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Foreword

The global economic recovery remains uncertain. Developments in the Euro zone and the US
are likely to cause another round of economic crisis that could have major ramifications to
the economies in the region including Kenya.

On the domestic front, our economy has shown signs of stabilizing following recent pressures
occasioned by external shocks and strong domestic demand. The Shilling has recovered
following a rapid depreciation in the third quarter of 2011, and inflation has declined since
November 2011. The severe drought in the Horn of Africa and the combination of high
international food and oil prices contributed to a marked widening of the current account
deficit. Despite these, most sectors of the economy continued to expand in 2011, and we now
estimate real GDP growth to be 4.5 percent in 2011 and to rebound to 5.2 percent this year.
While our economic fundamentals remain sound, we need to build on this resilience to
accelerate growth, create more jobs, and put a meaningful dent to poverty and inequality.

Going forward, we need to reinvigorate our economic and structural reform agenda coupled
with up scaling investment in economic infrastructure so as to provide the private sector more
latitude to grow and provide a firm platform for moving our economy to middle class status
sooner than later. We are convinced it is private investment that creates the income and the
resources that will see us conquer illiteracy, diseases, malnutrition, challenges of supply of
clean water and all the other factors that stand in the way to poverty elimination.

The FY 2012/13 will witness the ushering of a new dawn as to how we will now govern
ourselves and manage our political and socio-economic affairs. County governments will be
operationalised after the next general election. Therefore, the fiscal framework presented in
this 2012 Budget Policy Statement provides a strong basis for building our common future
under the new constitutional dispensation. It provides the means for us to transit to a
sustainable public finance path, continue spending on infrastructure and implementation of
the new constitution, while protecting social spending for more inclusive growth.

With the coming on board of county governments, the FY 2012/13 budget is expected to be a
transitional budget, one with expenditure pattern that forms the basis for equitable division of
revenues before an equitable allocation based on a new formula is phased in. To achieve the
aspirations of the Kenyan people of a better Kenya as envisaged under the Constitution calls
for greater transparency and high quality management of public finances at both levels of
government, that is, county and national governments. This is fundamentally necessary if we
are to ensure fiscal discipline and safeguard the stability of our economy and our nation.

HON. ROBINSON N. GITHAE, EGH, MP.
MINISTER FOR FINANCE
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Legal Basis for the Publication of the Budget Policy Statement

The Budget Policy Statement is published in accordance with Section 7 sub-sections (1), (2) and (3) of
the Fiscal Management Act, 2009. The law states that:

1) The Minister shall prepare and lay before the National Assembly a paper to be referred to as a
budget policy statement.

2) The budget policy statement shall be ]aid before the National Assembly not later than 21st
March each year or, in the event that the National Assembly is not in session on 21st March,
within the first week upon the reconvening of the Assembly.

3) The budget policy statement shall state the broad strategic macroeconomic issues that will be the
basis of the budget of the succeeding financial year and the medium term and shall include —

(a) An assessment of the current financial year and the projected state of the economy for the
succeeding three years;

(b) The macro economic and fiscal policies for the period specified under paragraph (a);

(c) Targets for overall revenues, total aggregate expenditure and domestic and external borrowing
for the succeeding financial year and the medium term;

(d) The total resources to be allocated to individual programmes within a sector or Ministry for the
period identified under paragraph (a) indicating the outputs expected from each such programme
during that period;

(e) The criteria used to allocate or apportion the available public resources among the various

programmes;

(f) The estimates of interest and debt servicing charges and loan repayments for the financial year to
which the budget relates and the next two financial years;

(g) Proposal for financing any deficits for the financial year;

(h) Indication of the intention regarding borrowing and actions that may increase public debt for the
financial year;

(i) Budgeted and actual revenue levels for the two preceding financial years;

(3) Budgeted and actual expenditure for the two preceding financial years by vote and main
divisions;

(k) Forecast financial position for the financial year to which the budget relates and the next two

financial years;

(I) Statement of specific fiscal risks and contingent liabilities including guaranteed loans, pending
bills, uninsured risks, promissory notes and other internationally accepted instruments, as at the
day on which the forecast financial statement are published and the rules that determine what
constitutes current and future fiscal risks;

(m) The policy objectives that will guide the Government’s budget decisions during the financial
year and the policy areas that the Government will focus on during the financial year.

2012 Budget Policy Statemen Page viii



I. ECONOMIC AND SOCIAL
PROGRESS—BUILDING OUR
COMMON FUTURE

Overview

1. The 2012/13 MTEF Budget will usher a new dawn in social compact. The
new constitution requires the Government to progressively provide for a
minimum basic standard of economic and social rights to its citizens within
available resources. In particular, it requires us to make progress in ensuring that
Kenyans enjoy better health care services, education, clean and safe water,
housing, and social security. Meeting these developmental needs require
sustaining high growth path during transition with benefits accruing equitably to
all Kenyans.

2. Year 2012/13-2014/15 budgeting period will entail a transition to
devolved system of governance. The MTEF budget will therefore continue
prioritising expenditure, within the context of a prudent macroeconomic strategy,
while continuing with reforms that are needed to accelerate social and economic
progress as espoused in the Constitution.

3. At the same time, during this transition period, we need to sustain growth
in the face of challenging external and domestic environment. According to the
IMF latest World Economic Outlook update released in January 2012, global
output is expected to weaken in the face of continuing sovereign debt crisis in the
Euro area and sluggish recovery in the US and other advanced economies.
Meanwhile, inflationary pressures have emerged in several emerging countries,
including China thus slowing down their growth prospects. On the domestic
front, while Kenya’s economy has shown signs of stabilizing following recent
pressures stemming from external shocks and strong domestic demand, high
inflation is still hurting the welfare of our citizens and making business planning
difficult.

4. In the face of these challenges, therefore, the overriding policy thrust of
2012 Budget Policy Statement is to consolidate and sustain inclusive economic
growth by restoring and maintaining macroeconomic stability and focusing on
economic policies and structural reforms aimed at removing hurdles to higher
growth while facilitating private sector to expand its business, promote
productivity and build resilience necessary for employment creation and poverty
reduction.



Sustaining inclusive growth and meeting MDGs

5. The Government, with the support of development partners, has
committed substantial resources in order to accelerate socio-economic
development and achieve the MDGs. Over the recent past, increased spending on
social sectors such as rural development, agriculture, education and health has
supported inclusive growth.

6. The last survey on poverty indicated that the incidence of poverty stood at
45.9 percent in 2006 down from 52.3 percent in 1997. The survey also showed
that Poverty was higher in the rural areas (49.1%) compared to urban areas
(33.7%). Meanwhile, an assessment of Kenya’s performance in meeting each of
the eight goals has been ongoing with the last MDGs Status Report for Kenya
being in 2009. According to the 2009 report, Kenya has made significant
progress towards meeting four of the eight goals. Overall, with respect to meeting
the MDGs by 2015, there is potential of meeting some and unlikely for others.
However, the supportive environment is improving as summarized in Table 1.1
below.

Table L.1: Supportive environment for meeting MDGs

2003 Progress Report Current Status
Willitbe  Supportive § Willitbe — Supporbve
Goal mel?  environment met? environment Remarks
MDG 1: Eradicate Extreme Poverty and Ulicely Wk | Utikely  Svong | Toedpropoo spendingin
. Eragicate Extreme Poverty and Hunger nlikely [ ikely B ede, health and agric.
. . . . . . . Free Primary/secondary
MDG 2 Achieve Universal Primary Education Potentially Fair Potentially ~ Strong schooling

New pender sensitive

MDG 3: Promote Gender Equality and Empower Women Potentially Fair Potentially Strong  {constitution, Women Enterprise
Fund etc

MDG 4: Reduce Child Mortality Unlikely Fair Unlikely Fair Continued ncresed fnding o

MDG 5: Improve Matemal Health Unlikely Weak Unlikely Far  |healthsector
MDG 6: Combat HIV/AIDS, Malaria and Other Diseases Potentially  Strong Potentially  Swrong

Protection of water towers

MDG 7: Ensure Environmental Sustainability Potentially ~ Weak Potentially Far  lincluding Mau forest, tree
planting, etc

Youth empowerment programs
with donors, increased mobile

MDG 8: Develop a Global Partnership for Development Unlikely Weak Potentially ~ Strong subcribers with cooperaton wih
private sector
7. Going forward, continued spending on priority sectors such as agriculture

and rural development, health and education will accelerate attainment of better
standards of economic and social development. These should be complemented
by measures to address socio-economic inequities and inculcating national
cohesion for long-term stability and prosperity.
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8. Because of limited resources, rationalization and efficiency in allocation
and use of public resources will be required to enable Government achieve its
development goals. Similarly, fiscal prudence and strategic prioritization will be
required in other public sector entities to assure overall fiscal sustainability and
‘more productive use of resources consistent with financing public-policy
priorities. Also, as we implement a devolved system of government we need to
build transparent, responsive, accountable, efficient and effective national and
county governments as key drivers of broad-based growth.

9. Meanwhile, to accelerate growth and expand the levels of employment
and reduce poverty, Government’s initiatives will focus on: (i) restoring and
maintaining macroeconomic stability; (ii) continuing investment in infrastructure,
in particular, roads, energy, rails, ports and ICT; (iii) deepening structural
reforms, including improving governance with implementation of the
Constitution; (iv) enhanced regional integration and accessing new and emerging
markets; and (v) targeted support for small and medium enterprises, as well as
initiatives to increase value addition in agriculture to increase job creation.

Fiscal discipline and continuing with productive spending

10. The Government intends to strike a balance between devoting resources
for these priorities and gradual fiscal adjustment to ensure long-term debt
sustainability. Thus, we expect a deficit (including grants) of 4.3 percent of gross
domestic product (GDP) in 2012/13, moderating to about 3.5 percent by 2014/15.
Over the medium term, fiscal adjustment will be accompanied by shifts in the
composition of public expenditure towards investment and economic
development, as well as implementation of measures to strengthen public
financial management and modernize and simplify the tax system.

11.  Prior to the crisis period of 2008-2009, Kenya enjoyed robust economic
growth with buoyant revenue, improving public and private investment spending,
and a declining public debt burden. For instance, between 2003/04 and 2007/08,
government spending as a share of GDP rose from 23.0 percent to 27.1 percent,
while public debt to GDP declined from over 70 percent to about 40 percent.

12.  In response to the multiple shocks in 2008-09—post-election violence,
drought, high commodity prices, and global financial crisis—Government
adopted countercyclical fiscal stance to shore up growth, at a time when the
private sector was adjusting to the changed economic circumstances. As a result,
government spending rose further to about 30 percent by 2010/11 while public
debt increased to 48.8 percent of GDP.

13. In the current budget 2011/12, public expenditure continued to expand,
albeit at a slower rate, reaching 33.5 percent of GDP. Expenditure pressures
reflected stepped-up infrastructure spending, implementation of the new
Constitution, drought mitigation measures and food security, security
intervention in Somalia, and pressure for salary awards.




14.  Most of these expenditures are necessary for longer-term economic
growth in light of the changing economic conditions. For instance, electricity
generation capacity is being expanded with investment in geothermal power;
efficiency in the public transport is set to improve with road, rail and ports
expansion; expansion of irrigation programmes will ensure food security
becomes a reality; and intervention in Somalia will enhance security and
eliminate incidents of piracy that had increased the cost of shipping along the
East African Coast line. Also, steps have been taken towards implementing a
devolved system of governance and rural development programmes, in addition
to continued spending in health and education, as well as strategic initiatives to
cushion the poor with emerging challenges associated with high food and fuel
prices.

15. However, over the medium term, Government’s expenditure as a share of
GDP and especially the share of recurrent expenditure will need to moderate so
as to guard against accumulating large debt that will not only pose fiscal risk but
also be burdensome to our future generation. In particular, every effort should be
made to contain wages and salaries by central government and other public
entities by limiting the size of public service. Pursuing a sustainable level of debt
is also vital as a means to provide room for the private sector to expand business
and create the much needed jobs within an environment of low inflation, and
stable interest rates and exchange rate.

16. With these apparent fiscal constraints, tough choices are therefore
required to ensure that available resources are directed towards those priority
programs that have the highest socio-economic impact on our economic
development. This is especially more urgent with respect to the public sector
wage bill that, if not appropriately managed, will become the main
macroeconomic challenge as we transition to a devolved system of Government.

17.  This Budget Policy Statement articulates economic policies and structural
reforms as well as sectoral expenditure programmes that the Government intends
to implement over the next three financial years in order to achieve the broad goal
of its development agenda as already indicated. In particular, it emphasizes
continued shift of resources in favour of growth and job creation, and to support
stronger private-sector investment in pursuit of new opportunities in a changing
economic environment. The proposed fiscal framework ensures continued fiscal
discipline and provides support for sustained growth, broad-based development
and employment creation that benefits all Kenyans.

Outline of the 2012 budget policy statement

Recent economic developments and outlook

18.  Section II of this BPS outlines the economic context in which the 2012/13
MTEF budget is prepared. It provides an overview of the recent economic
developments and emerging challenges, as well as the outlook going forward.
The updated economic outlook indicates growth will slow down from the forecast

S S Y S S S S S S
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in the last BPS, mainly due to the difficult global and domestic economic
environment. Real GDP growth is forecast to increase to 5.2 per cent in 2012
from the estimated 4.5 percent in 2011. Over the medium-term, growth is
expected to pick gradually to about 6 percent, as global conditions improve and
- macroeconomic stability takes hold. Inflation is expected to ease to single digit
and be sustained around the target of 5 percent over the medium term.

19.  The projected growth is cautious given the obtaining economic
circumstances. However, it is still insufficient for Kenya to put a meaningful dent
on unemployment and poverty in line with the objectives set out in the Vision
2030. Section II also provides priority initiatives aimed at accelerating economic
growth and measures that are aimed at enhancing private sector competitiveness
and increasing employment, especially for the youth.

Fiscal policy and budget framework

20, Section I1I outlines the fiscal framework that is supportive of growth over
the medium to long term, while continuing to provide adequate resources for the
implementation of the new Constitution and social programmes in health and
education, as well as in infrastructure spending.

21.  Due to revenue shortfalls and spending pressures from security
intervention in Somalia and salary awards, the budget deficit in the revised
budget is not expected to reduce in the current financial year. However, with
improved revenue performance following tax reforms and moderation in
spending, the fiscal position is expected to improve over the next three years with
the budget deficit declining to about 3.5 percent. This will allow for that public
debt to GDP to fall to well below the 45 percent benchmark by 2014/15.

Preparing for devolution—Intergovernmental fiscal relations

22.  2012/13 is an election year that will usher in a devolved system of
governance. Section IV provides a framework for managing the transition to
decentralised structure in line with the new Constitution. The proposed division
of revenue between national and county government is set out in Table 4.3.
National government accounts for an average of about 80 percent of equitable
share of revenue over the 2012/13 MTEF period, while transfers to counties
account for an average of 20 percent.

Expenditure priorities and resource allocation

23. Section V presents the resource envelope and spending priorities for the
proposed 2012/13 MTEF budget. Sector achievements and priorities are also
reviewed, along with indicative costing of the devolved functions for the 2012/13
MTEF period.

24. Overall, Government spending to GDP will remain at slightly below 30
percent over the MTEF period. Education, and Energy, Infrastructure and ICT

2012 Budget Policy Statement Page 5




sectors account for the highest allocation, followed by Governance, Justice, Law
and Order, Public Administration and International Relations, and Health sectors
in that order. Defence expenditure has also risen recently with security
intervention inside and along the border of Somalia. On the non-discretionary
category, debt servicing has been the fastest growing component of expenditure.

Summary

25.  This budget policy statement outlines the broad strategic macroeconomic
objectives and fiscal framework, together with a summary of Government
spending plans, as a basis of 2012/13 budget and medium-term. In this regard, it
contributes to the improved understanding of the state of Kenya’s public
finances, thereby helping to guide public debate on economic and development
matters. Of course, Vision 2030 Medium Term Plan and its update provide the
longer-term perspective on Kenya’s growth and development challenges.

2012 Budget Policy Statement Page 6




II. RECENT ECONOMIC
DEVELOPMENTS AND OUTLOOK

Overview of Recent Economic Performance

26. The economy has shown signs of stabilizing after recent pressures
occasioned by external shocks and strong domestic demand. The Shilling has
recovered following a rapid depreciation in the third quarter of 2011, and
inflation has declined since November 2011. The severe drought in the Horn of
Africa and the combination of high international food and oil prices contributed
to a marked widening of the current account deficit. Despite these, most sectors
of the economy continued to expand in 2011, and we now estimate real GDP
growth to be 4.5 percent in 2011 and to rebound to 5.2 percent this year. While
our economic fundamentals remain sound, we need to build on this resilience to
accelerate growth, create more jobs, and put a meaningful dent to poverty and
inequality.

27.  The recent economic developments are a clear indication that the policies
that we implemented in response to the shocks are beginning to take effect. They
also point to a more stable macroeconomic environment, going forward.

2011 growth update

28. Real GDP grew by 4.2 percent in the first nine months of 2011 compared
with 4.9 percent in the same period in 2010. The growth was mainly attributed to
continued expansion in building and construction, wholesale and retail, financial
intermediation and agriculture and forestry as well as hotels and restaurants.
Leading economic indicators for the fourth quarter of 2011 still point to
continued growth, albeit at a slower rate.

29. On account of ! Chart2.1: Real GDP growth
performance of the first three | 89 =
quarters, it is now estimated { 7.0

that overall growth for 2011 | ¢, >
will average about 4.5 percent, | = | >
down from 5.6 percent in g
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30.  The pace of current growth is still well below the target of Vision 2030 of
10 percent necessary to draw more Kenyans into employment and reduce
poverty. Recent budgets have been geared towards supporting growth to mitigate
the adverse effects of domestic and external shocks. Accelerating growth further
requires stepping up both public and private investment to raise Kenya’s
economic competitiveness and create more employment opportunities for all
Kenyans.

Inflation has risen to double digits but has started easing lately

31.  After remaining low and stable for the greater part in 2010, inflation
picked to reach double digits level in 2011, mainly on account of high food, oil
and energy prices. The weakening of
the Kenya shilling against major

Chart 2.2: Inflation

currencies also exacerbated inflationary f;g &
pressures. The annual average | 170 {—~c P
inflation for 2011 rose to 14 percent g,,:jg 3 \ﬂ‘ﬁ .‘!g 7
compared to 4.1 percent in 2010. The |£io ——— t L
twelve-month  year-on-year inflation |22 AN 0.-' ‘/'
peaked to 19.7 percent in November | so et P oy ‘

2011 before easing to 18.7 percent in | 3°

10
December 2011, 183 percent in FOEEPEOFLOII NIV
January 2012, 16.7 percent in February
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2012 and, more TCCCntIy, to 156 -4 Overalmflation  ----- Overalf annualaverage mflation
percent in March 2012 (Chart 2.2).
32. The Government has taken appropriate policy action to rein in on

inflation. A combination of tight monetary policy and fiscal restraint, as well as
easing food and oil prices and firming up of the shilling has worked to support
the easing of inflation. The CBK raised the policy rate from 6.25 percent in
August 2011 to 18 percent in December 2011, while the Government has
instituted austerity measures and expenditure reprioritization to restrain domestic
demand.

