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Introduction 

 

The international movement of the capital became one of the main characteristics 

of the world's economy in the second half of the last century. Its role is becoming more and 

more important and it is reflected in increasing interdependence of the national economies. 

Foreign direct investments (FDI) represent the largest share of the capital flows. FDI 

are one of the important indicators of the economic climate in the international environment as 

well as characteristics of the globalisation. They contribute to increased trade, influence 

relationships between economies, are a source of additional capital to support firm's 

restructuring and increase effectiveness, influence employment, can be connected with transfer 

of know-how and at the end support not only the firm's development but the growth of the 

GDP. 

Developing countries, emerging economies and countries in transition increasingly 

see FDI as a significant source of economic development, modernization, employment 

generation and other benefits. According to the World Investment Report (WIR), developing 

countries attracted $438.4 billion in foreign direct investment in 2007 which is more than ever 

before (WIR, 2008). 

There is a specific group of fifty countries among the developing world, so called 

“least developed countries” (LDCs), where FDI inflows increased markedly since the 1990s. 

However, over that period of time they've attracted only around 3.5 % of overall FDI inflows 

into developing countries (LDCs Report, 2007).  

Islamic Republic of Afghanistan (thereafter “Afghanistan”) is one of the least 

developed countries, being the 5th poorest country in the world. Since the fall of Taleban 

regime in 2001, the country is making progress in rebuilding its economy. Afghanistan has 

already attracted some of the foreign investors and inward FDI even doubled between 2005 

and 2006 (Haidari, 2008), yet compared to inflows in other LDCs the amount remains low. 

The aim of this thesis is to analyse the investment environment in Afghanistan, focus 

on inflows of foreign direct investments and outline the opportunities and threads which 

potential investors into Afghanistan would have. Conclusions will be based on the macro and 

micro analysis of the data provided by international and national organisations. 
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1. Definition and presumptions of foreign direct investments 

 

This chapter will set theoretical background to the foreign direct investment. Terms 

such as investment, direct and indirect investment and foreign and domestic investment will be 

explained. We will introduce the decision process of foreign investment through laying out 

theoretical models of Caves, Dunning, Horst, Vernon and Williamson. Types of FDI will be 

presented and we will show how companies measure profitability of these investments. We 

will present as well effects of FDI on both host companies and countries. At the end it will be 

explaine how FDI data are reported. 

 

1.1. Definition of basic terms 
 

1.1.1. Investment 

Investment can be defined in business management, economics and finance, having 

an altogether different meaning from each other. 

In economic terms, Samuelson (1989, p. 975) defines investment as: “Economic 

activity that forgoes consumption today with an eye to increasing output in the future. The 

major forms of investment are in tangible capital (structures, equipment, and inventories) and 

in intangible investments (education of “human capital”, research and development, and 

health). Net investment is the value of total investment after an allowance has been made for 

depreciation. Gross investment is investment without allowance of depreciation.” 

In finance terms investment is defined merely as the purchase of a security, such as 

stock or bond. For the purpose of this thesis the investment is understood within its economic 

terms. 

It's important to note that we differ between direct and indirect (portfolio) 

investments and also between foreign and domestic investments - differences are explained on 

following lines. 
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1.1.2. Foreign Direct Investment 

FDI are defined by international organisation as well as by laws of single countries. 

In Afghanistan the FDI is defined by “Private Investment Law“, amended December 6th, 2005. 

Organisation for Economic Co-operation and Development (OECD) (1999, p. 7) in 

line with International Monetary Fund (IMF) and EUROSTAT defines that: “Foreign direct 

investment reflects the objective of obtaining a lasting interest by a resident entity in one 

economy (“direct investor”) in an entity resident in an economy other than that of the 

investor (“direct investment enterprise”). The lasting interest implies the existence of a long-

term relationship between the direct investor and the enterprise and a significant degree of 

influence on the management of the enterprise. Direct investment involves both the initial 

transaction between the two entities and all subsequent capital transactions between them and 

among affiliated enterprises, both incorporated and unincorporated.”  

Countries differ in regards to the minimum percentage of equity ownership that they 

count as a “direct investment” abroad so to distinguish from a “portfolio investment” in their 

international-payments statistics (Caves, 1999). For the purpose of this thesis we will stick to 

the recommendation of OECD (1999, p.8) that sets direct enterprise abroad as the one in 

which: “a foreign investor owns 10 per cent or more of the ordinary shares or voting power 

of an incorporated enterprise or the equivalent of an unincorporated enterprise.” 

Through FDI foreign investors gain either directly or indirectly (though another 

subsidiary) a long term controls over the direct investment enterprises. Depending on how 

many percent of shareholders' voting power is owned, the direct investment enterprises are 

divided into subsidiaries (over 50% votes), associates (10% - 50% votes) and branches (100% 

owned permanent establishment or office of the foreign direct investor, or an unincorporated 

partnership or joint venture between a foreign direct investor and third parties, or a land, 

structures and immovable equipment and objects direct owned by a foreign resident; or 

a mobile equipment operating within an economy for at least one year). 

Except the long term control over the enterprise through shareholding, direct 

investment involves reinvested earnings and other capital which includes direct investor's debt 

relationships. 
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Composition of the direct investment can be expressed as follows: 

 

Direct investment = equity capital + reinvested earnings + other capital  (2.1.) 

 

Where 

Equity capital is the value of the multinational enterprise (MNE's) investment in 

shares of an enterprise in a foreign country. This category includes both mergers and 

acquisitions and “greenfield” investments (the creation of new facilities). Mergers and 

acquisitions are an important source of FDI for developed countries, although the relative 

importance varies considerably.  

Reinvested earnings are the MNE's share of affiliate earnings not distributed as 

dividends or remitted to the MNE. Such retained profits by affiliates are assumed to be 

reinvested in the affiliate.  

Other capital refers to short or long-term borrowing and lending of funds between the 

MNE and the affiliate (also called inter-company debt transactions). 

 

FDI flows 

FDI flows are represented by inward and outward capital flows where inward FDI is 

when foreign capital is invested in local resources; and outward FDI, sometimes called direct 

investment abroad, is when local capital is invested in foreign resources. 

The United States is the largest single host country for FDI in the world with 

estimated inflows of $193 billion and 25 countries of EU together acounted for 40% of total 

FDI inflows in 2007 (UNCTAD, 2008). Among developing economies, China and Hong Kong 

(China) are the most popular FDI destinations. 

Developed-country MNEs are the leading sources of outward FDI, accounting for 

84% of global outflows as per 2006. The United States, France, Spain, United Kingdom, The 

Netherlands and Luxembourg are ranked among the 10 largest outward investor economies 

in the world. However the picture is changing in recent years and largest MNEs from 

emerging economies are positioning themselves in the list of top 100 non-financial MNEs, 

lead by Hong Kong (China) and Russian Federation (WIR, 2007). 
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As per MNEs speaking, General Electrics, Vodafone and General Motors are the 

largest corporations engaged in overseas investments (UNCTAD, 2008). 

 

FDI stocks 

FDI stocks are presented at book value or historical cost, reflecting prices at the time 

when the investment was made. 

FDI stock is defined as a value of the share of capital and reserves (including retained 

profits) attributable to the parent enterprise, plus the net indebtedness of affiliates to the parent 

enterprise. 

For a large number of economies, FDI stocks are estimated by either cumulating FDI 

flows over a period of time or adding flows to an FDI stock that has been obtained for 

a particular year from national official sources or the IMF data series on assets and liabilities 

of direct investment (UNCTAD, 2008) 

 

In concept, market price is the basis for valuation of flows and stocks, however, 

in practice book values from the balance sheets of MNEs are often used to determine the value 

of the stock of FDI (IMF, 2001). 

 

1.1.3. Foreign indirect (portfolio) investments 

 

Portfolio investments represents passive holdings of securities (e.g. stocks, bonds), or 

other financial assets. Investor's aim is not to be actively involved in management or control 

of the company (i.e. must hold less than 10% of votes) but to diversity the risk in his portfolio. 

Portfolio investments have usually short-term character (sometimes called “hot 

money”) and are easily liquidated if market conditions or sentiment change. Hence they are 

riskier for countries whose current account deficit is financed by these investments. 
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1.2.  Theoretical approaches to foreign direct investments 
 

Multinational enterprises1 (MNEs) play a major role in the globalising world 

economy.  

MNEs compete in global markets in the production of goods and services which rely 

heavily on activities in which there exist economies of scale, scope and common governance 

(Cantwell, 1994 in Dunning, 1998). 

The globalisation of economic activity relies heavily on the abilities of MNEs to 

transfer created assets from industrialized to developing countries (Dunning, 1998). 

Among main determinants of FDI we count for example market size, geographic 

position, costs of production, political stability of host country, institutional environment and 

business environment. 

Among firms common motives for foreign investment are, of course with an eye on 

differences in sectors they operate and products/services they provide (Eitman et al., 1995; 

Durčákova et al, 2003): 

a) access to cheap production factors 

b) other factors determining costs of production, e.g. infrastructure, support 

services, tax systems, planning constraints 

c) setting up inside a customs union to avoid paying tariffs on exports 

d) expanding the scope of its markets; diversification of its input, output and profit 

streams 

e) following business partners. 

 

There are numerous theoretical models developed which explain firm's decision 

making process about internalization. Models of Caves, Dunning, Horst, Vernon and 

Williamson will be presented. 

 

 

 

                                                 
1 MNEs are defined as enterprises that control and manage production (plants) located in at least two countries. 
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1.2.1. The product cycle theory 

This theory has been developed by Raymond Vernon (1966). It relates the changing 

propensity of firms to engage in foreign direct investment as the product they produced moved 

from its innovatory to its mature or standardized form.  

Basically, the theory suggests that early in a product's life-cycle all the parts and 

labour associated with that product come from the area in which it was invented. After the 

product becomes adopted and used in the world markets, production gradually moves away 

from the point of origin to areas lower production costs can be achieved (Hill, 2007). 

 

1.2.2. Exports versus FDI 

There are two potential strategies for organisation to go international – either through 

exports or by foreign direct investments. Various forces restricting trade, such as tariffs to 

protect domestic market from imports, encourage foreign direct investment in sectors where 

that is possible. Horst (1971, in Caves 1999) explored the behaviour of the multinational 

enterprises in the face of tariffs. He explains that MNEs enjoy scale economies in production, 

so that the marginal cost curves slope downwards. There are three scenarios where company 

either: 

a) Produces only in a home market and exports to foreign market; or 

b) Produces in both markets but doesn’t export; or 

c) Produces only in a foreign market and exports to home market. 

 

The location of the production is not based only on tariffs and absolute advantage in 

production costs but also on the sizes of home and foreign markets.  

 

1.2.3. Horizontally and vertically integrated MNEs and diversified MNEs 

Another theoretical approach was introduced by R.E.Caves (1999). He divided MNEs 

into three groups so to demonstrate the motives for ways of internationalizing. There are 

following types of MNEs: 

a) Horizontally integrated, 
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b) Vertically integrated, 

c) Neither vertically nor horizontally integrated (diversified MNEs). 

 

Horizontally integrated MNEs 

 

Horizontal MNE is a firm where production is dispersed into several countries based 

on transaction-cost advantage model.  

Transaction-cost approach asserts that these MNEs will exist only if the plants they 

control and operate attain lower costs or higher revenue productivity than the same plants 

under separate managements. Minimizing the cost of production, logistical activities but also 

complementary non-production activities of the firm can be counted among the reasons for 

investment (Caves, 1999). 

Involvement of non-production activities into this model lead to the development of 

new framework by Dunning which is described on the following lines. 

 

The eclectic theory of foreign investments 

In 1970's J.H.Dunning developed the theory about foreign investment decisions, so 

called “eclectic paradigm of international production” or “OLI paradigm” . The eclectic 

paradigm avows that at any given point of time, the level and composition of a firm's foreign 

production (FP) reflects its strategic response to three factors (Dunning, 1988 in Dunning, 

1993): 

a) the level and structure of its ownership (O) specific or competitive advantages; 

b) the location (L) or competitive advantages of the countries in which these 

advantages might be created, acquired, or exploited; 

c) the opportunities open to the firm to internalize (I) the market for its O advantages 

between the home and selected host countries. 

 

This paradigm was than extended in 1993 by introduction of an „over time“ variable. 

The „over time“ variable is used as a „strategic change“ (f) based on the changes in 

configuration of its OLI advantages - based on firm's experience and its continuous reaction to 

the success or failure of its past strategies as revealed by their impact on its current ownership 
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specific advantages.  

Assuming some kind of time lag (t) is required to implement the firm's strategy one 

could write (Dunning, 1993): 

 

FPt = (f) OLI t-1 (2.2) 

 

Where 

 

O – Ownership specific advantages are two of kinds. The first arise from the privileged 

possession of income generating assets (such as a patent, technique, exclusive access to raw 

material etc.). The second stem from the superior ability of firm to take advantage of the 

economies of common governance of separate but related activities which might otherwise 

have been coordinated through external markets (e.g. economies of scale, synergies, spreading 

geographical risk, cross-border arbitraging). 

 

L  – Location advantages of countries depend on variables such as production and transport 

costs and cost of adaptation of product for specific markets. 

 

I  – Internationalization advantages reflect the degree to which markets fail to operate in 

a perfectly competitive way. The variables are the likelihood and costs of a contractual default 

and the inability of a contractor to capture the external economies of any transaction. 

 

Based on OLI advantages it is possible to determine the amount and distribution of MNE 

activity over a period of time in the future. It has to be noted though that these advantages 

change over the period of time as the economic and political environment which companies 

are part of change (Caves, 1999). 

 

Vertically integrated MNEs 

 

Vertically integrated firm is the one whose production units, where one produces 

outputs which serve as inputs to other, lie in different nations. There is also assumption that 
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production units are dispersed in different countries due to conventional location pressures. 

Williamson (1985, in Caves 1999) explains the model of vertical integration similar 

to transaction-cost approach for horizontal MNEs. He argues that vertical integration occurs 

because the parties prefer it to ex ante contracting costs and ex post monitoring and haggling 

costs that would destroy the alternative state of arm's-length transactions. These, and also high 

switching costs, motivate buyer and seller to create long-term agreements (e.g. alliances) 

where both parties benefit mutually from investments that each makes to suit needs of the 

other party. 

 

Diversified MNEs 

 

These MNEs do not have any evident horizontal or vertical relationship, the 

explanation for international investment lies in spreading the business risk (Caves, 1999). 

Spreading the risk can be done by diversification from the domestic product line; 

however, more common is spreading the risk through international diversification among 

geographic markets. 

 

 

1.3. Types of foreign direct investments 
 

MNEs engaging in FDIs have different entry models to host countries; depending on 

factors such as the amount of capital to be invested, experience and risks involved. They may 

do so through the expansion of existing enterprise or investing into new enterprise. 

