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Executive Summary

This document presents a result-based programme of priority government actions designed to
meet the medium-term objectives of the Economic Recovery Strategy for Wealth and
Employment Creation or the Economic Recovery Strategy (ERS). To address the economic
growth objective, the programme envisages a strengthening of the macroeconomic framework, a
more responsible fiscal stance, and the unleashing of private sector participation and investment.
To improve equity and reduce poverty, the program focuses on universal primary education,
improved access to basic health, expanded productive capacity in agriculture, development of the
hitherto overlooked arid and semi-arid areas, and upgrading the living conditions for urban
dwellers that have suffered from poor urban infrastructure and social services mainly due to high
urbanization rates. To enhance governance, the program proposes far reaching reform of the
judiciary, strengthening of rule of law and security, and implementing reforms in public
administration systems that are critical to improving government transparency and
accountability.

As part of the programme, the government commits its resources and efforts in the achievement
of the Millennium Development Goals and an additional set of outcome indicators, as well as
input, output and process indicators, related to economic growth, poverty, education, health, and
water, among others. The logframe matrix for the ERS, included in this document, spells out the
list of indicators and related targets. A summary matrix specifies key developmental targets that
are considered major step stones in the developmental process. The activities referred to in this
proposal are all key activities to ensure the achievement of these targets.

In revising the ERS, the Government has sought to ensure that the investment programme can be
funded in a sustainable manner. Consequently, the ERS investment activities have been
reprioritised, bringing the implementation cost down from Kshs 706 billion as originally
indicated in the interim investment programme to Kshs 340 billion. The financing framework
has also taken account of donor pledges during the Consultative Group meeting which totalled
US$4.1 billion. With the revisions, the financing gap for the ERS declines to Kshs 58.5 billion,
which can be accommodated through a 7.5 percent reduction in non-ERS priority activities. The
revised strategy is thus fundable.






Introduction

This investment programme presents a set of priorities of government actions designed to meet
the medium-term objectives of the Economic Recovery Strategy. The ERS presents a multi-
faceted strategy to meet economic growth, equity and poverty reduction, and governance
objectives. To spur economic growth, the ERS commits to strengthening the macroeconomic
framework, assuming a responsible fiscal stance, and providing a conducive environment for
private sector investment in the productive sectors and, specifically, in infrastructure development
and maintenance. To reduce poverty, ERS focuses on universal primary education, improved
access to basic health, development of traditionally overlooked arid and semi-arid areas, and
upgrading the living conditions for the urban poor. To enhance governance, ERS proposes a far
reaching reform of the judiciary, strengthening of rule of law and security, and implementing
reforms in public administration systems that are critical to improving government transparency
and accountability.

The investment programme operationalizes the intentions of the ERS by spelling out priority
programs, identifying key activities within each program, providing budgetary estimates and
financing gaps within the overall resource envelop, laying out the implementation timetable, and
committing to a set of monitorable targets. The interim version of the investment programme
was tabled for discussion by H.E. the President during a National Investment Conference on 20™
November 2003. Thereafter, it was tabled for discussion at the Donors’ Consultative Group
meeting held on 25™ November 2003. Following the national conference and the CG meeting,
the Government embarked on producing this final version of the investment programme by
updating the interim version. The updated investment programme:

(1) incorporates the outcomes of the Consultative Group meeting;

(i1) incorporates the Government commitments entered into for the PRGF;

(iii))  brings on-board and takes cognisance of new issues and developments that have
taken place since the publication of the original ERS and interim investment
programme such as the rescheduling of Kenya’s external debt; and

(iv)  Adopts a more realistic costing framework given the donor pledges in the CG and the
macroeconomic framework of the PRGF.

This updating was necessary because in addition to the need to have the investment programme
consistent with the outcomes of the CG meeting and the PRGF commitments, the interim
investment programme of ERS was found to be inadequate on several fronts. Firstly, it failed to
describe the process that will be followed to ensure that the MTEF and the budgetary allocations
are aligned with the priorities of the ERS. Secondly, it failed to describe the arrangements
through which coordination of the ministries of planning, finance, line ministries, and
development partners will be enhanced. And finally, the monitoring and evaluation framework
of the investment programme was incomplete. These shortcomings were addressed as follows in
this investment programme:

1) The sectoral activities have been reprioritised;

(i1) The costing of the new priorities has been revised;

(iii))  The outcomes of the Consultative Group meeting have been incorporated;

(iv)  The Ministerial Public Expenditure Reviews (MPERs) were utilised as core inputs to
the prioritisation process;



V) Revisions dealing with poverty diagnostics as contained in the more detailed poverty
maps and the Kenya Demographic and Health Survey; the coordination mechanisms
of the MTEF; and the consultation process have been incorporated;

(vi)  The logical framework matrix was also revised to make it a more complete
instrument for monitoring and evaluation; and

(vil) A new matrix of the investment programme that is consistent with the MTEF
budgeting definitions was introduced as the new Annex II.

The document is organized as follows. The introductory chapter describes the ERS consultation
process and the coordination mechanisms for implementation. Chapter 2 is the scene setter
presenting current economic conditions in the country including poverty assessment. Chapters 3-
5 present the government program, one for each major objective of the ERS: Economic growth,
Equity & Poverty reduction, and Governance. Chapter 3, on economic growth, focuses on the
macroeconomic framework, infrastructure and productive sectors. Chapter 4 presents human
resource development, agriculture and rural development, and poverty targeted programs.
Chapter 5, on governance, lays out the reforms required to strengthen the rule of law and to
improve transparency and accountability of public administration. Financing framework is
presented in chapter 6. The monitoring and evaluation framework is described in Chapter 7. A
monitorable and output-based ERS logical framework matrix is presented in Annex I, which
identifies input, output and outcome indicators, and monitoring mechanisms. The logical
framework matrix starts with summary which identifies 15 major developmental outcomes of the
ERS and selected indicators and targets, among which are the Millennium Development Goals.
Annex II is a matrix providing the objectives, outcomes, costs, and enabling activities under each
of the MTEF sectors.



Chapter 1: The Consultation and Institutional Processes for the Economic Recovery Strategy
The Process

The Government of Kenya subscribed to the Poverty Reduction and Growth Facility (PRGF) in
2000 and embarked on the preparation of the Poverty Reduction Strategy Paper (PRSP) at the
same time. This preparation was undertaken through wide-ranging consultations and dialogue in
order to build consensus on priority actions and activities necessary for economic growth and
poverty reduction. The PRSP was preceded by the Interim Poverty Reduction Strategy Paper
(IPRSP) released in 2001. The IPRSP only involved limited consultations at the national level.
The PRSP consultations followed a three-tier approach: national, provincial and district levels.
The stakeholders in the consultations included the Private Sector, Civil Society, the
Development Partners and local communities. A national steering committee that included all
the stakeholders was formed to spearhead the process and ensure inclusion at all levels.

The consultations also covered thematic areas to take care of important issues that are cross
cutting and which tend to be left out in mainstream sector working groups. The consultations
went as far down to the divisions, locations and villages in some of the districts. Participatory
Poverty Assessments (PPA) were carried out in ten (10) sampled districts. The District PRSP
reports and PPA reports together with inputs from the Sector Working Groups were synthesized
into the PRSP (2001-2004). The PRSP formed the basis for the 2002/03 budget.

In December 2002, a new government under the National Rainbow Coalition (NARC) took
office and immediately embarked on the process of preparing an economic recovery strategy,
focusing on reviving the economy and creating employment. The ERS presents a road map for
economic recovery during the next five years. The ERS takes into account existing Government
policy documents, particularly the PRSP and NARC’s Manifesto and Post-Election Action Plan.

The development of ERS was also a result of wide-ranging consultations with stakeholders. The
stakeholders included, parliamentarians; trade unions; professionals; financial institutions;
industrialists; ASALs; Development Partners; Civil society and government. The strategy
therefore embodies the views and aspirations of all Kenyans.

Based on the ERS, an Interim Investment Programme was developed. The Interim Investment
Programme provides a framework for implementing the ERS. The Interim Investment
Programme was discussed at a National Investment Conference in November 2003, organized
jointly by the government and the private sector. At this conference the private sector committed
itself to continued partnership with the government for the success of the programme. It was
also the Investment Programme that formed the basis of discussions at the Donor Consultative
Group meeting held in November 2003. A prioritization workshop was also held in January 2004
where all the activities in the logical framework of the programme were prioritized in line with
the sector objectives. During the same workshop, the Rapid Result Initiative (RRI) was launched
in one of the sectors. Comments by the development partners, other stakeholders and inputs from
the National Investment Conference, the Donor Consultative Group meeting and the
prioritization workshops has be used to generate this final version of the Investment Programme.



Mechanisms of Linking the Ministerial Public Expenditure Reviews to the MTEF Budget
Process

A key priority of the MTEF process is to improve the planning and resource allocation process to
achieve a more effective use of resources and to redirect available resources towards
implementation of policy priorities. The MTEF is an outcome based planning and budgeting
process that seeks to establish an explicit link between policy, planning and budgeting. More
importantly, the MTEF objective is to strengthen the linkage between the annual budget and
national development policies and provide means of aligning expenditures to national priorities,
outputs and outcomes set in the Economic Recovery Strategy. This way the National Budget
will be guided by national objectives and the desired outcomes.

A review of the existing policies, analysis of the ministerial expenditure trends and the impacts
of programmes and activities financed through the MTEF process is what is widely referred to as
Public Expenditure Reviews (PER), and generally used to review and analyse trends and impacts
of these expenditures.

The PER process in Kenya is implemented through an established institutional framework led by
the National Steering Committee of Permanent Secretaries, Technical Officers in all the line
Ministries and representatives of Development Partners. The Steering Committee is responsible
for policy on PER and is chaired by the Permanent Secretary, Ministry of Planning and National
Development and co-chaired by the Country Director World Bank Kenya office. The Steering
Committee is supported by a Technical Working Group (TWG) drawn from all the ministries
and representatives of key Development Partners under the leadership of the Ministry of
Planning and National Development and is responsible for all the analytical work on PER and
the back stopping roles form ministerial public expenditure reviews. The TWG is supported by a
Secretariat, which has been modeled along the sector wide approach used in the MTEF process.

The outputs of PER are used in preparing reports of the Sector Working Groups (SWG) which
are responsible for the coordination of MTEF sector policies, priorities and activities. Future
institutional reforms for PER will entail the introduction of Public Expenditure Tracking Surveys
(PETS) which have been piloted in the Ministries of Health and Education Science and
Technology.

The government, having recognized that public expenditure reviews are an integral part of the
MTEF process issued one circular that is going to guide the MTEF process for the period
2004/05 — 2006/07 and the Ministerial Public Expenditure Reviews (MPERs). The MPERs will
review the past trends of expenditures including those expenditures that are related to core
poverty programmes or social spending. The MPER reports will also include costed programmes
and activities. The costed programmes and activities must be in line with those identified in the
Investment Programme. Having costed the programmes, they will draw a three year
financial/financing plan for the Ministry.

While the work of the sectors and Ministries is going on, the macro working group will draw up
a fiscal strategy which will state the resources available and based on the ERS and the
Investment Programme indicate which sectors are going to support faster recovery needed for
poverty reduction.

The sector resource envelopes will be developed after having reviewed sector needs as given in
the SWG reports and after having matched those needs with the Fiscal Strategy Paper (FSP) and



other policies. Once sector envelopes are approved by cabinet, ministries will participate in the
sharing of the resources through a criteria which must be seen to support the overall National
goals/strategies as will be outlined in the fiscal strategy. Thereafter the Ministries will prepare
their itemized budget according to resources they will get from the sectors.

A review of the MTEF process is in its final stages of completion. The main thrust of the review
is to determine the main strengths and weaknesses of the current MTEF budget process and
make recommendations for better public expenditure management. Together with the MTEF
Review Report will be detailed implementation action plan with definite time lines that will pave
the way for a revised MTEF for Kenya.

Coordination Arrangements for the Implementation of the Economic Recovery Strategy
ERS Implementation Coordination

The development of the ERS and the Interim Investment Programme involved inputs from
ministries of Planning and National Development, Finance, line ministries, development
partners, the private sector and civil society. The inputs were received through consultative
meetings, workshops and conferences, correspondences and missions. This all- inclusive spirit
should be advanced to the implementation of the ERS. This requires that an elaborate mechanism
be put in place to provide an interactive and productive system that will ensure that all
stakeholders actively participate in the recovery process.

To achieve the above ERS objectives, the Government has taken the following measures:-

o Identified key actions/activities whose implementation will constitute a successful
implementation of the ERS;

o Identified a set of indicators that will be used to monitor progress. In this regard, a
monitoring and evaluation log frame has been developed;

e The Ministry of Planning and National Development has developed a Monitoring and
Evaluation System to be used the monitoring of the ERS. A Monitoring and Evaluation
Unit has also been established within the Ministry to coordinate the monitoring of the
ERS across all sectors;

e The Sector Working Groups (SWGs) will constitute the operating platform for all
stakeholders in the various sub-sectors. The SWGs are responsible for enhancing
consultations at sector level in the identification of sector priorities and ensuring that
these are given adequate funding through the Medium Term Expenditure Framework
(MTEF) budget. The ongoing review of the MTEF system is meant to strengthen the
system to ensure that funding goes to priority ERS activities.

e The Government has now institutionalised the Public Expenditure Review PER) system
across all ministries and departments to be able to track down the flow of expenditure to
priority activities under the ERS. The Ministry of Planning and National Development
has established a full time secretariat to coordinate the PER process. The PER Secretariat
is already reviewing the budgetary processes including the institutions that are involved
in order to identify weaknesses and make recommendations for improvement.

e A Committee of all Permanent Secretaries under the chairmanship of the Head of Public
Service and Secretary to Cabinet will get regular briefing on the progress of the
implementation of the ERS and give technical guidance.



e The Cabinet Committee of Economic Management, Chaired by the Vice-President and
Minister for Home Affairs will review progress in the implementation of the ERS and
give policy guidance.

e The Government has been having regular consultative meetings with development
partners through the Economic Governance Group (EGG). The Government will
institutionalise the Forum to also discuss the implementation of the ERS.

e The Government is the process of establishing the National Economic and Social Council
(NESCQ). Invitations have already been sent out to various stakeholders to be represented
in the Council. Once the Council becomes fully operational, it will be able to assist in
giving an independent view on the implementation of programmes and advise on
emerging policy concerns. The Ministry of Planning and National Development and
Ministry of Finance will host and facilitate discussions in the Forum.