The balance of payments has come under pressure

33. Reflecting higher fuel and food prices, as well as a weaker than expected
global output and strong private sector
credit, the external payment position

has come under pressure. As a result, j;‘jﬂ
the external current account deficit is | 3.0
expected to reach about 11 percent of ;:Zz

GDP ln 201 1/1 2 2.000

1.500
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Chart 2.3:0fficial Foreign Reserves
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34.  The official foreign exchange
reserves in terms of months of imports
cover declined from 3.9 in 2010 to 3.7 EEEEEEEE
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following disbursements from the IMF official foreign exchange reserves held by
the Central Bank of Kenya rose to about US$ 4.2 billion by end-December 2011.

The shilling exchange rate weakened but has recently firnmied up

35.  Increased demand for foreign exchange to finance imports of machinery
and capital goods, larger oil import bill due to a spike in the oil prices, increased
maize imports occasioned by food shortages in 2011, and strong demand of
imported consumer goods with strong bank credit expansion to the private sector,
combined to exert pressure on the
shlllmg' exchange rate against major |
currencies. o

Chart 2.4: Exchange rate( Ksh/Foreign Currency)

130.0
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exchange at a historic low of Ksh. 107 |3 see
per US dollar in mid-October 2011 | 7e°
compared with an average of about | *°

Ksh. 80 per US dollar in October 2010. | **°

Partly due to the tightening of | "' B sl 8 28 e

monetary policy, the exchange rate has S Y S Y
firmed up to exchange at around = US Dollar
Ksh.85 per US dollar from December

2011 through February 2012. Over the same period, the shilling exchanged at
Ksh.114.0 and Ksh.135.0 respectively against the Euro and the Pound Sterling in
December 2011 compared to Ksh.138.7 and Ksh.159.4 in October 2011 (Chart

2.4).

o 0\’6.)0&\,5'\,»\.’\ NENIING

Pound Sterling - = Euro

Tight liquidity has put upward pressure on interest rates

37. Reflecting the tightening of monetary policy stance, short-term interest
rates have increased. At some point in late 2011, interbank interest rates had
increased to about 30 percent. The 91-day Treasury bill rates have also risen to
about 20 percent by the end of December 2011 from as low as 2 percent in some
months in 2010. Consequently, most commercial banks adjusted their base
lending rates upwards (Chart 2.5).

Chart 2.5: Interest rates

38. At the same time, 35,00
uncertainty concerning  the e i
sovereign debt crisis in the Euro e T L

. . . & 2000 T
area, rising inflation and |3 i
weakening of the exchange rate | £ ™% [ = T S

p 10.00 — Ee——
ha\{e. all ‘ combined to weaken e Vi P
activity in the stock market. S N
. 0.00

However, there are signs that these sSEEszcs@zgzo@eeeReerrrre
factors are reversing and as a 8852558852558 85255883855588
I‘CSUIT aCthlty 1]'1 the SCCUI‘itleS — 91-day thill =+ = 182daytbill = === Lendingrate

—t— interbank —— Deposit rate

market has started improving.




Fiscal performance and emerging challenges

2011/12 Budget

39. The macroeconomic assumptions underlying the 2011/12 budget were
detailed in the 2011 BPS. The budget assumed continued strong economic
growth and stable macroeconomic environment. In addition, the financial
objectives were aimed at containing non-priority and unproductive recurrent
expenditure so as to bring the budget deficit down and ensure sustainable public
debt.

40.  Parliament approved the 2011/12 budget in August 2011. Expenditures
amounted to Ksh. 1,159.5 billion, comprising of recurrent expenditure of Ksh.
762.4 billion, development expenditures of Ksh. 396.6 billion, and Ksh 0.5
billion for contingency fund following utilization of the Ksh 1.5 billion for
drought mitigation measures by the time of approval.

4]. The above expenditures were to be financed by total revenue (including
A-I-A and after adjusting for LATF arrears) amounting to KSh. 793.3 billion,
donor grants and project loans totalling KSh. 183.1 billion, domestic debt roll-
over of Ksh 63.5 billion, and domestic borrowing of KSh. 119.5 billion.

Implementation progress and emerging fiscal challenges

42. Since the implementation of the 2011/12 Budget in July 2011, the
economic environment has worsened. High inflation stemming from higher food
and fuel prices and deteriorating global economic conditions, have weakened
economic expansion. In addition, rising inflationary expectations placed
pressures on the Shilling exchange rate. The tightening of monetary policy has
resulted in rising domestic interest rates both in the money markets and in the
auctions for government securities further putting pressure on the budget. As a
result: 7
. Revenues have fallen short of target: As at end of February 2012,
cumulative revenue receipts amounted to KSh. 440.3 billion, against a target
of KSh. 488.3 billion. This reflected an underperformance of KSh. 48 billion.
The underperformance was in respect of KSh. 32.2 billion in ordinary
revenue and KSh. 15.8 billion in Appropriations—in—Aid (A-I-A). The
underperformance in ordinary revenue was associated with various factors
including VAT withholding challenges during the financial year, and weaker
than envisaged economic growth, while the shortfall in A-i-A partly reflects
underreporting by line ministries.

o Domestic borrowing has been constrained by the volatility in the money
market interest rates and investor uncertainty brought about by high inflation
and weakening of the Shilling. Consequently, there has been an under
subscription of Treasury Bills and Bonds in the auction market for
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government securities. More recently, the situation has improved with
increased demand for short-dated government securities.

@ Expenditure execution has also fallen behind: By February 2012, total
expenditure (based on disbursement) amounted to KSh. 586.6 billion against
a target of KSh. 688.1 billion. This reflected an overall under-spending of
K Sh. 101.6 billion, of which KSh. 11.2 billion was in respect to recurrent
expenditure, while KSh. 89.3 billion was in respect of development
expenditure and net lending. Development expenditures financed with
domestic resources were below target by KSh. 28.5 billion, and those
financed with foreign resources were below target by KSh. 60.9 billion. The
under-spending of the development budget reflected: poor procurement
planning for government funded projects; low absorption of development
project funds due to delays in processing and securing “No Objections” from
donors; and under-reporting by line ministries of actual spending, including
low coverage of expenditures incurred in the districts, as well as non-
reporting by donors where government systems are not used.

e Additional spending pressures have emerged, mainly on salaries,
implementation of the Constitution, as well as dealing with security
operations along the border and in Somalia, among others. In addition, the
weakening of the shilling exchange rate against major currencies has
increased the servicing of external debt in shilling terms and government
expenditure on import of goods and services. So far in the year, Treasury has
received requests for additional funding amounting to over Ksh.175 billion.
Table 2.1 provides the preliminary budget out-turn for the first eight months
of the FY 2011/12.

Table 2.1: Cummulative Budget Deficit, July 2011 to February 2012 (Ksh billion)
Feb-12 Jun-12
Target Act* Deviation Budget Revised
Budget
1 2 3=2-1 4 S
1.0 TOTAL REVENUE & GRANTS 513.4 450.5 (62.9) 835.1 854.5
1.1 Total Revenues 488.3 4403 (48.0) 794.0 806.4
Ordinary Revenue 441.8 405.6 (32.2) 718.1 724.8
Ministerial Appropriation in Aid 46.5 30.7 (15.8) 75.9 81.6
1.2 Grants 25.1 10.3 (14.9) 41.1 48.2
2.0 TOTAL EXPENDITURE AND NET LENDING 688.1 586.6 (101.6) 1,071.2 1,082.8
2.1 Recurrent Expenditure 437.3 426.0 (11.2) 671.6 697.5
Domestic Interest 50.3 51.2 0.8 76.6 77.7
Forcign Irterest 4.3 4.3 - 7.5 8.9
Pensions, etc 23.6 16.5 €7.1) 34.8 32.6
Wages & Salanes 148.4 144.1 (4.3) 222.6 220.4
Defense and NSIS 395 45.4 5.9 58.4 78.6
Other recurrent expenditures 171:1 164.6 (6.6) 271.8 270.5
2.2 Development 2499 160.5 (89.3) 399.1 385.2
Domestically Financed (gross) 139.2 110.7 (28.5) 213.5 199.7
Foreign Financed 109.4 48.6 (60.9) 1831 1829
Net Lending 1.3 1.3 0.0 2.6 2.6
2:3 'CCF: 1.0 - (1.0) 05 -
3.0 BALANCE INCLUSIVE OF GRANTS (174.7) (136.0) 38.7 (236.1) (228.3)
4.0 TOTAL FINANCING 174.7 119.5 (55.2) 236.1 228.3
4.1 Net Foreign Financing*™* 67.3 21.3 (46.0) 116.7 166.2
4.2 Net Domestic Financing 107.5 68.2 (9.3) 1194 62.1
Discrepancy*** - (16.5) (16.5) - 0.0

Sowrce: Minisiry of Finance

* Preliminary based on Excheguer disbursements

** inchiding proposed syndicaied loan of US$ 600 million
*** jncluding adjusiment 1o cash basis
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2011/12 Revised Budget

43.  In view of the financing constraints from revenue and domestic borrowing
and emerging expenditure pressures including recent agreement with respect to
employment of teachers on permanent basis and additional recruitment,
adjustments to the budget in the context of the Supplementary budget will be
tabled to Parliament in April 2012.

44.  In order to finance emerging additional expenditures in the face of
financing constraints, austerity measures have been instituted. The austerity
measures take into account performance of expenditure so far in the FY 2011/12
and absorption capacity in the remainder of the financial year. Specifically, the
Government rationalized expenditures by cutting those that are non-priority, and
deferring expenditures of some projects that are unlikely to start this financial
year. In addition, there has been a reallocation of budgeted provisions, and
utilization of existing contingencies and budget reserve to meet part of
expenditure requirements.

45.  Meanwhile, to continue implementing critical investment programme in
infrastructure (roads, energy and rail) and social sectors (health, education, and
cash transfers to the poor), as well as irrigation programmes (to achieve food
security) and implementation of the new Constitution, the Government has
sought alternative sources of funding by way of a syndicated loan of up to Ksh.
52 billion (equivalent of about US$ 600 million) to overcome the low uptake of
Government securities by investors. In addition, the foreign currency inflows
associated with the proposed borrowing will ease pressure on domestic interest
rates, boost international reserves and reduce pressure on the Kenya shilling.
Taking into account this external loan, the revised domestic borrowing is now
Ksh 62.1 billion, down from Ksh 119.5 billion in the original budget.

Macroeconomic policies and outlook

Global context

46. The global economic environment continues to be fragile. According to
the IMF latest World Economic Outlook update released in January 2012, world
output is projected to expand by 3.3 percent in 2012 and 3.9 percent in 2013,
down from 4 percent and 4.5 percent projected in September WEO (Table 2.2).
The savereign debt crisis in the Euro area and sluggish recovery in the US and
other advanced economies pose significant risks to the global economic outlook.
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Table 2.2: Annual percentage change in GDP and CP1 for selected regions/countries, 2010 - 2013
2010 2011 -0 2012 0 2013 2010 2011 2012 .
Region/Country Percentage GDP Projection CPl inflation forecast
“|World 52 3.8 38 50 ¢

Advanced Economies 32 1.6 1.6 2.6
USA 3.0 1.8 1.6 30
Euro Area 1.9 16 24 31
Japan 4.4 -0.9 0.7 -0.4
UK 21 09 33 45
Emerging and Developing 7.3 6.2 6.1 75
Economies
Developing Asia 9.5 79 5.7 7.0

China 10.4 92 33 55

India . 9.9 74 12.0 10.6
MENA 43 3.1 6.8 9.9
Sub-Saharan Africa 53 49 15 8.4

South Africa 29 3] 43 59

Kenya* 5.6 45 4. 14.0

Tanzania 6.4 6.1 10.5 7.0

Uganda 52 6.4 9.4 6.5
Source: IMF World Economic Outlook, January 2012
* Ministry of Finance Forecast
47.  Advanced economies are only expected to grow by 1.2 per cent in 2012

and 1.9 per cent in 2013, with downside risks if decisive policy actions are not
taken to deal with the Euro area debt crisis. At the same time, the Euro area
economies are expected to go into a mild recession.

48. In the emerging and developing countries, growth is expected to slow
down due to worsening external environment and weakening internal demand.
Developing Asia comprising of China and India are expected to maintain a strong
but slowing growth of 7.5 percent for 2012-2013, while the Sub-Saharan region
is expected to expand by 5.5 percent in 2012 and 5.3 in 2013.

49.  Meanwhile, the world inflation is expected to decline from 5 percent in
2011 to 3,7 percent in 2012, mainly in response to a weakening global demand.
However, the geopolitical risks to oil prices have risen again due to the Iran
related oil supply shock.

50. Kenya is well integrated with the world economy and any external shocks
have a negative bearing on growth prospects. For instance, the global financial
crisis of 2008/09 weakened our domestic demand and GDP growth. We
responded to this shock with appropriate countercyclical economic policies and
structural reforms, which played an important role in shoring growth that
rebounded to 5.6 percent in 2010.




51. In recent years, Kenya’s economy has become increasingly more
integrated with the BRICs (Brazil, Russia, India, and China) in terms of trade and
investment flows. Moreover, trade with our regional partners in the EAC and
COMESA continues to be strong. As a result, the positive growth prospects in
these countries will help cushion Kenya from the impact of the mild recession in
Europe.

Growth prospects

52. The macroeconomic framework underpinning the 2012 BPS is cautious
given the weaker-than-expected growth in global output and tighter domestic
macroeconomic conditions. Nonetheless, with the improved weather conditions
and completion of the on-going key infrastructure projects in roads and energy,
the domestic economic prospects remain favourable, albeit with significant
downside risks.

53. Real GDP is expected to grow by 5.2 percent in 2012, down from 5.7
percent forecast in 2011 BPS. Over the medium term, growth is expected to pick
up to about 6.0 percent. In terms of fiscal years, the projections translate to 5.5
percent for 2012/13, 5.9 percent for 2013/14 and 6.3 percent for 2014/15 (Table
2.3).

54. Growth will be bolstered by continued expansion in agriculture (barring
any adverse weather), tourism, construction, transport and communication, and
ICT. While exports will continue to benefit from the relatively strong growth in
the sub region, new measures will be introduced to diversify and promote
Kenya’s exports globally, especially export of services in the medium term.
Overall, these favourable factors are expected to compensate for weakened public
and private demand resulting from a tighter macroeconomic environment and
somewhat weak global demand.

55. Consumption growth will moderate in the short term as tising inflation
limits disposable income. Meanwhile, growth in gross fixed capital formation is
expected to be modest with rising domestic interest rates.
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Table 2.3: Mzin Macroeconomic indicators underlying the Medivm Term Fiscal Framework, 2010/11-2014/15

201011 2011/12 201213 2013/14 2014/15
Prov Est. Proj Proj Proj.
T T T
Annual percentage change

. |National account and prices

Real GDP 50 48 55 59 63
GDP deflator 13 134 113 71 56
CP] Index (eop) 146 110 8.0 56 .50
CP! Index (avp) 6.9 160 98 63 50
Terms of trade (-deterioration) -54 20 05 1.8 12
In percentage of GDP
Investment snd saving
Investment 213 26 2.6 244 252
Gross National Saving 10.6 115 14.9 171 19.)
Central government budget
Total revenue 24 24.0 242 244 246
Tota! expenditure and net lending 293 303 298 293 292
Overall balance (commitment basis) excl. grants 52 $3 -3.6 49 4.6
Overall balance (commitment basis) incl. grants 45 43 -43 38 35
Nomina! public debt, net 488 459 44.] 419 415
External sector
Current external balance. including official transfers -10.8 -1 £.7 -13 -6.1
Gross intenational reserve coverage in months of imports 3.0 36 37 39 40

Sowrce: Ministry of Finance

56.  Whereas the projected growth is still below the target envisioned in
Vision 2030 needed to increase labour absorption and reduce poverty, the
Government recognizes that further up-scaling would require mobilizing larger
amounts of resources, raising factor productivity, and moving to a higher value-
added and more efficient production structure to increase export growth.

57.  Taking into account limited pub]ic resources, the Government will rely on
the private sector to meet the economy’s resource requirements while developing
the appropriate market environment to promote efficiency. This call for faster
implementation of the privatization program; provide for private sector
participation in infrastructure development under a robust public-private
partnership (PPP) agenda; promote appropriate regulation of private sector
activity; and provide for greater private sector access to finance. All this will
require sustaining macroeconomic stability, deeper structural reforms, and
improvements in enabling legislations, especially under the new constitutional
framework.

A
‘

Restoring and sustaining macroeconomic stability

58.  Prudent and sustainable macroeconomic policies that ensure low and
stable inflation and affordable market interest rates as well as competitive
exchange rate, forms the foundation for accelerated growth and development
agenda set out in the Vision 2030.

59. - Going forward, we anticipate that the current supply-side driven pressures
on prices and the exchange rate will subside in line with the reduction in oil
prices, and ample supply of food with normal weather conditions and expanded
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irrigation. This should also reduce demand pressure on imports and the current
account.

60. The CBKs’ monetary policy will be geared towards bringing down
inflation to single digit level within a year’s time and thereafter keep it stable at
around the 5 percent target over the medium term.

61.  Stability in interest rates and exchange rates will be restored and sustained
at low and stable rates over the medium term. The Government will access the
international market by way of a syndicated loan of US$ 600 million to finance
infrastructure projects in 2011/12 budget. This transaction is expected to be
concluded in April 2012. The financing is expected to ease pressure on domestic
interest rates and ease the current funding constraints to the budget. Moving
forward, the government will also consider issuing a sovereign bond to enhance
Kenya’s visibility in the international capital market and set up a benchmark
profile for the private sector to also borrow from the international capital markets.

Supporting domestic demand and increasing exports

62.  The Government will continue with strategic interventions to accelerate
growth, improve competitiveness and promote exports. Specifically, the
following measures will be considered:

o Continuing investment in infrastructure: Over the recent past, the
Government has provided significant resources in energy, roads, rail,
telecommunications and water to ease bottlenecks and reduce costs of doing
business, while improving access to export markets. This will be continued as
they are vital for achieving our national strategic objectives of higher growth,
Jjob creation and poverty reduction. With the new Public Private Partnerships
legislation scheduled for introduction before Parliament for enactment,
private-sector participation in provision of infrastructure is expected to
increase further improving investment climate, factor préductivity and
competitiveness.

» Positioning export as a key driver of growth and employment: sustaining
growth and development in the medium to long term requires that
Government gives priority to expansion and diversification of exports.
Measures will be put in place to promote export of industrial products and
services, in particular where we have strategic and comparative advantage.
Investments in infrastructure to facilitate export services in the oil sector from
the region, attraction of petroleum related industries and establishment of
transhipment will be given priority. Further, working with private sector,
measures will be introduced to position Kenya as an ICT, medical and
educational hub in Eastern Africa.

o Improving access to new markets: strategic efforts will be made to
diversify export markets by providing an environment conducive for business
to expand beyond the sub region markets. This calls for increased presence in

S A S S T T S S S S S ANV
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fast-growing regions, as well as improving logistics and institutional
arrangements.

o Improving competition and removing regulatory burdens fo small
business: Given its catalytic effect to sustained inclusive growth and huge
potential for job creation and poverty reduction, the Government will deepen
business regulatory reforms, enhance access to credit, facilitate capacity
building and simplify and modernize regime for small and medium size
businesses in order to amplify their multiplier effect on employment
opportunities and accelerating growth.

o Deepening regional integration: While significant progress in integration
has been achieved under the East Africa Community, there is much potential
for expanded trade and investment in the COMESA and the rest of Africa.
The Government will continue with collaborative infrastructure investment,
and removing inefficient customs procedures including complicated rules of
origin and other non-tariff barriers, in line with the existing Protocols.