In Chapter 1.1.2. learned that FDI comprises of equity capital, reinvested earnings 

and other capital. Within the equity capital investments there are following forms of FDI: 

greenfield investments, brownfield investments, joint ventures, mergers and acquisitions, 

strategic alliances, licensing and various management contracts. New trend in equity 

investment, though not so common on international scene yet, is to provide a capital (so called 

venture capital) to new, risky businesses. In practice most common forms of FDI are first four 

mentioned above. 
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1.3.1. Equity capital 

Greenfield investments  

It is a form of foreign direct investment where a parent company starts a new venture 

in a foreign country by constructing new operational facilities from the ground up 

(Investopedia, 2007). It is characterized by high initial inflow of foreign capital, immediate 

open-up of new long-term work places, bringing knowledge and technology and increase of 

the competition on the market. 

Greenfield investments are leading entry model to emerging markets of Africa. This 

may be explained by the presence of relatively abundant natural resources in this continent 

(Motamen-Samadian, 2006).  

 

Brownfield investments 

These investments are similar to greenfield investments though investor is not 

building up new manufacturing plant but is buying or renting already existing facilities. It 

brings many advantages as well as disadvantages. Investor profits from already existing 

market, distribution channels, infrastructure, management etc. On the other hand this 

investment could require complete restructuring of the company, re-education of current 

employees or hiring new ones, or building up new infrastructure, which is in some cases more 

costly then building up new company, and it’s limiting company in expansion (Eitman et al, 

1995). 

 

A Joint venture 

A joint venture between a multinational company and a host country partner is 

a viable strategy if one finds the right local partner.  

There are obvious advantages where both partners benefit. Foreign partner gains 

access to knowledge of the local market, customs, regulations, institutional procedures etc. and 

can be enhanced by contacts and reputation of local partner. On the other hand, domestic 

partner has access to international markets, benefits from positive externalities such as access 

to new/modern technologies. Presence of foreign investor might help to increase public image 
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and improve sales possibilities. 

Joint ventures might be a wrong choice if partners have divergent views about the 

business, political risks are rather increased than reduces, and limited level of independence 

(compared to sole ownership) needs to be considered too (Durčáková et al., 2003). 

 

Mergers and acquisitions 

Mergers and acquisitions (M&A) are investments into already existing companies 

and mean the change in the ownership of the company. A merger is a combination of two 

companies to form a new company, while an acquisition is the purchase of one company by 

another with no new company being formed (Investopedia, 2007). 

Especially at the beginning of the investing phase, FDI doesn’t have influence on 

increase of the productivity in the economy (doesn’t create new work places, bring new 

technology, increase the competition), and that’s why it has lower utility for host country than 

greenfield investments. But in the longer time-scale, when all the direct and indirect effects 

start to occur, most of these differences stop to appear (Eitman et al., 1995).  

M&A is a leading entry model for Asia and Central and Eastern European emerging 

markets (Motamen-Samadian, 2006). 

 

1.3.2. Reinvested earnings 

It is a part of an affiliate’s earnings accruing to the foreign investor that is reinvested 

back in that enterprise (UNCTAD, 2007). 

 

1.3.3. Other capital 

Other direct investment capital (or inter company debt transactions) includes covering 

the borrowing and lending of funds, including debt securities and trade credits, between direct 

investors and direct investment enterprises and between two direct investment enterprises that 

share the same direct investor (Falzoni, 2000). 
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1.4. Measuring profitability of foreign direct investment 
 

Investing abroad is one of the most complicated and most risky entrepreneurship 

activities. Not only that it is capital demanding but also requires investors' knowledge and 

abilities to orientate in foreign environment (Petráková, 2006). 

 

Before making final decision about foreign investments, firm needs to evaluate the 

profitability of the investment project and assess the risks attached to it. Traditionally MNEs 

use a method of “adjusted net present value (ANPV)” where four parts in the formula are 

calculated as follows (Durčáková et al., 2003): 

a) Assess the costs of the investment project, 

b) Forecast discounted cash flow after tax, 

c) Forecast salvage value of the investment at the end of the project, 

d) Include specific foreign influences. 

 

 

Adjusted net present value = (2.3) 

 

Where: 

 

SR0 – currency exchange rate at the start of the project 

C0 – initial costs of the project denominated in foreign currency 

AA 0 – value of activated uncollectible debts in abroad 

SRe
t – expected currency exchange rate 

CFe
t –  expected cash flow in following periods, denominated in foreign currency 

LSe
t –  expected decrease in cash flow in other branches and daughter companies in foreign currency 

DRD – domestic discount rate 

TF  –  foreign tax rate 

Dt  –  depreciation in foreign currency 

IRe
F, t  –  expected foreign interest rate 

NPt  – unpaid principal from loans in foreign currency 
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St  – subventions to support investments into host country in foreign currency 

A t  – domestic tax adjustment, in domestic currency 

SVe  – expected salvage value of the investment (market price) 

 

Project costs (C0) at the beginning of the investment are converted into domestic 

currency by exchange rate (SR0). Initial phase of the project can be sometimes over a longer 

period of the time (esp. greenfield investments) thus costs should be accrued. 

Expected cash flow (CFe
t) in following period is also converted into domestic 

currency by expected exchange rate (Sre
t) and modified with expected foreign tax rate (T) and 

discounted into present value by domestic discount rate (DRD). Cash flow is then modified 

with factors lowering the tax base, such as future depreciations (Dt), expected interest rate 

payments in following years (IReF,t*NPt) in case the investment is paid partially or fully from 

foreign loan. 

Project's revenue is also a salvage value of the investment at the end of the project's 

life. 

Important part of calculating the ANPV is to consider influence of currency exchange 

rate fluctuation on CF and include other factors specific to foreign investment. Those are 

mostly possibilities of acquisition of uncollectible debts, expected losses of CF in other 

branches and daughter companies, specific tax conditions and other risks specific to investing 

abroad (country risk). 

It is reasonable to assume that some parts of the world are markedly and persistently 

riskier than others. A generic country risk rating is a good starting point for an assessment of 

the risk relevant to a particular international project. Rating agencies (e.g. Euro-money, 

Moody's, Standard & Poor’s) allow this even though differences in what factors are measured 

by each of them have to be taken in consideration. Then company needs to assess risks 

specific to the country of interest. 

 

The components of country risk 
 

Multinational firms are influenced by political events within host countries and by 

changes in political relationship between host countries, home countries, and even third 
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countries. That implies even more when talking about foreign direct investments. 

White and Fan (2006) decomposed country risk into 4 groups of political, economic, 

financial and cultural risk. 

 

Political risk  can be grouped into three different sources of relevant change - 

a) Political instability, such as war, changes of regime (democratic or violent), 

terrorism, kidnapping; 

b) Social instability, including attacks on legitimacy (e.g. riots, strikes), focus on 

nationalism, breakdown of law and order, high criminality; 

c) Deliberate changes of policy by government in areas relevant to business, usually 

as a result of pressure from key interest groups. These changes occur with higher probability 

in developing countries. 

 

Economical risk is arising from unexpected changes in the economic context of 

investment project. The main sub-component groupings are  

a) Performance uncertainties, e.g. long run slowdown of economic growth, high 

inflation rates, significant increase in interest rates, 

b) Context uncertainties, e.g. persistent depreciation of exchange rate,  

c) Infrastructural uncertainties, e.g. bureaucratic delays, inadequate provision of 

public services and facilities. 

 

Financial risk comprises unpredicted changes in creditworthiness, including 

sovereign risk. It might be associated with restriction or difficulties in access to credit and the 

capital market and/or vulnerability in credit rating. 

 

Cultural risk  represents risk of misunderstanding the specifics of culture such as 

patterns of business behaviour (i.e. selling, consuming, and negotiating style), language 

barriers, ethnic/religious tensions, corruption and nepotism. 

 

With country risk and all other types of risk it's important to consider not only the 

level of risk involved but importantly also the degree to which it is possible to mitigate risk. 
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For example by controlling key production factors, taking on a loan in host country, 

establishing a joint venture and/or insuring a foreign investment (Durčáková et al, 2003). 

 

 

1.5. Effects of foreign direct investments 
 

The reasons why multinational enterprises decide to invest abroad; what are the 

benefits from investment; and what risks can negatively influence whole project have been 

explained in chapters earlier.  

Foreign direct investment has become an important source of private external finance 

for developing countries, thus on the following lines we will focus on positive and negative 

effects of FDI on host countries and firms. 

 

1.5.1. Positive and negative effects on the host country economy 

 

MNEs are seen to provide the host country with many benefits. They are expected to 

create employment, increase exports, bring in new technology, managerial and marketing 

skills and help to improve country's global competitiveness. FDI are seen to be attractive to 

host countries also because it is expected to provide long-term capital inflows, which bring in 

foreign exchange and help fund the balance of payments deficit on the current account. In the 

medium term to long run, FDI are also expected to help earn foreign exchange through exports 

(Kambhampati, 2004). 

But it is important to recognize that not everyone is enthusiastic about FDI. Critics 

are concerned about the possible negative effects of FDI on host country. They maintain that 

even though FDI bring funds, the net inflow is much smaller because MNEs usually borrow 

within the host country. Another argument put forward is that MNEs create unskilled 

employment and they do not employ local management staff. There are also worries about the 

medium-term impact on the balance of payments; about potential monopolization of the 

domestic market; and more generally about the impact of FDI on the government's ability to 

manage the economy because governments are competing among themselves to attract FDI by 

trying to improve investment climate through reduction of investment and trade restrictions 
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and offering more incentives such as tax breaks, lowering safety and human rights standards 

(Eitman et al., 1995; Kambhampati, 2004).  

Presence of multinationals in the economy can lead also to the establishment of dual 

economy where firms working thanks to FDI aren't giving any impulses to the development 

of the other home firms and stay isolated from the rest of the economy (Žďárek, 2005). 

When assessing the impact of multinationals it is appropriate to avoid taking a black 

and white approach. The impact of MNEs will depend upon a variety of factors such as their 

willingness to accommodate to the needs of the local community, the preparedness of 

governments to regulate their activities effectively, and the kind of economic sector the 

company operates in. 

 

1.5.2. Positive and negative effects on firms in host country 

 

Positive effects of firms investing through green- or brown- field investments is in 

e.g. immediate employment creation, bringing of new technologies and quite high inflow of 

initial capital. 

Company's decision to invest abroad through mergers, acquisition or joint venture 

have various positive and negative effects on host firm and also on other firms in the economy. 

Main benefits created by presence of foreign party in the host firm are for example 

introduction of new technologies, operational processes, knowledge from R&D, access to 

patents and innovations; which all together brings higher labour productivity, cost deduction, 

increased profitability, thus better return on capital which leads to growth of market share 

price. Change of the management in the company brings new rules, change of habits, new 

company culture, ways of managing the organisation. An increase of equity capital through 

FDI lowers the indebtedness of the company and also presence of a foreign party helps 

company with access to foreign markets and firm gains better opportunities on capital markets 

(e.g. better access to loans). 

Unfortunately presence of foreign party has also some negative effects, such as 

decreased or lost independence in decision makings; necessity to adopt to changes which are 

in favour of the group but not the company itself; limitation in the development of host firm 
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if the R&D centre is moved or supplemented by department in mother country; employee 

deduction and other. 

The takeover of host firm by MNE is always happening in a friendly spirit and in 

wish of the host firm. So called „hostile takeovers“ happen with the aim of mother company 

to kill the competition which would this firm represent otherwise. 

 

Positive effects of FDI on productivity of host country firms is in their indirect 

influence which is realized through technological spillovers or increased competition created 

by presence of MNEs in the market. The possibility for positive spillovers arises because 

multinationals may find it difficult to protect a leakage of these firm specific assets, such as 

a uperior production technique, know-how, or management strategy to other firms in the host 

country. The inability of multinationals to protect the asset is due to labour mobility between 

firms, but also due to contacts between domestic suppliers or domestic customers and 

multinationals. 

Horizontal spillovers create the beneficial effects from multinationals on domestic 

firms operating in the same industry. Demonstrating effect occurs when domestic companies 

try to imitate technology demonstrated by foreign firms. Increased competition (competition 

effect) eliminates monopolies of domestic firms and forces domestic companies to increase 

their efficiency and use new technologies in order to survive. However, increased competition 

might totally wipe out local firms if they are not efficient enough and shift the monopolies 

form domestic to foreign firms (Kokko, 1992 in Konishita, 1999). 

Vertical backward and forward relationships between MNE and firms in different 

industries create a room for knowledge spillovers. On the one hand, foreign producers may 

establish relationships with their domestic suppliers in order to improve their technical 

competencies (as in product design and market information) which may lead to productivity 

gains (backward linkages). On the other hand, foreign companies supplying inputs to domestic 

enterprises could generate positive spillovers through the superior proprietary asset, 

knowledge and technology incorporated in their products and through the training provided 

to employ them appropriately (forward linkages). Potentially negative spillovers are 

asymmetries in bargaining power. Foreign multinationals may be expected to have much more 

bargaining power than domestic companies due to their size and international operations. 
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Under this circumstance it is unlikely that indigenous firms are able to experience productivity 

gains fully as these may be appropriated by the more powerful contractual partner (Girma et 

al., 2005). 

 

Training effect refers to a costly effort to train local workers which leads to 

productivity improvements. Training involves accumulating skills specific to adaptation of 

new technology. Training effect may take place due to increased competition or pressure from 

foreign buyers (Konishita, 1999). 

 

The size of spillovers depends on the size of technology gap between domestic and 

foreign companies, capacity of the host economy to adopt new/advanced technologies and 

whole investment climate. It also depends on decisions of MNEs regarding spillovers. 

If the technology gap is too big, local firms lag behind in terms of technology and 

thus are not attractive as suppliers. If it's low there is little to learn new things.  

 

 

1.6. FDI data reporting 
 

Statistical data reporting FDI face many problems as most of the firms aren't 

obligated to inform about FDI flows. Even world organisations can't provide with comparable 

statistics of particular countries, that's why time series are not completely reliable and are 

hardly comparable. Data about FDI are primarily published by national banks in balance of 

payments. For international comparisons data of UNCTAD, OECD, EUROSTAT and IMF are 

useful. 

After IMF revision in 2003, FDI flows are captured as investments abroad and 

in reporting country on financial account in balance of payments in three groups: equity 

capital, reinvested earnings and other capital (intra-capital borrowings). Income from 

investments is recorded as income on investment and on debt in current account of balance 

of payments. FDI stocks are part of investment position (Žďárek, 2005). 

The fact that FDI profits are recorded on current account but their flows on financial 

account is a growing problem in many countries where inward FDI is prevailing as they are 
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source of deficit of current account (e.g. in the Czech Republic). 

FDI flows and stocks are tracked as their inflows and outflows, usually disaggregated 

by region and economy. FDI flows are also presented as a percentage of gross fixed capital 

formation. FDI stocks are recorded as inward and outward stocks and also as a percentage 

of gross domestic product. 

Data are presented in national currencies of countries. Transactions in foreign 

currencies are converted by exchange rate valid at the time of the transaction. Balance of 

payments is usually presented also in other, internationally recognized currency/ies, such as 

EUR or USD. In international comparisons FDIs of all countries are converted into US Dollars 

so to eliminate exchange rate fluctuations.  