ERS Steering Committee

Comprising all Permanent Secretaries and with the task of overseeing and guiding the
implementation of the ERS. This committee will be guided by reports prepared by the Technical
committee under the leadership of the Ministry of Planning and National Development. This
committee will meet in every quarter of the fiscal year mainly to ensure that implementation of
the ERS priorities is on course and where there could be bottlenecks, they be discussed, resolved
and a way forward be defined.

ERS Technical Coordination Committee

Comprising representatives from Ministry of Finance and Ministry of Planning and National
Development should be established. This committee will:

o Liase with implementers within Ministries, Departments and Agencies (MDAs) on a
continuous basis and receive and examine reports from Ministries and Departments on
the implementation of the actions/activities outlined in the ERS implementation action
plan;

e Liase with Sector Convenors who will be spearheading a continuous assessment of the
implementation of ERS sector priorities and strategies based on expenditure allocations,
identified performance targets and monitorable indicators.

e Compile progress reports/briefing and submit the same to the ERS steering committee.
The objective will be to generate information necessary for making strategic policy
decisions and adjustments to the implementation strategy.

Government Donor Consultative Forum

The hitherto dormant Government Donor Consultative Forum has already been established with
representatives from all key donor partners, Government ministries and departments. The
Minister for Finance chairs this forum. Key representatives from the private sector and civil
society could also attend. The role of the Forum is to meet on quarterly basis to review progress
on key priority areas identified in the ERS and Investment Programme. This will be similar to
the recently held Consultative Group Meeting but mainly involving local representatives of the
donors that have already committed resources to the ERS. However, the issues to be discussed



under this forum will be of broad nature but related to projects that are financed by donors while
specific issues will be dealt with at the sector level. For instance a timetable for the various
donor missions would be agreed in this forum. Projects financed by donors but implemented by
agencies outside government could also be reported under this forum. This forum will ensure
mutual accountability by all partners in the process of implementing the development agenda.

National Economic and Social Council

Once the National Economic and Social Council (NESC) becomes operational, it will be able to
assist in giving an independent view on the implementation of programmes and advise on
emerging policy concerns. The Ministry of Planning and National Development and Ministry of
Finance will host and facilitate discussions in the Forum.



Chapter 2: Situational Analysis of the Economy and Poverty in Kenya

After two and half decades of deteriorating economic performance, Kenyan citizens elected a
new government in December 2002 that is committed to improving the living standards of all,
especially the poor. Despite taking over with severe resource constraints, the government has
begun implementing a wide ranging and deep set of reforms. Top on the reform agenda are
measures to improve governance and to provide universal primary education.

The Economy

Since the 1980s, the economy has performed below its potential, with low economic and
employment growth and a decline in productivity. Consequently, per capita income in constant
1982 prices declined from US$271 in 1990 to US$239 in 2002. The number of people openly
unemployed currently stands at over 2 million or 14.6 per cent of the labour force, with the youth
accounting for 45 percent of the total. The majority of the unemployed, though educated, do not
have necessary skills. In addition, the number of the working poor is staggering comprising
primarily subsistence farmers, female-headed households and slum dwellers. Disguised
unemployment is also a serious problem, especially in the public sector. Moreover, the incidence
of HIV/AIDS has increased, thereby imposing an increasing social and economic burden. The
factors underlying the weak economic performance and high incidence of poverty include the
persistence of pervasive governance failures, the slow pace of economic reforms, low savings
and investment, intermittent shortages and high costs of power, and poor physical and
telecommunications infrastructure.

The weak economic growth has been accompanied by deterioration in the fiscal position and a
growing domestic debt. As a result of reduction in the tax rates, Government revenue fell from
29 percent of GDP in 1999/2001 to 22 percent in 2002/03. This reduction in tax rates was in line
with Government policy of creating an enabling environment for business. However, a
weakening tax administration resulting largely from widespread corruption contributed to fiscal
pressure as the revenue declined. As the tax revenue declined, public expenditure did not
respond concomitantly and continued to come under expansionary pressure on account of
increased spending on wages, salaries and interest, as well as the burden of supporting a large
parastatal sector. With donor budgetary support falling concurrently, the resulting fiscal
pressures was accommodated by a squeeze in spending on operations and maintenance and
public investment, an increase in arrears, including pending bills and stalled projects, and
growing domestic borrowing.

Despite improvements in governance, several external developments have kept economic growth
subdued. Recent data indicate that overall economic performance remained weak due to recent
terrorism alert, which has taken a heavy toll on the tourism industry. Partly due to this reason,
real GDP growth in 2003 is projected to remain below 2 percent. Excluding food and energy,
inflation has risen to 3.7 percent in June 2003 from 1.6 percent in October 2002, reflecting in
part a loosening of monetary conditions during 2002 that was accompanied by a depreciation in
the nominal and real effective exchange rates of the shilling. While the exchange rate does not
appear to have been a major impediment to export performance in recent years, the government
has been monitoring exchange rate developments closely, as a continuation of the recent
appreciation trend could have adverse effects on export and output growth.



Poverty Diagnostics in Kenya

Poverty rose in Kenya during the 1990s. Three national surveys conducted in the 1990’s provide
valuable information about welfare levels, poverty and other household and individual
characteristics. Several poverty profiles have been constructed spanning 1991/92, 1994 and
1997. The surveys are, however out of date and not fully comparable. Nevertheless, it is
estimated that the proportion of the population living in poverty has risen from about 48.8
percent in 1990 to 55.4 percent in 2001. The proportion is estimated to have risen to more than
56 percent in 2003. Poverty increased sharply during the early 1990s, declined during the mid-
1990s, and rose steadily since 1997. Thus, an additional 2.7 million people were living below the
poverty line in 2001 than were in 1997 (from 14.4 million in 1997 to 17.1 million in 2001).
Regionally, there are pockets of very high poverty that exceed the national average, calling for
deliberate intervention in such regions.

Non-income dimensions of poverty worsened. In step with poor economic performance, key
social indicators during the 1990s. Illiteracy rates increased as enrolment rates in primary school
declined during the 1990s. Life expectancy declined from 57 years to 47 years between 1986
and 2000, while the situation in infant and child mortality and HIV/AIDS worsened. Preliminary
results of the Kenya Demographic and Health Survey conducted in 2003 indicate that Infant
mortality increased from 62 per thousand in 1993 to 78 per thousand in 2003, while under five
mortality rose slightly from 96 per thousand births to 114 per thousand in the same period.
Trends in nutritional status of children under age three show that the percent of stunted children
(short for their age) increased from 29 percent in 1993 to 31 per cent in 2003. Similarly, the
percent of children aged 12-23 months who were fully vaccinated dropped from 79 percent in
1993 to a dismal 52 percent in 2003. These national averages conceal substantial regional
variations. For example, the proportion of children fully vaccinated in Nyanza, Western and
North Eastern provinces falls below 50 percent as of 2003.

Estimates on unemployment also indicate an increasing trend over the last two decades. In 1978
the urban unemployment rate was approximately 7 percent. By 1986 it had increased to 16
percent and continued to rise to 25 percent by 1999. The unemployment rate in the rural areas
for the same period was less acute at 9.4 percent, while for Kenya as a whole it was estimated at
14.6 percent. However, underemployment is significant, which has contributed to the existence
of a class of Kenyans who are the working poor.

Currently, Geographical variations in the distribution of poverty are large. The WMS indicate
that three quarters of the poor live in rural areas while the majority of the urban poor live in slum
and peri-urban settlements. The 1994 WMS revealed that North Eastern Province had the highest
proportion of people living in absolute poverty (58 percent), the highest in Kenya, followed by
Eastern Province (57 percent) and Coast Province (55 percent). In 1997, Nyanza had the greatest
proportion of its population living in poverty (63 percent) followed by Coast (62 percent).
Moreover, more than 50 percent of the population in all other provinces except for Central (31
percent) were living in poverty. In urban areas, Kisumu town recorded the highest prevalence of
poverty (63 percent), followed by Nairobi with 50 percent. Results of poverty mapping in Kenya
indicate similar patterns in levels of poverty at the provincial levels, but depict large differentials
at the sub-district level. For instance, rural poverty rates within Central province (least poor
province in Kenya -31 percent) ranges from 10 per cent to 56 percent across its 171 locations. In
Coast, about 61 per cent of the rural people are poor, and poverty ranges from 13 per cent to 90
per cent across the 140 rural locations. As in the rural areas, the urban areas similarly exhibit



considerable heterogeneity with sub location measures showing high variability in the incidence
poverty. In Nairobi, for instance, overall poverty rate is 50 percent, but at the sub-location level
(110 sub-locations) poverty ranges between 6 and 78 percent. The poor in urban areas are
concentrated in small areas (slums) where living conditions are pathetic. In all provinces except
North Eastern, poverty levels show significant variations between locations in the same division
and similarly for divisions within the same district. The Poverty mapping estimates also show that
people in relatively less poor districts, divisions and locations depict much smaller poverty gaps
(consumption shortfalls). Poverty gaps in such areas are typically around 5 percent of the poverty
line, whereas in the poorest areas, poverty gaps are in the range of 30 to 50 percent.

Households that are large, headed by females, headed by adults with low educational attainment,
or deriving most income from agriculture are more likely to be poor than others. In Kenya, as in
other countries, poverty increases with household size." Thus, households with a larger number
of infants and children have a lower level of consumption, and thereby a higher probability of
being poor. Female-headed households in urban areas are poorer than otherwise similar
households. Not surprisingly, the educations of both the household head and of the spouse
appear to be important determinants of poverty. For example, an urban household whose head
has at least some primary education has a level of consumption 20 percent higher than a
comparable household whose head has no education at all. In rural areas, the gap is only 13
percent. As the level of education attained by the head and spouse increases, the effect on
consumption also increase. Working in the non-farm sector in rural areas is associated with a
higher level of consumption. Wage workers, whether in the public or private sector, are better
off than informal workers such as unpaid family workers. Land ownership, it is associated with
higher levels of consumption in rural areas. Land owners can expect a 7 percent increase in
consumption versus otherwise similar households, and each hectare of land brings an additional
gain.

Determinants of Poverty: The key determinants of poverty in Kenya include location
(rural/urban); household size; level of education of head of household, gender (male versus
female headed households); agricultural output (cash crop farmers or subsistence farmers);
access to land; and ownership of livestock and of selected durable farm tools. Factors
highlighted in participatory poverty studies as affecting household consumption include having
low agricultural productivity and poor access to markets; being unemployed or earning low
wages; living in areas with poor infrastructure (especially roads), and with limited availability of
affordable basic services; living with HIV/AIDS or with a disability; being a member of a
minority or other group that is discriminated against; and living in an area with a poor and
degrading environment. The poor also attribute their poverty to natural calamities, and traditions
and cultural beliefs that deny women access to productive assets. The government recognizes
that much is still to be done to understand the causes of poverty and to identify interventions that
can effectively and rapidly reduce poverty.

Gender Dimensions of Poverty: Social factors and cultural norms emphasize the unequal
power status of men and women. Some traditions favour male dominance, resulting in low
social status of women. Special efforts are needed to empower women to make them less
vulnerable. Efforts are ongoing to mainstream gender in the Economic Recovery Strategy.
Constraints, however, include lack of gender-disaggregated analysis, except for the fields of
basic education and some areas of healthcare. In addition, gender specific targets for defining

! This analysis is based on the 1997 household survey.
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improvements in the economic, social and legal situation are still lacking. The macroeconomic
framework that forms the core of the Economic Recovery Strategy is still analyzed in gender-
neutral terms.

Actions to deepen the understanding of the incidence, depth, trends, distribution, and
determinants of poverty: An improved process for poverty diagnostics has been undertaken
recently by the government in collaboration with the World Bank, through the establishment of a
Poverty Analysis and Research Unit in CBS which is spearheading poverty analysis including
poverty mapping exercise aimed at revising the poverty profiles for all the districts. The first
volume of the poverty mapping exercise was released in October 2003 and further analysis to
produce a volume two on socio economic dimensions is underway. To further improve on prior
weaknesses of the WMS type of surveys, the CBS is planning to undertake an Integrated
Household Budget Survey in 2004/05, which will provide critical data for estimating poverty
headcount, distribution, causes, and trends. These data will provide the basis for a
comprehensive poverty assessment to be undertaken during 2005/06. While the comprehensive
survey data are very important for assessing poverty trends, the government recognizes a need
for frequent information on poverty trends. It therefore plans to implement a program to
generate such data through the use of quick monitoring survey instruments such as the Core
Welfare Indicators Questionnaire (CWIQ) preferably every 2-3 years.

Such information will be used not only for designing targeted poverty interventions but also for

monitoring and evaluating the ERS and MDGs. The information will also be used to develop a
scorecard to indicate the number of households/individuals lifted out of poverty every year.
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Chapter 3: Economic Growth

After two decades of weakening economic growth, low productivity and high unemployment,
the ERS’s first priority is to restore the economy on a path of high growth as a condition for the
achievement of all other developmental objectives. The strategy calls for redefining the role of
the state as a facilitator for private sector growth and investment. This will entail strengthening
policy and regulatory functions of the state and transferring productive and service delivery
activities to the private sector. Within this framework, the government commits to maintaining a
stable macroeconomic framework, reforming the financial sector and strengthening its
regulations to increase savings and investment, implementing mechanisms for private sector
participation in provision of infrastructural services, and establishing a competitive environment
able to attract increased private investment in productive sectors such as tourism, industry and
trade.

Macroeconomic Framework

The overall objective of macroeconomic policy is to restore economic growth within a
sustainable framework of low inflation, declining fiscal imbalances, declining net domestic
borrowing and healthy balance of payments. Specific objectives include increasing domestic
savings and investment, improving accountability in the use of public resources, and
restructuring and refocusing public spending toward priority activities.