External current account

63. We expect the easing of public and private demand to put less pressure on
the current account. Also, we expect continued flow of remittances which has
recently played a key role in the economy. As such, the current account deficit is
expected to decline gradually from about 11 percent of GDP in 2011/12 to 6.1
percent of GDP in 2014/15, and thereafter to about 5 percent of GDP in the outer
years with measures to support export growth.

64. Meanwhile, the relatively higher interest rates and improved investor
confidence with expected successful elections should enable the capital and
financial account to be in surplus. This will allow the Central Bank of Kenya to
gradually build up foreign exchange reserves.

Risks to the outlook

65. The risk to the outlook for 2012 and medium-term include further
weakening in global economic growth and unfavourable weather conditions
should there be another dry spell in 2012. Also, reversal in the current easing of
international oil prices may fuel inflation and weaken growth. Finally, the
outlook is premised on a smooth transition to a decentralized system of
government following the general elections expected to be held in FY 2012/13. If
this does not happen, it could weaken investor confidence and slow down growth.
However, judging from the successful campaigns and peaceful referendum on the
new Constitution in 2010, there is optimism that the general elections will be
smooth. Overall, should the risks materialize the government will undertake
appropriate measures to safeguard macroeconomic stability while at the same




time protecting critical development spending. Details of the other fiscal risks are
provided in the Statement of Specific Fiscal Risks in Annex 1.

Summary

66.  The current economic conditions call for caution in budgeting. While
growth has slowed down, the economy remains resilient in the face of high
inflation and weaker shilling. Current growth rates are not fast enough to support
the employment gains and poverty reduction that the country requires to attain
the Vision 2030 objectives and make progress towards the MDGs. Therefore,
there is need to accelerate and deepen structural reforms particularly in the areas
of public financial management and improving business environment to
accelerate growth. This will continue to be supported by increased investments in
infrastructure which is needed to fully exploit our growth potential.

67. Looking ahead, the global economic environment continues to be fragile.
Kenya’s growth has slowed but fundamentals remains sound, which should help
growth to pick up momentum over the medium term. Restoring and safeguarding
macroeconomic stability will support growth beyond the current projected growth
rates necessary to reduce youth unemployment and poverty among our people.
This should be complemented with deeper structural reforms to strengthen the
economy’s resilience and raise growth to a higher trajectory while ensuring that
the benefits of growth are shared by all Kenyans.

w
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ITI. FISCAL POLICY AND BUDGET
FRAMEWORK

Overview

68.  The 2012 Medium-Term Fiscal Framework continues to support growth
and employment given the challenging economic environment. It also continues
with prudent fiscal policy to reinforce Government’s commitment to debt
sustainability over the medium to long term. Specifically, the 2012 Budget Policy
Statement:

e Continues with fiscal consolidation that started in 2010/11 budget, while
at the same time ensuring that the level of expenditure continues to sustain
growth through continued public investment in infrastructure. The overall
budget deficit is expected to ease to 3.5 percent by 2014/15.

e Continues with efficiency enhancement and improving the productivity of
expenditure while at the same time ensuring that adequate resources are
available for operations and maintenance, and implementation of the new
constitution.

e Continues with the measures to bring public finances to sustainable path
such that by 2014/15 our public debt to GDP ratio declines to 41.5 percent,
well below the benchmark of 45 percent. This path will be achieved through a
moderation and efficiency in spending as well as improved tax performance
following reforms in expenditure management and tax legislations. The
sustained easing of debt to GDP ratio will provide the Government with room
to conduct countercyclical fiscal policy should the economic situation worsen
in the future.

Continuing with fiscal consolidation

69.  The 2012 BPS sets out a fiscal framework that targets to narrow the gap
between spending and revenue, while providing support to the economic activity,
continued investments in infrastructure and implementation of the Constitution
within a context of sustainable public financing. As such, the Government is
committed to gradually reducing the overall fiscal deficit to 3.5 percent of GDP
by 2014/15 (Table 3.1). This will help to bring down the debt-to-GDP ratio to a
sustainable level and contribute to reducing the recent external imbalance.




Table 3.1: Central Government Fiscal Projections, 2009/10-2014/15

200910 201011 203112 01213 201304 01413
Revised

Budger et | Budet Ac|  Budger  Budge Projection
Revenue and Grants 604.1 568.8 A 68631 832 84S 9%47 L1195 12656
% of GDP BT Bkl 2648% M| 2% B B%  B% B
Revenue 568.8 548.] 689.7 6675 1921 §06.3 9363 10112 12092
%ofGDP 23% Nl N MHI%|  HW% MM MM NI% H%
Tax Revenue 447 469 5158 5921 666 6588 7808 8959 10133
Nor-Tax Revenue 84.1 72 1139 983 1295 1415 1556 1753 1959
Grants 353 207 404 188 411 482 483 484 564
Expenditure 7124 153 969 RIS LOTLY O LOR2BY  LIS2l 12862 14373
% of GDP 0% N93%p  BI% B B6% 2% N8%  N93% 9%
Recurrent SILE 5105 5933 5924 672.2 6915 7819 8589 9438
Development 613 247 me 294 39 /2| 302 413 4515

Budge! Batance (Defici, +surplus) (683)  (1565)  (%68) (155 (BR)) (B3 (624 (ess)  (n)

%o/ GDP S6% 6% 68 4% 5% 6| 4% 8% 3
Net Extemnal Financing s.2 w2 mT Il N6T l6l] 67 (04 %9
Disbursementshozns 699 39y 132 46| 1425 95| B9 g8 132
Repayment due 87y (8)| @8 @8] @8 @4l @) s 36d)
Domestic borroving 95 s s Rl ues el| 1067 14l %8
% of GOP 1% S| 3% | 3% 1| 28% 6% 1%

Public Debt to GDP (net of deposits) Hi%  HI% H60%  B8%| B L% HI% o 4% 5%

Nominz! GDP (Ksh billion) 15466 248831 21610 LTR0| 31841 32952 38665 43825 49164
Source: Ministry of Finance - -

70.  This policy will be achieved through the Government’s commitment to
ensure a strong revenue effort with measures to simplify the tax code in line with
best practices, in order to help improve tax compliance, minimize delays, and
raise revenue. In addition, the Government will rationalize existing tax
incentives, expand the income tax base and remove tax exemptions as envisaged
in the Constitution.

{ . .y spe
Exercising fiscal responsibility

71.  The Government recognizes that the fiscal stance it takes today will have
implications into the future. Therefore, and in line with the requirement of the
new Constitution, the principle of sharing the burdens and benefits of the use of
resources and public borrowing between the present and future generation
implies that we have to make prudent policy decisions today so that we do not
impose unwarranted debt burden to our future generations.
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72. Fiscal responsibility has become even more important since the
Constitution requires the Government to progressively provide for a minimum
basic standard of economic and social rights to its citizens within available
- resources. In order for spending to increase on a sustainable basis to meet these
basic needs, we should be prepared to match the increased expenditure demands
with a corresponding increase in tax revenue yield through efficient collection,
widening of tax bases, and reasonable tax rates. It is therefore imperative at this
stage to reform and modernize the tax regimes to ensure stability, going forward.

Improving efficiency and productivity of expenditure

73.  The Government will continue with rationalization of expenditure to
improve efficiency and shift more resources toward productive development
projects in support of growth and development. Expenditure management will be
strengthened with implementation of the Integrated Financial Management
Information System (IFMIS) across Ministries and Departments and
subsequently at the county level following decentralization.

74. In addition, a new legislation on public financial management will help
accelerate reforms in expenditure management system.

Continuing with the path of debt sustainability

75. As noted earlier, the fiscal stimulus we undertook between 2008/09 and
2010/11 resulted in our public debt to GDP rising to 48.8 percent. We therefore
need to continue bringing our debt level down by moderation spending at this
time of a somewhat reasonable growth path in order to rebuild fiscal space in
preparation of any economic downtown given that we are now living in a world
of uncertainty. This together with improvement in our tax revenue will provide a
path towards the reduction of the deficit and sustainable debt as a percentage of
GDP.

76.  Our fiscal policy, therefore, will continue aiming at reducing the overall
public debt to GDP ratio from 45.9 percent in the FY 2011/12 to about 42 percent
over the medium term. This will require reduction in the overall fiscal deficit
from the current 6.9 percent of GDP to about 3.5 percent of GDP over the
medium term.

Deficit financing policy

77.  The medium-term fiscal stance envisages continued borrowing from
domestic and external sources with the Jatter being largely on concessional terms.
The Government will ensure that the level of domestic borrowing does not crowd
out the private sector given the expected increase in private investment with
accelerated economic expansion.




78.  Non-concessional foreign borrowing will be limited to projects that
guarantee revenue streams and support long-term growth. Borrowing from the
international capital and loan markets has useful benefits, such as setting
benchmarks for borrowing by private and public-sector institutions. It is in this
regard that the Government will continue to diversify its sources of financing
including maintaining the intentions to float a sovereign bond in the international
capital markets over the medium term.

2012/13 Budget Framework

79.  The 2012/13 budget framework is set against the background of the
medium-term macro-fiscal framework set out above and the Government’s
national strategic objectives as outlined in the updated Vision 2030 MTP. Real
GDP is expected to increase by 5.5 percent in FY 2012/13 underpinned by
continued good performance across all sectors of the economy. The projected
growth assumes normal weather pattern during the year. Inflation is expected to
ease to single digit in a year’s time and to the 5 percent target in the medium
term, reflecting implementation of a prudent monetary policy and easing of both
food and oil prices and stabilization of the shilling exchange rate.

Revenue Projections

80. The 2012/13 budget targets revenue collection including AiA of 24.2
percent of GDP. As noted above, this performance will be underpinned by on-
going reforms in tax and customs administration. The modernization of VAT
legislation is expected to simplify tax collection and enhance the revenue yield.
As such, total revenues including AiA are expected to be KSh 936.5 billion.

Expenditure Forecasts

81.  The key policy document guiding the Government’s funding allocation
decisions continues to be the first updated MTP (2008-2012) of Vision 2030,
which provides the updated development priorities by the Government for
2011/12-2012/13. In 2012/13, overall expenditures are projected at 29.8 percent
of GDP (or KSh 1,152.1 billion), down from 32.9 percent of GDP in the revised
budget for 2011/12. The one-off items in 2011/12 such as security intervention in
Somalia more than offset increased expenditure for implementation of the
Constitution including expenditure on the upcoming general elections. Moreover,
the recent decision to integrate Kenyan troops within the UN contingent will help
minimize their impact on the budget.

Recurrent Expenditure

82.  Recurrent expenditures are expected to decline slightly from about 20.5
percent of GDP in 2011/12 to 19.7 percent of GDP in 2012/13, on account of
adjustment of one-off items and robust growth in nominal GDP. Transfers to
parastatals and semi-autonomous government agencies will remain at the 2011/12
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nominal value in order to provide fiscal space for priority expenditures. Any
wage adjustments for these agencies is expected to be met within the ministerial
ceilings.

"83. With respect to goods and services, expenditure ceilings for
sectors/ministries are determined by the funding allocation for goods and services
in the previous year budget as the starting point. The ceilings are then reduced to
take into account one-off expenditures in FY 2011/12 and then an adjustment
factor is applied to take into account the general increase in prices.

Development Expenditure

84.  Consistent with the objective of allocating adequate resources towards
development outlays and the need to ensure completion of critical infrastructure
‘(roads, energy and railway), the ceiling for development expenditures including
donor funded projects is KSh 370.2 billion or 9.6 percent of GDP in 2012/13,
more or less the same level in 2011/12 in terms of percent of GDP. Most of the
outlays are expected to support critical infrastructure that will crowd in private
sector investment as well as critical interventions to remove binding constraints
to accelerated growth.

85.  About 40 percent of the development budget will be funded through
project loans and grants not tied to conditionalities from development partners.
This represents about 3.5 percent of GDP, more or less the same level as in
2011/12. With improvement in procurement planning, the absorption capacity of
project funds is expected to increase resulting in a higher investment level in
infrastructure activities.

86. In view of challenges of climate change and unforeseen shocks, a
contingency provision of Ksh. 5 billion will be provided in the budget for
2012/13 to be applied in line with the new law on the utilization of these funds.
We have also set aside Ksh 13.0 billion for the implementation of the new
Constitution and Ksh. 6.7 billion for conditional grants to marginal areas by way
of Equalization Fund covering the FY 2011/12 and 2012/13. Year 2012/13 being
an election year, we have set aside Ksh 13.5 billion in the baseline ceilings for
elections but the figure may increased after firm costing is provided during the
finalization of the detailed budget.

Overall beﬁcit and Financing

87.  The overall budget deficit (including grants) in 2012/13 is projected to be
about KSh 167.4 billion (equivalent to 4.3 percent of GDP). About 36 percent of
this budget deficit will be covered by net external financing amounting to KSh
60.7 billion (1.6 percent of GDP), leaving KSh 106.7 billion (2.8 percent of
GDP) to be financed through domestic borrowing.

88.  The Government is committed to lengthening the maturity structure of
government debt. While we had achieved an 85:15 ratio in favour of long term




bond, the appetite for short-dated Treasury bills increased more recently due to
rising inflationary expectations. Going forward, the government will gradually
unwind short term debt and replace this with the long term ones in conformity
with the policy target ratio of 75:25.

Summary

89.  Fiscal policy will continue to support growth within a sustainable path of
public spending by allowing the deficit to decline gradually so as to achieve a
debt to GDP ratio of less than 45 percent in the medium-term. Therefore,
moderation in government spending will help assure debt sustainability and
intergenerational equity in line with the new Constitution. Meanwhile, efficiency
and economical spending of government resources will be enhanced to create
room for critical interventions and pro-poor spending.
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IV. PREPARING FOR DEVOLUTION—
INTERGOVERNMENTAL  FISCAL
RELATIONS

Introduction

90.  Chapter 12 of the constitution provides for principles of public finance
that will guide all aspects of public finance including in the preparation of the
2012/13 budget. In particular, Article 201 of the Constitution requires:

e Openness, accountability and public participation;

o Equitable sharing of tax burden;

e " Equitable sharing of revenues;

» Expenditures shall promote equitable development;

e Equitable sharing of debt burden/benefits between current and

future generations;
e Prudent and responsible use of public resources; and
e Responsible financial management and clear fiscal reporting.

91.  The Constitution also provides for two levels of government, namely
national and county governments, which according to Article 6 (2) are distinct
and inter-dependent and which shall conduct their mutual relations on the basis of
consultation and cooperation. In addition, Article 189 (1)(a) of the Constitution
provides that government at either level shall perform its functions, and exercise
its powers, in a manner that respects the functional and institutional integrity of
government at the other level, and respects the constitutional “status and
institutions of government at the other level.

92.  From the perspective of the budget process, the significance of Articles 6
and 189 is that both levels of Government should not interfere in the day-to-day
management of finances in the other level of government. Specifically, each level
of government should be able to formulate, plan, execute and report on their
budgets without interference from the other level of government. The proposed
Public Financial Management Bill, 2012 has reflected this letter and spirit of the
constitution.

County Revenues
Equitable Sharing of National Revenue

93, According to Articles 201, 202 and 203 of the Constitution, revenue
raised nationally shall be shared equitably among the two levels of governments
and among county governments to enable them provide services and perform the
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functions assigned to them under the Fourth Schedule of the Constitution. The
equitable division of revenue between the two levels of government should take
into account the criteria specified in Article 203 of the constitution. In addition,
the Constitution requires that a minimum of 15 percent of all revenue collected
by the national government shall be allocated to county government.

94. The Commission on Revenue Allocation (CRA) Act, 2011 defines
revenue as follows:

*“...all taxes imposed by the national government under Article 209 of the
constitution and any other revenue (including investment income) that
may be authorised by an Act of parliament, but excludes revenues
referred to under Articles 209 (4) and 206(1)(a)(b) of the constitution™.

9s. The definition of revenue, therefore, includes: income tax; value added
tax; customs duties and other duties on imports and exports; excise tax; and any
other tax or duty authorized by an Act of Parliament but excludes taxes which
have been assigned exclusively to county governments by the Constitution. The
definition also explicitly excludes: (i) charges imposed for the provision of a
service (Article 209 (4)); (ii) money excluded by an Act of Parliament and
payable into another public fund established for a specific purpose (Article
206(1)(a)); and (iii) money retained by a state organ that received it for the
purpose of defraying the expenses of the State organ (Article 206(1)(b). Table 4.1
below shows the most recent audited revenues for 2009/10 and 2010/11 in line
with the Constitution and the CRA Act, 2011.

Table 4.1: AUDITED GOVERNMENT REVENUES
(In Millions of KSh.)

2009/10 2010/11
Total Income Tax 1/ 209,098 258,651
Income Tax - PAYE 115,448 137,055
Income Tax - Corporations 93,650 121,596
VAT - Local Goods 78,859 20,211
VAT - Imported Goods 63,112 81,670
Excise Tax 74,112 80,567
Licence under Traffic Act 2,221 2,464
Customs Duties 41,271 46,072
Other Taxes from International Trade 15,935 20,599
Stamp Duty 5,356 6,800
Land Rent 1,111 1,073
Other Profits & Dividends 4,295 11,086

Profits & Dividends from CBK 4,059 -
Interest Received 382 759
Misc. Revenues 6,478 7,823
Fines, Penalties & Fortitures & Other Charges 229 290

Royalties 33 -
TOTAL 506,518 608,063

1/ Excludes Local Authority Transfer Fund (LATF)
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96.  The equitable share of revenue is an unconditional allocation to the
county governments. County governments, being a distinct level of government,
are fully responsible for these funds and are directly accountable to their
respective County Assemblies for how they are spent.

Conditional and Unconditional Grants

9% In addition to the equitable share of revenues, Article 202 of the
Constitution also provides that county governments may be given additional
allocations from the national government’s share of revenue in the form of
conditional grants (i.e. subject to specific conditions) or unconditional grants
(without any conditions) to augment their resources. It is expected, therefore, that
the National Government will propose conditional and/or unconditional grants in
future MTEF budgets, as part of the overall share of resources to be available to
counties.

Own revenues

98.  The constitution has given to counties the exclusive powers to impose
taxes and charges. In particular, counties can impose (i) property taxes; and (ii)
entertainment taxes; and (iii) any other tax they are authorised to impose by an
Act of Parliament. Revenue raised by county government constitutes own-
revenues and will not be part of the pool of revenues subject to sharing between
the two levels of government. In exercising their revenue raising powers, the
constitution (Article 209 (5)) prohibits counties from doing so in a way that
prejudices national economic policies, economic activities across county
boundaries or the national mobility of goods, services, capital or labour.

Loans

99. In addition to the above-mentioned resources available to counties, the
Constitution provides for the county government to borrow only if the national
government guarantees the loan, and with the approval of the county:
government’s assembly. The National Government Loans Guarantee Act, 2011,
provides for the Cabinet Secretary responsible for Finance to guarantee loans to
counties .on behalf of the National Government in a transparent, prudent and
equitable manner, consistent with Article 213 of the Constitution. The law set out
the criteria to be applied in considering guarantees and include usage of proceeds
for a capital project and ability of repaying the loan, and paying any interest or
other amount payable in respect of it, among other criteria.

