summary of Findings

The study aimed to establish the effects of Imntignalaws on foreign Direct Investment in
Kenya covering the period year 2001-2012. The stimdynd out that Immigration laws
influence FDI in Kenya to a great extent in all tees. Therefore if proper Immigration
policies are implemented, they can bring aboutefagpgrading of skills and technologies,
secure more reinvestments of profits and proteetctnsumers and the environment. The
study as well established that the Immigration vecjuires that foreigners working in Kenya
to obtain relevant entry permits and that the Kemyaestment Authority (“KIA”) is
mandated with promoting investment in Kenya.

The study also established that there are no follps on approved permits and some
foreigner’s ends up not doing what their permitates.

The study also established the major sectors thaica FDI in Kenya and established that
construction sector is the most attractive sed@ofDI in Kenya in the recent past this is due
to the development of real estate’s business inyKeand also the recent devepolpment of
infrastructure which includes construction of rostworks in the major towns and also the
railway construction has attracted a number ofifpranvestors, this is followed by the
manufacturing sector and the horticulture, theisoon sector as well as Mining and mineral

extraction industry. Finally the study establishibdt Banking and Insurance sector is the
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least attractive as they are mostly controlledi®ygovernment.

Further the study also established that the perissisance processes in Kenya is highly
bureaucratic and thus slows down and discouragegfoinvestments. However, the study
established that for the last five years the protes improved and as a result the process has
been made efficient which has helped investorsetdeswithin a short period. That is in

comparison of the trend that permits issued irp#meod year 2001- 2012.

The study aimed to establish the factors affeckbg in Kenya. The study established that
politics is a key factor that attracts FDI.The ojparof regime after 5 years tend to bring
change of preferences which leaves the investdisfew choices. This is inline with Robert
who argued that some regimes tend to change aftaking it impossible to make long term
goals or investment®y. The study also established that infrastructuneelipment is a key
factor that attracts FDI that is in line with thecent construction of road network and the
railway transport. The study findings are in linghaEl-Haddad who noted that unavailable
public inputs and poor infrastructure increasedscfis firms. However, good infrastructure

is attractive to Foreign Direct Investme'its

Further the study also established that Exportéasing Zones (EPZ) with reduced tax rates
and tax holidays is a key factor that attracts Fible findings of the study are in line with
United Nations that? there are 40 EPZs in Kenya which have 99 compaamiesthat the
government of Kenya provides incentives to firmshimg to get involved in the export

processing zones. The study as well establishedytheernment policies (monetary policies,

130 Robert P. A. (1997) Political Risk Analysis andufism. Annals of Tourism Research. Vol.24, No.3567
686.

131 El-Haddad, A.B. (2008), "Determinants of Foreiginedt Investment in Developing Countries: the Eigypt
Situation”, L'Egepte Contemporaine, Vol. 77, Ny, pp. 65- 93.

132 United Nations (2005). “Investment Policy Revieenya.” United Nations Conference on Trade and
Development. New York and Geneva.
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capital controls policies, transfer pricing polgi@ntitrust or competition policies, and labour
relations policies) are also key factors that attfeDI. This confirms the findings of a study
conducted by the UNCTE® that noted that the issue is not whether govertsnshould

intervene, but how should they intervene.

The study also established that investment incestlike tax holidays and lower taxes for
foreign investors, financial incentives such astgand preferential loans to MNCs, as well
as other incentive measures like market prefereagdsometimes even monopoly rights are
factors that determine FDI. The study concurs Withvard and Newman that tax incentives
are intended to encourage investment in certaitoieor geographic areas, as they are rarely

provided without conditions attached.

Finally the study established that Privatization WNhtional Corporations, industrial
enterprises and infrastructure enterprises is alkey attraction to FDI. The study findings
confirms that large scale privatization programsdsa message to the foreign investors that
the government is taking measures to create bisinesdly environment to Foreign Direct
Investments. The study established that governmgrgements and guarantees attract FDI.
This is inline with Lubetzky that agreements fdatke foreign trade and make it easier for

foreign investors to invest by solving financiabdamanagerial problems.

