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Abstract: 
This study examined the effects of tax incentives on the performance of firms operating in Export Processing Zones in Machakos County, Kenya. The study focused on four categories of incentives: corporate tax incentives, government subsidies, export promotion incentives, and capital allowance incentives. A descriptive and correlational research design was adopted to assess the relationship between these incentives and firm performance. The target population comprised Export Processing Zone firms across 14 subsectors. A sample of 272 firms was selected using Yamane’s formula and stratified random sampling. Data were obtained through questionnaires and firm records, and the study reported 238 completed responses, representing an 87.5% response rate. The data were analyzed using descriptive statistics, Pearson correlation, ANOVA, and regression analysis. Reliability testing showed acceptable internal consistency for all study constructs, with Cronbach’s alpha values above 0.7. The correlation results indicated positive associations between firm performance and corporate tax incentives, government subsidies, export promotion incentives, and capital allowance incentives. Regression results showed that the model explained 62.7% of the variation in firm performance. Export promotion incentives had the strongest reported effect on firm performance, followed by capital allowance incentives, corporate tax incentives, and government subsidies. The findings suggest that tax incentives contribute to improved firm performance by supporting profitability, investment capacity, operational efficiency, and competitiveness. However, the relatively lower effect of subsidies indicates that fiscal incentives should be supported by broader policy measures. The study concludes that a coherent and predictable incentive framework is important for strengthening the performance of Export Processing Zone firms in Machakos County.
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I. Introduction 
Manufacturing has historically been a key driver of industrialization and economic prosperity across the world. However, like many developing countries, Kenya has faced challenges in establishing a strong industrial base, with agriculture and the services sector remaining the primary contributors to economic growth. Consequently, the manufacturing sector accounted for only 9.2% and 8.4% of Kenya’s Gross Domestic Product (GDP) in 2016 and 2017 respectively, signaling the onset of premature deindustrialization. At the same time, the services sector has experienced substantial growth, a trend often associated with deindustrialization and which has generated debate regarding whether services can effectively replace the historical role of manufacturing in driving economic development (KAM Kenya Business Guide, 2018). Despite these concerns, enhancing the performance of the manufacturing sector remains a national priority. The Kenyan government has therefore continued to implement policies and strategies aimed at revitalizing the sector and strengthening its contribution to economic development.
According to the Medium-Term Plan III Concept Paper, the declining contribution of the manufacturing, industrial, and export sectors to GDP represents a major obstacle to sustainable economic growth. Consequently, manufacturing development, particularly through export-led industrialization, was identified as a key pillar of the Big Four Agenda launched on 12 December 2017. The initiative aimed to increase the manufacturing sector’s contribution to GDP from 8.4% to 15% by 2022. Achieving this objective requires targeted interventions that strengthen industrial ecosystems and enhance linkages between manufacturing and other sectors of the economy. The manufacturing agenda identifies eight priority subsectors, recognizing that the industry is not a homogeneous entity but rather a collection of diverse segments with distinct performance characteristics and economic contributions (Nyakomitta, 2023).
Tax incentives are widely recognized as policy instruments used by governments to stimulate investment and economic growth. According to Megersa (2019), tax incentives include special exemptions, preferential allowances, tax credits, reduced liabilities, and deferred tax obligations designed to provide favorable treatment to selected taxpayers or activities. These incentives may take the form of temporary tax reductions, accelerated expense deductions, or reduced tariffs and trade-related duties.
Fiscal policy literature further defines tax incentives as preferential measures intended to encourage domestic and foreign investment in targeted sectors or regions. National tax administration frameworks similarly describe them as provisions that grant more favorable treatment than that available under the standard tax regime, thereby providing advantages to selected industries or economic activities (IEA Statistics, 2012). In developed economies, common incentives include accelerated depreciation allowances, investment tax credits, research and development deductions, and other favorable tax arrangements intended to stimulate innovation and capital formation (IEA, 2015). Such incentives are typically directed toward sectors where investment levels are insufficient or where strategic economic growth is desired (Liu & Mao, 2019).
Kenya employs a variety of tax incentives, including accelerated depreciation allowances, investment credits, subsidies, reduced tax rates, exemptions, indirect tax benefits, and incentives within Special Economic Zones. These measures are designed to attract investment and promote exports, although their effectiveness requires continuous cost-benefit evaluation. Tax incentives in Kenya are broadly categorized into investment-promoting and export-promoting incentives. Key investment incentives include the Capital Investment Deduction Scheme introduced in 1991 and the Mining Deductions Allowance established in 1974. Export-oriented incentives include Export Processing Zones (EPZs), Manufacturing Under Bond (MUB), and the Tax Remission for Export Office (TREO), all intended to encourage export production and attract investment (IEA, 2015).
Governments often adopt policies that facilitate international trade, one of which is the establishment of Export Processing Zones (EPZs). These designated areas provide investors with favorable regulatory and fiscal environments that support export-oriented production (World Bank, 1992). EPZs contribute to foreign exchange earnings, employment creation, and broader economic development through the promotion of non-traditional exports (Ngulu, 2014).
In Kenya, the Export Processing Zones Act (CAP 517) established the EPZ program, while the Export Processing Zones Authority (EPZA) provides investor support services to reduce operational costs and facilitate business establishment. The program aims to promote exports, generate employment, and strengthen linkages between zone-based firms and the domestic economy. By 2016, Kenya had established over 40 operational EPZs employing approximately 40,000 people and contributing 10.7% of the country’s total exports. More than 70% of EPZ exports were destined for the United States under the African Growth and Opportunity Act (AGOA) (Tembur, 2016). By 2015, 57 EPZs were operational, hosting 114 licensed enterprises engaged in manufacturing, services, and related activities, producing a diverse range of export goods including apparel and pharmaceuticals.
Study Problem