In the past some of the countries had different characteristics necessary for defining 

FDI which might cause problems when comparing large-time scale data series and researchers 

must be aware of that. 
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2. Foreign direct investments in developing countries 

 

Developing countries are in general countries which haven't achieved a significant 

degree of industrialization relative to their populations, and there is a low standard of living. 

The development of a country is measured with statistical indexes such as income per capita, 

life expectancy, the rate of literacy, and so on.  

The World Bank’s criterion for classifying economies is gross national income (GNI) 

per capita2, dividing countries into three groups of low-, middle- and high-  income whereas 

for geographic purposes low and middle income countries are classified as developing 

countries (World Bank, 2008). The United Nations (UN) are classifying countries into three 

groups of: developed3 countries and developing countries based on GDP per capita4, and 

countries in transition5. According to the UN methodology, developing countries include also 

high-income countries of Republic of Korea and Singapore and exclude new EU countries 

of Central and Eastern Europe which would be in the group based upon World Bank 

classification otherwise. In this thesis term “developing countries” is defined in a line with the 

UN definition if not stated otherwise. 

Within the group of developing countries there are 50 countries which are considered 

to be the least developed countries6 in the world (shortly LDCs), among them is also 

Afghanistan. Most of LDCs are characterized by poverty, low stage of economic development, 

small size of domestic market, lack of appropriate human and other resources, and low levels 

of technological sophistication. (Rahnama-Moghadam et al., 1995). 

Another term linked to developing countries is “emerging economies”. Those are 

rapidly growing markets, also characterized as transitional – meaning that they are in the 

process of moving from a closed to an open market economy while building accountability 

                                                 
2 GNI divided by midyear population size. GNI is calculated in U.S. Dollars and based on World Bank Atlas, for 

details on the methodology please visit World Bank at: http://go.worldbank.org/QEIMY0ALJ0. 
3 Developed countries are members of the OECD (other than Mexico, the Republic of Korea and Turkey), plus 

the new European Union member countries which are not OECD members (Cyprus, Estonia, 
  Latvia, Lithuania, Malta and Slovenia), plus Andorra, Israel, Liechtenstein, Monaco and San Marino. 
 
4  Nominal GDP divided by population. Source: UNCTAD Handbook of statistics 2006. 
5 Transitional countries don't fall in to any of the groups, they are Commonwealth of Independent States and 

South-Eastern Europe. Source: UNCTAD Handbook of statistics 2006. 
6 UN Committee for Development Policy defines LDC by assessing criteria of: low income, human assets and 

economic vulnerability. For more info please see UNCTAD Least developed countries report 2007, p.4. 
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within the system (Investopedia, 2008). Those are nowadays for example countries of Brazil, 

Russia, India and China (BRIC) and Commonwealth of Independent States (CIS). 

 

 

2.1. FDI and developing countries 
 

Foreign direct investments represent the largest share of external and long-term 

capital flows to developing countries. Just as multinational enterprises can bring with them 

new technology, management know-how and improved market access, foreign direct 

investment can be a significant force for development.  

FDIs are viewed as a stimulus for economic growth especially in the world's poorest 

countries. Partly this is because of the expected continued decline in the role of development 

assistance (on which these countries have traditionally relied heavily), and the resulting search 

for alternative sources of foreign capital. Along with major reforms in domestic policies and 

practices in the poorest countries, this is precisely what is needed to turn-around an otherwise 

pessimistic outlook. 

The following Graph 2.1. represents FDI inflows in the world where tendencies of 

increased FDI inflows into developing economies can be noticed. This increased FDI flow 

predominantly into emerging economies of Asia, Africa, South America and South-East 

Europe & CIS. 

  

Graph 2.1. FDI inflows, global and by group of economies druing 1980–2006 [billions USD] 

 

Source: UNCTAD, in WIR 2007 
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2.2. Motives for investing into developing countries 
 

Investing into a developing country involves higher risks than to the one in developed 

world. Still, there is many MNEs primairly investing into developing, and especially emerging 

economies. There are various MNEs' driving forces behind and we can look at them from two 

perspectives. One of them is by looking at driving forces behind entry models, which has been 

explained in Chapter 1. The second is by looking at the efforts done by FDI destinations (host 

countries) to attract more of these investments. 

 

 

2.3. Instruments which encourage foreign investors 
 

It is an undisputed fact that countries active in trying to attract more FDI are more 

likely to convince MNEs to locate their FDI projects in their countries than are passive ones. 

Among the ways countries attract investors we can include policy measures, such as additional 

incentives, further liberalization and greater targeting (Motamen-Samadian, 2006). 

 

Incentives – There are 3 main types of incentives offered to foreign investors 

(Brewer and Young, 2000):  

a) fiscal incentives - These include for example reduction of the standard corporate 

income-tax rate, tax holidays, accelerated depreciation allowances on capital taxes, investment 

and reinvestment allowances, export based incentives including exemption from export duties, 

import based incentives such as exemption from import duties on capital equipment or inputs 

related to the production process, reduction in social security contributions and more. 

b) financial incentives – They are e.g. direct subsidies to cover part of capital, 

production, or marketing costs in relation to an investment project, subsidized loans, loan 

guarantees, guaranteed export credits, government insurance at preferential rates and more. 

c) other incentives – Including government's provision of utilities as water, power and 

communication at subsidized prices or free or cost, preferential government contracts, 

protection from import competition, closing the market to further entry or the granting of 

monopoly rights and other. 
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Liberalization - The areas where most countries have liberalized include trade, 

exchange rates, prices and interest rates. In countries where such liberalization happens market 

forces step into a play and there is only minimal government intervention where necessary. 

 

Targeting – In targeting, countries focus on the types of investments they need and 

then solicit investors that can bring them. They seek not to attract just large number of FDIs 

but rather strive to attract those willing to invest in specific sectors (so called “priority 

sectors”). 

 

 

2.4. Instruments which discourage foreign investors 
 

Not all policies developed by governments are in favour to MNEs. Disincentives are 

developed so to have control over foreign investments. They can be divided into three groups 

to (Brewer and Young, 2000):  

a) Impediments to admission and establishment – These include e.g. closing certain 

sectors or industries to FDI, minimum capital requirements, restrictions on form of entry, 

restrictions on import of capital goods needed to set up an investment. 

b) Impediments to foreign ownership and control – Including restrictions on foreign 

ownership, on the nationality of directors, on land or immoveable property ownership, 

compulsory joint ventures etc. 

c) Impediments to operations – E.g. restrictions on employment of foreign key 

professional or technical personnel, restrictions in relation to education and media services, on 

long term leases of land and real property, on advertising. 

 

 

2.5. Specifics of MNEs investing in least developed countries 
 

MNEs operations in LDCs tend to divide sharply into three categories. First group are 

exporters of natural resources and resource-based products, second are exporters of 

manufactured goods or components and last group comprises of producers who are largely 

engaged in serving the LDC's domestic market. There is a sharp distinction between last two 
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groups – given the scale of economies and very small domestic markets of most LDCs, 

a MNE will locate their FDI there either to serve the market or to export extensively, but will 

not serve domestic market and export “a little” (Caves, 1999). 

 

 

2.6. Historical overview and current FDI development 
 

Until the mid-1980s, most developing countries worldwide viewed FDI with great 

wariness. The sheer magnitude of FDI from multinational corporations was regarded as 

a threat to host countries, raising concerns about MNEs' capacity to influence economic and 

political affairs. These fears were driven by the colonial experience of many developing 

countries and by the view that FDI was a modern form of economic colonialism and 

exploitation. In addition, the local affiliates of MNEs were frequently suspected of engaging in 

unfair business practices, such as rigged transfer pricing and price fixing through their links 

with their parent companies. 

Consequently, most countries regulate and restrict the economic activities of foreign 

firms operating within their borders. Such regulations often include limitations on foreign 

equity ownership, local content requirements, local employment requirements, and minimum 

export requirements. These measures are designed to transfer benefits arising from the 

presence of foreign firms to the local economy. At the same time, most countries also offer 

incentives to attract FDI. These often include tax concessions, tax holidays, tax credits, 

accelerated depreciation on plant and machinery, and export subsidies and import 

entitlements. Such incentives aim to attract FDI and channel foreign firms to desired locations, 

sectors, and activities. This carrot and stick approach has long been a feature of the regulatory 

framework governing FDI in host countries (ADB, 2004). 

In recent years, however, FDI restrictions have been substantially reduced as a result 

of a host of factors-accelerating technological change, emergence of globally integrated 

production and marketing networks, existence of bilateral investment treaties, prescriptions 

from multilateral development banks, and positive evidence from developing countries that 

have opened their doors to FDI. In addition, the drying-up of commercial bank lending in the 

1980s due to debt crises brought many developing countries to reform their investment 
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policies to attract more stable forms of foreign capital, and FDI appeared to be an attractive 

alternative to bank loans as a source of capital inflows. In the process, incentives and subsidies 

were aggressively offered, particularly to MNEs that supported developing countries' 

industrial policies (WTO, 1996). 

Flows of FDI have seen a dramatic rise in the last 20 years due to increasing openness 

of host economies, new incentives developed which favour FDI and participation 

in multilateral instruments and/or institutions may also play its role in attracting FDI. This rise 

has been replaced by steep fall7 in 2001 by 40% and in 2002 by another 25%. The fall of FDI 

was significantly felt in the EU, USA and Japan. The decrease of FDI inflow was not that high 

in developing and transitional economies, into some countries even was increasing. For 

example China reported in years 2001 and 2002 a rise of FDI flows by 29% and in absolute 

numbers took on a 2nd place as a biggest receiving country in the world, and in 2002 recorded 

almost double FDI inflow than the USA. Global FDI continues to recover from their low point 

in 2003 and UNCTAD estimates that global FDI inflows for 2007 amounted to $1.5 trillion, 

surpassing the 2000 peak of $1.4 trillion. 

 

Current net capital flows in to developing countries are shown on Graph 2.2. As it 

can be observed, FDIs have rapidly increased over past couple of years and this trend is 

expected to continue. 

 

 

 

 

 

 

 

 

 

 

                                                 
7 Dramatic fall of FDI flows can be explained mainly by the global insecurity and threads of terrorism. The 

attacks on September 11th, 2001 in the USA, followed by invasion into Iraq and Afghanistan and other attacks 
later (London, Madrid) have shaken the world. 
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Graph 2.2. Total net resource flows in developing countries by type of flow during 1990-2006 
[billions USD] 
 

 
Source: UNCTAD, based on World Bank 2007, in WIR 2007 

 

 

In 2007, developing countries attracted $438.4 billion in foreign direct investment 

which was more than ever before and rise of 16% from 2006. More than half of these flows 

went to rapidly growing markets in South and South East Asia with China and Hong Kong 

(China) as major FDI destinations. Latin America and the Caribbean have seen dramatic rise 

of FDI by 50% compared to 2006 (UNCTAD, 2008).  

FDI flows into LDCs have increased markedly since 1990s but still remain low (see 

graph. 2.3) and their share in the world and developing-country FDI inflows in 2005 

accounted for 2.7%, and 3.5% respectively. On a global scale, FDI inflows in LDCs accounted 

for 1 per cent of world inflows in 2000–2005 and 0.7 per cent of the world stock in 2005. The 

top 10 FDI recipients from LDCs accounted for 81 per cent of total inflows, while the other 40 

LDCs received the remaining 19 per cent. Only four countries (Angola, Sudan, Equatorial 

Guinea, and United Republic of Tanzania) had FDI stocks of more than $5 billion as of 2004. 

The motivation for FDI in LDCs differs among different regional groupings. The 

bulk of foreign investment in African LDCs is of the resource-seeking type, while FDI 

directed towards Asian LDCs is mostly efficiency-seeking and quota-seeking. Market-seeking 

FDI in LDCs is marginal (given the small size of those countries’ markets) as compared with 

total FDI inflows. It drives mainly FDI in the tertiary sector (e.g. telecom) (UNCTAD LDC, 

2007). 

 

mm 
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Graph 2.3. FDI inflows into LDCs and their share in world inflows and developing-country 
inflows during 1986-2004 
 
 

Source: UNCTAD, in LDCs report 2005/2006 

 

 

FDI flow into all there major sectors – primary, secondary and tertiary – though 

changes in sectoral and industrial pattern of FDI are visible too. Over the past quarter century 

there has been shift towards services accompanied by a decline in the share of FDI in natural 

resources and manufacturing (see Graph 2.4.). Recently, however, FDI in the extractive 

industries of resource-rich countries has rebounded and it's importance in infrastructure 

services is also rising. Based on UNCTAD data, FDI stock in the primary sector accounted in 

2005 for less than 1/10 of total inward FDI stock - slightly less than in 1990, while 

manufacturing accounted for slightly less than 30% of total FDI stock - noticeable drop from 

its share 41% in 1990. Services represented 61% of global FDI stock a rise from 49% in 1990.  

The highest share of FDI in the primary industries has been in mining 

(incl. quarrying) and petroleum. Nearly all manufacturing industry experienced decline over 

past 15 years, with exception of chemicals and chemical products, motor vehicles and other 

transport equipment, food, beverages, tobacco, electrical and electronic equipment and 

machinery. In the services sector the construction has declined but FDI in infrastructure 

servies as a group has risen. As infrastructure development requires vast amounts of financing, 

it is almost impossible to meet such requirement from public sources alone in particular in 

developing countries. MNEs have therefore been increasingly involved in infrastructure 

development through FDI (both greenfield investments and M&As). For example, 
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infrastructure-related industries accounted for 22% of worldwide M&As in 2006 and for 30% 

in the developing and transition economies. These types of FDI are also strongly represented 

in Afghanistan as will be discussed in next chapter. 

 

 

Graph 2.4. Sectoral distribution of cross-border M&As by industry of seller in 1987-2006 [%] 

Source: UNCTAD, cross-border M&A database, in WIR 2007 
 
 
 
 

2.7. FDI trends 
 

The condition of the world had changed significantly over past decade. In the mid-

1990s, Russia was on its knees, begging the West for aid. Today it's growing at 7 percent 

a year and setting up its own sovereign wealth fund. In the past, East Asian countries were at 

the mercy of the IMF and other Western institutions. Now they post huge surpluses. 

In particular, the fastest-growing big economies in the world, China and India, together with 

Brazil, appear set to continue with their robust growth (Zakaria, 2008). 

With these changes in global economy, the geographic pattern of FDI has also 

changed with new countries emerging both as host and home economies. On the Graph 2.5. 

you can see increasing number of multinational corporations investing from developing 

countries. The rise of FDI from developing and transition economies and stronger regional 

FDI links among countries of South Asia had emerged (WIR, 2007). 
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Graph 2.5. Number of MNEs from developed, developing and transition economies in years 

1992, 2000 and 2006 [thousands] 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: UNCTAD in WIR 2007 

 

 

According to UNCTAD's World investment report 2007, FDI outflows from 

developing countries in 2006 flew mainly out of Africa ($8 billion) from South Africa (80%), 

in South East Europe & CIS ($18.7 billion) it was from The Russian Federation (96%), 

in Latin America & Caribbean ($43 billion) from Brazil (65%) and Mexico, in West Asia 

($14 billion) from Kuwait (89%) and UAE; and from South, East & South-East Asia 

($103 billion) from Hong Kong (China) (60%), China and India. Developing countries are 

emerging also as significant investors in LDCs, with China, India, Malaysia and South Africa 

becoming very important source of outward FDI for them.  