The study aimed to establish the challenges faftngign direct investment in Kenya. The

study found out that corruption is one factor thas$ attracted so much attention in relation to
FDI*** and has been viewed as an inconvenience bywvasiars. The study established that
corruption has penetrated all levels of the govemnsystem especially, red tape, making the

procedures unnecessarily difficult. The study @&stablished that macroeconomic stability is

133 UNCTC (1992), "Formulation and implementation @ir€gn Investment Policies”, UN Publications, Sales
No. E.92.JXA.2.
134 See: Habib and Zurawicki (2002); Eggar and Wir&96); Okado and Sarameth (2010).
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another risk which is taken into consideration déefgn investors when deciding on where to
invest. The study established that inflation andhexge rates are key issue for businesses

involved with trade.

The study finally established that there is closgatation between political instability and
economic growth. He study found that political wstreauses anxiety and uncertainty and

hence increases the risk of investments made lhylboal and foreign investors can be lost.

6.3 Conclusion

The results of this study reveal very useful insgln understanding the nature of
Immigration laws and foreign investments environen Kenya. The study concludes
Immigration laws in Kenya regulate the FDI and #fere they should be reviewed from time
to time to keep in tab with the changing world. féhehould also be regular follow-ups on
unproved permits to make sure that the foreigndtments approved are beneficial to the
Kenyan economy. the main sources of foreign investsiin Kenya are Britain, US and
Germany, South Africa, Netherlands, Switzerlandlidrand of late are being overtaken by
China and Japan who mainly investing on manufaoguend construction industry which

currently in Kenya are ranked as the major attoastito FDI

The study also concludes that immigration lawsuierfice FDI in Kenya to a great extent in
all sectors. The study further concludes that cansbn sector is the most attractive sector
for FDI in Kenya followed by manufacturing sectallébwed by mining and mineral

extraction industry, , hotel and tourism and haitiere sector in that order. Finally the study

concludes that the banking and insurance sectbeikast attractive.

The study further concludes that the permits isseaprocesses in Kenya is highly

bureaucratic and thus slows down and discouragesgfoinvestments but the last
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five years the process has improved although taereno regular follow-ups on the already

approved and operating permits

Further the study concludes that political stapilind infrastructure development are key
factors that attract FDI in Kenya. The study alemaiudes that Export Processing Zones
(EPZ) with reduced tax rates and tax holidays asvegiment policies (monetary policies,

capital controls policies, transfer pricing polgi@ntitrust or competition policies, and labour
relations policies) are key factors that attract.FIhe study also concludes that investment
incentives like tax holidays and lower taxes faefgn investors, financial incentives such as
grants and preferential loans to MNCs, as well #eroincentive measures like market

preferences and sometimes even monopoly rightaeters that determine FDI.

Finally the study concludes that Privatization @itidnal Corporations, industrial enterprises
and infrastructure enterprises as well as goverhragreements and guarantees attract also

are key attraction to FDI.

The study finally concludes the role of the goveenmand public agencies in encouraging
FDI in Kenya is largely missing. Very few firms sed¢o have contacted the government for
any form of assistance. There appears to be alilisebetween the government and its
related agencies with the foreign investors. Moseifjn investors perceive the government
to be unfriendly and hostile to their operationbefe is need for a greater government’s
appreciation of the importance of FDI through pstom for an avenue for interaction and

collaboration in order to address their concerns.

6.4 Recommendations

The study recommends that with the hope of prorgdiDI inflows, Kenya has to undertake

several economic reforms. The Immigration laws setx be reviewed time to time to
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keep in tab with the globalizing world, there alseed to be a regular follow up on the
already approved FDI to make sure that they adeviahg the laws and whatever they are
dealing with is still beneficial to Kenya, the npnoductive ones should be replaced with
productive ones. The integral parts of the oveeftbrms should be mainly macroeconomic
stabilization, streamlining and simplifying busisesegulations. After these reforms, the
share of FDI inflows into the country will increaséhe general assumption is that deterring
factors of FDI inflows into Kenya are: low level effective demand as a result of limited
purchasing power of the people, low level of infrasture development, unstable political
environment, inefficient and ineffective legal st and excessive bureaucracy, slow
process of the privatization program and lack allexk workforce. For a country to attract a
sizeable diversified and non-resource seeking EBhould attain a certain minimum level of

development.

The government needs to put more emphasis on inmgdhe investment climate in the
country through more measures of liberalizatiom simould also have efficient system which
facilitates speedy and easy entry of foreign inwssin to the market. The policy makers also
need to enact measures which should encouragdipatian and promotion of the domestic
private sector, which also is important attractingredient to the inflows of foreign direct

investments.
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