Many developing countries, including Kenya, face persistent challenges associated with high import dependence, leading governments to implement fiscal incentives aimed at promoting capital formation, attracting foreign investment, and creating employment opportunities (Baissac, 2011). However, comprehensive evaluations of the effectiveness and returns of these incentives remain limited. Evidence suggests that incentives alone cannot address underlying investment constraints such as weak institutional governance, limited domestic markets, security concerns, and fragile legal systems (Château et al., 2014). Moreover, Kenya’s slow industrial growth and the contribution of structural factors remain insufficiently understood, necessitating further investigation.
Objectives

The objectives of this study were to:  
i. To investigate how corporate tax incentives affect EPZ companies' performance in Kenya's Machakos County.
ii. To evaluate how subsidies affect EPZ enterprises' performance in Kenya's Machakos County.
iii. To look into how export promotion incentives affect EPZ companies' performance in Kenya's Machakos County.
iv. To assess how capital allowance incentives can improve the performance of EPZ companies in Kenya's Machakos County.




LITERATURE REVIEW  
Empirical Review
Empirical studies demonstrate that fiscal incentives play a significant role in influencing the performance of Export Processing Zone (EPZ) firms. Regarding corporate income tax incentives, research has consistently shown that higher corporate tax rates negatively affect firm performance and profitability. Gadzo (2013) established that increasing corporate income taxes reduce financial performance, while firm age and size positively influence growth and profitability. Similarly, Bardai et al. (2010) found that higher corporate tax obligations diminish business profits and financial performance, although larger and more established firms tend to perform better. Holmes (2010) further observed that while tax adjustments may not significantly affect business expansion, they negatively influence capital allocation and overall financial performance.
Studies focusing on EPZs indicate that tax incentives are critical drivers of investment and firm growth. Njeru and Ndimitu (2015) reported that increases in sales, profits, and tax incentives were associated with greater investment among EPZ firms. The incentives identified included corporate tax exemptions, investment allowances, import duty exemptions, loan guarantees, grants, relief from sales, employment and property taxes, and access to low-cost financial support. Although these incentives enhance the attractiveness of EPZs and facilitate access to skilled labor, challenges such as legal complexities and administrative disputes may limit their effectiveness.
Subsidies have also been identified as important determinants of firm performance. Srinivasan (2009) defined subsidies as direct government transfers intended to support households or businesses through income redistribution. Zhang (2014) found that government subsidies significantly improved the financial performance of wind energy firms, although similar effects were not observed among solar energy companies. Kleer (2010) argued that government-funded research and development subsidies are essential for supporting projects with substantial social benefits but limited private financial returns, particularly in basic research.
Export-oriented incentives have been linked to improved export performance and competitiveness. Export Promotion Programs (EPPs) provide firms with export-related knowledge and expertise, enhancing their international market performance (Freixanet, 2022). Empirical evidence suggests a strong positive relationship between participation in export promotion initiatives and export success (Mota et al., 2021). Such programs enable firms to improve pricing strategies, achieve cost efficiencies, and strengthen competitiveness in international markets (Quaye et al., 2017).
Tax-based capital incentives also contribute to firm performance. Agundu and Ohaka (2012) noted that capital allowances provide substantial financial benefits but require prudent investment decisions. Mayende (2013) found that firms receiving tax reliefs in Uganda outperformed competitors in value addition and gross sales. In Kenya, Gumo (2013) highlighted several tax incentives, including industrial building allowances, agricultural investment deductions, shipping investment allowances, and mining capital allowances, all aimed at stimulating investment and enhancing business performance.