The Equalization Fund

100. Article 204 of the Constitution provides for an equalization fund, which
the national government shall use to provide basic services including water,
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roads, health facilities and electricity to marginalised areas in order to bring the
quality of those services in those areas to the level generally enjoyed by the rest
of the nation, so far as possible. In line with this constitutional provision, the
national government will operationalise the Equalization Fund into which, every
year, 0.5 percent of collected revenue, calculated on the basis of the most recent
audited accounts of revenue received as approved by the National Assembly will
be paid.

101. The Commission on Revenue Allocation (CRA) has the constitutional
mandate to determine, publish and regularly review a policy in which it sets out
the criteria by which to identify the marginalised areas for purposes of allocating
the Equalization Fund. The determination and criteria for allocation is currently
being developed by CRA and it is expected to be published soon. However,
Article 221(2) of the Constitution requires that the budget estimates submitted to
Parliament “Shall” include estimates for expenditure from the Equalization Fund.
Moreover, mindful of the need to provide basic services to Kenyans the proposed
budget for 2012/13 has provided for Ksh. 6.7 billion to fund projects that provide
basic services including water, roads, health facilities, and electricity. The figure
of Ksh. 6.7 billion covers the two years 2011/12 and 2012/13 and is calculated
using the most recent audited revenues for 2010/11 amounting to Ksh. 608.1
billion (see Table 4.1) and estimated revenues for 2011/12 amounting to Ksh.
725.8 billion. '

Costing of Functions Assigned to County Governments

102.  The Fourth Schedule of the constitution has assigned functions to both
levels of government. The functions are either exclusive to each level of
governments, shared or are residually assigned to the national government
(Article 186). The constitution under Article 187 provides that financing must
follow functions. Therefore, it is important to cost the assigned functions in order
to determine the amount of resources to be transferred to county governments.
Since the constitution requires that at least 15 percent of audited revenues should
go to county government, this would mean that at the very least Ksh.91.2 billion
must be transferred to the counties based on the latest audited revenues of Ksh.
608.1 billion for 2010/11, as indicated in Table 4.1 above.

103.  To determine whether the minimum amount of Ksh. 91.2 billion is
adequate to finance the devolved functions, the Treasury working closely with
the line ministries conducted an exercise to assess the budgetary costs of the

' The use of estimated revenues for 2011/12 rather than the audited revenues for 2010/11 is in
order to get a more accurate approximation of the amounts that will go into the Equalization
Fund.

_m
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functions that would be transferred to county governments.” This required
discussing and agreeing with each line ministry the current functions to be
devolved and those that would remain with the national government based on the
Fourth Schedule of the Constitution. In addition, line ministries were required to

-give a breakdown of expenditures between recurrent and development

expenditure for each of the 47 counties. This exercise, therefore, provides a basis
for both the vertical (i.e. between the national and county government) and
horizontal (among the counties) division of revenue.

104. The total cost of funding the devolved functions based on the existing
level of services, including allocations for the Constituency Development Fund
(CDF), was estimated at Ksh. 154 billion for 2012/13. Additional expenditures
related to new administrative structures, such as wages for County Executive and
County Assembly are estimated at about Ksh. 6 billion bringing the total cost to
Ksh. 160 billion (Table 4.2). This represents 26.3 percent of the most recent
audited revenues. The estimated expenditures do not include the one-off
expenditures for setting up the necessary infrastructure in counties in preparation
of the new devolved system of government.

Table 4.2: Cost of Devolved Functions by Sector
In Ksh billion Share of total
Sector 2010/11 2011/12 2012/13 2010/11  2011/12  2012/13
Prov. Prov. Ceiling Prov. Prov. Ceiling
Agriculture and Rural Development 10.5 112 10.8 1.3% 1.2% 1.1%
Education 0.4 0.4 0.5 0.0% 0.0% 0.0%
Energy, Infrastructure and ICT 45.7 53.5 594 5.7% 5.6% 6.0%
Environmental protection, Water and Sanitation 8.0 8.8 9.8 1.0% 0.9% 1.0%
General Economic, Commercial and Labour Affairs 8.7 6.0 4.9 1.1% 0.6% 0.5%
Governance, Justice Law and Order 03 03 0.3 0.0% 0.0% 0.0%
Health 218 314 329 27% 3EB% - 33%
Public Administration and International Relations 149 17.6 28.1 1.9% 1.8% 2.8%
Social Protection, Culture and Recreation 6.2 10.1 134 0.8% 1.1% 1.4%
TOTAL 116.6 139.3 160.0 14.6% 14.5% 16.2%
SECTOR TOTAL 799.5 959.1 988.7 100.0%  100.0%  100.0%

105. Pending agreement on a revenue sharing formula which would allocate
the county equitable share between the 47 counties, the cost of delivering
assigned functions in each county can serve as a basis for the initial distribution
of revenué. However, going forward, a larger percentage of resources will need to
be allocated to those counties that have been left behind, either in terms of
development or in terms of county per-capita allocation of revenues. This will be

2 The Treasury invited all the line ministries affected by the devolution of functions under the
Fourth Schedule, and jointly agreed on what functions of each ministry would be devolved to
counties and what would remain at the national level. Based on that understanding, the line
ministries were then requested to cost these functions on the basis of budgetary allocations for
2010/11 to 2012/13. Therefore, these costings do not reflect the expenditure requirements
necessary to achieve a certain Jevel or baseline of desired services delivery.




done in a manner that ensures that the principle of “holding harmless™ is
respected so that no county should suffer deterioration in service delivery because
of devolution.

Projected shares of Sharable Revenues

106. The resources available to be shared by the national and county
governments over the coming three financial years are estimated on the basis of
projections of the economy’s performance over the medium term. The underlying
assumptions are set out in Section 1I and III of this Statement.

Table 4.3: Revenue Sharing, 2011/12 - 2014/15 (Ksh billion)

2011/12 2012/13 2013714 2014/15

Proy Pro). Proj Proy

1.0 National Government (3.0-2.0) 634.1 701.4 306.2 909.5

of which

Conditional grants (CDF) 178 212 24 4 276
Equalization fund - 67 43 50
Contigency fund - 50 50 50
Nationel obhgations 144 5 1778 2530 208 1
Pension and Consnrunonal offices 326 525 600 66.2

Interest paymenis 566 972 106 & 1056
Amoruzanon 254 282 862 363
Nauional interest 963 9% 0 967 1032
Implementanon of new Consnmnon - 50 70 50

Other 963 860 897 98 2

Defense 786 641 656 73.2

Judicrary 75 98 100 104
Parhament 102 121 14.1 146

Net 425 5 3917 4228 5605
2.0 Devolved Government (2.142.2) 41.7 166.7 183.2 221
2 1 Transfer 1o County governments 1/ 417 1600 1889 2161

of which CDF 17 8 21.2 244 276

2 2 Equalization Fund (0 5% of Revenue) - 67 43 50
3.0 Shareable revenue (1.0+2.1.1) 2/ 725.8 868.1 999.4 1,130.5

\Memo items:

RMLF 36 52 104 117
Own-Revenue 3/ 196 330 261 293
Bercentage share
Shareable revenue 100 0% 100.0% 100.0%  100.0%

NrtionalGovernment (Excl CDF) 94 2% 80.3% 80.7% 80.4%

County Governments 5.8% 19 2% 19.3% 19.6%

Eguaiable share (including CDF) 5 8% 18.4% 18 9% 19 1%

orw CDF 24% 2.4% 2.4% 2.4%

Other 3.3% 16.0% 16.5% 16 7%

Eguabzation Fund 0.0% 0.9% 0.5% 05%

Latest Audited Revenue (Ksh 608 1 billion, 2010/11)

Eguatable share, mcl CDF (% of lalest audied revenue) 26.3%
Equaltable share, excl. CDF (% of latest audited revenve) 22.8%
Constitutional mintmum 15.0%

Source: Mimsiry of Fmance

LATF = Local Authonty Transfer Fund
CDF =~ Constituency Development Fund
RMLF=Road Maintenance Levy Fund
1/ The amount 1n 2012/13 15 based on cost of providing the develved functions
This is line with the constitutional provision that finance should following functions

2/ As defined in CRA Act (Income taxes, import duty, VAT, excise taxes, and non-tax revenues) This is approximated by ordinary revenues
3/ Own sources of revenue — include CILOR, property rates, SBP, vehicle parking, marke1 fees, plot rents, water & sewerage, cess receipls,
house rents, and other

w
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107.  The projected vertical division of revenue for the 2012/13-2014/15 period
is outlined in Table 4.3. This division may change depending on the extent of the
application of the criteria set out in Article 203 of the Constitution with respect to

“vertical sharing of revenue. For 2012/13-2014/15, the national government
average share is about 80.5 percent of collected revenue, while that to counties is
19.5 pe:rcent.3 The county government’s share includes various amounts that will
be transferred to county government such as Local Authority Transfer Funds
(LATF), and the Constituency Development Funds (CDF).

108. In nominal terms, the projected total revenues transferred to counties are
estimated at KSh 166.7 billion for 2012/13, and are expected to rise to KSh.
221.1 billion in 2014/15. As for the Equalization Fund, the 2012/13 fiscal
framework has provided resources amounting to Ksh. 6.7 billion to cover the first
two years of 2011/12 and 2012/13. Subsequently, after an initial dip from the
elevated level of 2012/13 reflecting the combined payments for two years,
available resources to the Equalization Fund would rise gradually to Ksh. 5
billion by 2014/15.

New Formula for Allocating Revenue

109. The CRA has proposed a revenue sharing formula which is currently
under discussion. The formula proposes to take into account population, land
area, poverty, a basic equal share and fiscal discipline.* Once the vertical division
of revenue is established, the formula can then be used to allocate revenue among
the 47 counties. It is expected that the allocation of revenue based on the costing
of devolved functions as captured in the 2012/13 budget will differ from the
allocation based on the proposed formula. This reflects the fact that the
parameters in the formula were not the only determinants of resource allocation
to the sub-national level in the past.

110. For instance, there are counties that may get more resources than
suggested by the formula because they host institutions that provide services to
more than one county e.g. provincial hospitals which provide services to several
counties and whose functions have now been assigned to county governments.
Since the formula will not pick up such subtleties, it will be important that the
results of the two methods (allocation based on existing expenditure patterns and
the formula) be harmonized in order to avoid adversely affecting services
delivery but also to ensure equitable distribution of resources.

* Taking the following into account: debt service, wages for civil servants and Teachers service
commission, pension payments, and other needs of the national government (such as contingency
fund, drought, and expenditures to fund the elections), the national government’s share of
sharable revenues is estimated to decline to below 30 percent.

“ The respective weights in the formula, in percent, are as follows; Population (60 percent); land
area (6 percent); poverty (12 percent); basic equal share (20 percent); and fiscal discipline (2
percent).
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111. It is expected that once the new basis for sharing revenue among the
counties is approved by Parliament, the process of achieving equitable allocation
of resources will be phased in over the next three years in line with the phased
transfer of functions as provided for in Section 15 of the Sixth Schedule of the
Constitution. Indeed international experience suggests that resources should not
be reduced for counties with a larger allocation of resources in order to hold
‘harmless’ but also to facilitate counties deliver on the assigned functions. This
will provide county governments with a lead time to restructure and rationalise
their budgets and operations while at the same time guaranteeing the requisite
resources to perform their assigned functions. On the other hand, resource
increases to county governments that are supposed to receive higher allocations
should be phased so that county governments can build the capacity and develop
priorities with a view to using the funds efficiently and effectively.

112.  In sum, attaining equitable distribution of resources while ensuring
responsible and prudent public financial management in line with Article 201
cannot be achieved in one year, but over a period of time. In this context, timely
approval by Parliament of the basis for the allocation of the sharable revenue
among the counties is critical. It is expected that the new revenue sharing formula
will represent a break with past funding patterns and result in more equitable
distribution of resources.

County Budgets and the Transfer of Functions

113. The financial year 2012/13 will, for the first time, see the establishment of
county governments after the general elections. Therefore, the budget for 2012/13
1 a transition one with current expenditure patterns forming the basis for
equitable vertical and horizontal division of revenues. Although extensive work
has gone into costing the devolved functions, for purpose of determining
expenditure patterns in the counties based on the assigned functions, it is
anticipated that the Transition Authority will build on this as its functions
include: (i) facilitating the analysis and the phased transfer of the functions
provided under the Fourth Schedule; and (ii) determining the resources required
for each of the functions.

114. Before the County Governments can formulate and implement their own
budgets, the necessary administrative and political structures will have to be in
place. These structures include the County Executive Committees to oversee
budget formulation, the County Assemblies to approve budgets, and of-course the
County .public service which will implement and report on the budget. The
County Governments will come into operation well into the FY 2012/13, at a
time when the preparation for the 2013/14 budget will be well underway with the
expectation of submitting budget estimates at both levels of government by end
April 2013. This means that the earliest that County Governments can take full
charge of the formulation, approval and implementation of their budgets would
be June 2013.
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115. To avoid the disruption of service delivery to counties, the national
government is expected to continue performing the functions that have been
assigned to the counties until such a time, not exceeding three years, when the
“county governments are able to take over their functions based on objective
criteria established in line with Article 262 (15) of the Constitution. The
procedure and criteria for the phased transfer of functions, which will be carried
out by the Transitional Authority are spelled out in Sections 23 and 24 of the
Transition to Devolved Government Act, 2012.

116.  This implies that over the three year transition period after the first
general elections, the transfer of functions will be determined by the readiness of
counties to perform assigned functions effectively. Some counties may take over
their assigned functions earlier than others depending on whether they have the
necessary capacity to meet the established criteria for the transfer of functions in
line with Article 262 (15) of the Constitution.

117. Although this asymmetric transfer of functions is provided for in the
Constitution, it will be critical that the national government rapidly builds up
capacity at the county level,” especially for public financial management, so that
counties are empowered to take over their assigned functions as soon as possible.
This will avoid a situation where-by some counties have more functions
transferred to them because of their stronger capacities while other counties have
less functions transferred owing to lack of capacity.

The Division of Revenue Bill and the County Allecation of
Revenue Bill

118. Once the Counties begin to perform their functions, it is expected that the
proposal for the equitable vertical-and-horizontal division of revenue will be
presented to Parliament through a Division of Revenue Bill (DoRB) and the
County Allocation of Revenue Bill (CARB), respectively. The DoRB will specify
the equitable share for national and county governments, and any other
conditional and/or unconditional grants from the national government’s share of
revenue while the CARB will specify the allocations among the 47 county
governments.” The two bills will be expected to take into account the
constitutional provisions under Article 203.

3 In the Fourth Schedule of the Constitution, capacity building and technical assistance to the
counties has been assigned to the National Government.

¢ According to Articles 95 and 96 of the Constitution, the National Assembly determines the
vertical division of revenue, while the Senate determines the horizontal division. However, since
the DoRB is a “Special Bill”, the National Assembly may amend or veto it only but by a
resolution supported by at least two-thirds of the members of the Assembly.
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Decentralised Funds

119.  The Local Authority Transfer Fund (LATF) and the Constitucncy
Development Fund (CDF) constitute a part of decentralized public funds that the
government has been spending at the sub-national level. In addition, part of the
Road Maintenance Levy Fund (RMLF) comprise of spending at local level. The
government is committed to ensuring that the equivalent of the funds earmarked
for the LATF, CDF and RMLF are provided for financing programmes and
projects at the county level. This is consistent with the principle of financing
following functions as these funds largely finance functions that have been
assigned to county governments (perhaps with the exception of education in the
case of the CDF).

120.  As regards the LATF, since these were funds going to the 175 local
authorities, given there is only 47 counties, these funds will simply be folded into
the county governments’ equitable share and any allocation of resources to the
decentralized units within the county will be the responsibility of the County
Executive Committee and the County Assembly. In the case of the CDF, the
existing management structure, especially the participation of Members of
Parliament in the allocation of resources, may be inconsistent with the
Constitution where the County Governor and the Deputy County Governor are
the Chief Executive and Deputy Chief Executive, respectively (Article 179 (4)).

121. Therefore, the management structure of the CDF will have to be changed
to conform to the Constitution. Once there is agreement on the management
framework a decision will be required stating whether the equivalent of these
funds will be provided to counties as conditional or unconditional grants. If they
are to be conditional grants, the conditions will have to be set by the national
government and a monitoring framework would need to be put in place to assess
compliance with the conditions. On the other hand, if they are unconditional
grants, they would be part of the sharable revenues and the County Executive
Committee member responsible for finance together with the County Executive
Committee would decide on the usage of those funds in line with county
priorities.

Summary

122. 2012/13 is an election year that will usher in a devolved system of
government. Under the proposed framework of managing the transition to
decentralised structure that is in line with the new Constitution, the division of
revenue. between national and county government is set out with national
government accounting for an average of about 80 percent of equitable share of
revenues over the 2012/13 MTEF period, while county governments will account
for 20 percent.

123. The costing of the devolved functions forms the initial basis for sharing of
revenue among counties before the new formula is phased in. For existing
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devolved funds such as LATF and CDF, there is need to determinate how they
will be managed in line with the new Constitution. It is proposed that LATF will
be folded to become part of county government unconditional equitable share,
while the CDF will be made either conditional or unconditional transfer to

counties.
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V. EXPENDITURE PRIORITIES AND
RESOURCE ALL.OCATION

Resource Envelope

124. The resource envelope available for allocation among the spending
agencies is based on the medium term fiscal framework outlined in Section I1I:

* Domestically mobilized budget resources finances about 90 percent of the
budget. Of this, tax revenue (income tax, customs duties, value added taxes,
and excise taxes) accounts for over 80 percent of total budget resources.
However, due to slower than anticipated growth for 2012/13 and changes in
VAT withholding mechanism, revenues are now expected to increase by 0.2
percentage points in 2012/13 to stand at 24.2 percent of GDP compared to
24.0 percent of GDP in 2011/12;

» Committed external financing in the form of grants and concessional
borrowing tied to specific programmes/projects are expected to be about 3.5
percent of GDP in 2012/13; and

e Domestic borrowing at 2.8 percent of GDP is expected to finance 64
percent of the deficit in 2012/13, and is expected to decline steadily to finance
about 40 percent of the budget deficit in the medium term. This is consistent
with the objective of gradually reducing the debt stock as a percentage of
GDP.

125.  Ordinary revenue is projected to broadly cover funding required for
recurrent expenditure, leaving the entire development budget to bé financed
mainly through external project grants and loans, as well as domestic borrowing
including infrastructure bonds. This approach bodes well for long-term
sustainability of our public finances.

Spending Priorities

126. * In view of the changed macroeconomic circumstances since the start of
implementing Vision 2030 first Medium Term Plan in 2008, the Government has
updated its main priorities going forward in the context of first MTP update. The
Government will, in this regard, prioritize resource allocation to achieve updated
MTP priority goals as well as cater for priorities identified during the
countrywide budget consultative meetings held in October — November 2011.
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127. In addition, the new Constitution requires national and county
governments to promote budgetary transparency, accountability and effective
financial management of the economy and the public sector. Therefore,
inefficient and wasteful public expenditure will be eliminated at all costs in order
~ to promote public trust on Government officials.