Based on The 2007 Foreign Direct Investment Confidence Index, a regular survey of 

global corporate executives, 15 out of 25 preffered FDI destinations for 2008 are developing 

countries with China and India being two most appealing FDI destinations (see 

Illustration 2.1.). 
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Illustration 2.1. The 2007 Foreign Direct Investment Confidence Index: top 25 countries 
 

 
Source: A.T. Kearney in The 2007 A.T.Kearney Foreign Direct Investment Confidence index 
 
 

Several risks to the world economy may have implications for FDI flows to and from 

developed countries in 2008. High and volatile commodities prices may cause inflationary 

pressures, and a tightening of financial market conditions cannot be excluded. The increasing 

probability of a recession in the United States and uncertainties about global repercussions if it 

occurs may lead to a more cautious attitude by investors. These considerations underline the 

need for caution in assessing future FDI prospects for developed countries (UNCTAD, 2008) 

and it might even bring a higher FDI flows towards emerging economies.  

And as Dr. Loewendahl (OCO Global Ltd., 2008) points out, "With the current 

financial instability likely to continue for much of 2008, FDI is almost certainly set to become 

an even more important component of capital investment and job creation in all regions of the 

world. [Thus] The challenge for countries for 2008 is to develop a highly competitive and 

flexible business environment to attract investment while providing a robust regulatory 

framework to provide security and long term economic benefits."   
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3. Analysis of investment environment in Afghanistan with focus 

on foreign direct investments 

 

Afghanistan is an Islamic republic with a population of almost 32 million (CIA, 

2008). Country8 ranks among a group of 50 least developed countries and is the 5th poorest 

country in the world. Ten years of Soviet Union occupation followed by two decades of civil 

war and political instability, and a government of Taleban have ravaged the country. During 

that period Afghanistan was a closed country with just limited trade with it's neighbours. Much 

of it's infrastructure has been destroyed, internal trade routes disrupted and the normal supply 

of labour and capital dried up.  

The following chapter will focus on analysing Afghanistan's investment environment 

and its inward foreign direct investments. The SWOT analysis will uncover the strengths and 

weaknesses, opportunities and threads that Afghan economy and its sectors9 have. Investors' 

recommendation will be outlined at the end. 

 

 

3.1.  Afghanistan's economy10 
 

Since the demise of the Taleban regime in 2001, Afghanistan has been one of the 

largest official development assistance (ODA) recipients among LDCs. The country’s 

economy is improving through implementation of a multifaceted growth strategy utilizing 

a mixture of aid, technical assistance and FDI (World Bank, 2004 in LDC Report, 2006). 

Afghanistan’s continued efforts in reviving and maintaining political and economical 

stability are gaining interest from foreign investments and opening up the country to 

international business opportunities (Communicaid, 2006). 

Buoyed by strong year-on-year growth in foreign direct investment, Afghanistan's 

economy has been enjoying double-digit growth since 2002. Still, while foreign donor aid and 

                                                 
8 For data about the country please refer to Appendix 1: Afghanistan - country profile 
9 The purpose is not to analyse every single sector in details, rather give a general view. 
10 It is difficult to provide with accurate data as formal data collection is extraordinary difficult as most of 

economic activity (80-90%) is according to World Bank informal. Thus, data provided by IMF; World Bank; 
United Nations; Afghan Ministries, Export Promotion Agency of Afghanistan (EPAA), Afghan Investment 
Support Agency (AISA) and Da Afghanistan Bank (DAB), will be used for the assessment. 
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technical assistance are motivated by one set of imperatives, the flow of private capital is 

ultimately determined by the extent to which project returns justify the risks. And in 

Afghanistan the risks are considerable, including a precarious security environment; an 

uncertain pace and direction to government reform; corruption; poor infrastructure; and 

a weak skills base (FDI Magazine, 2005). 

 

 

3.2. PESTEL  Analysis 
 

To outline the main aspects of the macro-environment in Afghanistan, PESTEL 

analysis will be used. It is a study of Political, Economical, Socio-cultural, Technological, 

Ecological and Legal aspects of the environment and MNEs aiming to enter the Afghan 

market shall undertook such analysis as a part of their strategic tools for understanding the 

market, sectors growth or decline, potential business positions, and possible directions in 

company's operations. 

 

3.2.1. Political 

Afghanistan, after fall of Taleban regime, has now it's own, democratically elected 

president and government. With support of international communities is building an open 

market economy, adapting laws and regulations to fit the open market and support the private 

sector. The government is increasing own security forces and improving the stability in the 

country over the long term. The rights of private sector investors are enshrined in constitution 

established after the fall of the Taleban. 

Fear following increased terrorist activities in 2007 represents a threat to confidence 

in the market. It must be stressed though that there is a rough division among northern and 

southern parts of the country. Across southern Afghanistan, where the Taleban effort is 

focused, the upward trend of violence coincides with continuing weakness and problems 

of legitimacy for the government. In the north, and in some provinces along the eastern border 

partolled by Americans, security has very much improved. E.g. the northern city of Mazar-i-

Sharif is enjoying an economic boom and north-eastern capital Kabul has welcomed 80% of 

total FDI (The Economist, 2007). Still security costs remain high, representing up to 15% of 
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sales (World Bank, 2005). 

Corruption poses a challenge in the business environment too. Afghanistan ranks on 

172th place (out of 179 countries) in Transparency International's 2007 Corruption Perceptions 

Index. According to World Bank (2005) assessment, in average 8.1% of sales needs to be paid 

to “get things done”. 

 

3.2.2. Economical 

Afghanistan is now in its recovery and reconstruction stage and going through the 

growth and increasing economical stability. According to IMF (2008), despite widespread 

problems, Afghanistan has achieved macroeconomic stability and a stable currency. Its overall 

economy has doubled in size in the past five years. GDP per capita (PPP) is expected to grew 

from 800 USD in 2000 to 1,000 USD in 2007 (CIA, 2008). The real GDP growth rate (CIA, 

2008) was 8% in 2006, expected to be 7.5% for 2007 and IMF projects growth of 13% in 

2008. It must be noted that when starting from a point near zero in 2001, it is relatively easy to 

achieve rapid progress and it's important to note that around 53% of Afghans continue to 

struggle below the poverty line (CIA, 2008). 

Despite the economic growth, the share of private investment on GDP remains low, 

accounting only for about 11% in 2007 (AISA, 2008). 

Although opium poppy cultivation and processing are not part of the official 

economy, they are widely recognized as the most important economic activities in 

Afghanistan. According to the IMF, the opium sector would represent about 37% of gross 

domestic product and it is believed that about $2.7 billion in opium production is to be 

exported (Holden, 2007) . 

 

Sectors 

Small family-owned businesses dominate the Afghan private sector. Activities take 

place on a small scale and are largely informal. Afghan economy is open to private, domestic 

and foreign investment. About 20% of companies currently operating in Afghanistan are run 

by expatriates who returned to the country after 2001 (CADS, 2006). 
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Agriculture and animal husbandry account for nearly 38% of non-opium GDP and 

employs about 80% of the workforce. Only about 12% of the land is arable, irrigation 

techniques are primitive and use of chemical fertilizers and farming machinery is limited. 

Production is weather dependent and even in good years it's not sufficient to meet domestic 

demand. Major agricultural products include wheat and other cereals, fruits, nuts, meat and 

animal products mainly from sheep (Holden, 2007). 

The key to economic development is believed to lie in natural resources of the 

country. Afghanistan has small production of natural gas, marble, copper and iron and it has 

known deposits of several other minerals, including salt, gold, silver, chromium and many 

others still remain undiscovered. The industry comprises of about 1% of GDP (AISA, 2005). 

Afghanistan's manufacturing sector is recovering and most of the development efforst 

are focused on building up small- and medium- sized enterprises. Manufacturing activity 

represents 24% of country's GDP, coming mostly from industrial activity; employing only 

10% of the work force. Textiles and woven carpets are leading products and most valuable 

exports. Aside these, rest of the sector is heavily dependent on value-added processing of 

agricultural products and minerals (dried fruits, leather, marble etc.). 

For investments in the some sectors of the economy, the Commission11 must approve 

such investments after discussing with and gaining consent from the appropriate Ministries. In 

such sectors the Commission also has the power to apply terms, either more12 or less 

favourable than the terms applied to other investments. These sectors are: 

a) Production and sales of arms and explosives; 

b) Financial activities other than banking; 

c) Insurance; and 

d) Investment in natural resources (forestry included) and in infrastructure (including 

telecommunications, construction and pipelines installations). 

 

                                                 
11 The Commission is composed of: Minister of Commerce and Industry (Chair); Minister of Finance; 
Minister of Foreign Affairs; Minister of Labour and Economy; Minister of Mines; Minister of Agriculture, 
Irrigation and Livestock; the Governor of the Central Bank; and the President of AISA, as Secretary. Source: 
Private Investment Law, Article 6. 
12 However the Ministry of Finance must approve any fiscal (revenue related) incentives that are more 
generous than would be otherwise. Source: Private Investment Law, Article 5. 
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And according to the Private Investment Law13, investments are prohibited in:   

d) Nuclear energy development; 

e) Gambling establishment and like places; 

f) Narcotics and intoxicants production.  

 

Currently booming sectors are telecommunications sector, banking, insurance, 

construction, cement, carpets and textiles, mining and extraction of minerals and gemstones, 

food and beverage processing, and handicrafts (Holden, 2007). 

 

 

Trade 

 Trade is an important and growing component of the Afghan economy. The country 

is heavily dependent on import of most of the materials/products, having only small domestic 

production of raw materials and others. In 2007, exports were $416 million, imports accounted 

for $2,744 million (see Graph 3.1.). Primary import sources are Pakistan and China; export 

destinations are Pakistan and India (see Graph 3.2.). Afghanistan's trade deficit is large and 

increasing in recent years with imports mainly related to development and equipment goods 

for reconstruction. This would be normally a concern for balance of payments, however, the 

large inflow of foreign aid helps to virtually eliminate the current account deficit and keep 

monetary conditions stable for the time being. 

Exports are supported by various programmes, business matchmaking conferences, 

and exhibitions etc., organized by Export Promotion Agency of Afghanistan (EPAA). To 

protect Afghan manufacture sector, in 2005 the government applied a 40% import tariff on soft 

drinks and bottled water, and a presidential decree allowing producers to apply for special 1% 

import tariff on raw materials and intermediate inputs (Holden, 2007). 

High imports, together with rising number of international companies represent a 

challenge to local businesses. 

 

 

 

                                                 
13 Article 5 
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Graph 3.1. Afghanistan's trade in 2002 – 2007 [millions USD] 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Graph 3.2. Afghanistan's primary export and import countries during 2006/2007 [%] 
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Source: Afghanistan Customs Department; own formatting 

Note: There are 11 import and 4 export countries from EU (EU-28). Biggest import country is Germany, biggest export country 

is Belgium. 
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Source: EPAA, 2008; own formatting 
Note: excludes imports which are re-exported to other countries, mainly Iran; expected to be up to 
$1.3billion in 2006-2007 (Holden, 2007) 
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Infrastructure 

 

Basic services such as electric power, water and sewage infrastructure are still very 

limited in most of Afghanistan. There are no fixed rates for power and water, and prices vary 

widely, being negotiated on one-to-one basis between companies and government (thus 

providing a space for bribery). Underdeveloped infrastructure is representing largest obstacle 

to economic and private sector development. Many companies must use their own power 

generators or work limited hours as blackouts are frequent. Many also drill their own wells 

and then pump water for free.  

Land transport in Afghanistan is hampered by difficult terrain and with some 

exceptions poor road conditions, although the government is making headway in improving 

them. Rail transportation is very small, having only total 24.6 kilometres of rail line, 

connecting north Afghanistan with bordering countries. There is 9.6km line from Towraghondi 

to Gushgy in Turkmenistan and 15kms of rail bridge across the Amu Darya river connecting 

Kheyrabad transshipment point with Termiz in Uzbekistan (the only land access) (World 

Bank, 2008). There are two river ports operating in Afghanistan, both across Amu Darya river, 

linking Afghanistan from Kehyrabad with Uzbekistan and from Shir Khan with Tajikistan 

(CIA, 2008). As Afghanistan is a landlocked country, it has access to the sea only through 

seaports of Karachi in Pakistan and Bandar-e Abbas and Chah Bahar in Iran. 

Afghanistan is easily accessible by air. There is 60 airports, two of them are 

international (Kabul, Kandahar), and 12 airline companies14 operating in the country (Ministry 

of Transport and Civil Aviation, 2007). Apart from frequent international flights there is 

vibrant domestic air transportation, connecting major cities in the country. 

The importance of Afghanistan as a “land bridge” linking Persian gulf, Central 

Republics and Eastern countries is shown by newly arising projects aimed to improving 

infrastructure and transport linkages. One of such is a project of China, Afghanistan and other 

six15 Central-Asian countries to improve the infrastructure and energy supply, having 

                                                 
14 Three of them - Ariana Afghan Airlines, Pamir and Kam Air are Afghan companies. Others are operated from 

UAE, Turkey, Quatar, India, Pakistan, Azerbaijan. There is only one direct link from Europe from Frankfurt 
(Germany) to Kabul, operated by Ariana Afghan Airlines. 

15 Azerbaijan, Kazakhstan, Kyrgyzstan, Tajikistan, Uzbekistan and Mongolia 
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preliminary agreement16 on investing a $19.2 billion (A.T.Kearney, 2007). Another is Pakistan 

Railways' feasibility study of the Chaman (Pakistan) – Kandahar (south Afghanistan) section 

for laying railway tracks between Pakistan and Turkmenistan through Afghanistan (Haider, 

2007). Next is Iranian's project to expand it's rail link and connect with the Afghan train 

network coming from city of Herat (Press TV, 2007). 

Land for industrial and commercial purposes is a scarce resource in Afghanistan and 

there is a high demand for property for economic use too. Rent prices are quite high, e.g. in 

Kabul a house with two smaller show rooms and five modest offices can cost up to 1,500 

USD/month. The problem with unclear land ownership in many areas of Afghanistan and 

fields still not cleared from land-mines is causing a problem to enterprises wishing to purchase 

a land from individuals. State's privatization offers many areas and usually foreign companies 

have the advantage, being able to bid with higher prices through auctions or tenders. 

Afghanistan Investment Support Agency (AISA) runs a project17 (since 2004) for 

building up 20 new industrial parks through the country currently running, offering reliable 

infrastructure for businesses, two parks are already fully operating in Herat and Bagram since 

2005 (AISA, 2008) and other three are due to be distributed this year. The infrastructure in 

Kabul shall improve significantly in upcoming years through New city's plan, where 

buildings, roads, waste, water and electricity system will be build up so to create new parts of 

the town. 