Theoretical Review
The study is anchored on three theories: the Resource-Based View (RBV), Tax Incentive Agency Theory, and the Cluster Approach Theory. The Resource-Based View posits that firms are unique bundles of tangible and intangible resources and capabilities that drive superior organizational performance and competitive advantage. According to RBV, sustainable growth depends not only on resource ownership but also on the effective deployment and combination of these resources to exploit opportunities and create customer value beyond competitors’ capabilities (Sumani et al., 2024; Komakech et al., 2024). Firms possessing valuable and rare resources are better positioned to expand, innovate, and achieve enhanced performance outcomes (Peteraf, 2003).
Tax Incentive Agency Theory explains how government incentives, such as grants and tax programs, address market failures and investment barriers arising from regulatory constraints. Incentives can stimulate investment by reducing costs and mitigating challenges related to bureaucracy, skill shortages, and other structural impediments. However, poorly designed incentives may encourage inefficient resource allocation and generate long-term economic distortions, particularly in sectors such as Export Processing Zones (EPZs), where firms benefit from preferential tax treatment (Wells et al., 2001).
The Cluster Approach Theory emphasizes the economic benefits derived from the geographic concentration of firms. Porter’s cluster model suggests that proximity enhances competition, innovation, knowledge sharing, and access to shared infrastructure, thereby improving firm performance (Porter, 1996; Porter, 1998). In EPZs, firms benefit from agglomeration economies, although challenges such as transaction costs, information asymmetries, market failures, and shortages of skilled human resources may limit these advantages, particularly in developing economies (Bruhn et al., 2018).

II. Material And Methods 

A correlation-based research approach combined with a descriptive research design was employed to examine the relationships among the study variables and provide a detailed explanation of the phenomenon under investigation. This design was appropriate because it allows for accurate description and assessment of how variables interact within a given context.
The target population comprised managers from Export Processing Zone (EPZ) enterprises in Kenya. Following Mugenda (2008), the study focused on 14 subsectors, which together formed the manufacturing and service components of EPZ firms. The population was 850 firms, representing diverse industrial categories involved in production, transformation, and support services.
The sample size was determined using Yamane’s (1967) formula, which estimates an appropriate sample (n) from a known population (N) using a specified margin of error (e = 0.05). Stratified random sampling was then applied to enhance representativeness and reduce sampling error. The population was divided into 14 strata, and proportional random samples were drawn from each group, resulting in a total sample of 272 firms across sectors.
Data were obtained from company internal records and annual reports, covering a five-year panel period from 2015 to 2019. This produced a balanced dataset of 1,360 firm-year observations. The combination of cross-sectional and time-series data improved analytical robustness and information depth (Gujarati, 2003).
Data analysis was conducted using a dynamic panel regression model. Pearson correlation coefficients were used to assess relationships between variables, while ANOVA tested model significance at 5% and 95% confidence levels. Descriptive statistics such as means, standard deviations, and percentages were used for data presentation. The empirical model specified firm growth as a function of corporate tax incentives, subsidies, export promotion incentives, and capital allowance incentives.
Reliability and validity were ensured using Cronbach’s alpha and construct validity tests. A 5-point Likert scale was applied for measurement. Ethical considerations included informed consent, confidentiality, and respondent anonymity throughout the study.