128. In finalizing the preparation of the 2012 MTEF budget, spending
proposals will undergo rigorous scrutiny to identify areas of inefficient and non-
priority expenditure in the areas indicated in the table below. These areas were
targeted in 2011/12 during the budget approval by Parliament. During scrutiny of
2012/13 budget proposals, more effective use of resources will be sought across
spending agencies and any identified savings will be redirected to deserving
priority expenditures.

Targeted expenditures for scrutiny to create savings

Recurrent

Telephone, Telex, Facsimile and Mobile Phone Services
Courier and Postal Services

Domestic Travel and Subsistence, and Other Transportation Costs
Foreign Travel and Subsistence, and other transportation costs
Printing , Advertising and Information Supplies and Services
Training Expenses

Hospitality Supplies and Services

Office and General Supplies and Services

Contracted Professional Services

Contracted Technical Services

Minor Alterations to Buildings and Civil Works

Purchase of Office Furniture and General Equipment
Refurbishment of Buildings

Purchase of Motor Vehicles

Pre-feasibility, Feasibility and Appraisal Studies

Development
Contracted Professional Services
Contracted Technical Services
Minor Alterations to Buildings and Civil Works
Refurbishment of Buildings
Pre-feasibility, Feasibility and Appraisal Studies

129.  Overall, given limited resources, the MTEF budgeting will focus on the
following:

e The priority social sectors, education and health, will continue to receive
adequate resources. It should be noted that both sectors (education and health)
are already receiving a significant share of resources in the budget. These
sectors, however, will be required to utilize the allocated resources more
efficiently to generate fiscal space to accommodate strategic interventions in
their sectors including funding HIV/AIDS interventions, healthcare
infrastructure, affordable drugs, as well as recruitment and training of staff as
identified during the budget consultations. In particular, it is expected that the
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health sector will strengthen its infrastructure and administrative control,
while the education sub-sector will revisit its staffing norms in order to create
fiscal space for key interventions which include provision for learning
infrastructure, teaching and learning materials, and recruitment of teaching
staff.

e The economic sectors including agriculture and livestock will receive
increased share of resources to boost agricultural productivity with a view to
dealing with the recurrent food security problems in the country.

o With the Govermnment committed to improving infrastructure
countrywide, the share of resources going to priority physical infrastructure
sector, such as roads, energy and water and irrigation, will continue to rise
over the medium term. This will help the sector provide reliable and
affordable energy, as well as increased access to water and development of
irrigation projects countrywide.

o Other priority sectors including security, rule of law, youth and
development of arid regions, which has received a significant boost in
resources over the past two years. Resources to these sectors will be
maintained at adequate level over the medium-term to enable these sectors to
implement governance reforms as well as deal with security, youth
unemployment and provide opportunities for the vulnerable members of our
society in the arid and semi arid regions.

Medium-Term Expenditure Estimates

130

. Table 5.0 below provides the projected baseline ceilings for the 2012

MTEF, classified by sector.

Table 5.0: Medium-Term Sector Ceilings, 2012113 - 2014/15

TOTAL EXPENDITURE (KSh Milimn} % SHARE OF TOTAL EXPENDITURE
201018 11h2 Ceiling 211m Projectin

Prnted Revard Prnted Revised w2 2014 paatht] Revised 201210 201348 201418

[EXPENDITURE BY SECTOR .

AGRICULTURE AND RURAL DEVELOPMENT Gross | 42885  47341( 4700 52855 52013 55316 60041 | A% 53% 5% 55%
ENERGY, INFRASTRUCTURE & ICT Gross | 188093 168650 | 226595 219002| 230783 247831 26285 | 220% 233% 230%  242%
GENERAL ECONOMIC, COMMERCIAL AND LABOUR

AFFARS Guss | 21344 21802 20949 19469 295 23810 24M3| 20%  23%  23%  22%
HEALTH Goss | 5156 51377 643M 727511 7002 M08 a534 ) TGN 7% 7% 7%
EDUCATION Gross | 10224 153005 | L33 ZI3HTT | A0S 40886 ISINM Z23%  200%  232%  241%
GOVERNANCE, JUSTICE, LAW & ORDER Goss | 78606 90018 | 110646 105,133 120811 115761 11083 | 101%  122% 112%  110%
PUBLIC ADMINISTRATION & INTERNATIONAL

RELATIONS Gross | 5637  BBA76( 124075 110531) 173 103843 1MaTi] 115K 108%  106%  105%

SOCIAL PROTECTION, CULTURE ANDRECREATION  Gross | 31651 34,170 35625  38081] %968 4263%  @02) 4 3% 1% 4%

ENVIRONMENTAL PROTECTION, WATER AND
HOUSING Gross | 4BSD1 4713 SA4S3 477071 MBATE S50 54475 ) SOX 49X 49%  50%

NATIONAL SECURITY Gross | S6E86 50394 | 65163 7BS60| 64.2B3 67801 BROAT ) 82%  b5%  65% 6%

TOTAL

30342 799455 | 952,008 95,074 Sa6.744 1,036,088 1,087,710 | 1000% 1000% 1000% 1000%




Resource sharing criteria for baseline ceilings

131. The baseline estimates reflects current spending priorities in social
-programmes (health and education) and infrastructure as well as Vision 2030
projects receiving large shares. Water supply, police services, judiciary and
Parliament also receive large shares.

132.  Overall, the resources available are shared in accordance with the
following guidelines:

(i) Non discretionary expenditures: this takes first charge and includes
payment of statutory obligations such as loan amortization and interest
payments, salaries for constitutional offices and pension and salaries for
line ministries and public entities that are financed by the National
Exchequer. These expenditures are projected to account for about 51.3
percent of the expected ordinary revenue receipts.

(ii)  Operations and maintenance: Ministries/Departments are allocated funds
for basic operations and maintenance. This accounts for 43.5 percent of
the projected ordinary revenue, of which Defense and NSIS account for
7.6 percent. Thus, after taking into account expenditure on non-
discretionary and operations and maintenance the available balance of 5.2
percent from total ordinary revenue is the current budget surplus to be
shared among other ministries/government departments to fund their
planned development projects/programmes.

(ili) Development expenditure: As already indicated, it is only 5.2 percent of
the ordinary revenue that will be available to finance part of the planned
development expenditure. The rest of the development expenditure will
be funded through borrowing from the domestic and foreign sources, as
well as grants tied to projects. Development expenditures are shared out
on the basis of the Vision 2030 and MTP priorities as well as other
strategic intervention to deal with unemployment and remove constraints
to faster growth. The following guidelines are used:

. On-going projects: emphasis is given to completion of on-going
projects and in particular infrastructure projects, flagship projects and
projects with high impact on poverty reduction and equity, employment
and wealth creation.

o Statutory requirements: priority is also given to programmes that
must be funded in accordance with the law such as Constituency
Development Fund (CDF).

. Counterpart funds: priority is also given to adequate allocations
for donor counterpart funds. This is the portion the Government must
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fund in support of the projects financed by development partners. Usually
it accounts for between a quarter to a third of the cost of the project.

. Strafegic policy interventions: priority is also given to policy
interventions covering the entire nation, regional integration, social equity
and environmental conservation. The implementation of the new
constitution is now a key national objective, thus more resources will be
set aside for this purpose over the medium term.

Finzlization of spending plans

133.  As indicated earlier, the finalization of the preparation of the ministerial
budgets will entail thorough scrutiny to curtail spending on non-productive areas
and ensure resources are directed to priority programmes. As line
ministries/department budgets are scrutinized and the resource envelope firmed
up, it is likely that additional resources may become available. Government will
utilize these resources to accommodate key national strategic priorities with
sound business plans. Specifically, the following will receive priority:

Priority Areas of Consideration for Additional Resources

1. Intervention identified during the county stakeholders consultation for
2012 MTEF budget. A summary of issues identified by Sector
Working Groups during the consultations are summarised in Annex 9.

2. Implementation of the new Constitution covering proposals not
accommodated within the baseline ceilings issued to Ministries.

3. Strategic intervention in the area of education, health, infrastructure
(especially rural/feeder roads), tourism, security and agriculture
(especially irrigation programmes and other food security €nhancing
programmes), as well as policy interventions covering the entire
nation to enhance regional integration and social equity. A list of
additional requests that are potential sources of fiscal risks on
expenditure is provided in Annex 10.

4. Specific consideration to job creation for the youth based on sound
initiatives identified within and outside the normal budget preparation
(Annex 9 and 10).

Details of Sector Priorities

134, The medium term spending estimates for 2012/13 — 2014/15 ensures
continuity in resource allocation based on prioritized programmes aligned to the
updated first Vision 2030 MTP and policy initiatives to accelerate growth,

m
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employment creation and poverty reduction. The recent achievements and key
priority targets for each sector are based on the reports from the Sector Working
Groups (SWG) after taking into account recommendations of the Ministerial
Public Expenditure Reviews (MPERs) and views from the budget consultations
~and Public Sector Hearings in January 2012.

Agriculture and Rural Development

135. The Agricultural and Rural Development (ARD) sector is critical to
economic growth, employment and poverty reduction. The sector is the mainstay
of the Kenyan economy, directly contributing 26 percent of the GDP with
linkages in manufacturing, distribution and other service-related sectors.

136. The sector aims at raising agricultural productivity, exploiting irrigation
potential, increasing commercialization of agriculture, improving the legal and
policy framework for agriculture, improving governance of agricultural
institutions, and land development as well as promotion of sustainable
management of fisheries, forestry and wildlife resources.

137. The challenges facing the sector include unfavourable climatic changes,
poor planning and inadequate warning systems, low production and productivity,
poor marketing strategy and infrastructure, low value addition and
competitiveness, inadequate physical infrastructure, unfavourable legal and
policy frameworks, and low access to financial services as well as affordable
credit.

138. To address these challenges, a total of Ksh. 167.5 billion has been
provided for the 2012 MTEF period covering 2012/13 to 2014/15 (Table 5.1).
For FY 2012/13, Ksh 52 billion has been set aside for the sector. This is projected
to increase to KSh 60.1 billion by 2014/15, bringing the total resources for the
entire MTEF period to KSh 167.5 billion.

Table 5.1: Agriculture and Rural Development 1/
2011/12 2012113 2013114 2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 418 412 421 46.3 129.5
of which: Transfer to Public Entities 9.1 11.3 12.1 12.7 36.1
Counties 1.2 10.8 13.2 13.9 379
Total - 53.0 52.0 553 60.1 167.5
of which: salaries 10.1 10.4 10.7 11.0 32.0

1/ The sector comprise of Agriculture, Livestock Development, Fisheries Development, Land, Cooperative
Development and Marketing, Forestry and Wildlife, National Land commission

139. Under the new Constitution, a number of functions in the sector have been
assigned to the counties. These include crop and animal husbandry, livestock sale
yards, abattoirs, plant and animal disease control, fisheries and cooperative
societies. Together, these functions are estimated to cost about Ksh. 38 billion
over the MTEF period. The national departments will need to be reorganized and
rationalized to ensure efficient delivery of services in a decentralized system.




Energy, Infrastructure & ICT Sector

140.  Energy, Infrastructure and Information Communications Technology
(EI&ICT) Sector continues to be an enabler for sustained development of the
economy. Despite major achievements over the recent past, there are still
challenges, including: delayed uptake of donor funds, roads maintenance
backlog, lack of adequate local construction capacity; inadequate power supply
capacity; over-reliance on hydro-power generation; low investment in power
generation by private sector; inadequate capacity for research in ICT and film
industry; and inefficient and congested Port of Mombasa.

141.  Over the medium-term, the sector’s priorities include: accelerating on-
going infrastructure development, improving efficiency and effectiveness of the
infrastructure development process at all levels of planning, contracting, and
construction; modernizing provision of electricity, developing modern national
ICT infrastructure, and reforming ports and rail.

142.  Total MTEF estimate for the sector is KSh 741.5 billion (Table 5.2). For
FY 2012/13, KSh 230.8 billion has been set aside, increasing to Ksh 262.9 billion
by 2014/15.

Table 5.2: Energy, Infrastructure & ICT Sector 1/
201112 2012113 201314 2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 165.5 171.4 187.5 199.5 558.4
of which: Transfer to Public Entities 48.6 54.3 57.9 62.0 174.2
Counties 53.5 59.4 60.3 63.3 183.1
Total 219.0 230.8 247.8 262.9 741.5
of which: salaries 35 3.6 37 39 11.2

1/ Includes roads, public works, transport, energy, local government, Nairobi metropolitan development, and
Information & Communications Technology

143.  Assigned functions to the counties include county roads, street lighting,
traffic and parking, public road transport and ferries and harbours, and housing.
These are estimated to cost Ksh 183.1 billion over the MTEF period.

General Economic, Commercial and Labor Affairs

144.  Despite impressive performance over the recent past, the sector still faces
a2 number cof challenges ranging from inadequate legal, regulatory and
institutional challenges, limited access to credit, high cost of production, stiff
competition from access to international markets, low awareness of benefits of
regional integration, influx of sub-standard, counterfeits and contra-band goods,
and low technology, innovation, research and development.

145. Over the medium-term, the sector plans to create an enabling business
environment for trade and investment; deepen regional integration, promote best
labour practices, manpower planning, development and utilization, tourism
development and marketing, undertake policy, legal and institutional reforms for
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the development of the sector; support entrepreneurship and industrial
development; and promote exports and sustainable tourism.

146. Total MTEF estimate for the sector is KSh 71 billion (Table 5.3). For FY

-2012/13, KSh 23 billion has been set aside, representing an 18 percent increase
from FY 2011/12 funding level. This is projected to increase to KSh 24.1 billion
in 2014/15.

Table 5.3: General Economics, Commercial and Labour Affairs 1/
2011112 201213 2013/14  2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 13.4 18.14 147 145 473
of which: Transfer to Public Entities 4.1 4.3 4.4 44 13.1
Counties 6.0 49 9.2 9.6 236
Total ' ‘ 18.5 23.0 23.9 24.1 71.0
of which: salaries 1.8 1.9 1.9 2.0 5.8

1/ The sector comprise of trade, east Africa community, national heritage and culture, fourism,
industrialization, labour, and Regional Development Authorities.

147.  Assigned functions to the counties include markets, trade license, and
Jocal tourism. These are estimated to cost Ksh 23.7 billion over the MTEF period.

Health

148.  The sector’s goal is to provide equitable and affordable health care to the
Kenyan citizens. While remarkable achievements have been made over the years
in terms of improvement in mortality rates, the sector still faces challenges,
which include inadequate infrastructure, qualified health personnel, and
medicines and medical supplies. S

149.  In the medium term, the Government will seek to address these challenges
through continued investment in training of health professionals, medical
services, health, and sanitation infrastructure. The 2012 MTEF estimate for the
sector is Ksh. 243.4 billion, of which Ksh 77 billion has been set aside for FY
2012/13, representing a 6 percent increase from FY 2011/12 funding level (Table
5.4). This is projected to increase to KSh 85.4 billion by 2014/15.




Table 5.4: Health Sector 1/
201112 201213 201314 201415 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 414 44.1 490 517 1448
of which: Transfer to Public Entities 13.9 14.0 143 146 429
Counties 314 329 320 336 9.5
Total 12.8 71.0 81.1 85.4 2434
of which: salaries 237 271 289 298 85.9

1/ Includes medical services, public health and sanitation, Research and Development sub-Sectors

150. Assigned functions to the counties under this sector include county health
facilities and pharmacies, ambulance services, promotion of primary health care,
licensing and control of undertaking that sell food to the public and pre-primary
education. Preliminary costing of these functions is Ksh 98.5 billion over the
MTEF period, of which Ksh 77 billion is earmarked for FY 2012/13.

Education

151.  The sector’s overall goal is to increase access to education, raise the
quality and relevance of education, reduce inequality, and exploit knowledge and
skills in science, technology and innovation to achieve global competitiveness.

152.  Previous achievements include free primary education which has
improved admission into primary level education from 5.9 million in 2003 to 9.4
million children in 2010. Other achievements include: improved gender parity at
primary school level; increased number of secondary schools from 6,405 in 2007
to 7,308 in 2010 with free tuition for secondary schools, increased accredited
TIVET centres from 288 in 2007/08 to 487 in 2010/11, and increased enrolment
into the public universities from 16,134 students in 2008/09 to 24,216 students in

2010/11.

153.  The sector’s challenges include inadequate infrastructure and staffing,
slow pace to ICT integration, and dealing with accelerated admissions to
university. In the medium term, the Government will seek to address these
challenges by providing enhanced education and training opportunities, building
capacity in industrial training, and reforming university education system.

154. +The 2012 MTEF estimate for the sector totals Ksh 721.2 billion, of which
KSh 229 billion has been set aside for FY 2012/13, a 7 percent increase from FY
2011/12 funding level (Table 5.5). This is projected to increase to KSh 251.3
billion by 2014/15.
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Table 5.5: Education Sector 1/
201112 201213 2013114 2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 2135 2286 2404 250.8 719.8
' of which: Transfer to Public Entities 51.2 574 61.6 64.9 183.8
Counties 04 05 0.5 0.5 14
Total 213.9 229.0 240.9 251.3 721.2
of which: salaries 115.2 119.5 1234 127.1 369.9

1/ Includes education, and higher education sub-Sectors

155. Assigned functions to the counties under this sector are limited with an
estimated MTEF budget of Ksh 1.4 billion, mainly to cater for pre-primary
education, village polytechnics, home craft centres and children facilities.

Governance, Justice, Law and Order Sector (GJLOS)

156. The Sector plays an important role in providing a stable environment for
the political, social and economic activities to thrive. Following the promulgation
of the new Constitution in August 2010, a number of institutions  were
established within the Sector while some existing ones were restructured. The
newly established institutions are the National Police Service Commission
(NPSC), the Constitution Implementation Commission (CIC), and the Office of
the Director of Public Prosecutions (ODPP). The Judicial Service Commission
was revamped and reconstituted; the IIEC and JEBRC were merged to become
the Independent Electoral and Boundaries Commission. The Kenya Anti-
Corruption Commission became the Ethics and Anti- Corruption Commission
(EACC).

157.  Over the last three years, the sector has achieved significant milestenes in
execution of its programs, including enhancing governance, rule of law, and
preventing corruption among others.

158. Funding over the 2012 MTEF period will facilitate the implementation of
the new Constitution; improve access to judicial and legal services for all
Kenyans; enhance the security of identification, registration and travel
documents;; prevent and combat the occurrence of corruption and economic
crimes including tracing, recovering and restitution of corruptly acquired assets
and ensure public safety and security; reform and modernization of the electoral
processes to deliver free, fair and credible elections; promotion of national values
and ethics; and registration and funding of political parties.

159.  For FY 2012/13, KSh 120.9 billion has been set aside, representing about
14 percent increase from FY 2011/12 funding level (Table 5.6). This is projected
to remain more or less the same level by 2014/15. Total funding level for the
MTEEF period is KSh 356.5 billion.




Table 5.6: Governance, Justice, Law and Order Sector 1/
2011/12  2012/13  2013/14  2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 105.8 120.6 115.4 119.4 3554
of which: Transfer to Public Entities 4.0 4.2 4.3 4.4 12.8
Judiciary 7.5 9.8 10.0 10.4 30.2
Counties 0.3 0.3 0.4 0.4 1.1
Total 106.1 120.9 115.8 119.8 356.5
of which: salaries 554 60.1 60.4 62.3 ' 182.9

1/ Includes Ministry of State for Provincial Administration and Internal Security, Office of the Vice President
and Ministry of Home Affairs, Ministry of Justice, National Cohesion and Constitutional Affairs, State Law
Office, Judiciary, Kenya Anti-Corruption Commission, Kenya National Audit Office, Ministry of State for
Immigration and Registration of Persons, Interim Independent Electoral Commission and the Directorate of
Public Prosecution.