Economic Forecasts

Table 3.1 below gives the economic forecasts for the period 2003 to 2007 for key economic
variables. This forecast is consistent with the expected external environment especially trading
partner growth and price levels, prices of key commodity exports and imports and expected
growth in external support which will be used to boost Government investment and reduce
domestic financing needs. The main elements of the forecast are as follows:

e Economic growth is expected to rise from 1.1percent in 2002 to 1.3 percent in 2003 and
continue to reach 4.9 percent in 2007,

e Investment growth is expected to be the primary driver for economic growth. Investment
levels are expected to rise from 13.6 percent of GDP to 24.3 percent. Domestic savings are
expected to rise from 13.8 percent to 18.5 percent over the period, implying that there will
be need for substantial external inflows for the investment levels to be achieved.

e Exports and imports are expected to be a major factor in the growth outcome. Exports to
begin with are seen to be constrained by the low prices of Kenya’s major commodities.
However, a quick response by the exporters to the policy regime currently being put in
place to make them more competitive is expected to provide almost immediate gains by
2005. As for the imports, the volume growth will be driven mainly by the movements of the
other components of the GDP, primarily investments and exports.

e Private consumption is expected to remain low as the Government focuses on investments
and as lower proportion of incremental profits is disbursed from the private sector to
households.

e Inflation: continuation of the conservative monetary policy will allow Kenya’s underlying
inflation to remain below 3.5 percent, comparable with the forecasts for trading partner
inflation. This will allow for the maintenance of a stable nominal exchange rate policy
without risking real appreciation of the Kenyan shilling. Low inflation as well as
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externalization of the deficit is expected to allow the rate of interest on Government debt to
remain below 6 percent in the medium term.

Table 3.1: Forecasts for key economic parameters

2002 2003] 2004 2005 2006 2007
GDP Growth (percent real) 1.1 1.3 2.5 3.7 4.1 4.9
|Investments (percent of GDP) 13.6 16.5 20.4 23.3 244 24.8
linvestment volume growth (percent) -1.8 23.2 26.2 18.5 9.3 6.3
Savings (percent of GDP) 13.6 14.9 15.7, 17.6) 18.5 19.7
[Export growth (volume, percent annual) 5.0 15.8 2.0 4.8 9.9 12.3
IImpOIT volume growth (percent annual) -16.7 13.0 18.2 10.5 9.3 8.8
IInﬂation (percent) 2.0 9.8 3.5 3.5 3.5 3.5

Fiscal Strategy for Economic Recovery

The Government in June 2003 published an Economic Recovery Strategy that will guide major
reforms to be undertaken over the period 2003 — 2007. The Budget mechanism presents one of
the most fundamental instruments of implementing the economic reforms and other policy
options outlined in the ERS in order for the objectives and the outcomes of the strategy to be
realised. Core to the Budget is the ability to have a stable and sustainable Macroeconomic
Framework. The overall objective of macroeconomic policy in the ERS is to restore economic
growth within a sustainable framework of low inflation, declining fiscal imbalances, declining
net domestic borrowing and healthy balance of payments. Specific objectives include increasing
domestic savings and investment, improving accountability in the use of public resources, and
restructuring and refocusing public spending toward priority activities. Fiscal policy together
with other instruments such as monetary policy provides the Government with useful handles
that can be used to ensure the realisation of the goals of the ERS. In the following section, the
fiscal strategy that will guide the Government’s fiscal framework in the next three fiscal years is
outlined.

Objectives of the Fiscal Strategy

Kenya’s Fiscal Strategy that will cover the period 2003/04-2006/07 has three core objectives.
These include Fiscal Sustainability, expenditure restructuring for growth and poverty reduction,
and improving public sector service delivery.

Fiscal sustainability: Under this objective, the fiscal policy’s aim is to maintain a level of
expenditures that can be funded without either an increase in the present value (NPV) of overall
debt to GDP or an increase of external debt growth. This is consistent with the desire of the
country not to become a Highly Indebted Poor Country (HIPC).

Expenditure restructuring for growth and poverty reduction: This objective will be
anchored in increasing the shares of development expenditures especially those targeting
Government investments, core social expenditures (education and health) and core poverty
expenditures. The increase will be both as a share of total expenditure and as a percent of GDP.
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Improving public sector service delivery: This will entail enhancing both the efficiency and
effectiveness of public expenditure through a process of internalizing the Public Expenditure
Review (PER) and carrying out Public Expenditure Management (P.E.M.) reform.

The fiscal strategy will serve as the basis for defining a realistic medium term Government
finance framework covering revenues, expenditures and financing, which allows for an
aggregate expenditure ceiling to be derived that is consistent with the objectives indicated above.
The strategy will also allow for the setting of expenditure ceilings both by category and by
MTEEF sectors.

Factors underlying the Fiscal Strategy

Several critical factors underlie Kenya’s fiscal strategy. The strategy is hinged on the projected
performance of the economy. The key factors determining the projected economic performance
will be:

a) Recovery and sustained good performance in Kenya’s trading partners’ growth:
Recent economic data shows that the European Union, East African Community, rest
of Africa, and East Asia are Kenya’s major trading partners accounting for 31
percent, 11.4 percent, 15.7 percent and 14.4 percent respectively of Kenya’s major
exports. It is forecast that Kenya’s trading partners will have an annual average
growth rate of 4.2 percent over 2003 to 2007.

b) Forecasts for trading partner inflation: It is also projected that Kenya’s trading
partners will have a weighted average inflation of between 3.2 to 3.6 percent. Hence,
a low inflation regime will be imperative for Kenya’s international competitiveness:

c) Growth in export and import prices is expected to be subdued: Kenya’s
merchandize export basket is heavily oriented towards agricultural products and
commodities (coffee and tea account for over 31 percent while manufactured
products account for less than 40 percent) while its import basket is heavily biased in
favour of petroleum fuels (16.3 percent) chemicals (13.9 percent) machinery and
transport equipment (32.4 percent) and manufactured goods (16.3 percent). Given
the low price forecasts for both export and import commodities, overall external trade
prices are expected to be low.

d) Interest rates: Kenya has recently moved to a low domestic interest rate regime as a
result of low underlying inflation and stable exchange rate regime. With restoration
of donor support, the Government is expected to rely less on domestic borrowing
allowing for interest rates to remain low and stable.

The expected trends of these key economic variables between 2003-2007 are shown in table 3.2
below.

Table 3.2: Forecasts for key economic variables affecting Kenya

2002 2003] 2004] 2005 2006] 2007
Trading Partner Growth 3700 337 417 444 445 445
Trading Partner CPI 324 352 3.58 325 325 325
Growth in Export Prices (Kshs.) 6.7 -9.34 155 394 078 0.8
Growth in Import Prices 6.4 545 -414  0.15 078  0.78
Domestic Treasury Bill Rate 7.9 4.0  3.000 5.000 5.000 5.00
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(ii) Donor relations and implications

Like most other low income countries, Kenya relies on its development partners to assist it in
accelerating economic development. Table 3.3 shows the trends of inflows during 1999/2000 to
2002/03 fiscal years. Over 1999/2000 to 2002/2003 the Government received disbursements
amounting to Kshs 52,436 million of grants (including Kshs 12,444 million of drought related
grants in 2000/01 fiscal year) and Kshs 48,480 million of loans (including Kshs 4,382 of drought
related loans and Kshs 4,045 of programme loans). Hence, donor inflows into the budget totaled
Kshs 100,916 million. However, over the same period the country repaid external principal to
the tune of Kshs 90,059, implying that net inflows over the period totaled Kshs 10,857 million,
and excluding drought related inflows were negative2. The low level of donor support were
primarily driven by Kenya being “off track” with key development partners and especially the
Bretton Woods institutions.

Table 3.3: External Loans and Grants, 1999/00-2002/03 (Values in Kshs. mn)

1999/2000 | 2000/01 2001/02 2002/03
Programme grants 4,247 5,955 1,473 458
Project grants (cash) 938 1,521 1,090 3,804
Project grants (AiA) 3,309 4,160, 4,260 10,777,
Drought related grants 0 12,444 0 0
Project loans (AiA) 6,020 5,323 7,133 5,276
Programme loans 0 4,045 0 4,045
Project cash loans 2,830 4,337 2,898 2,191
Drought related loans 0 4,382 0 0
Total Grants 8,494 24,080 6,823 15,039
Total loans 8,850 18,087, 10,031 11,512,
Total external support 17,344 42,167, 16,854 26,551

This situation has however changed following Kenya’s accessing the IMF’s Poverty Reduction
and Growth Facility (PRGF) and the holding of a successful Consultative Group (CG) meeting
in November 2003 where US$4.1 billion in support was pledged over 2004-2006.  The
restoration of working relations with development partners therefore enables the Kenya
Government to accept a more ambitious stance with respect to donor assistance to the budget.

Domestic factors

The following are the key domestic factors that will underlie the economic recovery efforts and

thus the fiscal strategy:

e Response of private investors to the incentives and measures put in place by the
Government,

e The capacity of the Government to absorb the external inflows and the restructuring
capacity given the need to shift resources from one expenditure category to another,

e The Monetary policy stance adopted by the Central Bank of Kenya,

Private Investment

Private investments in Kenya have continued to perform below expectation and to a large extent
the poor performance explains partly the slow economic growth that the economy has transited

% The level of net external resources accessed by Kenya on a per capita basis was as low as US$1 over the period.
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to. An in-depth analysis of private investment behaviour in Kenya indicates that private
investment is driven by: growth in national income; profitability; interest costs; crowding-in
factor of public investments; and availability of credit to the private sector. The link with the
interest costs is weak implying that fiscal policy lends itself as a more effective instrument that
the Government can use as part of its economic recovery strategy to stimulate investments.

The measures currently in-built in the ERS in line with the key determinants of private
investments in the country is the restructuring of public expenditures towards public investments
outlined in this strategy. Immediate dividends through the crowding-in factor of such public
investments are expected will create a positive response for the private investments. In addition,
the public investments will are expected will reduce the costs, particularly infrastructural facing
private firms, and this will lead to increased profitability. Private investors in the country on
average have been shown to re-invest one-third of their profits net of interest costs in a given
year. The increased profits through lower costs occasioned by public investments are also likely
to be positively augmented by a continuation during the ERS implementation period of strong
fiscal policy that addresses the profitability of private businesses through the use of current tax
policy that allows faster depreciation of machinery and equipment. This has a direct effect of
raising retained earnings in businesses and subsequently private investments.

The principal objective of fiscal policy under the ERS is fiscal consolidation to reduce domestic
debt, and fiscal restructuring to reallocate resources to high priority programs. The budget
envisages substantial reduction in domestic borrowing requirements which will maintain the on-
going efforts to remove competition between the public and private sector for domestic credit.
With the realisation of increased credit availability for the private sector, it is anticipated that the
impetus for private investments will be supported.

Government Capacity

The public sector has been undergoing continual reform since the early 1990’s with a view to
reducing the share of Government recurrent expenditure (especially wages) and increasing the
development budget. The country has however failed to register any major successes in this areas
as indicated by the continually rising wage bill, under provision for operations and maintenance
and declining development vote. Given the ambitious targets of the recovery strategy, achieving
success in restructuring the public sector and enhancing its capacity will be paramount. Success
in this area will depend on the following:
* Internalising the MTEF process to ensure all budgets are MTEF budgets;
= The Public Expenditure Review (PER) process which seeks to institutionalise an annual
Ministerial PER (MPER) process and use this annual process as the basis for guiding
resource allocation; and
= The Public Expenditure Management (PEM) reform process which seeks to improve the
efficiency and effectiveness of Kenya’s public expenditure and ensure the tax payer gets
value for money.

Fiscal Strategy targets

The fiscal strategy is built around the following key areas:
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e A revenue policy framework that seeks to maintain revenues to GDP at above 21 percent
to enable the bulk of government expenditures to be met from domestic resources excluding
borrowing,

e An expenditure strategy that gradually reduces the level of recurrent expenditure to GDP
to allow for a rapid increase in development expenditures within a sustainable macro
economic framework. Public Expenditure management reforms and the MPERS will be
used to redirect expenditures to national priorities and away from low priority areas,

e Reducing the budget deficit from 4 percent of GDP in 2003/04 to below 3 percent of GDP
by 2005/06 and focusing deficit financing on concessional external borrowing to allow for a
reduction in the level of domestic debt to GDP and for maintenance or lowering of the
present value (NPV) of overall debt to GDP.

Revenues

Table 3.4 below shows the recent revenue performance as well as projections for 2003/04-
2006/07 consistent with the fiscal strategy. Kenya’s recent revenue experience has seen the
revenue to GDP ratio decline from 23.3 percent in 1999/2000 to 20.8 percent in 2002/03. In
2003/04 the ratio is expected to remain below 21 percent of GDP. Decline in revenue
performance has been occasioned by a reduction in tax rates partly as a result of liberalization
measures and partly as a means of lowering consumption costs, to non adjustment of specific tax
rates for inflation and to administrative and capacity constraints. Government policy will focus
on arresting the decline in the revenue to GDP ratio to ensure the ratio is maintained above 21
percent. The overall tax and administrative reform agenda will focus on achieving the above
revenue target as well as ensuring that revenue enhancement measures are not based on
additional taxation.

Table 3.4: Revenue and Grants, 1999/00-2006/07

1999/2000 2000/01f 2001/02( 2002/03] 2003/04] 2004/05( 2005/06( 2006/07
Total revenue 178,443 192,312] 194,507 210,759 228,819 255,907 285,109 310,689
Direct taxes* 54,402 54,497 60,555 70,452 73,113 70,865 79,485 83,737
Indirect taxes 98,042 10,7342 104,294 112,455 119,124] 137,555 152,196] 163,573
INon-tax revenue** 25,999 30,473 29,658 27,852 36,582 38,386| 41,174 47,460
Revenue enhancement measures*** 0 0] 0 0] 0 9,100 12,254 15,919
Revenue/GDP 23.34 22.91 21.00, 20.78 20.83] 21.66] 22.34 22.42
Grants**** 8,494 24,080 6,823 15,039 24,108 27,028 22,518 23,357
Total revenue and grants 186,937 216,392 201,330 225,798 252,927| 282,934 307,627| 334,046
Revenue and grants/GDP 24 4 25.8 21.7] 22.3 23.0 23.9 241 241
Tax reform

The objectives of tax reform are to improve transparency and efficiency of taxation, strengthen
tax collection to maintain a revenue/GDP ratio at or above 21 percent, and harmonize tax
systems within the East African Community (EAC). To improve the structure of taxation, the
government will undertake an assessment of tax policy and its impact on the economy and make
the tax system more pro-growth and sensitive to the poor. This will be achieved by undertaking a
comprehensive review of past policy regime, evaluate its effects on growth and poverty and use
the lessons learnt to draw a pro-growth tax policy regime. In particular, the Government will
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establish an optimal tax rate framework for those tax heads considered high currently, institute
tax regime that encourages new investments, economic growth and employment creation and use
tax instruments to make social interventions for alleviating poverty.