III. Result and Discussion 
Rate of Response
Out of 272 questionnaires distributed to EPZ firms in Machakos County, 238 were completed and returned, yielding an 87.5% response rate. According to Mugenda and Mugenda (2008), a response rate above 70% is considered excellent, indicating that the data collected is reliable and statistically generalizable. The non-response rate was 12.5% (34 questionnaires), which may be attributed to respondent unavailability, time constraints, or organizational factors. Overall, the high response rate enhances the validity and representativeness of the study findings.





Table 1: Rate of Response
	Category
	Frequency
	Percentage

	Returned Questionnaires
	238
	87.5%

	Non-Returned Questionnaires
	34
	12.5%

	Total
	272
	100%



Reliability Test Results
The reliability analysis shows that all constructs achieved Cronbach’s Alpha values above the recommended threshold of 0.7, indicating acceptable internal consistency (Nunnally & Bernstein, 1994). Export Promotion Incentives recorded a high reliability level (α = 0.889), while Firm Performance attained the highest internal consistency (α = 0.901). Corporate Tax Incentives (α = 0.872), Government Subsidies (α = 0.846), and Capital Allowance Incentives (α = 0.811) also demonstrated strong reliability. Overall, the instruments used in the study were reliable, confirming consistency of questionnaire items and strengthening the validity of the research findings across all measured constructs.
Table 2: Reliability Test Results
	Construct
	Cronbach’s Alpha
	No. of Items
	Interpretation

	Corporate Tax Incentives
	0.872
	6
	Reliable

	Government Subsidies
	0.846
	6
	Reliable

	Export Promotion Incentives
	0.889
	6
	Highly Reliable

	Capital Allowance Incentives
	0.811
	6
	Reliable

	Firm Performance
	0.901
	7
	Highly Reliable



Correlation Analysis
This study employed Pearson correlation analysis to examine the strength and direction of relationships between tax incentives and the performance of Export Processing Zone (EPZ) firms. The variables assessed included corporate tax incentives, government subsidies, export promotion incentives, and capital allowance incentives. The results, presented in Table 3, indicate that all tax incentive variables were positively and significantly associated with firm performance at the 0.05 significance level.
Export promotion incentives exhibited the strongest positive correlation with firm performance (r = 0.703, p < 0.05). This suggests that policies aimed at improving international market access, enhancing export competitiveness, and facilitating trade participation play a crucial role in improving firm outcomes. Capital allowance incentives also demonstrated a strong positive relationship with firm performance (r = 0.685, p < 0.05), indicating that deductions on capital expenditure encourage investment in machinery, technology, and expansion, thereby improving productivity and efficiency.
Corporate tax incentives were likewise strongly and positively correlated with firm performance (r = 0.642, p < 0.05). This implies that reduced corporate tax rates, tax holidays, and other relief measures significantly enhance profitability, reinvestment capacity, and business expansion. Government subsidies showed a moderate but statistically significant positive relationship with firm performance (r = 0.518, p < 0.05), suggesting that financial support from government reduces operational costs, improves liquidity, and supports production efficiency.
Overall, the correlation findings confirm that all categories of tax incentives contribute positively to EPZ firm performance, with export promotion incentives having the greatest influence. These findings align with earlier studies by Ngugi and Owino (2021), Kinyua (2020), and Muriuki (2022), which similarly established that tax reliefs and government support mechanisms enhance firm performance, investment levels, and export competitiveness.
Table 3: Correlation between Tax Incentives and Firm Performance
	Variables
	Firm Performance (r)

	Corporate tax incentives
	0.642**

	Government subsidies
	0.518**

	Export promotion incentives
	0.703**

	Capital allowance incentives
	0.685**


Note: Correlation is significant at the 0.05 level

Panel Regression Analysis
Model Summary
The panel regression analysis was conducted to determine the extent to which tax incentives explain variations in EPZ firm performance. The results show that the model explains 62.7% of the variation in firm performance (R² = 0.627), while the adjusted R² of 0.619 indicates that approximately 61.9% of the variation is explained by the included independent variables after adjusting for model complexity. The remaining variation is explained by factors not included in the model.
The correlation coefficient (R = 0.792) indicates a strong positive relationship between the combined tax incentives and firm performance. The standard error of 0.284 suggests a good model fit, indicating that predicted values are relatively close to observed values. Overall, the model demonstrates that tax incentives play a substantial role in enhancing EPZ firm performance by improving profitability, investment capacity, operational efficiency, and liquidity.
These findings imply that maintaining and strengthening tax incentive frameworks is essential for sustaining growth in export-oriented industries. In particular, consistent policy implementation supports capital investment, export expansion, and cost reduction, thereby enhancing long-term firm stability and competitiveness.