Assigned functions to the counties include ensuring and coordinating the
participation of communities and locations in governance at the local level and
assisting communities and locations to develop the administrative capacity for the
effective exercise of the functions and powers and participation in governance at
the local level. These are estimated to cost Ksh 1.1 billion over the MTEF period.
However, this may increase depending on the scope of restructured functions of
the provincial administration in line with the Constitution.

Judiciary

160. The GJLOS sector includes the MTEF budget for the Judiciary that is
expected to be submitted directly to the National Assembly in line with the new
Constitution. The challenges facing the Judiciary include case backlog, case
delay and inaccessibility to justice in many parts of the country. This is attributed
to lack of adequate facilities in most of the existing 120 court stations in the
country; inadequate numbers of judicial officers and other support staff; and slow
adaptation and institutionalization of ICT technology and other facilities.

161.  During this MTEF period, the Judiciary will prioritize the implementation
of the new Constitution and continue to implement strategies that will lead to
reduced case backlog, improved access to justice and modernize the court system.
The MTEF funding level is estimated at Ksh 30.2 billion, of which Ksh. 9.8
billion is for FY 2012/13. This has been arrived following consultations with the
Judiciary.

Public Administration and International Relations

162.  The sector plays a key role in enhancing public service delivery,
organization and coordination of Government business through planning,
mobilization of financial and human resources in the public sector. In addition,
the sector links all other sectors with the rest of the world on matters of
international treaties, agreements, cooperation and resource mobilization. The
Constitution established Constitutional commissions and Independent offices
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some of which are members of the sector. These include: Office of the Controller
of Budget, Kenya National Audit Office, Salaries and Remuneration Commission
and Commission on Revenue Allocation. Further, Kenya National Assembly
previously falling under the Governance Justice Law and Order Sector was

-incorporated in this sector.

163. Funding over the 2012 MTEF period will enable the sector to oversee the
implementation of the new Constitution; provide leadership and policy direction
in the governance of the country; coordinate and supervise government affairs;
promote sound public financial and economic management for socioeconomic
development; articulate and implement Kenya’s foreign policy for national
development; promote macroeconomic stability, mainstream MDGs into the
nation’s policy, planning and budgetary process, implementation, monitoring and
evaluation; promote efficient and effective human resource management and
development for improved public service delivery; and promote public service

integrity.

164. For FY 2012/13, Ksh. 107.3 billion has been set aside to fund the sector’s
programmes (Table 5.7). This is projected to increase to Ksh. 114.5 by FY
2014/15, bringing the total MTEF estimate to Ksh. 331.8 billion.

Table 5.7: Public Administration and International Relations 1/
201112 201213 2013114  2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 92.9 79.3 90.2 93.7 263.2
of which: Transfer to Public Entities 20.2 21.0 20.0 20.3 61.3
Parliament 10.2 12.1 14.1 14.6 40.9
Counties 17.6 281 19.8 20.8 68.6
Total 110.5 107.3 109.9 114.5 331.8
of which: salaries 13.2 14.6 14.7 151 7 T 444

1/ Includes state house, public service, foreign affairs, planning and national development, finance, cabinet
office, public service commission and prime minister, Controller of Budget, Parliament, Commission of
Revenue Allocation, KENAQ, Salaries and Renumeration Commission

165. Assigned functions to the counties include office of the governor, county
assemblies, and county planning and development including statistics. These are
estimated at Ksh. 68.6 billion over the MTEF period, of which Ksh. 28.1 billion
is earmarked for FY 2012/13.

Parliament

166.  This sector includes the MTEF budget for the Parliament that is expected
to be submitted directly to the National Assembly in line with the new
Constitution. Parliament plays a crucial role in strengthening the democratic
space and good governance in the country. Under the new constitutional order,
parliament will consist of the National Assembly and the Senate. This is expected
to increase the resource requirement to cater for the increased membership of

2012 Budget Policy Statement Page 47



Parliament from the current 224 to 418 and for additional physical facilities and
infrastructure.

167. Total MTEF estimate for the Parliament is Ksh 40.9 billion. For FY
2012/13, Ksh. 12.1 billion has been set aside as baseline ceiling. However,
consultations with Parliamentary Service Commission are ongoing ahead of
finalization of detailed budget to firm up the resource requirement to cater for the
10™ Parliament and initial requirements for the expanded Parliament during the
second half of the financial year.

Social Protection, Culture and Recreation

168. The sector’s strategic objectives include formulating and implementing
national and cultural heritage policies; youth empowerment; gender, children and
social development; disaster management and coordination of development
activities in arid and semi arid areas which cuts across all the three pillars of the
Kenya Vision 2030. Key achievements for the 2011 MTEEF include: resettlement
of IDPs; disaster mitigation; increased coverage of cash transfers for the
vulnerable groups in the country; development of cultural and heritage
infrastructure; improvement and construction of water and sanitation
infrastructure in the ASALs; construction, rehabilitation and equipping of Youth
Polytechnics and empowerment centres.

169.  Funding over the 2012 MTEF period will continue to enhance delivery of
the sector priorities. For FY 2012/13, Ksh 37 billion has been set aside to support
the sector’ activities (Table 5.8). This is projected to increase steadily to KSh
47.1 billion in 2014/15, bringing the total MTEF estimate to KSh 126.7 billion.

Table 5.8: Social Protection, Cuiture and Recreation 1/
201112 201213 2013114 2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates - - Total
National 280 235 328 368 - .. 932
of which: Transfer to Public Entities 9.8 72 8.5 10.5 26.2
Counties 101 134 9.8 103 335
Total 381 37.0 42.6 471 126.7
of which: salaries 3.3 34 3.5 3.6 10.4

1/ Includes National Heritage and Culfures, Gender and Children Development, Special Programmes, youth
affairs and sports, development of northern Kenya and arid lands.

170.  Assigned functions to the counties include sports and cultural activities
and facilities, among others, which are expected to cost Ksh 33.5 billion. The
sector will benefit from additional funding from the equalization fund as some of
the activities covered under the sector benefit the marginalized categories.
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Environmental Protection, Water, and Housing

171. The sector plays a key role in ensuring that every Kenyan has access to
decent and affordable housing with access to portable water in a clean and secure
environment.

172.  Over the MTEF period the sector aims to achieve expansion of water
coverage and sewerage facilities; scaling up water storage to improve water
security; scaling up irrigation to reduce dependence of rain fed agriculture;
protection, conservation and management of catchment areas; mitigation and
adaptation measures on climate change; enforcement of sector laws and
regulations; restoration of ~Nairobi Rivers; modermnization of meteorological
services; mineral exploration and mining cadastre system; enhancing housing
development through various initiatives; up-scaling slum upgrading and
redevelopment; and lowering the cost of building material to increase access to

housing.

173. The 2012 MTEF estimate of KSh 154.1 billion has been allocated for the
sector. For FY 2012/13, Ksh. 48.5 billion has been set aside, increasing to Ksh.
54.5 billion by FY 2014/15 (Table 5.9).

Table 5.9: Environmental Protection, Water and Irrigation and Housing 1l
, 201142 201213 2013114 2014115 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 389 38.7 409 437 123.3
of which: Transfer to Public Entities 45 4.5 4.5 45 13.6
Counties 8.8 9.8 10.2 10.7 30.8
Total 41.7 48.5 5141 54.5 154.1
of which: salaries 3.4 3.5 3.6 3.7 10.7

1/ Includes water and irrigation, environment and Mineral resources, and housing -

174. Under this sector, assigned functions to the counties include soil and
water conservation, forestry, storm water management, and water and sanitation
services, as well as control of air pollution, noise pollution, other public nuisance
and outdoor advertising. Preliminary costing of these functions amounts to Ksh
30.8 billion for the MTEF period.

National Security

175. The national security sector comprises of defence and national security
intelligence services. The 2012 MTEF estimate of KSh 199.9 billion has been
allocated for the sector, of which Ksh. 64.3 billion has been set aside for FY
2012/13, rising to Ksh. 68 billion by FY 2014/15 (Table 5.10).
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Table 5.10: National Security
2011112 201213 2013114 2014115 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 786 64.3 676 68.0 1999
of which: Transfer to Public Entities/1 77.8 63.4 66.6 66.9 196.9
Counties - - - - -
Total 78.6 64.3 67.6 68.0 199.9
of which: salaries (excl. DoD & NSIS) 06 0.7 0.6 0.7 2.0

1/ Defense and national infeligence services (include salaries)

Conclusion

176.  The 2012 MTEF is marked by moderate growth in overall expenditure,
taking into account the weaker economic outlook and the need to maintain fiscal
disciple during the implementation of the new Constitution. Expanding
infrastructure investment, while maintaining reasonable growth on social
development priorities remain a priority. Preliminary allocations to counties
reflect a transition arrangement while ensuring continued provision of basic
services to Kenyans.

177.  Overall, the set of policies outlined in this BPS are consistent with the
national strategic objectives pursued by the Government as a basis of allocation
of public resources. Details of the strategic objectives are provided in the first
updated Vision 2030 MTP released in December 2011. The policies and sector
ceilings annexed herewith will be the basis for the preparation of the 2012/13
MTEF budget.
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ANNEX 1: STATEMENT OF SPECIFIC FISCAL RISK

L OVERVIEW

1. The Kenyan economy is highly susceptible to various domestic and
external shocks. These shocks include: (i) drought which puts additional demand
for budgetary resources for intervention measures in the dry part of the country
mainly in need of food assistance, water, and health care; (ii) increase in
international oil prices which raises the cost of transportation and energy; and
(ii1) insecurity in the porous border along Somalia, piracy in the high seas, and
threat of terrorism, which together combine to limit trade and tourism. More
recently, the economic and financial turmoil in advanced economies which have
slowed global growth continue to pose challenges to our economy. To this end,
maintaining fiscal stability is critical for safeguarding against these adverse
shocks and ensuring that growth is sustained despite challenging circumstances.

2. As part of requirement under the Fiscal Management Act, 2009, this
Annexure presents the Statement of Specific Fiscal Risks (SSFR). Specifically,
it outlines Kenya’s exposure to fiscal risks that are associated with assumptions
used for fiscal projections, public debt dynamics, operations of state corporations,
public-private partnerships and contingent liabilities, vulnerabilities of the
financial sector, as well as risks posed by drought.

3. Overall, the Statement highlights the following:

e Macroeconomic assumptions have been broadly accurate, although
economic growth and under-spending by Line Ministries remains -a key
concern;

e Based on the latest (November 2011) debt sustainability analysis, our
public debt is projected to be sustainable;

» Contingent liabilities from key State Corporation present minimal fiscal
risks. Most of the sources of contingent liabilities are being addressed. And
recent; restructuring and privatization of key institutions have, to a large
extent, transferred various risks of state corporations to the private sector,
save for those relating to shareholder’s obligations in the new-look
corporations.

e The financial sector remains generally resilient even with the recent
interest rate and exchange rate shock; and

o Steps are being taken to ensure food security with ongoing irrigation
programmes and robust early warning system, but significant investments
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will be required to meaningfully reduce the country’s vulnerability to
repeated droughts and mitigate the effects of climate change.

4. Going forward, there are ongoing measures to mitigate these risks but
more needs to be done to guarantee fiscal viability in case of unfavorable fiscal
developments.

IL. FINANCIAL OBJECTIVES

3. The Government will pursue prudent fiscal policy which is critical for
macroeconomic stability. As such, the Government’s fiscal stance will continue
to strengthen debt sustainability over the medium to long term, while supporting
growth and employment in the face of challenging economic environment. It also
continues with efficiency and improvement in the productivity of expenditure.
Given the limited resources, expenditures are targeted on:

e Poverty reduction and empowerment of the poor and vulnerable through
adequate allocation of resources to priority social sectors, such as education and
health;

e Sustained economic growth through improvement in physical infrastructure
sector, such as roads, rail, ports, water and irrigation, and reliable and affordable
energy; ’

» Expansion and diversification of exports, and boosting agricultural productivity;

* Enhancing food security and protecting the livelihoods of the poor and the most
vulnerable members of our society;

o Transparent, accountable, and participatory governance through setting up the
essential frameworks for implementing the new constitutional order;

e Strategic interventions through programmes targeted for job creation for the
youth; and

o Strengthening internal security and rule of law.

6. The Government will manage the budget deficit to ensure sustainable
debt levels over the medium term. Fiscal consolidation will enable us to rebuild
fiscal space in preparation of any economic downturn given that we are now
leaving.in a world full of uncertainty. In addition, fiscal structural reforms are
expected to reduce the country’s sources of fiscal risks as policies will center on
reforms in tax policy and administration, non-tax revenue, expenditure
management, privatization of government entities, and debt management.
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II. SPECIFIC FINANCIAL RISKS
Changes in Underlying Macroeconomic Assumptions

Ve Macroeconomic assumptions play a key role in the formulation of the
budget. Changes in these macroeconomic variables create risks to both revenue
and expenditure projections in this BPS and the budget estimates and expenditure
to be submitted to Parliament for approval by end of April 2012. In particular, the
budget is sensitive to the following key macroeconomic variables:

e Economic growth: this mainly affects tax revenue. A slower-than-
projected growth in real GDP lowers tax collection, especially income
taxes and VAT collections.

e Macro prices:

> Inflation: An increase in inflation may result in higher tax revenues
through increases in the base for income taxes and VAT. However,
certain levels of very high inflation may constrain consumption and
lower VAT collections.

» Exchange rate: This impacts both revenues and expenditures. For
instance, a weakening of the shilling vis-a-vis the US dollar improves
revenue collection, mostly through customs duties and VAT on
imported goods. On the expenditure side, foreign interest rate
payments and foreign expenditure-related maintenance and operating
expenditures will be negatively affected.

» Interest rates: An increase in Treasury bill rates will increase
expenditures through an increase in domestic interest payments. On
the revenue side, the 10-25 percent withholding tax on income on
financial instruments also increases revenue.

e Imports of goods: A growth in merchandise imports (excluding
government imports and oil imports) positively impacts revenues given
the higher tax base for import duties.

8. Table Al.]l presents the magnitude of first round impacts of the above
macroeconomic variables on fiscal aggregates. Note the net positive impact of a
rise in real GDP and a shilling depreciation and a net negative impact of increase
in inflation and Treasury bill rate.
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Table Al Fiscal Sensitivity to Key Macroeconomic Variables, 2012/13 (Ksh billion per year)
Revenue Expenditure ~ Budget balance

One percentage point increase in real GDP (%) 8.6 0.0 8.6

One percentage point increase in inflation rate ,

(%) 17 119 4.
One percentage point increase in Treasury Bill

rate (%) 4.0 8.2 -4.2

10% depreciation in exchange rate (Ksh/USS) 5.8 11 47

One percentage point increase in USS value of

goods imports (%) 0.6 0.0 0.6

Source: Estimates from Ministry of Finance

Forecast Accuracy of Underlying Assumptions and Budgetary Aggregates

9. Overall, the macroeconomic assumptions underlying the recent
budgets and actual budget outturn have generally been accurate with fairly
minimal deviations (see Table A.1.2). Over the period 2009/10-2011/12, the
average deviation between the assumed and provisional actual real GDP growth
rates was only 0.1 percentage point. With respect to inflation assumption, the
large deviation in 2009/10 and the current financial year 2011/12 reflect the
methodological revision of the CPI series by the Kenya National Bureau of
Statistics (KNBS) from arithmetic mean to geometric mean and the inherent
volatility of international oil prices, respectively. Also, inflation was volatile in
2011/12 due to the adverse impact of drought which increased food prices. The
sharp depreciation of the shilling exchange rate against major .international
currencies occasioned by monetary shocks also increased deviation between the
previous BPS and 2012 BPS. Meanwhile, the average deviation on export and
import growth was minimal.
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Annex A1.2: Deviations between Macroeconomic Assumptions/Fiscal Aggregates projections and Actual (I percentape points; unless specified)
2009/10 201011 201112 2009/10-2011-12
Proj. Act. Dev. Proj. Act Dev. BPSU" BPS12  Dev. Average Deviation
1. Kev Macroeconomic Assumptions
Rea) GDP 31% 41% 1.0% 5.0% 5.0% -0.1% 5.5% 4.8% -0.7% 0.1%
Inflation rate (avg) 13.4% 5.5% -7.9% 50% 6.9% 1.9% 5.1% 160%  J0.9% 1.6%
Domestic borrowing (average rate) 9.9% 94%  -05% 0.5%
Exchange rate (Ksh/USD), avg 79 6.7 -12 811 825 14 8L 869 58 .20
Export growth 34% 1.8% -1.6% 118%  126% 0.8% 11.8% 88% -3.0% -1.2%
Import growth 7.0% 3.8% -3.2% 142% 207% 6.5% 14.2% 1% 3% 0.1%
1l Fiscal Apgregates (in Ksh billion
Tota) Revenue 604.8 568.8 -36.0 730.0 686.3 437 8232 8382 150 216
Tax and non-tax 569.5 548.1 2214 689.6 667.5 222 7744 790.0 156 93
Ordinary, incl. LATF 5338 5119 -159 623.0 6213 -17 703.0 58 28 1.7
AlA 357 302 5.5 66.6 46.2 -204 74 643 -1 -11.0
Grants 353 207 146 404 188 -2).6 488 48] 0.7 -123
Total Expenditure m4 741 -533 916.9 304.1 -112.8 975.1 9984 21 478
Recurrent SIL] 504 4 6.7 5933 5847 $.6 644 6 6832 38.6 18
Development 2613 2147 -46.6 3236 2194 -104.2 3311 3152 -159 556
Domestic  * : 155.1 151.9 32 1781 150.1 =280 2065 1947 -118 <143
External 1038 60.5 433 143.1 67.0 -76.1 1219 1178 ~.J 411
Net Lending 24 23 0.1 24 23 -0 27 26 0.1 Q0.1
Balance <1676 -150.3 17.3 1869 -117.8 69.1 -1325 -160.2 -7 262
Financing * 168.2 156.4 118 188.0 110.5 715 152.6 160.2 7.6 212
Net Foreign 502 29 -273 827 284 -54.3 474 9%.] 50.7 -103
Net Domestic 109.5 1335 24.0 1053 821 232 1052 62.1 43 =141
Other 85 0.0 $5 00 0.0 0.0 0.0 00 0.0 28
Memo items:
Nominal GDP (Ksh billion) 2546.6 24583 883 27612 2,713.) 59 2767.2 32952 5280 1486
Source: Ministry of Finance
1/ As submitted to Parliament in March 2011
2/ Excludes adjustment to cash
10. The actual performance of fiscal aggregates vis-a-vis target was

generally mixed. The projection for ordinary revenues was broadly accurate with
average deviation over 2009/10-2011/12 estimated at Ksh 1.7 billion. The large
deviation in 2011/12 between 2011 BPS and 2012 BPS reflected thé-change in
VAT withholding mechanism which was not anticipated at the time of
preparation of the current financial year budget. On AiA performance, the
deviation was mainly attributed to under-reporting by line ministries. It is
expected that these deviations will narrow when audited accounts are used as
opposed to actual returns. Also, the policy of converting A-i-A into ordinary
revenue collected by KRA will help improve collection and reporting of this
item.