In view of the prevailing low tax efforts for a number of tax heads, the Government will make
expansion of the tax base a priority. This is in recognition of the relationship between tax policy
and tax administration capacity. Towards this end, the Government is well aware that without
effective tax administration infrastructure, little economic growth can be achieved through tax
policy instruments. Making tax administrative effective will achieved by instituting effective
enforcement in revenue administration. To strengthen tax collection, the reform will implement a
modernization of tax administration, including computerization of the tax administration
infrastructure through the development of integrated information architecture. In addition, as
already initiated, Kenya Revenue Authority will implement a functional based tax administration
to enhance efficiency and effectiveness of the tax administration system in Kenya. Further
system support enhancements to Income Tax, Value Added Tax and Customs functions and
strategic capacity building and development will be will a priority.

Harmonization and rationalization of tax regimes and integration of trade arrangement within the
EAC and COMESA includes, among others, the lowering of tariffs and other barriers to imports
of goods from the rest of the world. The loss in revenue arising from trade arrangements and
subsequent tariff reductions will be compensated for by enhanced customs administration
capacity, especially through implementation of regional transit cargo control strategy,
deployment of scanners at the ports of entry to assist with valuation and verification,
computerization of customs operations and effective management of warehouse.

During the 2003/04 - 2005/06, Kenya Revenue Authority’s operational reform agenda will be
guided by the 2003-2006 Corporate plan. Among the key goals envisaged are the reorganization
of the tax administration, restructuring the port handling facilities and procedures of revenue
administration, implementing effective strategy for the management of excisable products,
enforcing the withholding requirement by public sector and collection-agents to enhance
compliance with tax laws and revamped and streamline the bond and transit cargo management.
Other reform measures include strict enforcement of the traffic Act and development of new
number plates and second generation driving licenses to improve compliance.

Expenditure

Despite the declining performance on the revenue side, the bulk of Kenya’s fiscal strategy will
need to focus on expenditure reduction, expenditure restructuring and expenditure reform.
Whereas Kenya’s revenue performance at over 21percent of GDP has been above par for low
income countries, Kenya’s expenditure levels at over 26percent of GDP have been significantly
above that for low income countries, yet the public investments level at below 2.5percent of
GDP is below the recent sub Saharan African performance. The country also has a poor public
expenditure management record with only 3 out of 16 indicators of public expenditure
management being considered acceptable’.

3 The focus of the Public Expenditure Management Reform is in the 3 core areas of expenditure performance, namely, budget
formulation, budget execution and budget reporting. 15 initial indicators were identified for measuring performance. A review
carried out in 2003 found that Kenya found that only 3 of the 15 indicators were rated as acceptable. A 16™ indicator has since
been added.
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Table 3.5 below shows the major categories of expenditure over 1999/2000-2002/03 and the
forecast of the fiscal strategy over 2003/04-2006/07.

Table 3.5: Expenditure, 1999/00-2006/07

1999/2000{ 2000/01] 2001/02f 2002/03] 2003/04] 2004/05 2005/06| 2006/07

Consolidated fund services 116,333[ 89,634| 107,661 107,478 131,540 118,676 118,699 121,341
Of which: Principal repayment 79,921] 52,530, 59,998 54,453| 80,034 74,661 71,686 71,142
Payment of arrears 4,104 3,295 0) 0| 0| 0)

Foreign interest due 8,635 7,803 6,357 8459 6,419 5,991 5752 6,194

Foreign interest paid 8,635 3,479 7,858 8,459 6,419 5,991 57520 6194
Domestic interest (inc. CBK Comm.) 20,752 23,232 23,744 26,767 27,323 21,090 21,724 21,816

Wages and salaries 132 146 153 353 360 367 374 382
Constitutional Review 300 1,100 701 800 0| 0| 0|

Goods and services 296 281 215 215 215 215 215 215

Current transfers(pensions) 4,717 5,709 8,627 11,653 13,493 15,517 17,844 20,521

Capital transfers (guaranteed loans)* 1,880 3,957 1,862 1,582 2,897 835 1,103 1,072
Discretionary Expenditures 140,464 198,008] 175,669 212,984 245,813 280,837 289,244 318,456
[Total Expenditures 256,797| 287,642| 283,330 320,461| 377,354 399,513 407,943 439,797
[Total Expend. Excluding principal 176,876 235,112] 223,332 266,008 297,320, 324,852 336,257 368,655
[Total Exp. Exc. Principal/GDP percent 23.1 28.0 241 26.2 271 27.5 26.4 26.6

As shown in the table above, total expenditure excluding interest grew from Kshs. 176,876
million in 1999/2000 to Kshs. 266,008 million in 2002/03, an annual average growth of
14.6percent.. There was a consistent trend of rising expenditure to GDP, from 23.1percent in
1999/2000 to 26.2 in 2002/03*. The fastest growing component of expenditures was the pensions
expenditures which grew at an annual average of 41percent over this period. Given that the rise
in expenditure coincided with declining revenue performance, it will clearly be imperative to

rein in expenditure growth as a key plank of the fiscal strategy.

In achieving the expenditure objective of restructuring to focus on poverty alleviation, promotion
of economic growth and increasing access of the poor to social services, the following will be the

main areas to be covered by the expenditure strategy:

e Reducing overall expenditure to GDP ratio as the primary means by which the budget
deficit will be brought down to sustainable levels;
e Raising the level of development expenditure from 4.3 percent of GDP in 2002/03 to [6.7

percent] by 2006/07,

e Ensuring that core poverty expenditures are maintained at or above 4percent of GDP;
e Ensuring that the wage bill to GDP ratio declines to 8.5 percent by 2005/06 and to

7.2percent by 2007/08;

e Reducing the overall level of transfers to subvented bodies (universities and parastatals);
e Increasing expenditures on health in a manner consistent with achieving 12percent of total

expenditures by 2010 while maintaining the level of primary education expenditures;
e Improved public expenditure management by tackling PEM shortcomings and internalizing

the annual MPER process,

* The rapid increase in expenditure in 2000/01 was due to drought related expenditures.
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Reduction in Government contingent liabilities through termination or completion of stalled
projects and elimination of pending bills.

Table 3.6 below shows the forecast expenditure outcomes by economic categories. The major
forecasts are:

Overall expenditure is expected to rise from Kshs 266,008 million to Kshs 370,623 million
over 2002/03-2006/07 representing a rise from 26.2 percent of GDP to 26.5 percent of
GDP; and

Expenditure composition is expected to change in favour of development (from 16.3
percent in 2002/03 to 25percent in 2006/07) and core poverty (from 7.3percent to 8.3
percent over the same period) while wages (from 32 percent to 31 percent) and interest
payments (from 13.2 percent to 7.6 percent) and transfers to paratstatals and universities
(from 5.4 percent to 5.0 percent) decline.

Table 3.6: Economic Analysis of Expenditure, 1999/00-2006/07

1999/2000)  2000/01* 2001/02 2002/03 2003/04/2004/05 2005/06 2006/07

Total Expend. excl. principal 176876 235112 223332 266008] 297320 324852 336257 368655]
\Wages and salaries 65861 68119 78125 85087 96716 101583 108514 115585
Retrenchment costs 443 6095 1665) 957 0] 5335 0] 0
Goods and services 56256 84215 74454 83071 92267 96697 97941 103843

Of which: core poverty programmes 6696.14 9232 10150 14536 18347 20100 21708 23577
Transfers and subsidies 8224 11280 14008 17636 27246 30103 25637 28503
Interest 29387 31035 30101 35226 33742 27081 27476 28010
Other (Constitutional review) 300 1100 701 800
Development 16705 34068 23879 43330 46549 64054 76688 92715

Of which: core poverty programmes 9704.58 8751 12599 19487 24790 27158 29332, 31856
\Wages / Exp. (percent) 37.24] 28.97| 34.98] 31.99 32.53 31.27] 32.27 31.35)
Retrenchment/Exp (percent) 0.25 2.59 0.75 0.36) 0.00 1.64 0.00] 0.00
G&S / Exp. (percent) 31.81 35.82 33.34] 31.23 31.03 29.77] 29.13] 28.17]
Transfers / Exp. (percent) 4.65 4.80 6.27| 6.63 9.16 9.27| 7.62 7.73
Interest / Exp. (percent) 16.61 13.20, 13.48 13.24] 11.35 8.34 8.17| 7.60
Dev. / Exp. (percent) 9.44 14.49 10.69 16.29 15.66) 19.72 22.81 25.15]
Core poverty programmes/Exp/(percent) 5.49 3.72 5.64 7.33] 8.34 8.36} 8.72 8.64
Transfers to parastatals &
universities/Exp.(percent) 5.99 7.54) 5.42) 5.49 5.14] 5.24 5.03]
\Wages/Revenue (percent) 36.91 34.93 35.95 40.37] 37.93 38.55 36.34 35.63
'Transfers to parastatals & universities/GDP
(percent) 1.68 1.82 1.42 1.48 1.41 1.38 1.34]
Core poverty programmes (percent of GDP) 2.14] 2.14 2.46] 3.35) 3.93) 4.00} 4.00] 4.00
Development expenditures/GDP (percent) 2.18 4.06 2.58 4.27 4.24 5.42) 6.01 6.69

The above forecasts are based on the following underlying assumptions and measures:

Wages and salaries: Wages are expected to decline from 8.7 percent of GDP in 2003/04 to
8.5 percent by 2005/06. The Government, in 2003/04, awarded substantial increases to the
disciplined forces (police and prisons) as well as begun implementation of the teachers
salary award. No awards have as yet been given to civil servants. Achieving the 8.5percent
target by 2005/06 will require that any awards to be provided to the civil servants or any
additional awards (other than the remaining phases of the teachers’ awards) will be matched
by a proportionate downsizing of the civil service. To this end, 21,500 civil servants are
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forecast to leave the service through a Voluntary Early Retirement (VER) scheme to enable
civil service wages to be raised as part of an overall pay and benefits strategy.

Interest payments: the fiscal strategy is based on the premise that the Government will be
able to raise substantial additional external resources and thus allow for a reduction in both
domestic borrowing levels and interest rates. The Central Bank will also continue with its
policy of lengthening the term structure of domestic debt,

Ministerial recurrent expenditures: non-wage ministerial expenditures (excluding
transfers to subvented bodies) depend on exchequer releases and Appropriations in Aid
(AiA) expenditures. The strategy assumes that these expenditures will be maintained
constant in real terms, other than education, health and core poverty expenditures.
Transfers to parastatals and universities: are expected to be maintained at their 2003/04
levels in real terms, with any increases in personnel emoluments being catered for through
downsizing,

Pensions: Kenya currently operates a non-contributory pension scheme. Pension payments
have however been rising at an unsustainable rate and there will be a need to reduce these
expenditures. The Government is scheduled to introduce a contributory pension scheme in
the 2004/05 fiscal year. The fiscal strategy assumes that pension payments will continue to
rise at 15percent per year, but an early introduction of the contributory scheme could lower
this growth.

Core poverty expenditures: The main objective of re-prioritizing and selecting the core
poverty programmes was to allocate and ring-fence resources to those programmes that
have a direct impact in reducing poverty levels in the medium term. The objective of the
core poverty expenditures is to ring fence and deliver a set of programmes that improve
access of the poor to infrastructural and social services especially rural infrastructural
services, education and health, enhance the capacity of the poor to participate in productive
service activities, and improve the governance and security environment.

The Government has recently reexamined its list of ring fenced core poverty expenditures
and updated the list. In 2002/03 core poverty expenditures were expected to account for
Kshs.34,043 million or 3.35 percent of GDP. In 2003/04 the Government expects to spend
Kshs. 43,137 million or 3.93percent of GDP over 2004/05-2006/07 the policy objective is
to maintain core poverty expenditures at 4percent of GDP. Consequently, Kshs. 153,729
million is expected to be spent on core poverty expenditures over this period.

Guaranteed loans and capital transfers: the major components of this category have
tended to be Government repayments of parastatal debt. However, the Government has
adopted an ambitious strategy to restructure the National Bank of Kenya (NBK). It is
proposed that over 2003/04 and 2005/06 Kshs. 12,000 million be used in this endeavour.
Health expenditures: the Government is committed to raising the level of health
expenditures to at least 12percent of total expenditures as part of its strategy for providing
adequate health services. Since overall recurrent health expenditures were 6.7percent of
total recurrent expenditures, achieving the 12percent target by 2010 will require that
recurrent health expenditures grow by at least 7.5percent faster than overall expenditures.
The fiscal strategy assumes that these health expenditures will be focused on non wage non
transfer expenditures and will thus enable the rapid increase in basic health services.
Development expenditures: Over the recent past development expenditures in Kenya have
declined as a percentage of total expenditures and as a percentage of GDP. Implementing
the ERS will require a massive increase in development expenditures. Over 2002/03-
2006/07 development expenditures are expected to rise from Kshs. 43,330 million to Kshs.
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92,715 million, an annual average of 23.6percent. Over 2003/04-2006/07 a total of KShs.
280,006 million will be available for implementing development projects in the ERS.

e Stalled projects: Over the 1990s Kenya built up a substantial inventory of stalled projects
as lax fiscal control led to the initiation of more projects than could be sustained by the
development budget. As a result, by 1997 the completion rate for projects was as low as
3percent. Stalled projects, those projects that were initiated, not completed and which are
currently not receiving funding, mushroomed. By 1999, the Government had a total of 164
stalled projects with an estimated original contract cost of Kshs. 31,357 million, accrued
expenditures of Kshs. 13,319 million and an estimated completion cost of Kshs. 13,227
million for those than could be completed and Kshs. 2,448 million for those that required
termination. By 2003 the stalled projects were estimated to have increased to 207. The
Government will review all stalled projects with a view to terminating as many as possible
and only completing those that fall in the ERS core priority areas or which have potential
for meeting ERS core objectives. It is estimated that reviewing the stalled projects will cost
Kshs. 90 million.

Public Expenditure reform

The 1997 Public Expenditure Review concluded that expenditure management trends were not
consistent with the objectives of achieving sustained growth and poverty reduction. Following
this review, the Government introduced a number of reforms to strengthen expenditure
management. These include: The adoption of Medium Term Expenditure Framework (MTEF)
approach to budget formulation in 2000/01; establishment of the Budget Monitoring Department
in 2000; introduction of the Integrated Financial Management Information System (IFMIS); and
ministerial rationalization. The 2003 PER noted that expenditure management weaknesses
identified in the 1997 PER still persist.