 

 

Labour market 

With unemployment reaching 54% (CIA, 2008), labour in Afghanistan is available at 

cheap prices. Even though education has high priority for the Afghan government (e.g. 8 

universities), market is hugely lacking highly skilled and educated labour (illiteracy is about 

71%). 

Unskilled labour is easy to find and local recruits are highly motivated and very 

willing to learn. Average monthly salaries are $75-100/month in capital and lower in rural 

areas. 

                                                 
16 Described as modern Silk Road route, to connect the region better to China, Russia and the rest of Europe. 
17 Project runs since 2004and is supported by USAID. 
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Competition on labour market is higher among employers where management skills 

and English language are required. Qualified labour is limited, consisting mainly of Afghan 

refugees and their children returning home (2.4 million in 2005), having gained education and 

working experience abroad18. Average salary for Afghan professionals ranges from $300-

1,000/month. International NGOs can afford to pay even more which causes problems with 

labour sourcing in the private sector. Many international firms must source skilled people from 

outside the country or heavily invest in employees knowledge/skills development, thus 

increasing their labour costs.  

Working hours are Saturdays to Thursdays, 9-17h; Fridays are free19. Minimum 

working age is 15 for light industry and commerce, and 18 for heavy industry; there is 30 days 

of unpaid vacation and 20 days of sick-leave a year. There is no state-obligate benefits, no 

social security system and no retirement funds, however common business practices are to 

provide meals at workplace and transportation. There is only The Foreign Citizens 

Employment Law in Afghanistan existing, for locals the law is currently being drafted20 

(AISA, 2008). 

 

 

Monetary & fiscal policy 

Afghanistan is committed to a series of monetary and fiscal policy reforms, aimed to 

establish and maintain sound economic fundamentals.  

In October 2002, Da Afghanistan Bank (central bank of Afghanistan) revalued the 

local currency Afghani (AFA) and adopted a regime of managed floating21 exchange rate. The 

exchange rate of AFA has been stable since (see Graph 3.3.), in 2006 ranging from 49.53 – 

50.45 AFA/USD (Da Afghanistan Bank, 2008).  

Afghanistan also succeeded in reining in inflation. Consumer prices growth fell from 

16.3% in 2005 to 12.3% in 2006 and to an estimated 5.1% in 2007 (CIA, 2006; Holden, 2007).  

                                                 
18 Refugees were living mainly in Pakistan, UAE, Iran, USA, Germany and UK. Source: World Bank, 2005. 
19 Many governmental offices, NGOs and big firms finish around 13h on Thursdays or don't work on Saturdays. 
20 The general labour rules are implemented under Labour Code (2006) which are in agreement with the 

International Labour Organization. 
21 Da Afghanistan Bank cooperates with IMF on it's policy. According to the definition provided by the IMF, 

under the regime of a managed float “the monetary authority influences the movements of the exchange rate 
through active intervention in the foreign exchange market without specifying, or precommitting to, a 
preannounced path for the exchange rate. 
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Graph 3.3. Average monthly buying exchange rate AFA/USD during 01/2001 -  03/2007 

 

 

 

 

 Afghan national budget (see Graph 3.4.) has expenditure structure that is heavily 

dependent on external funding22, which is typical for post-conflict countries. Although foreign 

aid is single the most important source of revenue for the government (over 50% of GDP), 

about 75% of the international assistance is bypassing it entirely - being delivered via specific 

projects and initiatives (captured as “external budget”). In 2007 domestic revenue has been 

one of the lowest, accounted only for 7 % but Afghanistan is making progress23 in increasing 

the amount of own-source revenue, estimating to reach 8.2% in 2008. Around 46% of those 

revenues are from custom duties and other trade-related taxes. And one single private mobile 

phone company Roshan, largest country's taxpayer, has been accounting for around 6% of tax 

revenue in 2006 (Zachary, 2007). 

 

 

Graph 3.4. Afghanistan: Components of country's budget for 2007/2008 [% of GDP] 

                                                 
22 Largest source of aid comes from the USA, the EU and Asian Development Bank. 
23 Government has set a target to cover all operating expenditures by own-source revenues by 2012-2013 which 

means that there has to be dramatic improvement in generating the revenue. In comparison to Mozambique, 
where economic growth is at levels comparable to Afghanistan, own source revenues were of 22% of GDP 
(2007). 
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Although Afghanistan has own currency, many business transactions and salaries paid 

are in USD. Dollar is commonly accepted in most of local shops in major cities too. About 

77% of the total bank deposits and loans are denominated in U.S. dollars (Holden, 2007).  

 

Privatization 

The State of Afghanistan owns currently 65 enterprises, organized under the Law on 

State-Owned Enterprises, which represent a very broad range of sectors (agriculture, mining, 

commerce, transportation, construction, infrastructure, power & energy, services, textiles and 

light industry) with 709 sites based mostly in lucrative areas across the country (see 

Appendix 2). 70% of assets are in land and buildings; the rest is mainly in old machinery 

(USAID LTERA, 2008). In many cases the property assets are idle or underutilized, though 

liquidations and privatizations of these enterprises offer the opportunity to get access to land 

for commercial and industrial purposes. 

Almost all state-owned enterprises are going to be liquidated, leased for long-term to 

private sector or fully privatized. Government, with help of USAID, started the process of 

privatization in 2006 and is due to be completed in 2009, with only 9 enterprises going to 

remain fully state-owned. Liquidations and privatizations transactions are run through 

auctions24 and tenders. 

Since the beginning of 2008 two enterprises had been privatized, 24 are awaiting it 
                                                 
24 Bidders must express interest 15 days prior auction and pay refundable deposit of 5% of starting price. There 

must be a 45 days between announcement and sale (USAID LTERA, 2008). 

 

External budget 76%

Domestic revenue 11%

Donor grants to core development budget 9%
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External budget 71%
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Source: IMF, 2008; own formatting 
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this year and 3 former banks are scheduled for liquidation (USAID LTERA, 2008).  

 

Banking and Insurance 

The financial system in Afghanistan consists of banks, foreign exchange dealers, 

microfinance institutions, and money service providers. There is 16 licensed banks in 

Afghanistan (compared to six in 2001); 3 state-owned25, 8 private26 and 5 foreign-subsidiaries. 

There are over 300 foreign exchange dealers and 89 money service providers (IMF, 2008). The 

formal banking sector in Afghanistan coexists with a large and vibrant informal financial 

sector. So called “hawala” dealers, major operators in the informal sector, offer e.g. money 

exchange, transfer of funds domestically and internationally, trade finance, microfinance, and 

limited deposit taking (IMF, 2008). 

Banking services include domestic and international money transfers, letters of credit, 

saving and current accounts and loans. Growing competition in the banking sector is helping 

to narrow the gap between bank deposit and lending rates. Average lending rate is 12-20% and 

saving accounts rate about 6-7%, current accounts follow Islamic banking system so no 

interest is paid (Bank E Millie Afghan, 2008; Azizi Bank, 2008; Kabul Bank, 2008). 

Despite the rapid growth of banking sector with well capitalized banks, financial 

intermediations remain low. Only small segment of population has access to formal banking 

services, especially in rural areas. Microfinance loans are available for individuals and SMEs 

through a multi-donor wholesale Microfinance Investment Facility For Afghanistan (MISFA) 

with which 15 microfinance institutions are currently registered. Loans are ranging from $100-

$700 for 3-12 months with rates of 17-20% (MISFA, 2008). 

There are non-existing insurance services for domestic investors. Foreign investors 

and Afghan refugees investing in Afghanistan can use the long-term political risk guarantee 

(insurance), offered by Afghanistan Investment Guarantee Facility administered by 

Multilateral Investment Guarantee Facility. 

Debt & debt relief 

According to IMF (2008), Afghanistan's public and publicly-guaranteed external debt 

was estimated at US$11.9 billion in nominal terms as of 2006, equivalent to US$1.1 billion in 

                                                 
25 Includes central bank of Afghanistan, Da Afghanistan Bank (DAB), which so far provides services to public. 

In 2006/07 DAB started transferring private accounts to commercial banks (IMF, 2007). 
26 Including a First Microfinance Bank of Afghanistan which offers microfinance loans and services to SMEs 
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net present value (value was decreased by debt relieves27). 

Afghanistan has been deemed eligible for interim debt-relief assistance under the 

Heavily Indebted Poor Countries (HIPC) initiative28. Debt cancellations in combination with 

HIPC mean that about 99% of Afghanistan's total external debt will be eventually forgiven 

(IMF, 2008). 

 

3.2.3. Socio-Cultural: 

Religion (Islam) and Afghan traditions are strongly built into the society and the way 

how people live. Very often one person from the family (father or oldest son) are responsible 

for the livelihood of the whole family (one salary often supports around 8 people).  

There is a high percentage of illiterate people (71.9%) and lack of information in the 

past is still influencing the population and making it resistant to big changes, though the social 

life is getting better, especially with increasing security and the living standards. After 30 

years of war and conflicts, people do start slowly believe again in the values of the society. 

Government is strongly focusing on education, though universities are still lacking internal 

capacity and many are using old Soviet style teaching. Yearly from approximately 75-80,000 

university applicants only around 20,000 get enrolled into classes.  

The average age of Afghans is 17.6 years (CIA, 2008) which provides companies 

with young labour easily to be sourced and trained. Many young attend language classes 

(English, German, Russian) and most of the population is bilingual, mastering both official 

languages of Dari and Pashto.  

Surprisingly enough, businesses, except some banking services, are not run on basis 

of traditional Islamic system, rather being very close to the way it is run in the West. 

Differences occur when dealing with people - a lot of indirect communication is needed. At 

the work place breaks for praying29 must be allowed, meals and transportation allowances are 

expected to be provided too. The gender is also and issue as Afghanistan is still a male-

                                                 
27 Includes also relief of Soviet-era debt from Russia which was composing of over 80% of total debt. 
28 It is a joint effort between the IMF and the World Bank, which goal is to reduce the amount of money owed 

by the world's poorest and most indebted countries to international financial institutions, foreign governments 
and commercial lenders. Afghanistan met the eligibility requirements in July 2007. 

29 People pray 5 times a day, two prayers fall on business hours (around lunch time and close to the end of the 
work day). 
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dominated country. However, there is an increasing number of workplaces where both women 

and man work together. It's not that common that female is holding a managerial position, 

overseeing males. Females are not permitted to work night shifts (except hospitals) and they 

shall leave office before it's getting dark.  

Foreign companies must take all these factors into account when sourcing Afghan 

staff and working with local businesses. 

 

3.2.4. Technological: 

Lack of infrastructure, still unstable security situation and expensive material supply 

and maintenance doesn't bring a trend of new, heavy and expensive technologies to get 

developed in Afghanistan.  

However, technology is starting to have increasing role in the country. Especially 

right now Afghanistan is facing a boom of IT and mobile technology, having 17 Internet 

Service Providers30, 4 mobile phone operators (over 4,5 million GSM subscribers)31 and many 

computer/IT companies providing various goods and services, which is reflected in an 

increasing number of businesses and public being involved in international communication 

and/or business. 

 

3.2.5. Ecological 

Afghanistan has it's Environment Law (2007) which administers conditions regarding 

waste management, pollution, biodiversity and natural resources management and similar. 

Incentives apply to those engaged in the activities which prevent and control the pollution and 

protect the environment and vice versa, unfortunately the law doesn't state what exactly (e.g. 

financially) they are. Law is missing out on its purpose as the waste management is very poor 

and there are no formal obligations and information available on how to dispose e.g. old 

electronic equipment, batteries, plastics etc. 

 

                                                 
30 Ministry of Communication and Information Technology, March 2008. 
31 Ministry of Communication and Information Technology, March 2008. 
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3.2.6. Legal 

In September 2002, the Afghan Government passed a Law on Domestic and Foreign 

Private Investment which had been amended in 2005, now called only Private Investment 

Law, so to provide even more investor-friendly incentives with aim to attract more foreign 

investment.  

Tax rates (see Table 3.1) are favourable for businesses registered in Afghanistan, e.g. 

20% corporate tax and import/export taxes including custom tariffs are 2% (compared to 2.5-

40% custom tariffs for non-Afghan businesses, see Appendix 3). However, government 

polices are not clear in some areas and missing in some fields (incl. specific standards for 

accounting such as adaptation of IAS, mortgage law etc.). 

 

Tab. 3.1. Selected tax and tax rates in Afghanistan, March 2008 

 

There are many laws still non-existing, dated back to Communist era or even earlier 

monarchy, missing important updates/changes reflecting the current country's development, 

some are at their creation stage. Important laws which will be influencing business in 

Afghanistan and are just being drafted or in one of approval stages, with expected validity 

during 2008 are: 

f) Corporations and Limited Liability Companies Law 

g) Partnership Law 

h) Arbitration Law 

i) Mediation law 

Tax Name Tax Rate Tax Base Notes

Business receipts tax 2%, 5% or 10% gross receipt

Corporate income tax 20% taxable profits

Withholding tax 20% interest, dividends, loyalties

Personal income tax 0%, 10% or 20% taxable personal income 0% tax for income below 12,500 AFA/month

Rent withholding tax 20% rent of buildings and houses applies on rent above 15,000 AFA/month

Tax on imports 2% total costs (incl. custom duties) tax allowed to be counted as credit to income tax

Tax on exports 2% total costs (incl. custom duties) tax allowed to be counted as credit to income tax

Tax on transport 500 AFA – 18,500 AFA type of vehicle applies on vehicles for business purposes

differs by goods/services sold, 10% applies on sales of 
business exceed 50,000 AFA/month in sectors: 
passenger airline services, telecom services incl. 
Internet, hotel services and restaurant services

 
Source: Income Tax Law 2005; own formatting 
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j) Contracts Law 

k) Agency Law 

l) Trademarks Law 

m) Copyright Law 

n) Registration of Foreign Patents Law 

o) Standards Law 

 

There are no formal alternative dispute resolution mechanisms such as arbitration or 

mediation yet. The formal court system lacks qualified legal professional and as there is no 

method to hold judges accountable it provides a space for bribery. Companies mostly use 

informal mechanisms, including force or media, to solve disputes or enforce rights. 

 

 

International cooperation, free trade areas and other agreements 

Afghanistan is a member of the South Asian Association for Regional Cooperation, 

Economic Cooperation Organization, an observer of World Trade Organisation and a member 

of many other international organisations from which it benefits (see in Appendix 1). In April 

2008, Afghanistan applied for the membership in the Commonwealth of the Independent 

States (CIS). There are various free trade and transit agreements32 with Japan, Iran, 

Uzbekistan, USA and other countries, however many are dating back to 1960's and are 

somewhat not functioning at all. There are also double-tax avoidance agreements33 signed with 

India, Germany, UK, USA, Italy and others, mainly regarding avoidance of salary taxing for 

military and reconstruction employees.  

 

 

The South Asian Association for Regional Cooperation (SAARC) 

Since 2007, Afghanistan is a member of SAARC34. Apart from other areas, 

                                                 
32 Unfortunately due to lack of information available (or available only after paying a fee), full list of countries 

and details on free trade and transit agreements cannot be provided. 
33 Unfortunately due to lack of information available (or available only after paying a fee), full list of countries 

and details on double taxation avoidance agreements cannot be provided. 
34 Members of SAFTA are: Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan and Sri Lanka. 