11.  EXecution of recurrent expenditure was generally satisfactory for
2009/10-2010/11 with minimal deviation between projected and actual. However,
the large deviation in 2011/12 between previous year’s BPS and this 2012 BPS
reflect the unexpected expenditure associated with drought intervention
measures, salary awards, and security intervention in Somalia. On development
expenditure, the average deviation is large, mainly reflecting low absorption of
foreign financed expenditure. Absorption of donor grants averaged 70 percent
while that of project loans was around 50 percent.
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12. The slower-than-programmed spending on development budget poses a
risk to the fiscal program, going forward. In order to prevent this risk from
materializing, the government has been pressing its line ministries to increase
absorption to at least 80-90 percent as part of performance contracting. Also, key
infrastructure ministries and departments have been asked to submit monthly
implementation reports. Donors have also been asked to speed up the issuance of
“No Objection” to improve absorptive capacity of implementing agencies. Other
measures include asking ministries to improve procurement planning and
implementation capacity in managing procurement process.

13. Overall, the actual fiscal deficit turned out lower than budgeted over the
period 2009/10-2010/11. Going by the slow execution rate so far, partly
associated with tight domestic financing constraints, the current financial year
may also register a lower-than-budgeted deficit. While this may indicate a
somewhat strong fiscal position, it happens against a backdrop of lower execution
of the budget which does not bode well for growth and poverty reduction.

14. Going forward, there are risks associated with expenditure proposals that
cannot be accommodated within the baseline ceilings. Some specific key
additional requests are summarized in Annex 10. These expenditures are
disclosed because they could have a material effect on the fiscal outlook given
the limited budgetary resources. Some high priority expenditure proposals from
these list could be taken on board during finalization of detailed ministerial
spending plans if savings are identified and resource envelope firmed up.

Vulnerability of Public Debt to Shocks

15.  The Government recognizes the importance of managing debt prudently
to avoid unwarranted debt burden to the future generation and reduce the risk of
macroeconomic instability. Significant effort has been made to improve the
institutional arrangement for debt management as well as capacity to assessment
of risks.

Institutional arrangements

16.  The Debt Management Department (DMD) at the Ministry of finance is
responsible for formulating debt strategy and ensures prudent debt management.
Under the new Constitution, a new legislation governing the operations of public
borrowing and guarantees needs to be in place on or before the new devolved
government is in place. The proposed Public Financial Management law provides
for a new institutional and legal framework of managing public debt in a
devolved system of government.

17. Under the current Medium-Term Debt Strategy (MTDS), 2011, the
principal objective of Government’s debt management is to meet the Central

w
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Government financing requirements at the least cost with a prudent degree of
risk. The secondary objective is to facilitate Government’s access to financial
markets and support development of a well functioning vibrant domestic debt
market.

Assessment of Risks

18.  The latest November 2011) debt sustainability analysis (DSA) for Kenya
based on the International Monetary Fund (IMF) DSA framework indicate that
Kenya faces a low risk of external debt distress. This reflects the limited reliance
on external borrowing and an expected improvement in macroeconomic
performance. All external public debt indicators remain below the relevant
country-specific debt burden thresholds. For instance, external debt as a
percentage of GDP broadly remains stable at 17-19 percent range from 2011 to
2016 (see Table below).

Summary: External Debt Sustainability Assessment
(in percent of GDP)
2011 2012 2013 2014 2015 2016
NPV of PPG External Debt
In percent of GDP (threshold=40)
Baseline 17.5 19.0 18.9 18.7 18.4 17.6
Combined shocks 17.5 21.8 26.2 25.6 24.9 23.8
In percent of exports (threshold=150)
Baseline 57.0 65.3 68.9 73.4 76.4 78.2
Combined shocks 57.0 69.0 80.8 85.2 87.7 89.3
PPG External Debt Service
In percent of exports (threshold=20)
Baseline 38 4.2 4.2 4.7 4.8 4.9
Combined shocks 338 4.1 42 4.9 5.0 52
19.  Under a combination of shocks—lower GDP growth, weaker exports, a

lower GDP deflator, and a fall in FDI—the DSA reflects that public debt is
generally resilient. Even though debt indicators worsen (NPV of public external
debt rises from 18 percent to 26 percent), they do not result in a breach of the
thresholds during the projection period, 2011-2016.

20.  The sustainability of Kenya’s debt depends on macroeconomic
performance and a prudent borrowing strategy. The projected investment in
infrastructure and the assumed improvement in the investment climate would be
crucial to sustaining strong exports and GDP growth. Additionally, Kenya’s
success in avoiding unsustainable debt to date reflects good management, but
also limited willingness on the part of creditors to provide financing, at times due
to governance concerns.
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21, Overall, the Government will continue to build on the recent medium-
term debt strategy to help maintain a prudent borrowing strategy. Strategies to
guard against shocks will include a build up in international reserves as envisaged
in the current Government’s economic programme supported by the IMF under
the Extended Credit Facility arrangement.

22. In addition, securing timely information on new disbursements under
external loans remains a challenge, with Debt Management Department
continuing to rely on information from creditors, which creates a lag in recording.
The Government hopes this will improve once the electronic Project Monitoring
Information System (ePROMIS) is linked to the Commonwealth Secretariat Debt
Recording Management System (CS-DRMS). A process to establish the level of
contingent liabilities is ongoing, while the disputed commercial contracts have
been managed prudently. The anticipated implementation of devolved
governance system is likely to result in increased level of contingent liabilities as
county liabilities are taken into account.

Contingent liabilities of State-Owned Corporations

23.  While liabilities of state-owned enterprises constitute a potential source of
fiscal risk, they are currently not a major cause of concern. A study that was
conducted four years ago of 25 state corporations that the Government perceived
to account for the majority of the contingent liabilities revealed that out of Ksh
57.6 billion total liabilities, about half or Ksh 28.2 billion constituted potential
contingent liabilities. Of the contingent liabilities, about 80 percent were
accounted for by two corporations—TARDA (Ksh.13 billion) and NSSF
(Ksh.9.8 billion). Contingent liabilities relating to TARDA arose from under-
insurance of the power generation assets whose financial benefits were enjoyed
by KenGen, given that the assets had not been fully vested. NSSF’s contingent
liabilities relate to court cases and possible penalties for non-compliance with tax
regulations. -

24.  Given that the causes of contingent liabilities are fairly generic, the broad
policy recommendations emerging from the study of 25 state corporations are
relevant to other state corporations. Thus, the Government will continue to: (i)
closely monitor and evaluate state corporations based on performance contracting
as well as strengthen their governance; (ii) ensure state corporations’ pension
schemes convert from defined benefit to defined contribution schemes to limit
Government exposure to unfunded liabilities; (iii) review the mandates of some
state corporations and conclusively vest assets and liabilities; (iv) and speed up
the privatization programme.

25.  Significant progress has been made in eliminating exposure to risks. For
instance: (i) the process of vesting of assets & liabilities in respect of the relevant
state corporations is progressing well, with the completion of vesting of
TARDA'’s electricity-generating assets in KenGen and the on-going vesting in
roads authorities (KeNNHA, KeRRA and KURA) and the Water Services
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Boards; (i) virtually all state corporations have now converted their pension
schemes from Defined Benefits Schemes to Defined Contribution Schemes,
effectively extinguishing the related contingent liabilities falling on the
corporations themselves and, by extension, the Exchequer; (iii) privatization of
state corporations is on-going with 26 investments/transactions at various stages
of implementation under the current privatization programme as approved by the
Government; and (iv) a policy and the related draft Bill on the
Management/Governance of State Corporations is currently at advanced stages of
development.

26. Overall, following reforms in sectors such as telecommunication,
transportation, and energy, the fiscal risks have reduced. Privatization and the
off-loading of some operations to private entities through various forms such as
concession arrangement have, to a large extent, transferred various risks of state
corporations in these sectors to the private sector. However, there are some risks
relating to shareholder’s role/obligation in the operations of the corporation with
Government still remaining as strategic partners in some of key institutions.
Examples include shareholder’s contribution in financing expansion plans such as
in Telkom, and Government cover for liability, loss or damage resulting from the
use of weapons of mass destruction, which the Government has been offering to
Kenya Airways since the events of September 11, 2001. This is renewed annually
based on advice that the cover is not available in the market.

27. A number of other non-commercial government agencies receive
budgetary allocations through transfers and constitute the central government
budget deficit. In addition, investment income mainly through dividends have
helped fund the government budget. For instance in 2010/11 inflows in the form
of dividends and other fees reached about Ksh 10 billion. Vigorous actions have
been undertaken in pursuing the collection of these dividends.

28. Guaranteed debt to state corporations that were rescheduled under the
Paris Club framework are being repaid by the Government. Those state
corporations that are able to repay their rescheduled debt are repaying to the
Government and are part of receipts financing the budget.

Public Private Partnership and Contingent Liabilities

29.  The Government recognizes the need to explore Public Private
Partnership (PPP) option in the delivery of public infrastructure and social
services. Public investments in energy, roads, railroad network, ports, water and
wastewater treatment, irrigation, solid waste management, information and
communication technology (ICT), among others, are therefore expected to be
complemented by private sector investment under the PPP framework. This is in
Jine with Government’s goal of infrastructure modernization, efficiency in public
service delivery, development of wealth creation opportunities, competitiveness
of the country, and shared growth strategy.




30.  The Government is aware that the PPP arrangements may expose the
country to a variety of complex fiscal risks, including right-of-way,
political/regulatory risk and change in law, currency convertibility, events of
termination, material adverse effect, among others. To ensure prudent
management of contingent liabilities, the Government is at the final stage of
developing an appropriate legal and regulatory framework to guide the PPP
agenda. In addition, the Government will continue introducing administrative
arrangements and processes that will help guide the selection and implementation
of projects. Scrutiny of PPP projects will be done carefully to preserve fiscal
discipline and safeguard the interest of tax payers. All guarantees and other
security instruments provided under the PPP agenda, together with all other
contingent liabilities will be integrated into the debt management process.

Resilience of the Financial Sector

31.  According to the Central Bank of Kenya (CBK), the banking sector
remains adequately capitalized as total capital adequacy ratio (CAR) of the
banking system as of end-December 2011 stood at 19.4 percent compared to the
statutory minimum of 12 percent. The non-performing loan (NPL) ratio of the
banking system dropped to 4.4 percent as of end-December 2011 from 6.3
percent in December 2010. Stress tests conducted by CBK taking into account the
prevailing high interest rates regime indicate that the banking sector remains
sound.

32.  Commercial banks partially owned by the Government pose minimal risk
after the Ksh 20 billion restructuring of the National Bank of Kenya in 2008. The
other large banks are broadly on sound footing and have limited risks.
Privatization of Consolidated Bank and Development Bank of Kenya is ongoing
under the privatization programme that is managed by the Privatization
Commission. The envisaged privatization of Consolidated Bank and
Development Bank of Kenya will further reduce the exposure of the Government
to the banking sector.

33.  To strengthen the banking sector, the Government will step up the efforts
to strengthen the financial infrastructure to adapt to the new challenges associated
with the modernization of the banking system, including cross-border operations
and mobile banking. Measures conducive to that goal are the following:

/

* Implementing consolidated supervision to enhance oversight of banks
with cross border operations. This will be hinged on information sharing and
co-ordination between the CBK and other supervisors particularly in the East
African Community where Kenyan banks are expanding their footprint.

* Reviewing capital and liquidity standards for banks to strengthen them to
be able to withstand periodic shocks.
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e Upgrading the crisis management frameworks (CMF) to deal with the
challenges of cross-border banking activities.

e Reinforcing prompt corrective action by the CBK, following the
amending of the Banking Act.

e Strengthening risk-based supervision including adopting a time-bound
program to put in place an assessment of conglomeration risk of relevant
local groups.

e Expanding the credit information sharing mechanism to include various
credit providers beyond banks such as microfinance institutions and
SACCOs. This will enhance credit risk management in banks and other credit
providers.

e Expanding supervisory procedures to ensure full monitoring of financial
business driven by bank agents under the newly introduced bank agency
mode] and through the use of mobile banking.

34. Overall, fiscal risks in other sub-sectors of the financial system are
minimal:

e The Government is not currently guaranteeing loans to the Development
Finance Institution (DFIs) until these institutions are restructured and a:robust
legal framework for their supervision is in place. A DFI Bill is currently
being developed to facilitate reforms in this sub-sector.

e Restructuring of the National Social Security Fund (NSSF) is ongoing and
it is now in compliance with the Retirement Benefit Authority (RBA) rules.
RBA rules have helped ensure stability in the pension sector as a whole.

o Insurance and capital markets industry is reforming with strengthened
regulations from the regulators—Insurance Regulatory Authority (IRA) and
Capital Markets Authority (CMA)—to safeguard stability and increase
efficiency. Risks in the insurance industry are those related to coverage of the
Public Service Vehicle (PSV) sector. To further strengthening capital
markets, legislation to allow the demutualization of the Nairobi Stock
Exchange will be introduced shortly.
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« The Government has launched the Anti-Money Laundering Advisory
Board, which will shortly appoint a director to manage the Financial
Reporting Center (FRC) as provided for under the Proceeds of Crime and
Anti-Money Laundering Act of 2009.

Drought Mitigation and Management

35.  Kenya is a drought-prone country due to its location in the Horn of Africa
and recent climate changes. More recently, the recurrences of drought and dry
spell have increased. Financing of drought intervention measures have consumed
significant budgetary resources, far much more than the Ksh 2 billion set aside
for drought relief and another Ksh 2 billion for civil contingency fund. For
instance, at the beginning of the current financial year 2011/12, drought
interventions measures consumed over Ksh 10 billion.

36.  Due to the risks posted by drought, the Government has invested in
various water and irrigation programmes and initiatives to reduce the country’s
vulnerability to repeated droughts, including strengthening the capacity to
respond to the disaster. Some of these initiaves include early warning systems
managed by the Kenya Security Steering Group (KFSSG), and upgrading the
infrastructure used for providing timely weather forecasting. To strengthen these
initiatives, the Government is in the process of developing a legal and
institutional framework that will provide for risk assessment and early warning,
knowledge building and awareness raising, as well as effective early response
and recovery preparation.

37. Looking ahead, significant investments will be required to reduce the
country’s vulnerability to repeated droughts. This includes stepped up support of
improving domestic agricultural productivity in a sustainable manner, in line with
the Government’s action to ensure food security by investing in irri gatlon and
agribusiness activities. -
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Annex Table 1: Main Macroeconomic Indicators, 2009/10-2014/15

200910 | 201071 MM 20113 20304 WS
Prov | prov |Budger” BROP12 2pS2 (BPSI1" BROPU2 RS2 |BPSUI” BROPIY BRS'D |BROPIY BPSI2

Anmual percentage change, wiless otherwise indicated

National account and prices
Real GDP 4l 50 51 49 [} 63 55 53 65 58 59 63 63
GDP deflator 57 13 91 B 134 ] 60 105 113 50 65 11 54 56
CPI Index (eop) 5 M6 | 18 89 N0 ST19 80| S0 56 56 50 S0
CPl Index (avg) 55 69 93 151 160 | 64 95 93 50 63 63 50 50
Terms of trade (-detenoration) §9 | S4 [ a5 -l 20| 28 430 08 | 3 2 18 07 12
Exchange Rate(Ksh/USS, average) 87 | RS | BI 0 869
Money and credit (end of period)
Nel domestic zssets M [ 196 | 162 124 82 1155 182 | 162 138 152 92 134
Nel domestc credit to the Govemment 97 | 04 | 183 12 36 52 14165 | 47 64 151 69 11
Creditto the rest of the economy 168 | 316 | 176 207 18y | 178 w3 197 | N5 1S 169 140 171
Broad Money, M3 (percent change) 22 | IS1| 165 10 12| 4 S 113 ) 177 I8 163 143 151
Reserve money (percent change) NS | 43 | w6 @3 2| w4 S w3 | om1o s 3 | My us)
In percentoge of GDP, unless otherwise indicated
Investment and saving
Investment 195 | 203 | B4 202 06 | uE NS B6 | B3I U4 U4 %1 252
Central Govemment 86 78 | 125 91 LA 10 94 95 05 96 97 102 100
Other 109 | 135S | 09 NS 131 138 B30 41 | W4T M8 11 149 152
Gross National Saving 121 06 | 155 122 NS | 16 156 149 | 190 188 1 208 191
Central Govermment 15 21 19 38 33 55 4] 45 6l 49 53 58 59
Other 106 19 116 84 82 1.0 1S 104 129 139 117 152 132

Central government bud get

Totl revenue N3 | )| W1 BS U0 | M9 M) 42 | 252 M2 M4 | M5 UG
Total expenditure and net lending 95 | 293 | BS 06 303 | 30 B9 98 | 02 B3 NI | V6 92
Overall bafance (commitment basis) excl grants g2 | 52| 88 41 63| 61 59 56| S0 52 49 5. 46
Overall balznce (commitment basis) incl. grants 44 | 45| 4 41 48 | 47 46 43| 31 39 3B 37 35
Primary budget balance 38 | -8 | 4B 220 22 | 9 4 B 1 Y -13
Net domestic borowing 54 30 | 38 11 19 14 20 12 L1 16 12 15
Total external support (grant & loans) 25 24| 57 36 36 | 43 46 35 | 40 38 33- 4r 033

External sector

Exports value, goods and services 4| My | B2 N8 00| N2 w2 MY | 268 263 U] | 24 25
Imports value, goods and services W | M3 | 44 40 $2 | B3I NT NE | N 62 NI | WY M)
Cunent extemal balance, including official transfers 24000879 48 SNy o720 68 87 | 43 85 a3 43 4.
Cunent exteme! balznce, excloding official transfers J4 0007 79 49 | 0 68 86| 62 5S 13 43 £l
Gross intemational reserve coverage in monlhs of next year
imports (end of peniod) 31 0| 32 I 36 | 3 33 N 38 38 39 40 40
Public debt
Nominal central government debt (eop), gross 00 | $36 | 523 498 s00 | 512 408 415 | 497 467 MY | 455 442
Nominal central gm-cn';'mml debt (cop), net of deposits a5] | 488 | 486 458 459 | 429 M3 44l | 467 B6 49 | 421 4
Domestic (gross) %9 | 76 | 284 A48 250 | w6 B4 A) | 48 2% BY | N7 N8
Domestic (net) 00| n1 | 47 N8 20| B2 B 07, 20 1BF 0% | B0 21
Extemal 02| %) | BY MUY MY | w6 W4 B4 | W MR N0 | WT 24

Nominal GDP (in Ksh billions) 2| 2TB| 3R 3 35| 3589 36 36| 40 43 43| 48 496
Nominal GDP (in USS millons) 2051| BE| W36 I Y| 43056 4436 4TS| 41812 BT M| 26T 55189