The Government recognizes that economic recovery efforts will require efficient use of public
resources and sound management of public expenditure geared towards enhanced service
delivery and value for taxpayer’s money. In this regard, the government has institutionalized
PER as part of the wider efforts to improve budget planning, execution and monitoring. In June
2003, a comprehensive public expenditure management reform program was initiated. This
program includes legislative changes to improve the legal framework for public expenditure
management as well as institutional and system changes. It incorporates the recommendations
emanating from the Country Financial Accountability Assessment (CFAA) and a Public
Expenditure Management Assessment and Action Plan (PEMAAP) exercises, both carried out
by the Government in collaboration with key development partners.

As part of the PER institutionalization process, the Government issued the Treasury Circular No
26/2003 dated 3™ December to initiate the 2004 PER process at the ministry level. Unlike the
2003 PER which involved only eight key ministries, the process has been rolled out to cover all
the other ministries and integrated with the MTEF budget process. The PER will support the
budget process by analysing expenditure allocations and budget institutions to identify
weaknesses and recommend measures to enhance the impact of public expenditure. The MTEF
budget process is being reviewed and the exercise will also involve development of an action
plan to strengthen the budget process.
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The IFMIS has been procured and IFMIS team and supervisors trained. Piloting of the system in
the Ministries of Finance and Planning and National Development started in January 2004 and
roll out to all other ministries is expected by mid 2004.

The government is improving the legislative framework for Public Expenditure Management
(PEM). This includes: the enactment of the Anti-Corruption and Economic Crimes Bill
(facilitated the establishment of an anti-corruption commission) and the Public Officer Ethics
Bill (requiring the declaration of wealth by public officers) in 2003. Additional three pieces of
legislation have been published and are awaiting enactment. These are: The Government
Financial Management Bill (2003), which aims at enhancing accountability in public financial
management practices; the Public Audit Bill (2003)- which aims at strengthening the
independence and operational capacity of the Controller and Auditor General; and the Public
Procurement and Disposal of Assets Bill (2003) which aims at enhancing the oversight role of
the Directorate of Public Procurement.

The government is creating the institutional framework in which these reforms can be effectively
designed and implemented; establishing a robust program of analysis and evaluation that can be
the basis for building the expenditure management reform program; and defining a timetable for
reforms. Priorities include: 1) the creation of strong coordination and management arrangements
between the departments in the Ministry of Finance and the Ministry of Planning and National
Development that have lead responsibility for designing and implementing the expenditure
management reform program; ii) phased reform of the MTEF; iii) implementation of short term
reforms set out in the government’s Action Plan for Enhanced Financial Management in the
Public Sector; vi) adherence to the timetable for the budget process for 2004/05; vii) early
conclusion of the PER work program to provide information on the costing of ERS priority
programs, and savings from low priority programs, and track expenditures of core poverty
programs; and viii) design of MTEF budget for 2004/05 based on early decisions on the macro-
economic framework and sector ceilings, on the objectives of the ERS, and on the analysis of the
PER.

Development partners are supporting the public expenditure management reform through a
technical coordination group that includes each of the main donors’ active in this area. In
addition to supporting the PER process, the development partners are members of the PER
steering committee and technical working group. These arrangements already provide a means
for coordinated dialogue. Further, the government is exploring the use of a formal common
memorandum of understanding to capture donor assistance to the PER. Development partners
will consider the provision of basket funding within this framework for the PER and other
aspects of the public expenditure management reform program.

Public Expenditure Management Reform

Public expenditure management has been a major weakness in Kenya in recent years. In
particular, Kenya has had declining performance with respect to forecasting expenditures
and/or disbursing the same. As table 3.7 below shows, the poor performance has been
especially visible with respect to the development budget. Over 2000/01-2002/03 less
than 40percent of projected ministerial development expenditure were actually realized.
Given the rapid increase in development expenditures required to ensure the recovery
targets are met, the Government will be focusing its efforts on improving public
expenditure management.
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Table 3.7: Projcted and Actual Ministerial Expenditure (values in Kshs. mn)

Actual Target Actual/Target (percent)

Year Recur. | Develop.| Total | Recur. | Develop. | Total | Recur. [ Develop. | Total
1999/2000 108809, 7095| 115904 109169 7339 116508 99.67 96.68| 99.48
2000/2001 144019 22998 167017 149216 20012 169228] 96.52 114.92] 98.69
2001/2002 154403 14668| 169071 163975 43577) 207552 94.16 33.66 81.46
2002/2003 165724  19111] 184835| 182247 49735 231982 90.93 38.43| 79.68
99/00-02/03 572955 63872 636827 604607| 120663 725270 94.76 52.93| 87.81

Following recommendations from a Country Financial Accountability Assessment (CFAA)
study done in 2001 and the Public Expenditure Management Assessment and Action Plan
(PEMAAP) exercise done in 2003, an Enhanced Financial Management Action Plan was
prepared. Since the recommendations covered a broad scope, it was decided that concentration
be focused first on the public sector before moving to the private sector actions.

The main objectives of the Enhanced Financial Management Action Plan include:-

Enabling the Government to focus resources within realistic fiscal constraints, on core
priorities including economic recovery and poverty eradication. These will be achieved
through improving and strengthening the tools used in the budget preparation and in
particular, the MTEF process;

Dealing comprehensively with the issue of pending bills and preventing future recurrence
by improving the quality of budget preparation, broadening commitment control, and
strengthening financial discipline through timely reconciliation and reporting;

Improving the quality and timeliness of information available for financial management
decision making, through the establishment of improved and relevant reporting systems.
Facilitation in the medium term will be by the implementation of the government-wide
integrated financial management information system.

To achieve the above objectives, the Enhanced Financial Management Action Plan addresses the
following key areas:

Budget Formulation — focus is on government policies, resource allocation,
comprehensiveness, classification and projections

Budget Execution — this covers issues on financial management procedures which
include commitment control, payment management, project management, procurement
and debt management

Monitoring and Evaluation — the effort is to improve internal audit systems; monitoring
of expenditures especially on those projects/programmes aimed at reducing poverty;
achieving timely and accurate information; and, better information sharing.

Institutional and Human Resources — actions will include undertaking a review of
available and required financial management skills and other associated resources; and,
articulating roles and responsibilities of central and line ministries in the management of
financial resources.

State Corporations — the main actions will include, reviewing of the overall government
policy on investments, rationalization and restructuring of the parastatals, review of the
parastatal financing policy, and review of procedures for accounting and monitoring of
the remaining state corporations.
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Public Expenditure Tracking (PETS)

The Kenya Government recognizes the importance of Public Expenditure Tracking (PETS) as a
tool for diagnosing problems of service delivery and as a cost effective way for overcoming
systemic problems in service delivery. To this end, it has already initiated a pilot PETS, which
was carried out by the Kenya Institute for Public Policy Reasearch and Analysis (KIPPRA).

KIPPRA conducted a Public Expenditure Tracking Survey (PETS) in 2003. The PETS covered
education, health, and the agriculture sectors. The KIPPRA survey had the following
shortcomings:
= [t does not track expenditures through the release system in terms of identifying the
amounts allocated to particular votes, and tracking them down to the end user.
= [t does not clearly define the kind of leakages that exist.

Recognizing the weaknesses of the KIPPRA study, the Government has initiated the process of
undertaking another PETS. Programmes aimed at directly having a positive impact in poverty
reduction have been identified and the second PETS will focus on tracking expenditures for
specific core poverty programmes. Two programmes, (i) School Equipment Scheme and (i)
Bursary Programme for primary schools have been identified as pilot programmes for the
exercise. Preliminary preparations started in early March 2004.

Deficit and Financing Strategy

The objectives to be pursued by the deficit and financing strategy are to first reduce the overall
deficit including grants to a sustainable level and secondly to externalize deficit financing to
reduce pressure on domestic financial markets and increase private sector access to credit. Over
the medium term the deficit is expected to decline to below 3 percent of GDP, while net
domestic borrowing is forecast for rapid reduction and ultimate elimination.

The provisional overall deficit for 2002/03 was Kshs. 40,210 million or 3.96 percent of GDP.
Current forecasts for revenue and expenditure for 2003/04 indicate a widening of this deficit to
Kshs. 49,700 or 4.52 percent of GDP, mainly driven by increased expenditures on the free
education programme and health. Initial actions on restructuring the NBK as well as wage
awards to the teachers and disciplined forces. As this fiscal strategy is implemented, this deficit
is expected to decline to 3,67 percent in 2004/05, 2.38 percent in 2005/06 and 2.64 percent in
2007/08.

There will therefore be need for deficit financing over the fiscal strategy period. The Public
Sector Borrowing Requirement (PSBR) is expected to total Kshs. 460,640 million over 2003/04
and Kshs. 330,906 million over 2004/05—06/07. Of the Kshs. 460,640 million, Kshs. 159,917
million will be required for financing the cumulative deficits, Kshs. 76,559 million will be
required for external redemption, Kshs. 220,964 for domestic redemptions and Kshs. 3,000
million projected for paying of pending bills.

Financing the deficit will focus on maximizing external concessional borrowing consistent with
maintaining the external debt to GDP ratio of below 36 percent. Given the nominal GDP
forecasts and projected exchange rate movements, external borrowing over 2003/04-2006/07 is
expected to total Kshs. 198,306 million, of which Kshs. 26,647 million will be rescheduling, and
over 2004/05-2006/07 Kshs. 143,385 million of which Kshs. 20,718 million will be
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rescheduling. Net external borrowing over 2003/04-2006/07 will then total Kshs. 121,747
million, compared to a net repayment of Kshs 25,225 million over 1999/2000-02/03.

With external debt accounting for Kshs. 198,306 million, there will be need for domestic
financing totalling Kshs. 262,334 million over 2003/04 and Kshs. 187,521 million over 2004/05-
06/07. Of the 262,334 million, Kshs. 220,964 million will be accessed by rolling over domestic
debt, while the remainder, Kshs. 41,370 million will be accessed through additional domestic
borrowing. Of the Kshs. 187,521 million over 2004/05-06/07, Kshs. 165,723 will be accessed by
rolling over domestic debt while Kshs. 21,798 will be accessed from additional domestic
borrowing.

The outcome of the deficit and financing strategy is expected to be an external debt to GDP ratio
that remains below the 36 percent level achieved in 2002/03 and a domestic debt to GDP level
that declines from 24.3 percent in 2002/03 to 20.8 percent in 2006/07. Such declines will lead to
a significant reduction in the Present Value (NPV) of debt to GDP ratio.

Privatization proceeds: The Government has published a privatisation bill which will lay the
legal framework for its privatisation programme. Once the bill is enacted into law, the
privatization process is expected to begin in earnest. This fiscal strategy has not factored in
privatisation proceeds. However, should they arise, they will be used to reduce the net domestic
borrowing requirement.
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Table 3.8: Deficit and Financing Strategy, 2003/04-2006/07

1999/200012000/01] 2001/02] 2002/03] 2003/04{2004/05 [2005/06 | 2006/07|
Deficit before grants (commitment basis) 1567  -42800) -28825| -55249 -68501 -68945| -51148] -57966
Deficit before grants/GDP(percent) 0.20] -5.10] -3.11 -5.45 -6.24 -5.84 -4.01 -4.18
Overall Deficit (Revenue+Grants-Exp.) 10061[ -18720 -22002 -40210 -44393 -41918 -28630) -34609
Overall Deficit/GDP percent 1.32] -2.23 -2.38 -3.96 -4.04 -3.55] -2.24 -2.50
Overall Deficit: cash basis 4026  -15608] -30286 -38005 -44393 -42918] -29630) -35609
Repayment of domestic principal -48903]  -45374 -38458 -36897| -55241 -55241 -55241 -55241
Repayment of external principal (current FY) -31018 -7156 -21540 -17556) -24793 -19420 -16445 -15901
Repayment of external principal (arrears) 0] -5390) -4104] -3295] 0 0] 0] 0]
Public sector borrowing requirement -75895(  -73528] -94388 -95753 -124427| -117579 -101316) -106751
External financing (borrowing) 15546 18087 10031 11512 48992 38207 37063] 47397
External financing (rescheduling) 0] 21793 0] 0] 5929 8930 8064 3724
External Financing (change in arrears) 0] 5886 2738 1114 0 0 0| 0]
Privatisation proceeds 5660 0] 955 0] 0 0] 0] 0]
Sale of housing 0] 0 0] 0] 0]
Domestic financing needs 54689 27762 80664 83128 69505 70442 56189 55630
Change in pending bills -2285) 5163] -765) 6686} 0] 0 0] 0
Securitised pending bills 3472 3538 2788 4481 0] 1000] 1000 1000
IMF PRGF 0j 1968 0 0j 0] 0] 0] 0
Net foreign borrowing -15472 5541 -12875 -8226) 30128 27717, 28682 35220
IAs percent of GDP -2.02 0.66 -1.39 -0.81 2.74 2.35 2.25 2.54
Net domestic borrowing 17536 616 47334 44025 14264 15201 948] 389
IAs percent of GDP 2.29 0.07 5.11 4.34] 1.30 1.29 0.07| 0.03
Total domestic debt 206127 213773 227655 296378 310643 325844 326792 327180
On lending 5701 5701
Govt. deposits and Treasury advances 42722 38357 24880, 49578 49578 49578] 49578 49578
Net domestic debt 163405 164205 202775 246800 261065 276266 277214 277602
Net domestic debt/GDP percent 21.37| 19.56 21.90 24.33 23.77 23.38 21.73 20.03
Total external debt 409419 390971 376859 364582 387351 416602 449941 488672
ltotal External Debt to GDP (percent) 54 47| 41 36} 35] 35| 35] 35]
Expenditure - Interest 147489 204077, 193231 230782 263578 297771 308781 340645
Primary surplus 39448 12315 8099 -4984) -10651 -14837| -1154] -6599
Primary surplus/GDP percent 5.16} 1.47] 0.87] -0.49 -0.97] -1.26 -0.09 -0.48
Expenditure - Capital 158291| 197087 197591 221096 247874 259963 258466 274868
Current surplus 20152 -4775 -3084] -10337 -19055 -4056 26643 35821
Current surplus/GDP percent 2.64 -0.57] -0.33] -1.02 -1.73] -0.34] 2.09 2.58
GDP at market prices 764624 839534 926039 1014441 1098497| 1181449 1275992 1385831

External Aid and Debt Policy Framework

Kenya’s external debt and Foreign Aid policy framework is built around the following

Principles:

e Maintaining Kenya’s external debt sustainability to ensure Kenya does not become a
Highly Indebted Poor Country (HIPC) or Severely Indebted Low income Country (SILIC);
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e Ensuring only concessional borrowing is contracted to minimize servicing costs and
maximize the grant element of borrowing;

e Implementing a Foreign Aid policy that harmonizes donor practices along the lines
proposed in the Rome Declaration of February 2003 and minimizing the transaction costs
related to external aid; and

e Ensuring that foreign aid is aligned to the national budget, the national development
priorities and implementation should be based on best practice principles.