China and Iran are observers. 
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Afghanistan benefits from the regional economic cooperation under South Asian Free Trade 

Area (SAFTA) in form of lower customs (with zero-duty by 2012)35; playing a role as a 

regional facilitator of trade and investment in Asia (bridge for Western, Southern and Central 

Asia); cooperation in trade with natural resources, various regional projects and others. 

 

Economic Cooperation Organization (ECO) 

Afghanistan is a member of ECO36 since 1992 and the organisation is gaining slowly 

on it's importance, however facing many internal problems (infrastructure, capacity). The 

common objective is to establish a single market for goods and services and provide 

sustainable development for the member nations. 

 

Commonwealth of Independent States (CIS) 

In April 2008, Afghanistan applied for the membership in the CIS37 (What's on in 

Kabul, 2008). Membership will bring Afghanistan an increased focus on development of 

infrastructure; serve as a direct link for CIS countries to Pakistan and India and will bring 

attraction for investment from other CIS countries into Afghanistan. CIS membership will 

improve Afghanistan's status in applying for membership into regional organizations like the 

Shanghai Cooperation Organization and the Eurasian Economic Cooperation Organization. 

 

World Trade Organisation (WTO) 

Afghanistan is an observer of WTO38. Afghanistan has to still go a long way to 

become a member of WTO, especially it must significantly improve it's economic and legal 

environment and security. WTO membership will increase the prospect of Afghanistan to fully 

exploit its economic capabilities and potential, attract investments and increase production and 

exports. 

                                                 
35 SAFTA pledges to complete the customs duty reduction for it's members by 2012, though the least developed 

nations in the bloc – Afghanistan, Nepal, Bhutan and Maldives – will have an extra three years. Until than 
India, Pakistan and Sri Lanka agreed on lowering their duties for bloc LDCs to 0-5% by 2009. Source: 
SAARC, 2008. 

36 The nations involved are Afghanistan, Azerbaijan, Iran, Kazakhstan, Kyrgyzstan, Pakistan, Tajikistan, Turkey, 
Turkmenistan and Uzbekistan. ECO free trade agreement has been signed in 2003 by Pakistan, Iran, 
Afghanistan, Turkey and Tajikistan. 

37 CIS was established in 1991. Current members are: Azerbaijan, Armenia, Belarus, Georgia, Kazakhstan, 
Kyrgyzstan, Moldova, Russia, Tajikistan, Uzbekistan and Ukraine. 

38 The WTO membership request has been renewed in 2004. 
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3.3. Afghanistan and Foreign Direct Investment 
 

In a post-conflict environment, such as Afghanistan is, attracting new foreign and 

domestic firms is central to private sector development. As is the case in any business 

environment, and particularly in post-conflict countries, new decisions about investment 

usually depend on availability of five basic factors: political and economic stability and 

security, clear unambiguous regulations, reasonable tax rates that are equitably enforced, 

access to finance and infrastructure, and an appropriately skilled workforce (World Bank, 

2005).  

Afghanistan has taken tremendous strides to re-establishing itself as a politically and 

economically viable state; however, remaining poor infrastructure, political instability, being 

landlocked and lack of cross-border synergies have restricted FDI inflows into the country 

(UNCTAD LDC, 2006). Government of Afghanistan is committed to create a free market 

economy and offers various incentives to attract and encourage foreign investors. 

Afghanistan offers investors several advantages over other developing nations in the 

region. Foreign corporations in Afghanistan, for instance, do not have to compete with 

subsidized government-owned businesses, and therefore they are able to maximize profits. 

Among Afghanistan’s most lucrative investment sectors are exploration and extraction of 

natural resources; construction and reconstruction of infrastructure; agriculture and 

agribusiness; transportation and logistics; power generation and distribution; water supply and 

management; and telecommunications (AISA, 2007). 

 

3.3.1. Support for FDI in Afghanistan 

The current legislative framework, for example, allows for 100 percent foreign 

ownership, full transferability of profits outside the country, international dispute resolution 

mechanisms and streamlined investment licensing procedures which takes only few days. The 

licensing process puts Afghanistan in 24th place worldwide on the ease of starting a business39, 

                                                 
39 There were 178 economies assessed. It takes only 4 procedures and 9 days to start a business in Afghanistan 
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however taking in account other business indicators; it ranks overall on 159th place (World 

Bank, 2008). 

 

Income Tax Law40 

Afghanistan is pursuing development of the private sector and offers various tax 

benefits to businesses registered and operating in Afghanistan. According to Income Tax Law 

these benefits, apart from those mentioned in Table 3.1., are41: 

d) Reduced taxes on government contracts – companies without a business license are a 

subject of 7% fixed tax on the overall value of the contract. Registered companies don't 

pay tax. 

e) Reduced fixed tax on imports – businesses importing goods with a business license are 

subject of 2% fixed tax on the total value (including custom duties) and the tax paid is 

allowed to be used as a credit to the calculation of annual income tax. 

f) Reduced fixed tax on exports – businesses exporting goods with a business license are 

subject of 2% fixed tax on the total value (including custom duties) and the tax paid is 

allowed to be used as a credit to the calculation of annual income tax. 

 

Businesses in Afghanistan are subject of 20% corporate income tax which is well 

below other countries in the region, e.g. 39% in Pakistan, 33% in China (will be 25% in 2008) 

and 42.23% in India. 

 

Afghan Investment Support Agency (AISA) 

In August 2003, the Afghan Investment Support Agency (AISA) was established in 

the Ministry of Commerce and Industry for registering businesses42 (171 foreign businesses 

                                                                                                                                                         
which is a lot less compared to OECD countries where 6 procedures and 14.9 days in average are required. 
Source: World Bank,2008. 

40 Income Tax Law 2005, Gazette 867. 
41 Articles 70 – 73 of Income Tax Law. 
42 Companies must register first at the Commercial Court. AISA registration is not obligatory but offers various 

additional incentives to investors. Registration with Ministry of Commerce and Industry (MoCI) is obligatory 
to obtain a “sector license” in following 22 sectors: export-import operations (incl. sole proprietors and 
companies, transit and freight forwarding companies), insurance, banking, foreign exchange dealer, university 
and higher educaiton, hospital/clinic, drugstore/pharmacy, security, pharmaceutical production, transportation, 
aviation, construction, telecommunications, radio and TV, travel agency, real estate agency, animal clinic, 
printing press, film production, oil pipeline, natural resources (iron, copper, coal, cement) and hotels and 
restaurants. Source: MoCI, 2008. 
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registered in 2007). The agency is responsible for promotions of Afghanistan's investment 

opportunities through road shows, international and local conferences and media coverage. 

 

AISA provides pre- and post-investment support to investors including help to 

investors with negotiating government regulatory and licensing procedures, solve problems 

with corruption and provide various other services. AISA's investor license offers in addition 

to Income Tax Law43 benefits following incentives44: 

d) Tax concessions – enterprises are allowed to carry it's loss forward and apply it as a 

deduction from it's taxable income for three sequential years, always one third of it. A 

registered enterprise is also entitled to an accelerated depreciation on assets45. 

e) Import/Export duty and tax concessions – enterprises are exempted from export duties 

and export taxes on products that it manufactures or assembles in Afghanistan (an 

export license is needed and is granted automatically). 

f) Access to banking – enterprise has the right to use all banking services in Afghanistan. 

g) Labour and employment – enterprise can directly or indirectly employ foreign 

managerial and expert personnel (any nationality) and obtain work permits for them. 

h) Land use – registered enterprise can lease a land for up to 50 years. 

i) Transfer46 of foreign investment capital – enterprise are permitted to freely transfer 

funds out of Afghanistan in aggregate amount equal to the amount of such foreign 

investor's registered investment. 

j) Transfer47 of profits associated with foreign investment - enterprise are permitted to 

freely transfer dividends or distributions treated as dividends out of Afghanistan. 

k) Transfer48 of principal and proceeds on foreign loans - enterprise are permitted to 

freely transfer funds out of Afghanistan for payment of principal, interest and fees 

relating to a foreign loan. 

                                                 
43 Articles 70, 71 and 73. 
44 Private Investment Law 2003, Articles 17-24. 
45 Buildings are fully depreciated after 4 years, 2 years for other capital assets. Source: Investment Law 2005, 

Article 47. 
46 Any transfers equal or higher than 1million AFA ($20,000) must be carried via a bank or licensed foreign 

exchange dealer and is reported to the Central bank. Source: MoCI, 2008. 
47 Any transfers equal or higher than 1million AFA ($20,000) must be carried via a bank or licensed foreign 

exchange dealer and is reported to the Central bank. Source: MoCI, 2008. 
48 Any transfers equal or higher than 1million AFA ($20,000) must be carried via a bank or licensed foreign 

exchange dealer and is reported to the Central bank. Source: MoCI, 2008. 
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AISA also oversees the construction of industrial parks - providing an additional 

measure of security and improved infrastructure to businesses that launch operations in the 

country (Haidari, 2008). There are two industrial parks (Bagram and Herat) currently in 

operation with no free space available any more. In 2008, space in three parks (Kandahar, 

Mazar-e Sharif, Badakhshan) will sold out to investors. Two parks are to be completed this 

year and sold in 2009 and three parks are to start building process. Other 11 parks are in the 

pipeline for years of 2009-2015 (AISA, 2008). 

 

Ministry of Commerce and Industry, through AISA, supports investments in 

following six sectors of the economy, so called “priority sectors”: 

a) Agriculture and agriculture-related industries 

b) Construction materials 

c) Telecommunication 

d) Transport and Logistics 

e) Mining, power and water 

f) Low-end (labour-intensive) manufacturing 

 

All these priority sectors offer opportunities open to first-movers willing to risk but 

wanting to enjoy high profit margins and market domination. There are already living 

examples of such companies. For example a leading GSM provider, Roshan, who entered the 

Afghan market in 2003. Since than, company invested $315 million and gained 41% of market 

share, having over 1.7 million customers, employing indirectly over 20,000 people and paying 

approx. $110 million of taxes to government (accounting for 6% of overall domestic 

revenues). Company entered the market with clear marketing strategy and is consistently 

investing in itself, quickly introducing new products and services to beat the rising 

competition on the market. Roshan has won already couple of awards; the most recent one is 

“Best Service Provider of the Year 2007” (www.roshan.af). The company is the biggest single 

tax payer and the biggest employer in the country thus it's presence represents a big 

importance to Afghanistan's economy too.  
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Chambers of commerce 

There are two chambers of commerce in Afghanistan - Afghanistan International 

Chamber of Commerce and Afghan Chamber of Commerce and Industries, both providing 

support and services to businesses registered in Afghanistan, depending on the type of 

membership (e.g. newsletters, conferences, company presentations).  

 

Afghanistan Investment Guarantee Facility (AIGF) 

AIGF is a facility administrated by Multilateral Investment Guarantee Facility 

(MIGA 49) and was created to provide foreign investors50 with political risk guarantees 

(insurance) to their investment. Up to 90% of the investment contribution can be insured, plus 

up to additional 450% of the initial investment amount to cover earnings directly attributable 

to the investment. The AIGF insurance is applied51 on following risks (MIGA, 2004): 

a) Transfer restriction – protects against losses arising from an investor's inability to 

convert local currency into foreign exchange for transfers outside Afghanistan. It also 

insures against excessive delays in acquiring foreign exchange caused by the host 

government's actions or failure to act. However, currency devaluation isn't covered. 

b) Expropriation – protects against loss of the insured investment as a result of acts52 by 

the host government that may reduce or eliminate ownership, control or right to the 

insured investment. 

c) War and civil disturbance53 – covers against losses due to the destruction, 

disappearance, or physical damage to tangible assets caused by politically motivated 

acts of war or civil disturbance, including revolution and insurrection. Terrorism and 

sabotage are also covered. 

d) Breach of contract – protects against losses arising from the host government's breach 

or repudiation of a contractual agreement with the investor. 

                                                 
49 MIGA, a member of World Bank Group, aims to encourage foreign investment in developing countries by 

providing long-term political risk insurance to eligible investors for FDI, enhancing also that investors' rights 
are respected. Source: MIGA, 2004. 

50 Eligible investors are foreign investors from MIGA member countries, and foreign financial institutions 
located abroad or in Afghanistan, who make loans to local Afghan businesses. Source: MIGA, 2004. 

51 Insurance can be purchased individually or in combination. Source: MIGA, 2004. 
52 Insures also against “creeping” expropriation – a series of acts that over time have an expropriatory effect. 
53 For example in January 2008 there were terrorist attacks on SerenaHotel in Kabul, where assets were 

damaged and company experienced a decrease in customers. Insurance covered both damages and loss of 
business. 
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Companies can seek insurance from other organisations, e.g. Asian Development 

Bank (ADB), Overseas Private Investment Corporation (OPIC, but only for U.S. businesses). 

There are also two newly registered insurance companies in Afghanistan (from Lebanon and 

Iran), however non of them started operations yet. Thus, AIGF seems to be the best way how 

to cover against the risks which most of investors are afraid of when thinking of entering 

Afghan market.  

 

3.3.2. FDI analysis 

Due to the traditional economic system of Afghanistan in the past, nationalization 

during years 1978 – 1990 and three decades of war limited FDI inflows into the country. 

Afghanistan was closed country, doing only limited business with bordering countries. Due to 

this fact and also because Afghanistan's Central Statistical Office isn't tracking the foreign 

investments, the exact amount of FDI isn't known.  

After the fall of Taleban, the economic situation has changed dramatically and 

Afghanistan is experiencing increased interest from investors from abroad, however remains 

small compared to other LDCs. Since 2003, investors from more than 25 countries had 

invested in Afghanistan. Investments are coming into Afghanistan not only from the West, but 

also from the East. Turkey is the largest foreign investor followed by UAE, USA, Germany, 

India and Pakistan. Most of the investors coming to Afghanistan have a short-term goals, 

though big investors with long-term strategy are arising.  

Some of international companies investing in Afghanistan include Coca-Cola (USA, 

investment of $25 million); Etisalat (UAE, $300 million), Standard Chartered Bank (UK, 

$1.5 million); Home Essentials (Hong Kong, China, $1 million), First MicroFinance Bank of 

Afghanistan (Switzerland, $3million); Areeba (Lebanon, $140 million), Universal Guardian 

(USA), Habib Bank (Pakistan) and Arian Bank (Iran). 

These investments are clearly reflecting government's policy to attract investors into 

their priority sectors; improved economic/business conditions; increased understanding 

of Afghanistan as an important market in Central Asia; but also changes in custom taxes. 

E.g. Coca-Cola's opening of a bottling plant in Kabul in 2006 was a reaction on a presidential 

decree in 2005 to increase import tariffs on aerated soft drinks and bottled water from 20% to 
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40%, and introduced reduced 1% import tariff on raw materials and intermediate inputs 

(Holden, 2007). 