Table 4: Model Summary
	R
	R2
	Adjusted R2
	Std. Error

	0.792
	0.627
	0.619
	0.284




ANOVA Results
The ANOVA results were used to assess the overall significance of the regression model. The findings confirm that the model is statistically significant, indicating that at least one of the independent variables—corporate tax incentives, government subsidies, export promotion incentives, and capital allowance incentives—has a significant effect on firm performance.
The F-statistic of 53.42 demonstrates that the model provides a strong overall fit. The regression sum of squares (47.326) explains a substantial proportion of the total variation in firm performance (75.463), while the residual sum of squares (28.137) represents variation not explained by the model. This suggests that although tax incentives significantly influence firm performance, other external and internal factors also contribute.
Overall, the ANOVA results reinforce the reliability of the regression model and confirm that tax incentives are a key determinant of EPZ firm performance in Machakos County. These findings are consistent with the correlation and model summary results, highlighting the importance of stable and effective tax policy frameworks in promoting competitiveness and growth.

Table 5: ANOVA
	Source
	Sum of Squares
	df
	Mean Square
	F
	Sig

	Regression
	47.326
	4
	11.831
	53.42
	0.000

	Residual
	28.137
	233
	0.121
	
	

	Total
	75.463
	237
	
	
	



Regression Coefficients
The regression coefficient results further establish the magnitude and direction of the relationship between each tax incentive and firm performance. All variables were found to be statistically significant contributors. Corporate tax incentives recorded a positive and significant coefficient (β = 0.286, p = 0.000), implying that a one-unit increase in corporate tax incentives leads to a 28.6% improvement in firm performance, holding other variables constant. This highlights the importance of tax relief measures in enhancing profitability, reinvestment capacity, and competitiveness.
Government subsidies also had a positive and significant effect (β = 0.174, p = 0.003), indicating that financial support from the government improves operational efficiency and reduces production costs, though its impact is relatively lower compared to other incentives.
Export promotion incentives had the strongest positive effect (β = 0.321, p = 0.000), demonstrating that trade facilitation, market access support, and compliance with international standards significantly enhance export revenues and global competitiveness.
Capital allowance incentives also had a strong positive influence (β = 0.299, p = 0.000), indicating that tax deductions on capital expenditure encourage investment in technology, machinery, and expansion activities, thereby improving productivity and long-term growth.


Table 6: Coefficients of Regression.
	Variable
	Beta (β)
	Std Error
	t-value
	Sig

	Constant
	1.214
	0.231
	5.26
	0.000

	Corporate Tax Incentives
	0.286
	0.061
	4.69
	0.000

	Subsidies
	0.174
	0.058
	3.00
	0.003

	Export Incentives
	0.321
	0.067
	4.79
	0.000

	Capital Allowances
	0.299
	0.064
	4.67
	0.000





The study examined the effects of fiscal and incentive policies on the performance of Export Processing Zone (EPZ) firms. Findings indicate that corporate tax incentives, including tax holidays, reduced corporate tax rates, and tax reliefs, significantly enhance profitability, cost efficiency, and investment levels. Regression results confirmed a positive and statistically significant effect (b = 0.286, p < 0.05), suggesting that such incentives strengthen firms’ financial capacity, expand operational scope, and improve competitiveness in both domestic and export markets.

Government subsidies were also found to positively influence firm performance, although their effect was comparatively moderate. Subsidies contributed to reduced operational costs and improved production efficiency, supporting competitiveness in export markets. The regression coefficient (b = 0.174, p = 0.003) confirmed statistical significance, though the findings suggest that subsidies alone are insufficient to drive substantial firm growth without complementary policy measures.