External debt

During January 2004, the Paris Club of Creditors agreed to reschedule US$ 350 million of
arrears and maturities for interest and principle falling due between January 2004 and 31
December 2006. The rescheduling was done on Houston terms It is anticipated that on
completion of this rescheduling, the county will graduate from future Paris Club rescheduling.

Kenya’s external debt policy is guided by the accepted principle that the country shall obtain and
service her debt on a timely basis as per the signed loan agreements. It is also premised on the
recognition that there is an optimal debt level above which the economy may not be able to
sustain. Any variations to this premise have to be authorized by Parliament for which an
adequate explanation based on macro-economic parameters has to be considered.

To ensure that the country is able to finance its deficits in a sustainable manner, the country’s
debt strategy will be built around the following
e Focusing on external concessional debt as a means of reducing the NPV of debt,
lengthening the term structure of debt and reducing servicing costs,
e  Mitigating exchange rate risk through currency diversification and improving forecasting of
repayments to ensure repayments do not undermine the foreign exchange reserves position,
e Refinancing to replace expensive debt with less expensive debt, and
e  Where necessary, rescheduling on Houston terms to mitigate cash flow problems.

Foreign Aid policy

The government has initiated measures for the development and eventual publishing of an
External Aid Policy to guide in the optimal utilisation of external resources received from
development partners. The policy will aim to harmonize and simplify donor practices in the
country, as required under the Rome Declaration of February 2003 to which Kenya is a
signatory. The policy will provide a framework for effective multilateral and bilateral
negotiations and assess capacity building needs to manage external resources. The objective is to
increase external inflows, and improve disbursement rates. It is envisaged that an External Aid
Policy will be in place before December 2004.
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External Resource Requirements

In considering the overall external resource requirements for the ERS, the following were taken
into account:
1. Total demand for foreign exchange for all purposes, including for imports, debt service and
buildup of official reserves, taking into account the macro projections and requirements;
i1. Projections of resource availability taking into account macro level projections of exports,
private and public transfers, foreign direct investment, other projected private inflows and
the public inflows for which there are existing commitments;
111. Estimation of the financing gap taking into account existing; and
1v. Taking account of resources pledged during the Consultative Group (CG) meeting held in
November 2003 and implications for disbursement levels if the ERS is to be adequately
funded.

Overall Financing Needs

The overall external financing framework including the financing gap is shown in table 3.10
below. Total financing needs are estimated at US$ 23,513 million over 2003-06 and US$ 25,398
million over 2004-2007. These requirements include the following:

a)
b)
©)
d)

e)

Overall import demand of US$ 20,191 million over 2003-2006 and US$ 22,097
million for 2004-07 of which US$ 4,909 million will be required for 2004 alone;
Total debt service of US$ 1,377 million over 2003-2006 and US$ 1,249 million over
2004-07 of which US$ 380 million will be required in 2004;

IMF repayments estimated at US$ 56 million over 2003-06 and US$ 49 million over
2004-07 of which US$14 million are required in 2004;

USS$ 1,418 million needed for buildup of official reserves over 2003-06 and US$
1,567 million over 2004-2007; and

Estimated private interest payments of US$ 365 million and US$ 387 million over the
two periods respectively.

Domestically available Resources

Domestically available resources are estimated to total US$ 20,083 million over 2003-06 and
USS$ 21,728 million over 2004-07 and include the following:

f)

g)
h)

)

Merchandise exports estimated to total US$ 11,221 million over 2003-2006, and US$
12,348 million over 2004-07 of which 2004 merchandise exports are expected to total
USS$ 2,788 million;

Service exports estimated to total US$ 4,878 million over 2003-2007 and US$ 5,042
over 2004-07 with a 2004 estimate of US$ 1,077 million;

Net foreign direct investment (FDI) of US$ 234 million over 2003-2006 and 257
million over 2004-07 with a 2004 estimate of US$ 55.4 million;

Private transfers of US$ 1,466 million over 2003-06 and US$ 1,378 million over
2004-07 with US$ 376 million estimated for 2004,

Other capital movements (private) estimated at US$ 1,975 million over 2003-2006
and US$ 2,301 million over 2004-07 with 2004 estimated to total US$ 535 million’.

> Other capital movements are also assumed to include under estimates for tourism receipts
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Given the required external resources, this leaves a financing gap of US$ 3,430 million over
2003-2006 and 3,670 million over 2004-2007.

Existing External Commitments to the Public Sector
In closing the financing shortfall the Government, based on existing commitments, expects to
have access to US$ 2,439 million over 2003-04 and US$ 2,645 over 2004-07. These
commitments comprise the following®:

a. Project grant support of US$ 984 million over 2003-2006 and US$ 1,156 million over
2004-2007;

b. Project loans of US$ 778 million over 2003-2006 and US$ 1,016 million over 2004-
2007,

c. Other public loans of US$251 million over 2003-06 and US$ 209 million over 2004-07;

d. Projected IMF disbursements of US$ 261million over 2003-06 and US$ 265 million over
2004-07;

e. Paris Club rescheduling of pre-cutoff debt’: following agreement with the Paris Club the
country can expect to benefit from US$ 341 million of rescheduling over 2003-06 and
US$ 295 million over 2004-07;and

f. Programme support already received in 2003 and 2004 totaling US$ 165 million.

These resource estimates leave a residual financing gap of US$ 649 million over 2003-06 and
USS$ 730 million over 2004-07. This implies total external support of US$ 3,430 million over
2003-06 and US$ 3,670 million over 2004-07. This compares to US$ 4,100 million pledged
during the 2003 Consultative Group meeting. The implication is that virtually all the pledges
made during the consultative meeting will need to be turned into commitments if the external
financing gap is to be closed. Virtually all the additional resources will need to be programme
support to the budget to reduce the domestic borrowing requirements to sustainable levels.

Table 3.9: External Financing Requirements

2003-
(Values in $mn) 2002 2003 2004|2005 2006 200706 2004-07

Domestic Resources Available

Merchandise exports 2165 2424 2788 2880 3129 3551 11221 12348
Service exports 1112 1258 1077 1211 1332 1422 4878 5042
Private transfers 576.8| 421.11 376 335 334 333] 1466 1378
Foreign Direct investment (net) 50| 50.4] 554 61 67.1 73.8 234 257
Earnings from reserves 35.4 46.6| 56.5 89.7 116.2 139.6] 309 402
Other capital (net) -5 306 535 502 632 632 1975 2301
TOTAL 3934 4506) 4888 5079 5610 6151 20083 21728
Financing Needs

Imports 3740 4277) 4909 5279 5726 6183 20191 22097
Net factor payments 32 6 13 12 12 12 43 50
Debt service: principal 253 277 291 235 210 2100 1013 945
Debt service : interest 86 106 89 84 84 47 364 304
IMF repayments 19 19 14 9 14 12 56 49
Reduction in arrears 107 64 0 0 0 0 64 0

® The commitments refer to agreements already signed with the IMF as part of the PRGF process as well as firm commitments in
the forms of project loans and grants. Prograsmme support referred to here is that which has already been disbursed.

7 Pre December 1991 debt
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Private interest payments 76 80 90, 95 100 102 365 387
Buildup of official reserves 3 192 168 462 596 341 1418 1567
TOTAL 4315 5021 5574 6175 6742 6907 23513 25398
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The objective of fiscal policy is to maintain revenues at above 21 percent of GDP and achieving
a sustainable overall deficit (including grants) of below 3.2 percent of GDP over the 2003/2004-
2006/07 period. The restructuring of public expenditure would entail public consumption to rise
slightly from 14.8 to 15.5 percent of GDP during 2002/03-2003/04 due to increased social
spending commitments, and thereafter fall to 14.3 percent of GDP in 2005/06. Salaries and
wages of the civil service, teachers’ service and the disciplined forces which are part of public
consumption would remain at below 8.5 percent of GDP over the period 2003/04-2006/07.
Transfers to parastatals and universities will be maintained at current levels i.e. below 1.8
percent of GDP which is equivalent to 6.9 percent of total expenditures over the period 2003/04-
2006/07. Total capital expenditure would rise from 4.1 percent of GDP in 2002/03 to 4.7 percent
of GDP in 2003/04 and 5.9 percent of GDP in 2005/06 and eventually rise to 6.3 percent in
2006/07. This reflects an increasing proportion of capital expenditure in the budget from 16.2
percent of total expenditures in 2002/03 to 23.4 percent in 2006/07.

Low case scenario

Te basic purpose of the low case scenario is to investigate what would be the impact on the base
case scenario were the economy to be affected by various shocks which would undermine some

32



This poor performance would be in line with the low growth phase that the economy transited
between 1997 and 2002.

To appreciate the major areas of change, table 3.11 below indicates the magnitudes of change of
major variables from the base case scenario.

Table 3.11: Magnitudes of Changes in Key Economic Aggregates

| | 2003 2004 2005 2008  2007{03-06  [04-07
GDP growth (Real, percentage points decline) 0 -2 -2 -3 -3 -2
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To the largest extent possible fiscal sustainability must be maintained. This will be
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Transfers to subvented bodies (parastatals, universities and the KRA) are assumed
maintained constant in real terms with the decline being attributed to a lower estimate for
the GDP deflator,

Changes in core poverty expenditure result from a lower GDP growth with the Government
maintaining a policy of keeping core poverty expenditures at 4percent of GDP,

The minimal decline in health and education expenditures is attributable to a reduction in
health expenditures. With the rapid decline in resources, it proves impossible to maintain a
sustainable fiscal situation as well as rapidly increase health expenditures. However, given
the substantial increase in the non wage non transfer health expenditures, (from Kshs. 3,481
million to 9311 million), there is a substantial real increase in health expenditures. Free
education expenditures remain at previous levels,

The major casualty is development expenditures which were scheduled to rise fastest under
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Government and private sector. Government will gradually reduce its borrowing from the
domestic sources paving way for increased lending to the private sector. Private sector credit is
programmed to accelerate by 14.9 percent while credit to Government will decline by 37.6

percent in the year to December 2007.

Table 3.13: Monetary Survey, percentage annual growth rates

Dec. Jun. Dec. Jun. Dec. Jun. Dec. Jun. Dec. Jun. Dec.
2002 2003 2003 2004 2004 2005 2005 2006 2006 2007 2007
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supporting secured transactions, lowering credit risk, improving borrower accountability,
encouraging establishment of credit bureaus and endeavouring to reduce the stock of non-
performing loans (NPLs). Reforms will be geared towards strengthening Deposit Protection
Fund to enhance depositors protection including: i) Preparation of a new Deposit Protection
Fund act, ii) Implementation of capacity building in workouts and workout management
techniques, and 1iii) Liquidation of distressed small banks. The Government will divest from
commercial banking operations starting with the restructuring and privatisation of National Bank
of Kenya to be completed by December 2005. Other banks like Kenya Commercial Bank require
limited state intervention since the bank’s management is resolving the problems facing the
bank. The government will support the bank’s right issue so as to improve its capitalisation.

Following the outcome of a recent study on reforms in the banking sector, the government is
reviewing several options regarding state bank’s restructuring and privatisation. These options
are:

X Partial restructuring of the Banks

X Full restructuring of the Bank

X Immediate sale of the bank to a strategic investor

X Allowing the institution to resolve problems on its own.

The government also intends to reform Development Finance Institutions especially the ones
owned by Government and in poor financial condition. These institutions, which provide
financial services to specific groups and certain sectors of the economy, have large share of non-
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large SACCOs effectively collecting deposits from the public and with Front Office Service
Areas (FOSA) will be subjected to rigorous licensing standards and prudential regulations by the
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Regulatory and competitive frameworks

The main objective of developing new regulatand competitive frameworks for infrastructure

is the provision of an environment conduciveptivate sector participation while at the same
time ensuring competitive practices that will deliver greater access and affordability to final
users. Toward this end, the government has initiated action to review regulatory arrangements in
infrastructure sectors, and assess the viability of establishing a multi-sector independent
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2003). These institutions effectively separate the functions of policy formulation, service
delivery and regulation of the water and sanitation sector.

The reform will increase availability of national fresh water resources from the current level of
247 cubic meters per capita to 900 cubic meters per capita by 2007. Specific targets include: i)
200 hydrological and quality water monitoring stations will be rehabilitated country-wide; ii)
1,200 water samples analyzed per year; iii) unaccounted water wastage reduced from 60 percent
in 2003 to 25 percent in 2005 through rehabilitation/augmentation of urban water supply and
sewerage schemes in Nairobi and Mombasa; iv) 30 rural water supply schemes in 2003, 90 in
2004, 180 in 2005, and 300 in 2006 rehabilitated and handed over to local level management; v)
100 small dams and water pans rehabilitated and handed over to communities per year; and vi)
500 boreholes drilled and equipped/rehabilitated and handed over to local communities per year.

The financing requirement for the water and sanitation programmes was estimated at Kshs 24.5
billion between 2003 and 2005. Out of this the cost of priority programmes will total Kshs 14.3
billion.

Roads

The road sector is a priority in the ERS as it greatly affects the cost of doing business and
marketing potential for Kenyan products. The sector objectives are to expand the road network,
reduce the rehabilitation and maintenance backlog, strengthen road safety and control
overloading, and expand private sector management and financing. The government is
formulating a long-term road sector strategy, and will consider a multi-agency model for
managing responsibilities and financing for trunk roads, highways, park roads and rural roads.
On the latter, the government is rationalizing the number of agents responsible for rehabilitation,
construction and development of urban roads under the Kenya Roads Board (KRB) Act. The
government is completing a road inventory and condition survey study, reducing the audit
backlog for the road levy fund and improving public information on the use of the fund,
considering the establishment of a new road safety authority, enforcing axle load control limits,
and launching a national road safety campaign.

The centrepiece of the strategy is an accelerated timetable for concessioning major roads’
construction and maintenance to the private sector. The study on Road Concession (phase 2) was
completed in June 2003. Based on the assessments done conventional tolling is proposed for the
1,208 kilometres of the Northern Corridor. Three viable road concessions have been identified.
These are (i) Mombasa - Machakos, (ii)) Machakos-Rironi, and (iii) Rironi to Malaba via Eldoret
and to Busia via Kisumu. The government has taken a firm decision to move ahead with the
preparatory work on Roads Concessioning Framework by preparing the regulatory and legal
instruments to allow for concessioning. Concessioning will start with the Machakos Turn Off-
Nairobi Southern Bypass section of the Northern Corridor under BOT arrangements. This phased
approach will test the willingness of the road users to pay. At the moment, significant financing
is available from donors (US$ 309.4 million for rehabilitation of about 500 Km of the Northern
Corridor). Further financing is expected to come from interested investors (US$ 326.7 million
for 641 km of road).