 

Afghanistan's FDI are characterised by: 

a) Investments into sectors where it serves local market fully (telecommunications, 

banking, food processing industry etc.). 

b) High volume of investments in construction sector, which is typical for post-conflict 

countries. 

c) Exports and imports are done mostly by local firms. 

 

Following data and analysis are based only on data from AISA. There are lacking 

some major investment in the country as those investors had to obtain a sector licenses from 

Ministry of Commerce and Industry (MoCI) and they decided to keep their registration only 

with MoCI (and not to register again with AISA). The Construction sector plays a very 

important role in the rebuilding of the country therefore the sector analysis are going to track 

these investments separately from Industry sector. 

Even though Afghanistan experienced increase in foreign investments, they still 

remain at lower levels than those from domestic investors as it's shown on the Graph 3.5. The 

following Graph 3.6. represents domestic and foreign investments into single sectors during 

years 2003-2007. Traditionally the majority of investments into Agriculture sector flows from 

domestic investors and the foreign investments are dominating in Service sector. The decline 

in total investments is caused, apart from the security reasons, also thanks to the lower amount 

of foreign aid than it was promised54 by donor countries. Many companies, especially in 

construction, were aiming to bid for various projects funded by this aid and when the money 

didn't come, they withdrew from the planned investment. 

 

                                                 
54 From promised $45bn of aid only about $15bn has been delivered to Afghanistan since 2001 (CNN, 2008). 

The aid has been used for many development projects, supporting education, commerce, infrastructure 
building etc. but it has been also reported by Oxfam recently, that up to 40% of foreign aid goes back to donor 
countries in form of salaries for their intl. workers (CNN, 2008) and corporate profits – our analysis will also 
point this out. 
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Graph 3.5. Total investments in Afghanistan in years 2003 – 2007 [USD] 

 

Graph 3.6. Share of foreign and domestic investment in 2003-2007 per each sector [%] 

 

 

 

 

 

 

 

 

 

 

 

The Graph 3.7. demonstrates FDI inflows into country during years 2003-2007 and 

expected inflows for years 2008-2012. There is a clear high investment in year 2003 which 

reflects government's heavy promotion of economy rebuilding and country's reconstruction 

which attracted lot of investments, including already mentioned Roshan company into service 

sector. Investment into construction sector is heavily dependent on the amount of money 

available for government's budget and foreign aid as many such investors come to Afghanistan 
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just with short term goal - taking on a project in reconstruction (roads, government buildings, 

schools etc.) and leaving after project is over. Increased investment into industry sector in 

2006 reflects Coca-Cola bottling plant investment and other companies enjoying lowered 

import tariff of 1% for input materials. The decline in overall investment is partially cause by 

worsening of the conflict in the south of the country, war in Iraq (thus insecurity of the 

region). However the graph doesn't reflect investments in service sector in years 2005-2007 

which require a sector license (banking, telecommunication, security, construction etc.), 

therefore many are not reflected in AISA's statistics. The future FDI development is an AISA's 

predictions of FDI's an annual growth of 4% per year, unfortunately again not reflecting big 

planned investments, e.g. the Chinese investment into Anyak Copper mine in 2008 as will be 

mentioned later. 

 

Graph 3.7. FDI inflows into Afghanistan per sectors for years 2003-2012 [USD] 

 

Over the period of 2003-2007, AISA has registered 1,238 foreign companies, 

however only 171 were in operation in 2007. The decreasing trend in number of registered 

businesses (see Graph 3.8.) is caused by the security issues in the country, decreasing number 

of governmental contracts and foreign aid aimed to reconstruction projects. AISA reported that 

many businesses, mostly in construction, had registered but didn't start operations due to these 
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reasons. Another factor of decreasing number is that some enterprises are registered only with 

MoCI and thus are not included, and also decreasing number of constructions companies 

which “come and go” after finishing particular reconstruction/development project, for which 

funds from foreign aid had been received. 

 

Graph 3.8. Total number of foreign investment companies during 2003 – 2007 

 

 

On the following Table 3.2. and Table 3.3. it can be observed that there is a strong 

FDI inflow from developing countries into Afghanistan (Turkey, Iran, UAE). The influence of 

FDI on job creation is relatively low compared to the size of population.  And even more, the 

decreasing FDI in construction and industry sector (which are labour intensive) and increase in 

capital intensive technology, together with increased investments into service sector (which 

are less labour intensive) caused decline in the employment – from 24,570 locally employed 

people in 2004 to 6,832 in 2007. 

The single-country investors are the most common type of firms investing in 

Afghanistan, mainly being subsidiaries of big foreign firms (e.g. a bank from UAE) or short-

term investors (e.g constructions companies from Turkey). Afghan-foreign partnerships are 

also quite common, reflecting the need of foreign investors to get a partner with the market 

knowledge, experience and contacts. 
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In spite of possible overall feeling that the investments are declining, it must be noted 

that in November 2007, China Metallurgical Group won a major investment bid to develop 

and mine Afghanistan’s Aynak copper deposits. The Chinese firm will invest $3 billion into 

the region, which holds the world’s largest copper mines, estimated at 13 million tons of 

output (AISA, 2007; UNCTAD LDC, 2006; Haidari, 2008; World Bank, 2005). Two insurance 

companies, from Lebanon and Iran, entered the market by the end of the 2007, and are due to 

start operations in 2008. Some other investments are also expected however rather in form of 

small and medium enterprises with lower initial investment base. 
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Tab. 3.2. Total FDI inflows by industry [USD], number of companies and employment, in 2003 - 02/2008 

 

Industry No. of 
companies 

Investment  
in USD No. of employees Top country/no. of firms 

(no. of firms) 
Top country/total investment; 

investment 
Biggest employer 
(no. of employees) 

Agriculture 18 40,069,640 682 Iran (4) Afghanistan – USA;  $35,358,000   Afghanistan – USA (415) 

Industry 
(excl. construction) 

182 131,694,297 6 229 Afghanistan-Iran (35) Afghanistan – Iran;  $36,897,599   Iran (961) 

Construction 431 396,956,620 51 747 Turkey (92) Turkey;  $97,492,344   Turkey (12 785) 

Services 607 455,117,806 26 320 USA (73) UAE;  $105,185,000   UK (6 646) 

Total 1 238 1,023,838,363 84 978 Turkey (118) Turkey;  $126,884,344   Turkey (13 512) 

 

Source: AISA, 2008; own formatting. 

 

 

 

Tab. 3.3. Total FDI inflows by type of company [USD], number of companies and employment, in 2003 - 02/2008 

 

Type of FDI companies No. of 
companies 

Investment  
in USD 

No. of employees Top company; sector; investment Biggest employer; sector (no. of employees) 

Afghan – foreign 420 262,290,044 25 277 Afghanistan – Iran; industry;   $36,897,590    Afghanistan – USA; construction (5 290)   

Foreign – foreign 73 103,625,602 10 200 Canada - France; services;   $50,008,000    UK – Jordan; construction (4 000)   

Single foreign 745 657,922,717 49 501 UAE; services; $105,185,000    Turkey; construction (12 785)   

 

Source: AISA, 2008; own formatting. 

Note: Top company selected as per highest investment in the group and sector. Biggest employer is per country not single company. 

 

 

6
0 



 61 

3.4. SWOT Analysis – Investor's perspective of Afghan market 
 

A SWOT analysis (see Illustration 3.1) is a strategic planning tool used to evaluate 

the Strengths, Weaknesses, Opportunities and Threats involved in the project or business 

operation. Strengths and Weaknesses focus on evaluation of internal factors and Opportunities 

and Threats evaluate external factors influencing the planned project/operation. 

 

Illustration 3.1. SWOT Analysis 

 

For the purpose of this thesis a SWOT analysis will be applied to draw the potential 

of the Afghan market from the investor's perspective and for identifying potential investment 

locations and marketing themes. Strengths and Weaknesses will refer to the advantages and 

disadvantages inherent to Afghanistan, because these factors can be internally controlled, 

modified, improved or influenced by government or private sector (internal origin). 

Opportunities and Threads will refer to those external factors that are outside of the control of 

government or private sector in Afghanistan (external origin).  

PESTEL analysis, analysis of FDI trends and own experience will be used to conduct 

the following SWOT analysis. 

 

3.4.1. Strengths 

First mover advantage – in many sectors of the economy, esp. labour-intensive 

manufacturing; transport & logistics; natural resources exploration; food processing and 

 

Source: Wikipedia Free Encyklopedia; own formatting. 
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packaging, foreign investors can enjoy first mover advantage represented by: 

− little or no competition in the market as there are some sectors just being established or in 

in their infant stage 

− low overheads and high profit margins (low cost raw materials, cheap labour, and/or low 

office overheads) 

− virgin market offers big potential for market domination – esp. in food processing and 

beverage as there is little done locally yet. 

− fertile ground for new ideas and innovative companies which then enjoy advantage over 

it's competitors 

 

Loyalty of customers – once customers are satisfied with goods/services they stay 

committed to it. And “word of mouth” works also extremely effectively in Afghanistan. 

Afghans value Corporate Social Responsibility (CSR) even though the term itself (CSR) is not 

known among public (customers tend to prefer companies and their products if they know that 

they “do something good for Afghanistan”). 

Increased political stability – the government of Afghanistan is stable and very pro-

business minded. 

Steady or increasing demand- depending on the sector the demand will be steady (e.g. 

logistics) as the infrastructure is still an issue, increasing demand is expected in services 

(telecommunication, banking, insurance, IT etc.). There is a considerable growth potential in 

the natural resources exploration (power, water and mining), reflecting already high demand 

for construction materials produced locally. Companies can gain access to the sector through 

licensing with the Ministry of Finance or through privatizations. 

Afghanistan's brand name for traditional products regain the value – Traditional 

hand-made Afghan carpets, textiles and dry fruits and nuts remain generally internationally 

favourable value which offers the sector the good basis for improving marketing and 

extending it to other products in these sectors. 

Traditional expertise retained – Afghanistan's carpet industry has a long traditions, 

labour with weaving skills are in sufficient supply, however, this traditional industry remains 
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mostly in family owned businesses. 

Preferential trade markets – Afghanistan has a good brand name for it's hand-made 

carpets and even enjoys duty free access into the USA and EU; Afghan dry fruits and nuts 

have a sound name in India. 

Proximity to large markets - India and China, together with markets of Pakistan, Iran 

and CIS countries north of Afghanistan offer the investors an extended market.  

Favourable taxes and incentives – investors enjoy favourable taxes, preferential 

import/export duties and other incentives. 

Labour supply – there is plenty of available unskilled labour for a low price. 

Afghan government and donors favour businesses – in many areas investors can gain 

access to finance through donations/grants from the government or donor countries, esp. in 

construction, health care, education areas. 

Potential for renewable energy – almost non-existent waste management and many 

months of sun light offers an opportunity to produce a renewable energy from the waste or 

solar energy, possibly organic fuels can be produced by agriculture sector. 

 

3.4.2. Weaknesses 

Poor and unreliable infrastructure – except telecommunication, unreliable 

infrastructure (power, water, roads, waste management) causes problems in all areas of 

business, esp. mining, food processing and other manufacturing but also services. Access to 

seaports is limited (only 3 ports – 2 in Iran, 1 in Pakistan are available to companies from 

Afghanistan). 

Weak skilled labour – managerial and expert labour are very scare in the country. 

University education is outdated and too theoretical. 

Access to land – problems with the land ownership is causing troubles to investors 
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with finding affordable and suitable land. Privatization and business parks can be one of the 

answers however the infrastructure remains in most other places poor. 

High transport cost – esp. in import/export activities and logistics the costs of 

transportation are very high as Afghan trucks are not permitted to enter neighbouring countries 

and have to be offloaded and reloading at the borders to new trucks. 

Incomplete legal framework, confusions and internal incapability – many laws are 

still not in force and just in the process or drafting, which in some cases poses a danger to the 

investor (e.g. copyright law, mortgage law, standards law etc.). Some laws cause a confusion 

and many state officers don't know the law themselves (e.g. at customs). 

Below-standards practices – dry fruits and nuts industry doesn't provide good quality 

products and the processing and packaging is also poor – lacking the expertise and quality 

management. 

Unpredictable costs – there is a lot of one-to-one negotiations over power and water 

prices thus it's hard to predict the costs. Also corruption in many governmental places is still a 

case. 

3.4.3. Opportunities 

Afghanistan has strategic location as a “land bridge”  in the region - the country is 

ideally situated to function as a strategic gateway, serving landlocked countries to the north 

and the Iranian and Pakistani seaports to the south. For the central Asian republics and the 

Russian industrial centres of western Siberia, Afghanistan is potentially the shortest route to 

the open sea. Sharing borders with six neighbours Afghanistan is considered a “land bridge”, 

linking the region into an extended market of more than two billion consumers (FDI 

Magazine, 2005). Companies could play a significant role in facilitating the trade among the 

countries (import, export, input processing, re-exports) and gain access to large markets for 

their products and services, and attract new investor partners from the region. 

Growing worldwide market for organic food - Afghan agriculture can become a 

region’s producers of organic fruits and vegetables, nuts and other crops as the climate is very 
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favourable. Doing a food and beverage (juice) processing and even become a partner for Fair 

Trade products which are gaining on their popularity (esp. in UK – being fastest growing 

market, then Germany, North America and few other European countries).  

Improvements in the infrastructure – the project for improving the infrastructure in 

the region (executed by China), plans of building and opening up rail networks (Iran, Pakistan) 

and Afghanistan's planned membership in CIS (all mentioned above in Chapter 4) will much 

improve the business environment in the country and bring the opportunities for faster, more 

reliable infrastructure and new markets, but also increase in the competition from abroad 

which will force Afghanistan-based businesses to be pro-active and innovative to keep up. 

Large and growing population – Afghanistan's already 31 million inhabitants and 

growing population in neighbouring countries represents the big market for investors to meet 

local demand and this demand will be increasing. Biggest potential in is in food processing 

and beverages market as most of it is imported into Afghanistan now. Growing and educated 

population will provide investors also with new managerial labour. 

Worldwide growth in pre-packed food – busy consumer lifestyle in industrial 

countries increases demand for good quality pre-packed food. Afghanistan's investors can use 

the opportunity to introduce traditional Afghan (or regional) foods and fill in other niche 

markets, having food easy to prepare with convenient packaging.  

Afghan pre-packed food (“ethnic” food) – given the high numbers of Afghans living 

outside Afghanistan, they are natural target for traditional type of food prepared in Afghanistan 

for export.  

3.4.4. Threads 

Worldwide security considerations – security alerts around the world make logistics 

more complicated and exports from Afghanistan are likely to receive extra examination thus 

delay the process in trade. 

Time scheduling & costs management – The logistics must improve significantly if 

the country is to supply Western countries with goods on time and costs must be kept down. It 
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represents threats of competing with India and China as Afghanistan has no seaport access and 

no established market share e.g. in fruits and vegetables supply. 

Large volume supplies required from West – many food productions (raisins, dry 

fruits) are supplied to shops by small producers and Afghanistan won't be able to meet the 

high demand. Foreign investors creating a cooperative of local suppliers and large-scale 

production would satisfy the demand. 