Export promotion incentives demonstrated the strongest impact on firm performance. These measures enhanced access to global markets, increased revenues, and improved foreign exchange earnings. The regression result (b = 0.321, p < 0.05) highlights their strategic importance in promoting international market penetration and sustainable growth.

Capital allowance incentives also showed a strong positive effect (b = 0.299, p < 0.05), facilitating investment in machinery, technology, and productive assets. These incentives improved operational efficiency, encouraged modernization, and supported long-term productivity and competitiveness of EPZ firms. Overall, the findings underscore the critical role of integrated fiscal incentives in driving industrial growth and export competitiveness.


IV. Conclusion 

The study concludes that tax incentives have a positive influence on the performance of Export Processing Zone firms in Machakos County, Kenya. Corporate tax incentives were found to support firm performance by improving profitability, reducing tax-related costs, and strengthening reinvestment capacity. Government subsidies also contributed positively to firm performance, although their effect was weaker than that of the other incentives examined. This suggests that subsidies may be more effective when applied together with complementary fiscal and operational support measures. Export promotion incentives emerged as the strongest contributor to firm performance, indicating the importance of market access, trade facilitation, and export competitiveness for firms operating in Export Processing Zones. Capital allowance incentives also showed a strong positive effect, suggesting that deductions linked to investment in machinery, technology, and productive assets can improve efficiency and support long-term growth. Overall, the findings show that tax incentives are relevant policy instruments for enhancing firm performance, but their effectiveness depends on consistent implementation, transparency, and integration with broader measures that improve the business environment.



V. Recommendations

The recommendations emphasize strengthening the policy and operational environment for Export Processing Zone (EPZ) firms to enhance competitiveness, efficiency, and sustainable growth. At the policy level, governments are advised to establish a predictable, transparent, and harmonised tax regime. A uniform taxation framework would enable EPZ firms to plan effectively, reinvest profits, and achieve long-term stability. Increased transparency in tax relief programmes, alongside regular policy reviews, is expected to improve investor confidence and operational certainty.
Export promotion incentives should be expanded to enhance firms’ access to international markets. Policy makers are encouraged to support participation in trade fairs, government-sponsored trade missions, and compliance with global quality standards, thereby improving global competitiveness and market diversification. In addition, capital allowance incentives should be sustained and strategically designed to stimulate investment in productive assets, technology, and infrastructure. Targeted incentives for innovation, energy efficiency, and sustainable technologies are particularly recommended to promote modernisation and productivity growth. Furthermore, carefully structured subsidies may reduce operational costs and enhance both domestic and international competitiveness when combined with other fiscal incentives.
At the firm level, EPZ enterprises are encouraged to fully utilise available tax incentives, including corporate tax relief, export promotion schemes, and capital allowances, to reduce costs and expand production capacity. Strategic planning should prioritise efficiency, technological advancement, infrastructure improvement, and entry into new markets. Continuous monitoring and evaluation of incentive utilisation is essential to ensure measurable improvements in productivity, profitability, and overall performance. Firms should also invest in capacity building and employee training in financial management, international trade compliance, and innovation to strengthen organisational capability.
Future research should examine the role of non-financial incentives such as infrastructure, training, and market information systems in enhancing firm performance. Longitudinal studies are recommended to assess the long-term impacts of tax incentives on employment creation, exports, and sustainability. Comparative studies between EPZ and non-EPZ firms, as well as sector-specific analyses, would further inform more targeted and effective incentive policies.

Limitations
This study was limited to firms operating in Export Processing Zones in Machakos County, Kenya, and the findings may not fully represent firms in other counties, sectors, or non-Export Processing Zone settings. The study focused on four categories of incentives: corporate tax incentives, government subsidies, export promotion incentives, and capital allowance incentives. Other factors that may influence firm performance, such as infrastructure quality, market conditions, management capacity, labour skills, technology adoption, and regulatory efficiency, were not examined in detail. The use of survey responses and firm records may also be affected by reporting accuracy, availability of data, and respondent interpretation of the questionnaire items. In addition, the correlational and regression-based design identifies associations between tax incentives and firm performance but does not establish definitive causality. Future studies should consider broader geographic coverage, sector-specific comparisons, and longitudinal approaches to assess the long-term effects of tax incentives on performance, employment, investment, and export growth.
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