To address rural road maintenance and improvement, the government is implementing the Roads
2000 programme in 26 districts so far, with the participation of local communities and labour-
intensive local contractors. Several donors (European Union, SIDA, DANIDA, ADB, AFD and
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KfW) are supporting this program and expected to finance significant portions of it. The
challenge is to adopt this programme countrywide.

Selected targets over the planned period include: Roads 2000 programme expected to rehabilitate
2,815 km and create 18,800 jobs; reconstruction of 150 km of trunk roads per annum; and
concessioning up to 1,208 km of trunk road during 2004-07.

Transport

Transport services greatly affect the competitiveness of Kenya goods. Reforms are geared
toward improving the management and security of transport infrastructure.

Railway transport

The government will complete the ongoing process of concessioning Kenya Railways
Corporation by means of a long-term concession covering passengers and cargo operations. The
concessioning process has been extended to include joint concessioning with the Uganda
Railways. The concessionaire is expected to be in place in 2005. This will assist to raise
investment funds necessary to improve rail services.

Air transport

Kenya is the major airline hub in East Africa. Its air transport services have facilitated and will
continue to sustain development in sectors such as trade and tourism. Efficient and secure air
transport is therefore one of the ERS priorities for economic growth. While air transport services
were liberalized in 1996 with the privatization of Kenya Airways, airports management has
remained in the hands of the state under the Kenya Airport Authority (KAA) and performed
below potential. A Civil Aviation Authority was established in 2002 to regulate aviation
activities and improve air traffic control. Airport management, safety and security under KAA
remain weak. Reform objectives include raising airport security and safety service levels to
international standards, improving airport facilities, management and operations, and lowering
operating costs.

The first priority is to address security concerns, and enhance the security and safety service
levels to attain the Federal Aviation Authority/International Civil Aviation Organization
Category 1 standards from the current Category 2. Attaining Category 1 status will allow direct
flight to the US from JKIA, strengthen Kenya’s competitive position as the regional airport hub,
and Kenya Airways to compete with other airlines. This will require significant refurbishing of
airport facilities, investment in security equipment and safety facilities, and training. Already, the
government decided to reorganize the passenger terminal at JKIA to separate arrivals from
departures and relocate the domestic terminal (terminal 3) to the Old Airport at Embakasi in an
effort to provide additional space for the international flights.

Second, a study funded by PPIAF will be undertaken to determine PSP options in the
management and financing airport activities in Kenya. Accordingly, the Kenya Airport Authority
Act and the Kenya Civil Aviation Authority Act, which currently allow for private sector
management of only commercial activities (aircraft landing services, and cargo handling), will
be amended to allow for private sector management or concession of the airports.
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Finally, airport charges, currently above those charged by competing regional airports, will be
reviewed and harmonized accordingly. Alternative mechanisms to finance airport infrastructure
are under review, including expanding commercial activities on airport grounds and reviewing
current commercial concessions.

Maritime and inland waterways

Managed by Kenya Ports Authority (KPA), the port of Mombasa is one of the main ports on the
east coast of Africa, serving the whole of Kenya and land-locked countries such as Uganda,
Burundi and Rwanda. To maintain its competitive edge, the government is putting Mombasa
Port on an accelerated reform schedule to convert it to a landlord port. The landlord port is the
most widely-used model for introducing private provision of services into port operations.
Under this model, key infrastructure facilities will remain under KPA ownership.

A new Maritime Sector Policy Paper is being prepared. The policy proposes the creation of a
Maritime Authority responsible for the regulation of all marine and maritime affairs. The office
of the Coast Guard will be placed under the KPA to manage maritime and port facility security.
Other measures will include a reform of all clearances affecting passage of goods through the
port and streamlining of customs procedures to improve transparency and reducing time and
costs.

The Kenya Ferry Services is operated as Public Service Obligation (PSO) by the Government to
enable pedestrians who work in town to cross the channel on a daily basis. The Ferries have
outlived their economic life and are a hazard to users. Since FY 2002/03 Kenya Ferry Services
(KFS) has been implementing two government funded projects. These are the construction of
maintenance facilities for above water maintenance and for overnight stay (Ksh58 million in
2002/03 and Ksh100 million in 2003/04), and the expansion of walkway terminus (Kshs 14
million in 2001/02). The KFS proposes to purchase two ferries at a cost of Kshs 600 million to
replace MV Pwani (1975) and MV Myvita (1969), which have outlived their life span.

Communications and information

Telecommunications

The government recognizes the urgent need to open the doors for a major expansion of the
telecommunications sector as one of the necessary conditions for accelerating growth in other
productive sector of the economy. The poor performance of the fixed-line telecom sector has
been due to inefficiency and monopolistic structure in the sector. For example, only 2 percent of
household have fixed lines, 60 percent of them located in the Nairobi area; and waiting time for
new lines is eight years. While Telkom Kenya’s current monopoly license runs to 2004, the
government has taken steps to respond to service failures on the part of the monopoly.
Communications Commission of Kenya (CCK) will move quickly to introduce competition in
the international segment, which will induce Telkom Kenya to lower rates for international calls;
it will go ahead and license other operators of fixed (local) telephone services outside Nairobi, as
soon as the rural access study currently being undertaken in collaboration with the International
Development Research Centre and CCK is completed; and it has allowed other operators to
provide public payphone services and inter-corporate data exchange. Towards this end the
bidding process for the second national operator has already commenced. In the meantime, the
government is preparing a privatization strategy for Telkom Kenya that will maximize the
growth prospects for the sector.
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The Government will also complete the implementation of e-government by June 2004. This will
include the use of information technologies such as Wide Area Networks, internets, and mobile
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management. In order to ensure a continued pool of IT knowledge base within Government, all
training programmes will have an IT component.

The objectives of e-government include to

a.

Improve collaboration between Government agencies through reduction of duplication of
efforts and enhanced efficiency and effectiveness of resource utilization;

Improve Kenya’s competitiveness by providing timely information and efficient delivery
of Government services;

Reduce transaction costs incurred by the Government, citizens and the private sector
through provision of products and services electronically; and

Provide a forum for citizens’ participation in Government activities through opinion
polls, surveys on Government policy direction, etc.

The targets for June 2004 are:

Develop and implement e-Government Strategy for Kenya.
Establish an appropriate institutional set-up for e-Government.
Undertake an inventory of ICT capacity and assets within Government.

Sensitize all Government Officials on the e-Government Strategy to develop consensus
and a common understanding of its implementation.

Establish a Directorate of e-Government to coordinate the implementation of the Strategy
and ensure security of Government systems and information.
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c. Implement an integrated system for registration of persons including births and deaths;
immigration; property and assets registration systems including land and motor-vehicles;
and implement integrated taxation databases and information systems e.tc.

d. Complete the implementation of messaging and collaboration services to facilitate the
exchange of mail among discussion groups and calendaring of events across a common
platform.

e. Roll-out the information infrastructure to district offices.

f. Accelerate automation and integration of Government information and records.

g. Operationalise web-enabled databases and expedite data sharing and document workflow

within government.
Other targets include

a. Introduce e-talking to citizens by providing citizens with Government publications such
the Kenya gazette, laws and regulations, immigration forms, passport application form
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f. Sustained Championing of e-Government is necessary at the highest level of Government
to ensure focus and commitment to the realisation of e-Government objectives.

Energy
Electricity

The electric sector is in urgent need to deepen reforms to enhance reliability of service supply,
increase access to electricity, and lower energy costs. Expanded private sector participation in
generation and distribution of electricity is at the heart of the agenda. To achieve this, the
government will further legislative reforms and strengthen regulatory functions of the Electricity
Regulatory Board (ERB) including a review of the existing tariff regime and the methodology
for setting tariffs; reduce its direct equity in the Kenya Power and Lighting Company (KPLC)
from 51 percent to below 39 percent in order to remove it from the purview of the State
Corporation’s Act; and restructure Kenya Electricity Generating Company (KenGen) to enable a
public private partnership necessary to mobilize the investment needed for expanding generation
capacity. A cabinet paper on the recovery programme of KPLC was prepared and presented to
Parliament and has undergone through the second reading.

To accelerate the pace of rural electrification, the government will streamline the current
institutional arrangements for the implementation of the rural electrification programme by
creating a special body, the Rural Electrification Authority (REA), under the Electric Power Act,
1997. The aim of the government is to reach a penetration rate of at least 40 per cent of the rural
population by 2020 from the current 4 per cent. The government is aware of the high costs of
new connections under rural electrification (currently KSh 180,000 per rural consumer or 8 times
per capita income in 2000), and will be investigating more efficient new connection
arrangements alternatives.

Petroleum

The petroleum sector lacks an effective regulatory framework. It suffers from poor competition,
enforcement of safety standards and high barriers to entry. The government has prepared a new
Energy Act that combines the Petroleum Act and Electricity Act for ease of administration. This
is expected to significantly improve service delivery and expand the existing facilities including
financing and management modalities on the extension of the oil pipeline from Eldoret to
Kampala.

New and renewable energy

While the country has significant energy resources, including hydropower, geothermal, solar,
wind and biomass, biomass (mainly wood fuels) accounts for over 70 percent of total energy
consumption, 80 percent of the population depending on it their domestic energy needs. The use
of woodfuel has been responsible for significant deforestation and the government is committed
to reverse this trend in favour of a policy promoting sustainable wood resource management and
efficient harvesting, and end-use technologies.

The government is also committed to harnessing traditionally underutilized solar energy in
various applications including alternative grid extension for -electricity provision,
telecommunications repeater facilities, water heating, crops drying, refrigeration, and water
pumping. Solar energy usage is very small relative to its potential. Only about 150,000
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photovoltaic home systems are currently in use in the country with an expected yearly increase
of about 20,000 units. The government in partnership with the private sector and NGOs will
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include eco-, conference, sports, retirement, film industry and domestic tourism. The budget for
this activity is however severely limited relative to that available to Kenyan competitors, and will
need to be expanded either by earmarking selected tourism revenues or expanding private sector
contributions.

To strengthen the linkages with the rest of the economy and make tourism pro-poor, efforts will
be made to: foster community-based and eco-tourism particularly to northern and western areas
of the country and targeted to backpackers and nationals; strengthen community—based wildlife
conservation, adopt an appropriate compensation policy and take measured to reduce human-
wildlife conflicts; provide guidance, access to credit, and incentives to small and medium
enterprises; and review the structure park tariffs to expand tourism on less-visited parks. The
Kenya Tourist Development Corporation (KTDC) will be restructured to play a key role in
facilitating local investment and proving credit to small and medium enterprises.

For environmental protection, the government, in partnership with the private sector and
communities, will focus on land management. Elements of land management include an
integrated costal zone management structure to oversee development in Mombasa and Malindi;
government-private-community partnerships to extend reserve areas around national parks; local
community involvement in designing and implementing plans for sustainable land use
management as part of the National Environmen
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regulations and steps required for investing in the country. The government drafted a new
Investment Code, which, among others, entails the establishment of an Investment Authority in
charge of investment policy and the development of an investment roadmap by 2005.

Industry
Kenya's manufacturing sector is performing better than its neighbours but still well below its

potential. To expand its growth and employment generating capacity, the government will focus
on removing the barriers to investment and lowering the cost of business in the sector. This will
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Chapter 4: Equity and Poverty Reduction

Human Resources Development

Human resource development is at the core of the ERS strategy to level the playing field and
provide opportunities for all Kenyans to productively and self-reliantly participate in
employment and wealth creation. Developing human resources requires complementary efforts
in education and training, health and HIV/AIDS, labour and nutrition.

Education: attainment of universal primary education

Education, and particularly primary education, is the top priority on the NARC Government
agenda. The government’s first policy action in January 2003 was to institute free primary
education. As a result, enrolment has increased by 1.5 million children in 2003. To strengthen
the education system and ensure proper linkages at various levels the government is negotiating
with the donors a comprehensive education sector program and a national forum on education
was held in November 2003. Program priorities include ensuring equitable enrolment by
targeting disadvantaged areas, particularly ASAL areas and urban areas, and vulnerable groups,
such as girl child, street children, etc; improving quality and internal efficiency through teacher
training and redeployment, reforming the curriculum to focus on core skills, providing teaching
and learning materials and improving the learning environment, redefining the roles of local
authorities, and decentralizing decision-making to district and school-level administrators, and
parents’ representatives.

To sustain and motivate participation and completion in primary schools as well as to improve
transition levels efforts will also be made to enhance secondary schools capacity in order to

accommodate more primary school graduates.

The free primary education program implementation
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implemented a new policy on decentralization to focus attention on the need to strengthen action
at the community level, with the constituencies serving as the focal points. At the same time the
government is committed to continue its focus on the prevention of new HIV infections among
the 90 percent of Kenyans who are not infected. In order to achieve this, the government plans
to pay particular attention to the empowerment and protection of the most vulnerable. The
government recognizes that vulnerability factors for HIV infection, including those related to
poverty, gender, discrimination, educational attainment and socio-cultural factors, are diverse
and complex and can only be coherently addressed when the multi-sectoral dimensions of the
response to HIV/AIDS are significantly strengthened. The government also plans to intensify
advocacy campaigns and education to mitigate stigma and discrimination; coordinate the
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pieces of labour related legislations. The Core Acts are the Employment Act, Regulation of
Wages and Conditions of Employment Act, Trade Disputes Act, Trade Unions Act, Factories
and other places of work Act, and the Workmen's compensation Act.

The review of these laws is expected to create a better environment for investors and protect the
interest of the labour force. The review will also ensure that Kenya domesticates international
Standards and Conventions that it is party to, while at the same time meet some of the African
Growth and opportunity Act (AGOA) conditionalities relating to freedom of Association, child
labour and good governance. Other measures envisaged in the medium term and which are
specifically targeted at removing the labour market rigidities and impediments to employment
are:

= Developing and orientating Kenya’s policies on industrial relations and occupational health
and safety programmes.

= Use of productivity indices produced by the newly established Productivity Center, in
addition to the traditional in used price indices, in setting the wage guidelines, and in
collective bargaining agreements.

= Reorganization and strengthening of the wage setting mechanisms in Kenya including
reorganization of labour Advisory Board and wage Councils, quick processing and
registration of collective agreements, and allowing market mechanisms to influence wage
negotiations.