Competition from neighbouring countries – India and China are biggest produces or 

fruits and vegetables in the region; Pakistan competes with Afghanistan in carpet and marble 

industries. Good marketing strategy, low cost and managerial capacity of investors are needed 

to beat or keep up with the competition. 

Growing congestion in ports and inland supply chains – The recent phenomenon of 

congested ports worldwide and backups along the supply chain have presented challenges for 

logistics operators. This may result in increases of overall operating, technology, and 

administrative costs, and will require a great deal of flexibility from Afghan logistics 

providers. 

 

3.5. Conclusions 
 

From the PESTEL and SWOT analysis and analysis of FDI it was found that Afghan 

market is relatively easy to enter but in many cases not easy to operate in. It requires a lot of 

investment in many areas (esp. new technology and infrastructure) to start operations, and the 

political risk plays significant role in investor's decisions. 

From the FDI analysis it was found that Afghanistan is mostly attracting investors 

from other developing countries (esp. construction companies from Turkey, banking services 

from Pakistan and India, and industry sector from Iran). This might reflect the historical 

business links within the region as well as the higher risk aversion from Western companies, 

who's nationals are being the often targets of terrorist attacks. From the analysis and my 

personal experience it seems that investors from developing countries and developed countries 

outside of traditional “West” (France, Germany, UK, USA) seem to be in a better position for 
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investments as the threads from the security point of view are somewhat lower. 

The analysis unhidden obvious sectors preferred for foreign investments, such as 

banking, telecommunication, transportation & logistics, mining industry and natural resource 

exploration. There are also other sectors where foreign investors would have significant first-

mover advantages, gaining relatively big market share (incl. customers loyalty and brand name 

awareness), possibly creating barriers to entry for potential competition and not to forget high 

profit margins. There is also a potential for investments in niche markets where international 

companies could be involved too, e.g. agribusiness and logistics. 

The preferred locations for investments are northern parts of the country, where the 

security situation is good, infrastructure is better than in other parts of the country, and also 

most of the population lives there (see Appendix 2). Cities of Kabul (attracted 80% of FDI), 

Mazar-e Sharif, Herat and Kunduz are enjoying investments the most (AISA, 2008). 

Even though many FDIs in Afghanistan were until now just one to two year 

engagements in reconstruction projects, the real value is hidden in long-term investments and 

building up the local market capacity. As examples could serve Coca-Cola bottling plant, 

GSM providers Roshan and Etisalat, Azizi Bank and many others.  

Many incentives that Afghanistan legislative offers, its pro-business oriented 

government, areas with low or non existing competition and possibilities of investment 

insurance are just inviting. Thus, it really depends only on the degree of risk potential investor 

is willing to take on, the amount of capital and sector planning to invest in, and expected size 

of additional investments before receiving first returns on invested capital. 
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Conclusion 

 
Foreign direct investments are one of the important indicators of the countries' 

economic climate in the international environment as well as an indicator of globalisation. For 

most of the developing countries, FDI represent the largest share of external and long-term 

capital flows. FDI contribute considerably to the economic development in the host country, 

such as increased trade, positive spillovers on domestic firms, intensified competition in the 

host market, increased employment and eventually contribute to the growth of GDP. 

The aim of this thesis was to establish the awareness of what foreign direct 

investments are; the motives multinational enterprises have to invest abroad; what effects FDI 

has on the host country; to introduce overall trends of FDI in the world and focus on the 

investments in the developing countries, with Afghanistan as a country with the potential for 

FDI in particular. 

The Chapter 1 sets the theoretical background for FDI and then talks about the 

motives multinationals have for investing abroad. The theoretical models of Caves, Dunning, 

Horst, Vernon and Williamson helped us to understand them (Chapter 1.2.). Foreign investors 

have to take many steps in the decision making when intending to enter new market, including 

the company form, potential sectors, country risks and calculate the profitability of the 

investment project, as it was explained in the chapter. 

The Chapter 2 talks about trends of foreign direct investment in the developing 

countries with the focus on a group of least developed countries who's Afghanistan is a part of. 

It was found that the traditional pattern of FDI where MNEs from developed countries were 

investing into other developed and into developing countries has changed. The change is in the 

increasing number of MNEs from developing countries investing abroad; mainly into other 

developing countries including many into LDCs. But these MNEs are playing a role as 

investors into developed countries too. 

The Chapter 3 is analysing the economic and investment environment in Afghanistan. 

Afghanistan has been for a very long time closed country with almost non-existent FDI and 

very limited foreign trade with its neighbours due to the Soviet occupation and a decades of 

civil war. As it is a very specific type of country for analysing the FDI due to these facts and 
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also due to the almost no statistical tracked and recorded by the Afghanistan Central Statistical 

Office, it was very hard to collect a necessary data for the analysis. Therefore these analysis 

are based on the data which I have been able to obtain from international organisations of 

Asian Development Bank, International Monetary Fund, United Nations Conference on Trade 

And Development, World Bank; Afghan organisations of Afghan Investment Support Agency, 

Da Afghanistan Bank, Export Promotion Agency of Afghanistan, Ministry of Commerce and 

Industry; and from my own experience while I have been working and living in Afghanistan 

during summer 2007. 

 Afghanistan is a very complicated environment to operate in as the PESTEL analysis 

showed. However, the country offers investors for example with stable exchange rates, 

decreasing inflation, 100% of foreign ownership, tax incentives, opportunities to get funding 

from intl. donors for various projects, guarantee facility and available unskilled labour at low 

cost. 

The FDI analysis (Chapter 3.3.2.) showed that investment size, sectors of interest and 

areas of investment flows are traditionally influenced by openness of the economy, the number 

of reconstruction activities the government and international donors provide with funds for, 

the degree of infrastructure development, the privatization of state owned enterprises, security 

situation in the country and particular areas, the legal framework (tax incentives, customs 

regulations, missing and/or confusing laws etc.) and number of investment promotional 

activities ministries, embassies and other organisations run and many others. 

Afghanistan has a big potential in the market with areas having a long-term tradition 

and established brand name in the world which (e.g. silk carpets, dry fruits & nuts), other areas 

totally untapped (e.g. insurance services, heavy industries), providing investors with the 

opportunity of gaining a first-mover advantage, or offering investors to enter niche markets 

(e.g. organic food, biofuels, Fair Trade products, logistics). However, there are still many 

constrains foreign investors would face, including the considerable political risks (esp. a 

security issue). 

The advice for Afghanistan so to be able to increase FDI inflows is to quickly 

improve the factors which are main investor's measures when assessing the FDI potential of 

the country. These are to: 
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a) Create a stable environment. The security situation is very important to investors. The 

FDI analysis had shown positive correlation between security improvement and FDI 

inflows). 

b) Improve dramatically infrastructure which is another weakness of the country and 

represents constrains to doing a business. 

c) Become even more open economy. In the past Afghanistan's closed economy has 

restricted FDI inflows and still it's foreign trade is quite limited to the countries within 

the region. Development of clear and reliable law environment, including updates on 

various agreements with countries in regards to double-taxation and duty-free trade 

areas, and decrease of corruption is more than necessary. It would be advisable too 

implement also few years of tax holidays for foreign investors especially in industries 

as the initial investment into fixed capital is very high. 

d) Increase the promotion of the investment opportunities in Afghanistan. E.g. increase in 

investment during years 2005-2006, as analysis have shown, was a direct reply to the 

government's heavy promotion of the reconstruction projects and other investment 

opportunities. 

 

The advice for potential investors would be to operate in the northern parts of the 

country where infrastructure and security is better (Kabul, Mazar-e Sharif, Jalalabad and 

possibly Herat), have an Afghan partner to cooperate with, as s/he will usually have important 

contacts and market knowledge, and operate in the areas of the economy which are more 

labour than capital intensive (agriculture, heavy and light industry) because these sector are 

underdeveloped and with small or non-existing competition yet. There is also a somewhat 

decreased thread of terrorism because firms will have a positive influence on the community 

as many Afghans will get jobs and stable salary to support their families, and companies can 

enjoy cheap and loyal labour.  

There is no single answer for investors to the question whether to enter Afghanistan's 

market or not. All risks and potentials of the market must be assessed carefully and it really 

depends on the areas the company operates in, the planned investment size, expected time-

scale for returns on investment, the market share investor expects to gain and the degree of 

risk s/he is willing to undertake.
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Appendix 1 Afghanistan: Country profile 
 

Basic Facts55 

Name: officially Islamic Republic of Afghanistan; shortly Afghanistan 

Location: landlocked country with area of 647,500 km2 in Central Asia. Has borders with China, 

Iran, Pakistan, Tajikistan, Turkmenistan and Uzbekistan. 

Population: 31,889,923 (July 2007 est.) 

Capital: Kabul 

Administrative distribution: 34 provinces 

Languages: official are Dari 50% and Pashto 

35%; other 30 minor languages, much 

billingualism 

Religion: Sunni Muslim 80%, Shi’a Muslim 

19%, other 1% 

Time zone: UCT + 4:30 

Population below poverty line: 53% (2003) 

Literacy rate: 28.1% total, 43.1% male, 

12.6% female (2000 est.) 

Unemployment  rate: 40% (2005 est.) 

Government type: Islamic republic 

Government: president Hamid Karzai and The National Assembly 

Calendar year: 21 March – 20 March56 

Currency: Afghani (AFA), 1 USD = 49.72 AFA57 

Inflation rate58 (consumer prices): 5.1% (2007 est.) 

GDP growth rate: 7.5% (2007 est.) 

GDP (non-opium; official exchange rate): $9.9 billion (2007 est.) 

GDP per capita (PPP): $1,000 (2007 est.) 

Main business centres: Kabul, Mazar-e Sharif, Herat, Jalalabad, Kandahar 

Trade59 (non-opium): exports $ 416 million, imports $ 2,328 millions (2007) 

                                                 
55 Source: CIA, 2008 
56 Afghanistan uses Persian Solar Calendar, e.g. date 01/01/1387 in Afghanistan means 21/03/2008 in Gregorian 

calendar. Fiscal and callendar years shall be equal according to Afghan Income Tax Law. 
57 Source: Da Afghanistan Bank, average of March 2008 
58 Source: IMF, 2007 
59 Source: EPAA, 2007 

Source: CIA; National 

Illustration A1: Map of Afghanistan 



 84 

(continues) 

Main export commodities: opium, fruits and nuts, handwoven carpets, wool, cotton, hides and 

pelts, precious and semi-precious gems 

Main export markets60: Pakistan, India, Tajikistan, Russian Federation, Iran 

Main import commodities: capital goods, food, textiles, petroleum products 

Main import markets61: Pakistan, China, Uzbekistan, Iran, Russian Federation 

External debt62: over $11.9 billion, mostly to Russia; Afghanistan has $500 million in debt to 

Multilateral Development Bank 

International organizations participation: ADB, ECO, IBRD, IDB, ILO, IMF, Interpol, MIGA, UN, 

UNCTAD, UNESCO, UNIDO, UNWTO, WHO, WIPO, WTO (observer) and others 

 

Background: 

Afghanistan is a land where numerous Indo-European civilisations have interacted. 

Afghanistan was part of Persian Empire and for centuries Afghanistan has been the hub connecting 

Asia, Europe and the Middle East, as a part of so called “Silk Road:. 

Modern history of Afghanistna dates to 1747 when Pasthun tribes were unified and the 

country was established. The country served as a buffer between the British and Russian empires 

until it won independence from British control in 1919. The Soviet Union invaded in 1979 to 

support the Communist regime, touching off a long and destructive war. The USSR withdrew in 

1989. Subsequently, a serious of civil wars saw Kabul finally fall in 1996 to the Taleban, a 

hardline Pakistani-sponsored movement that emerged in 1994 to end the country’s civil war and 

anarchy (CIA, 2008). 

Following the 11 September 2001 terrorist attacks in New York City, the US, and anti-

Taleban Northern Alliance military action toppled the Taleban for sheltering Osama Bin Ladin. On 

7 December 2004, Hamid Karzai became the first democratically elected president of Afghanistan. 

The National Assembly was inagurated on19 December 2005. 

As the country continues to rebuild and recover, it is still struggling against poverty, 
poor infrastructure, large concentration of land mines, as well as a huge illegal poppy 
cultivation and opium trade (up to 92% of world’s supply63). The country continues to grapple 
with the Taleban insurency and the threat of attacks from remaining al Qaeda. 

                                                 
60 Source; Afghanistan Customs Department, 2007 
61 Source; Afghanistan Customs Department, 2007 
62 Source: IMF, 2008 
63 World Bank, 2005 
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Appendix 2 Location of Afghanistan’s state owned enterprises and 
distribution of Afghan population 

 

Most of the state owned enterprises (SOEs) are to be privatized during years 2006-2009. 
International investors willing to bid for some of these SOEs shall choose on the basis of 
location from the security point of view (southern areas, esp. provinces Helmand and 
Kandahar, aren’t secure yet); as well as based on the distribution of the population for the 
sourcing of the staff. 

 

Illustration A2.1.: Land sites owned by SOEs 

 

 

 

 

 

 

 

 

 

 
 

 

Illustration A2.2.: Distribution of population in Afghanistan 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: USAID LTERA, 2008



 86 

Appendix 3 Selected Afghan customs tariffs 
 

Tariff Rate (%) Description 

40 Aerated soft drinks, mineral water, ice-cream 
10 All kinds of biscuits 
2.5 All kinds of chewing gums 
8 All kinds of leather cases  
2.5 All kinds of petrol and diesel generators 
5 Aluminium ware  

3.5 Animal and vegetable fats and oils 
2.5 Blankets   
5 Cast iron ware   
10 Chocolates 
5 Coloured TVs, air conditioners, fans, radio-tape, toaster and oven  
8 Communication SIM cards, prepaid cards and their technical ware  
5 Construction glass  
5 Construction glues                 
2.5 Constructional wood and Lasani sheets 
10 Electrical juicer (blender) 
16 Entertainment CDs 
2.5 Fresh meat of cow, sheep, chicken 
10 Fresh milk, cream, whey,  cheese, honey 
5 Fresh vegetables, onions, potatoes, pepper, lemons 
5 Fruit juices  
5 Glucose, syrups, confectionery 
5 Infants damper   
5 Macaroni 
5 Matches 
10 Netting of iron wire   
2.5 Padlocks, hinges, handles, clasps and frames  
2.5 Paints and varnishes 
5 Photographic films 
5 Porcelain ware, ceramic ware, kitchen ware and ceramic ware for toilets 
2.5 Razor blades 
2.5 Rice    
5 Shampoo 
5 Shoes   
2.5 Small and large rubber tyres, tubes and flaps 
5 Soaps, shoe polish 
2.5 Stationary 
5 Sweet bread, preparations for infant use 
5 Tea packed in bags          
5 Toilet paper  
8 Toilet plastic ware  
2.5 Tooth paste   
5 Toys   
5 Watches   
5 Water storage tank   

2.5 Wheat or meslin flour 
5 Yeasts   

 

Source: Ministry of Commerce and Industry, 2008 and AISA, 2008. 

 
 