= Encouraging Tripartism, Social dialogue, and training and research.

Mainstreaming special groups in employment

Special groups, which refer to women, children, the youth, persons with special needs, retirees
and the aged persons face many barriers for entry and progression into a number of socio-
economic activities, and have led to their low participation rates in decent sustainable
employment and their optimum utilization.

Women

Gender disparities in employment opportunities have remained wide in many sectors of the
economy. Though women constitute the majority in the labour force their participation remains
low relative to those of men. For example, in 1998/99 Labour Force Survey, women
participation rate was 72.6 percent compared to 74.7, percent for men. Factors contributing to
these disparities in employment opportunities include negative social attitudes towards women;
inadequate capacity on the part of many women in terms of their knowledge and skills; in access
to productive resources; and lack of gender responsive policies and programmes. This has led to
increased unemployment, underemployment, poverty and powerlessness among many Kenyan
women.

To reduce the marginalization of women, the Government policy is to remove barriers and
promote the education and training in order improve their effective participation in the labour
market. Measures will be put in place to assist women to gain access to more productive
resources. These will be through intense sensitization campaigns among key decision-makers in
policy and programme implementation positions in various sectors. The Government will further
strengthen units of gender issues in various line ministries.
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From the table above, the human resource and infrastructure sectors are expected to account for
the bulk of expenditure, 66percent while the public administration sector accounts for only
2.31percent.

Table 6.2 below provides a breakdown of currently forecast expenditures under the base case
scenario. The table shows that total Government expenditures are expected to total Kshs. 1,326
billion over 2003/04-2006/07. Of this, Kshs. 422.4 billion are expected to be personnel
emoluments, Kshs. 116.3 billion for interest payments, and Kshs. 69.7 billion for pensions. An
expected Kshs. 369.3 billion is available for ERS expenditures, of which Kshs. 280 billion will
be development expenditures, Kshs. 36 billion for the free education programme and Kshs. 26.2
billion for non-wage health services.

Table 6.2: Projected Expenditures

TOTAL
2002/03 2003/04 2004/05 2005/06 2006/07 2003/04-
EXPENDITURE CATEGORY Actual Estimates | Proposed | Proposed | Proposed 2006/07
Current
Salaries and Allowances 85,087 96,716 101,583] 108,514 115,585 422,397]
Ministerial expend.(Excl. Free educ& health.) 29,897 35,336 35,202 32,484 32,800 135,822
Transfer Payments
Transfers to local Government 3,708 3,656 3,543 3,974 4,187 15,360
Transfers to households
Pensions 12,220 14,067 16,099 18,434 21,118 69,717
Civil Service Reforms 957 0 5,335 0 0 5,335
Transfers to non profit institutions 40,189 45,749 46,315 46,534 47,806 186,404
Parastatals (Excl. in MOH) 7,630 8,840 9,130 9,767 10,362 38,099
Parastatals in MOH 3,933 4,430] 4,621 4,803 4,992 18,846
Universities 6,795 7,470 7,566 7,865 8,174 31,075
Others 21,831 25,009 24,998 24,099 24,278 98,384
Interest Payments 35,226 33,742 27,081 27,476 28,010 116,309
Capital Transfers 1,582 2,897 835 1,103 1,072 5,907
Total Identified Components 208,867 232,163 235,993 238,519 250,576 1,143,655
Total Projected Government Expenditures 256,115 297,194 324,726 336,131 368,529 1,326,580
Expenditure in USD millions 3,313 3,923 4,270 4,371 4,755 17,319
Implied Other Expenditures 47,248 65,031 88,733 97,612 117,953 369,329
of which Development Expenditure 39,630 46,549 64,054 76,688 92,715 280,007
of which GOK for free education 2,850 9,000 9,000 9,000 9,000 36,000
of which Recurrent Non-Wage Health 2,916 3,481 5,175 7,138 9,390 25,185
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Chapter 7: Monitoring & Evaluation and National Statistics

A key area of the government policy to improve governance is the development of an integrated
system for monitoring and evaluating the Economic Recovery Strategy for Wealth and
Employment creation.

The objective of the integrated monitoring and evaluation system is to provide the government
with reliable mechanisms to measure the efficiency of government programs and the
effectiveness of public policy in achieving its objectives. With appropriate links to the budget
and the medium-term expenditure framework, the system will provide the government with the
needed policy implementation feedback to efficiently reallocate its resources overtime. It will
also set the basis for a transparent process by which the government and the international donor
community can undertake a shared appraisal of results and ensure smooth release of external
support including budgetary support.

Integrated M&E System

The integrated M&E system for the ERS will assemble and use available data and information to
inform public policy. Specifically, it will track progress of the key indicators identified in the
ERS logframe matrix, and provide feedback to policy-makers for improving public policy and
use of public resources.

The system will monitor indicators that measure government efficiency in utilising the available
resources and achievements made in the reduction of poverty. These indicators will include:

e Input and process indicators, such as budget execution and adoption of reforms, across
programs and governmental institutions to ascertain progress in the implementation of
policies and programs;

e Qutput indicators, such as goods and services provided by the public sector, to measure
the efficiency in the utilization of government resources, and indicators that ascertain the
effectiveness of public policy in achieving its developmental objectives; and.

o Qutcome and impact indicators, that inform on the actual achievements made on the
Country’s economic recovery and reduction
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monitored and reported on quarterly basis, the outcome and impact indicators will be reported at
intervals ranging from one year to five years.

Logframe Matrix and Priority Indicators

The government has developed a monitorable result-based logical framework matrix, which is
consistent with the strategies and priorities of the ERS and PRSP. The matrix spells out a
consistent framework for ERS implementation, identifies key indicators and targets, and
identifies major constraints and risks (see Annex I). It provides a solid foundation for the
development of a well-focused monitoring and evaluation system. However, not all the input,
output, outcome and impact indicators as listed in the matrix can be effectively monitored and
evaluated. In the short term, only manageable number of priority indicators that focus on the
MDG indictors will be made mandatory for monitoring and evaluation at all levels of the M&E
framework. The indicators that will be identified through a process of stakeholder consultations
will form the basis for an M&E baseline data that will regularly be collected through household
surveys, establishment based surveys and/or administrative records.

Statistics strategic plan

The government, through Parliament endorsed a Strategic Plan for Statistics and gathered donor
support for its implementation. The Plan, which is being reviewed to transform it into a
STATCAP Master Plan, will ensure that the data required for poverty assessments and public
policy evaluation are produced and disseminated regularly and in a timely manner. The Plan will
introduce a paradigm shift towards integrated surveys with diverse objectives geared towards
addressing ERS and PRSP objectives, as well as the MDGs. The Central Bureau of Statistics will
be responsible for improving the quality of data collection and analysis of data, building
capacity, and dissemination.

Institutional framework

The Government in consultation with stakeholders has developed a system-wide institutional
framework for monitoring and evaluating the ERS. The framework is an all-inclusive system that
allows maximum participation of the community, civil society, and all development partners at
all levels. Within the evolved framework, three institutions namely, the NESC, Monitoring and
Evaluation Unit and National Stakeholders Forum will play a pivotal role in spearheading the
implementation of the M&E system for tracking the ERS. The National Economic and Social
Council will provide oversight in the implementation of the ERS and policy advice to Cabinet
and Ministries of Finance and Planning on national economic and social issues. The council will
also be responsible for liasing with the private sector and civil society organisations, and
agreeing on modalities for public information access and dissemination, and feedback
mechanisms.

To ensure that M&E activities are well coordinated, the government has transformed the Poverty
Eradication Unit (PEU) into a Monitoring and Evaluation Unit (MEU) with the specific role of
coordinating M&E for ERS activities, store and disseminate M&E information and data. The
MEU will have a wide range of responsibilities. These include:

i. Lead the design and implementation of the government-wide M&E action plan. The Unit
will take a very active role in spurring the adoption of M&E across the government,
ensure M&E standards, and support M&E needs assessments and capacity building
activities.

ii. Head the annual ERS review, coordinating the preparation of sector reviews, and drafting
the overall annual progress report.
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iii. Coordinate the national research agenda, policy analysis and dissemination of research
results to policymakers.

iv. Develop protocols for horizontal (sector to sector) sharing of knowledge and transfer of
data within the government, and

v. Liaise with other organizations (academic, international and nongovernmental) to
strengthen the ability of the government to leverage outside resources.

The responsibilities of MEU will highly be complemented by those of CBS. In addition to its
current responsibilities, the Central Bureau of Statistics will be responsible for managing the
integrated data management system, and for making available the information in a timely
manner to the MEU who will in turn make it available to National Economic and Social Council,
and other users.

The Forum that brings together the sector working and the thematic groups, civil society and
private sector organisations will ensure ownership and legitimisation of the M&E for ERS
processes. A twelve member M&E Steering Committee will serve as a technical arm to the
Forum and its main responsibilities will be to provide a link between policy decision makers
with the technical working groups on M&E.

At the devolved level, similar structures will be put in place. A District Stakeholders Forum that
incorporates existing government structures with communities and civil society organisations in
the monitoring and evaluation of poverty reduction programs at the district and community level.
The District Stakeholders Forum will provide strategic direction on M&E at the district level.
The District Planning Units will be strengthened to coordinate M&E activities at local level. It
will collect, collate, analyse, store and disseminate M&E data and information. At the
community level, efforts will be made to develop structures for facilitating participatory
monitoring and evaluation of poverty programs. This is aimed at ensuring that even the targeted
poor themselves track and give feedback on the ERS policy and programs implementation.

Institutionalizing monitoring and evaluation as a management tool across different levels and
sectors of government will require not only an operating institutional framework, but also
capacity building of the implementers. Training and technology for national and local
governments is critical and the government plans sensitise and train staff of key Ministries and
public institutions on the value of M&E for program management, institutional efficiency, and
policy effectiveness, and install needed equipment.

Integrated data management system
The government plans to establish an integrated data management system to facilitate timely and
opportune delivery of information to MEU, the unit responsible for tracking progress in the
implementation of the ERS. The system will afford the government with vertical and horizontal
monitoring capacity, strengthen its ability to identify problem areas and low performers, and
improve its capability to affect success.

The system will include administrative information from all key sectors (finance, education,
health, agriculture, infrastructure, etc), and information derived from the analysis of survey and
census data.

Administrative data will be assembled from the Ministries’ own management information

systems. CBS will establish protocols for the sectors to transfer information to the integrated data
management system. In each case, sector management information systems will need to be
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evaluated for quality and content. Sector-specific needs assessments and capacity-building plans
will be implemented as required to ensure that relevant and good quality information is collected.

Although produced less frequently, survey and census data are more reliable than administrative
data and will provide a good check on the quality of administrative data and suggest ways to
improve them over time. Specifically, survey data may help the government identify patterns of
inaccuracies in the administrative data and repair malfunctioning administrative reporting.
Mainly, survey data will be used for household level data analysis and for impact evaluation
analysis of government programs and policies. The CBS is planning to undertake an integrated
household budget survey (KIHBS), which is a modular survey able to provide good socio-
economic benchmarks, and has a CWIQ incorporated for subsequent M&E activities. The
KIHBS will provide critical data for estimating poverty head counts, distribution, causes, and
trends. It also intends to complete a census of establishments, an international comparison of
prices survey, a tourism expenditure survey, and a foreign investment survey. Finally, it plans to
compile a governance statistics database.

Data from the integrated household budget survey, the living standards measurement survey, and
the census of establishments will be used for household level data analysis and for impact
evaluation analysis of government programs and policies. Other sources of data, such as
participatory poverty assessments and client satisfaction surveys, will be invaluable for obtaining
feedback on the quality and availability of public services. The foreign investment survey, the
tourism expenditure survey, and the international comparison of prices survey will be used to
assess trends in environment for investment and trade. Compilation of the governance database
will provide baseline data for monitoring changes in perceptions of corruption.

National research agenda

The government will develop a medium-term research agenda in consultation with interested
partners and with the support of the Kenyan academic community. The research agenda will put
forth the priorities of the government for policy analysis and evaluation. It will also spell out
programmatic areas that are critical to the achievement of the government targets specified in the
logical framework matrix of the ERS.

While the Ministry of Planning and National Development has long collaborated with local
research institutes and gained from their knowledge and technical capacity, the government also
recognizes that evaluating the policies of the ERS may take a significant amount of resources
and excellent technical skills. For this reason, the government will establish a medium-term
schedule for the implementation of its research agenda following the medium-term ordering of
ERS priorities.

Some of the resources will come from the government participation in the regional Poverty
Analysis and Data Initiative (PADI), which supports research activities in key policy areas of
regional interest.

Performance-based decision making

For monitoring and evaluation to be effective as a learning tool, the incentives structures for civil
servants (salary and advancement) and for public institutions (budgetary allocations) must be
designed to reward performance. For this reason, M&E activities will be closely linked to the
ongoing civil service and program- and result-based budget reforms. The government will work
to develop a consistent framework linking budget, MTEF and M&E.

70



Participatory monitoring, dissemination and feedback

One of the key elements of participatory monitoring is the availability of information. To
enhance transparency and accountability, therefore, the government plans during 2003/04 to
develop and implement a public information access policy. The policy will classify information
gathered by the government as public or confidential, and establish the mechanisms through
which public information is made available. The open access policy will be coupled with an
aggressive dissemination strategy to enable communities and other developmental actors to hold
service deliverers accountable for quality and quantity of their services.

The government will partner with the private sector and non-governmental organizations and
agree on modalities for a shared strategy for dissemination of information and community
monitoring. To this end the government will agree with civil society: i) an acceptable NGO
disclosure policy, ii) a common strategy for the private sector and NGO active involvement in
dissemination of information to business and special interest communities, and policy feedback
activities, iii) mechanisms for public information release to private sector and NGOs, and iv)
standards for NGO data collection and evaluation methodologies.

Conclusion

This investment programme is a bold attempt by the Government to fulfil its obligations to
Kenyans and Kenyan investors as promised in the Economic Recovery Strategy for wealth and
Employment Creation. Through this programme the Government plans to mobilise all accessible
and absorbable resources to trigger faster economic growth and development, to provide better
social services, to improve equity in access to the national resources, and to provide more
opportunities and better environment for private sector prosperity.

The Programme provides an excellent foundation for nurturing a mutually fruitful and
sustainable partnership between the Government and the private sector and between the
Government and development partners. The Government hopes that our dialogue with both the
private sector and the development partners will be anchored on this programme in the short to
medium term.
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