Source” Mimistry of Finance

BPS = Budgei Policy Statement

BROP = Budgef Review & Outlook Paper
1 Updated in June 2011




Annex Table 2 Lentral Government Operations 204041 - 2044/45 fin billons of Kenya Shilkngs)
20010 | 209014 214112 i3 M M5
Poc | Prx |Buwpa” RevBl ESPR |BPSTIT BROPTI BPST | BPSAT BROP1I BPST? | BROPU  ppss
[
VOTAL REVENUE SEA | WIS [ oTIIt W04 MM | B m26 BES | 10088 LM (M2 | 1u15 qam2
Ordinary Rerenve jexdl LATF) S5 | B2 | MEY T4 T4 | BAS M8 Med | 06 ¥R 9m2 | 1072 L7
Income tax 1| BET | B3I 304 B BBy M3 )W 428 a3 | 60 Qo
mpar duty nef 63 ) M1 | ss6 SEE S63 | MO 683 M1 | B3 M4 T3 M¢ [t
Excxe dity W) OME | I M 84 [ 0ET 1 %3 | 106 104 105 | 14 146
Value Added Tax WO | Mis [ 83 198 teb | BS 28 WM M1 M1 BE4 | M52 N
Imvestmert income L L T S TSN T J I L N P AR L1 % 3 1’ 181 173 03
Other RT )M ;o8 BT s B5 &1 my | oess s L1 24} %2
LATF w4 p 121 | 83 183 w83 | o5 7 w4 | w2 | Bt 50
Whvrstena! 208 Departmenta fess (W) B2 [ 2 ] Sk M3 B3 | 63 S0 818 | B4 N n M 4
EXPENDITURE AND NET LENDING I3 ] MY | AT 1AW a4 | M3 a8 G52 | 1206 128 462 | e 1003
Recument empendiure SMA | SMT L oebAD BT G7EA | 20 Mer W3 | M3 eE 2S5 | §126 o
nleres! paymenty 85 ) 762 | M1 865 M6 | WY w23 g2 0 st w76 0EE | 1My 156
Damesit inkarest S| 82 | ee T om | ey w5 | @1 W3 a0 LIRS W0
Foceign nterest Bl 15 1) 1] w0 Me | % 1 128 a1 i
Wages and benets{ow servce] M | 195 | 26 294 284 | unl 226 X1y | ;S Ast Wy | g1 3w
Contbuton fo ol semice penson fund 0 | 0o 00 [ 0 | M4 uE B2 | %1 165 1 14 181
Cn servee Reform 0| o [T} ) 02 00 0oy b2 00 00 00 ]
Pensons el BO | BT ) ME N6 N6 | X2 M2 M| 45 [72] 53 a2
Other 23| w2 | ®5 %6 483 | M3t HE2  MIE | amS IME M5 | W8 B
Defense and NSIS 59 | b0 | e52 76 6 | B0 K1 BT | 611 656 (11 bat] n2
Deveicpmen! and Ne! lending NEY )2 [ owee o M2 s | M6 e w02 | a6 a0 @13 | @ @S
Domesealy financed 1613 1 1501 | 235 1997 47 ) 133 MBE B0d | 22 91 B | e 383
Forern Bnancad 805 ) 670 f 31 w28 170 | 14E ;R4 086 | W07 1660 W25 | M5 16
Netlendng wln 26 H3 2 2 2 u | 28 2 28 k1) Eil
rouph Expenditires 61 32 16 1] 1) 20 2 0 | 20 2 00 20 )
w | e 05 0 00 5500 50| 6t 10 50 100 ]
IConsttuion Retom ] i 1" 00 00 30 1 0|20 " i 1) 50
ICondiBonal grants fo margin areas {Equalizaion Fund™) . . 0 . 1) 3] 3 B 3 a3 43 1] ]
Balance {commitment basis exc! grants) AT2 | M3 82 T a0 | 73 dd AT | 208 251 280 | 43 .
Gustment Io cash biss 00 | o4 20 2 00 [T} (1) 0o | oo 20 80 00 1]
Prowect grants W7 OWE | 41 @0 a0 | oS4 412 3| 8y 5 W £ 564
Programmme grants 0 | n 1) " it 00 17} 0| o0 00 1) 00 1]
Balance (cash basis including grants) K5 | 188 [ 232 283 402 | 4TS T W4 | 08 e MRS | M2 A
Statsficaldserepanty TS A 00 00 00 00 1) 00 0 00 00 1]
FINANCING 60 102 | M2 @2 W2 | WIS I W4 | W1y sl %R | 2
Ne!foreign Enancng ns | oMt 16T MRE St | 187 w01 87 [ 03 e s | 12 %9
Projectloans I | A2 | WD 159 WM | 1026 2 4| 07T T M4 YT V]
DA countprpart reinancing o | m 0.0 i 00 00 00 00 | 00 00 .- 00 - 09 00
Programme loans 0} o0e b0 b0 20 00 00 1) 00 [ 1] 0 09
Commertial Fin/Sovereign bond 00 | m 00 821 81 [ 41 00 0 | 1 4 i u2 up
Repayments dus RUTEN I T <Y S N N . 1 NS T S J I I X N S '3 O K 17 B '3
Change in arears 1| 91 0 [ 00 1) 0 00 | 00 00 1} 00 o0
Rescheduing Debi swap 05 | 08 65 0§ 'H 5 05 05 | 05 05 05 05 05
Prvalizabon proceeds [T T 00 00 0 00 00 0y | o0 00 00 00 ]
Net domesbe borrowng P LI R R 1T S YA N A R ' T N /4 S | A 1 .1 B | TR 1} 3
Financing gap 00 | oo 0o 00 00 ] 00 00 | oo 00 00 [3) 0
M
Ertarmal Debi w81 | s | my . HSA | BT 862 S | M7 L0924 | 164 10517
Domesic Dexk [gros) 605 | Thar | EaE . BA3 | @35 M YO | S WTE i foa00n0 1iub
Domesic Debt fnefy 505 | B05 | TS TMO  6mE | B 7R 03 | MY a2 w33 | ey em2
Provary budge! balwce ) 87 | 29 T M6 [ RS s 2 | 65 91 X | B4 862
Devoked funds.
County Revenue Fuid {15% of prewois yea's evenes) - . - . | a ot 3 |t 1A2 0 w03 | omy e
Equalzabon Fund [0.5% of previous year's revenves) . . . - 5 36 36 i 4 [} 1] 1]
Nomnal GDP LASEY | UM | MMt 3MSZ 32862 | ISEAT 3833 IMES | 40M5 432 MRS | 4m%s 434
Sowce Mimehy of Finance
Moty
BPS = Budge! Pofcy Strtement
BROP = Budget Revew & Ourboot Paper
W Updated 1o June 2011
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Annex Table 3: Central Government Financial Operations, 2010/41 - 2014/15 in percent of GDP)
200840 | 201011 201412 W3 13114 W45
Por. | Pox |Bwge RevBg BPST2 [BPS11' BROP12 BPSM2 | B! BROP1Z  BPSTZ | BROP1Z  pps
_[ToTAL REVENUE DV | W% | A% | 240% | 200% | 8% | 240% | MUZ% | 22 | WZ% WA% 5% 248%
(Ordinary Revenue (excl LATT) N6% | 20% | WE% | 20% | 26% | 21% | 8% | 20% | 20% | 2% | nM% | 2% | 25%
Income tax B5% | 9% | S2% | BA% | S4% | 8% | 83% | 45% | 84% | 3% 86% 3% 87%
Impor duty {ned % | 47 | 1% | % | % | A% 1% % | A% | 1T 15% 1% 17%
Excise duty 0% | 28% | 29% | 25% | 25% | 30 | 5% 25% | 3% | 26% 15% 28% 5%
Vave Added Tax 8% | 62% | 64% | %% | SB% | 6% 82% 60% | E7% | b4% 61% 6.5% 6.3%
Investment income: 03% | 04% | 04% | 0% | 04% | (&% 0.4% 04% | 0% | 04% 04% 0.4% 0.4%
) Oter 13% | 15% | 18% | 2% | 18% | 1T% 1.7% 18% | 1% | 1% 0% 18% W%
’ LATF 04% | O4% | 05% [ 05% | 5% | 05% | 05% | 05% | 0% | 0% 05% 05% 05%
Ministerial and Departmental fees (AiA) 12% | L7k | 1% [ 20% | 20% | 1% 1T% 18% | 1% | 1% 16% 17% 16%
EXPENDITURE AND NET LENDING BS% | 203% | WE% | 328% | 303% | 300% | 288% | 28B% | 2% | 2% | 2 2% 2%
Recument expenditure 5% | 20.0% | 08% | 200% | 205% | 196% | 19B% | 197% | 192% | 182% | 192% | 188% | 183%
Interes! payments 26% | 1% | 26% | 8% | 2B% | 28% | 3% 5% | 3% | 5% 24% 3% 21%
Domesfi infesest 3% | 5% | 24% | 24% | 24% | 28% | 2%% 2% | % | 2% 1% 18% 12%
Foreign intesest 02% | 0% | 02% | 0% | 03% | 0% | 0% 0% | 02 | 0% 03% 0.4% 0.3%
Wages and benekis (civl senvice) 0% | T2% [ T0% | 0% | T0% | B8% | EE% 68% | 6%% | 66% B7% 6.6% 67%
N Contribuion fo civi service pension fund 00% | 00% | 00% | 00% | 00% | Cd% | D&% 04% | 04% | (4% 04% 0.4% 0.4%
Cidl senvice Relorm 00% | 0% [ 00% | O00% | 0% | 00% [ 00% 00% | 00% | 00% 00% 0.0% 0.0%
Pensions el 12% | 0% | 1% | 1% [ 0% | 0% 10% 0% | L% | 0% 10% 1.0% 10%
Other 4% | B1% | BI% | B0% | 76% | GE% | ES% 3% | 0% | 13% 12% 12% 12%
Delense and NSIS 3% | % | 20% | 28 | 24% | AT% 17% 1% | 5% | 15% 15% 15% 15%
[Developmen! and Net lending B7% | 79% | 125% | 17% | S6% | 11% | 3% o6% | 106% | 7% 87% 02% | 10.0%
Domestically fnanced 62% | S4% | B7% | 6M% | 58% | S6% | 4% 60% | 60% | SB% 04% 6.0% 65%
E Foreign financed 25% | 4% | ST% | S6% | 3% | SA% | 4f% 35% | 45% | 3B% 3% (%3 %
- Ne! lending 01% | 01% | 0% | 0% | 0% | 0% | 0% 0% | 0% | 01% 01% 0.1% 01%
Drought Expenditwes 02% | 0% | 04% | 02% | 02% | 0% | 0% 00% | 00% | 00% 0.0% 0.0% 00%
|Contingencies 0.0% 0.0% 00% 0.0% 0.0% 0.2% 0.3% 01% 02% 02% 0.1% 0.2% 0.4%
[Consftution Reform 0% | 0% 00% 0.0% 0.0% 01% 0.2% 0.3% 0.0% 02% 0.2% 01% 0.1%
Balance (commifment basis excl. grants) 2% [ Sh | ARk | aaw | o8 | &M% | 5% | SEW | M | AZA | A8% | SM% | 4%
{Adjustment fo cash basis (13 ura L% V1% [y V% Uk uw» WA L% U L% W%
Project grants 0B% | O7% | 13% | t4% | f4% | 4% 12% 2% | 13% 14% 1% 14% 1.1%
IProgrammme grants 00% | 00% | 00% | 00% | 00% | 0% | 00% 00% | 00% | 00% 0.0% 0.0% 0.0%
Balance fcash basis including grants) B | AS% | 4% | A% | 48% | 4% 48% A3 | AT | %% 38% 3% 35%
Statisfcal discrepancy 00% | 06% | 00% | 00% | 00% | 00% | 00% 00% | 00% | 00% 0.0% 0.0% 0.0%
o FINANCING 6.4% 0% 14% 6.5% 49% % 4% 2% 3% %% 3B 3% 35%
- Net foreign financing 0.9% 0% | 3% 5% 0% 3% 8% 16% 15% 2T% 123 25%: 20%
Project loans 16% 17% | AS% 41% 21% 5% 1% 2% 7% 5% 1% 8% 22%
IDA counterpart refinancing 00% | 0.0% | 00% | O1% | 00% | 00% | 00% 00% | 00% | 00% 0.0% 0.0% 0.0%
= Programme loans 00% [ 00% | 00% | 00% | 00% | 00% | 00% 00% | 00% | 00% 00% 0.0% 00%
Comme¢cial Fin/Sovereign bond 00% | 0.0% | 00% | 16% | 8% | 1% | 00% 00% | 05% | 10% 1.0% 0.5% 0.5%
Repayments due O8% [ AT | 8% | DB% | OB% | A7% | 7% | 7% | 7% | OB | 20% [ 8% | AT%
Change in zears 0% | 00% | 00% | 00% | 00% | 00% 0.0% 00% | 00% | 00% 0.0% 0.0% 0.0%
ReschedufingDeb! swap 00% | 00% | 00% | 00% | 00% | 00% 0.0% 00% | 00% | 00% 0.0% 0.0% 0.0%
Prvafzaion pioceeds 00% | 00% | O00% | 00% | 00% | 00% | 00% 00% | 00% | 00% 0.0% 0.0% 0.0%
Refinancing - Telkom 00% | 0.0% | 00% | O00% | 00% | 00% | 00% 00% | 00% | 00% 0.0% 0.0% 0.0%
Nel domestic bomowing SA% | 30% | 3B% | 19% | 18% | 4% | 20% 8% | 1% | 1% 26% 12% 15%
Financing g2p 00% | 00% | 00% | 00% | 00% | 0% 0% 00% | 00% | 00% 0.0% 0.0% 0.0%
Memo items )
A [Tota pubc debt {nef) ’ 2% | M8B% | 8% | 0% | 0% | O9% | W3% | A% | 4T% | GB8% | 4% | 7% | 4%
. [Domestic Debi (gross) B8% | 6% | 28% - 254% | 268% | 4% | 241% | 248% | 218% | B | A% | 2%
(Domestic Debt (nef) 0% | 27% | BS% | 3% | 210% | 2% | 199% | 7% | 20% | 188% | 08% | 180% | AM%
Primary budge! balance B | UB% | AR | A% | 2% | 9% | 4% | AB% | % | 4% | A A% | A%
Devolved funds: 00% | 00% | 00% | 00% | 00% | 00% 0.0% 00% | 00% | 00% 0.0% 0.0% 0.0%
County Revenue Fung s - 0% 8% wh 0% % 30% 0% 3%
Equalizabion Fund 0.1% 01% 01% 01% 0.1% 01% 01% 0.1%
Judiciary Budget - 0% | 03% 03% 0.3% 03% 03% 03% 0.3% 02% 0% 0% 02%
Pariament Budge! 03% | 03% | 02% | 02% | 0% 03% 03% | 03% | 03% 0.2% 0.2% 0.2%
Nominal GDP 00.0% | 100.0% | 100.0% | 100.0% | 100.0% | 00.0% | 900.0% | 100.0% | 100.0% | 100.0% | 100.0% | 100.0% | 100.0%
Source: Miistry ol Finance
Note .

%: Budgef P(ﬁq Statement
BROP = Budpel Review & Outiook Pager
)/ Updated in June 2011
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Annex Table 4; Recurrent Sectoral Ceilings for the MTEF Period 201243 - 2044115 {KShs. Million)
NANEE OF SECTOR 007 Estmales]  Prited] Rewsed] Baseline]  Cefling Prejections
Printed| Approved!  2013H2}  IMSA2]  J0MZMI| M2H3| 20134 |  20%4M8)
501} AGRICULTURE AND RURAL DEVELOPKENT Gross WHE) MM MY M) WAL BN ndp|  dnded
MA 1,506 1763 1516 1799 187 282 0 281
el 18,418 1882 hairil 1010) 22566 25018 B2 wgis
Of Which. | Salares B,164 (X 8037 10,085 5308 10367 10678 10998
Grants & Transters 4,660 2001 4885 LAK] 9510 11320 12145] 12668
Others m 3863 3808 3865 530 4268 450 6,784
S02{ ENERGY, INFRASTRUCTURE & KCT Gross 45,03 LA A SSAD4)  SRITO|  BASNO[  eBBSE| M6
AA 35432 36,580 {274 [y Y AT 50833 D19 5583
Nel 2536 10525 13368 10338] 14345 347 19.864] 1b478
Of Wheh | Satanes 344 20 33% 3505 4% 183 359 3918
Grants & Transters 340 1B 45538 48,555 {8315 540 5184 61015
Others 504 5158 [RED] 3541 5518 5140 1% (33
| GENERAL ECONDMIC, COMMERCIAL AND LABOUR AFFAIRS
503 |{GECLA) Gross 148 [l 126 8,028 134 10062 0061 1067
AHA 0 37 [ 52 35 518 540 2
Net 1146 1584 3394 (X1 8533 9543 01661 10441
DfWheh | Salares 1568 1543 1,663 108 1 1383 1,839 1997
Granb 8 Transters 373 3805 4123 4137 [AKl 4310 4,3% (X
Others 2494 2503 3030 3064 4,001 3268 43N 4253
S04 | KEALTH Gross Kyl 37,108 358 [ (1) 41200 ALY ]
MA 3883 3383 k4 382 3 3 45% 498
el Kkl kxkre) 37 2847 {2002 43818 4585 4
Of Wheh. | Safames 17,4683 19247 18340 WMl ueml  mam|  mEm| s
Granis & Transfers 12482 12583 12,586 13,88 14554 W7 14254 ( 14582
Othens 5218 53n 6,078 6,188 138 6,656 65% 8
505 | EDUCATION Grost 170800 175014 A8 A0TAN| AMTOE3|  204M2| MAsM| én
M-A 18,288 18538 1469 18530 18483 1983 18831] 20294
Nel 14620 156475 | 166020 1721387 17HS80| IM372| 184673 20347
0 Whch | Salanes 90011 102.901) 108824 1951731 115800) 118478 1mIS4| 127085
Granis & Transfers 50,614 0887 514 511 54,019 57357 B1572] 6490
Others AW BB UM LK 014 7386 2578|3143
506 | GOVERNANCE, JUSTICE, LAW & ORDER Gross 68,153 AR §1m 5417 ) 1027 | Ands2 51382 100,00
AA 4530 4an 3 ] i I 351 359
Nel 64,604 607 97441 w8 wadm|  0a8m §70%0{ 83040
Of Wheh | Sakanes £ 50582 59787 539 60,007 60,148 80437 | 62346
Granks 4 Translers 440 437 4230 Kk 4,208 4158 4,281 449
Others 21 26281 1785 35566 34632 40045 IeM| B3
507 | PUBLIC ADKIISTRATION & INTERNATIONAL RELATIONS Gross 54543  S0200| dsBSE|  S1M1| 5257 566 M| 605
A-A ] 530 867 120 il 1210 1382 1,158
het 53,581 49263 [LELE %121 S1.043 53818 S S48
Of Which | Salanes 13601 11,581 16,130 1319 1378 14520 14652 15108
Granks & Tamfers 19,078 20646 18756 2018 18282 1.0 0005] 01
Othens pavill 1746 17191 17926 064) - 24| BE0| 2489
508 | NATIONAL SECURTTY Gross SEA86)  S0084|  WSIE3[  TRSE0|  AOR2|  6203{  BIED|  ERpd%
MA i 57 . - - - - -
Nat 56,263 49952 85,163 TS0 BAOR2 64283 67601  BB.O41
Of Which | Salares 575 601 506 634 2] 653 643 8
Grank & Transfers 54782 4865 64421 AL 6330 £3403 6560 66SH
Ohers 138 112 135 145 1 an 3% 3
5031 SOCIAL PROTECTION, CULTURE AND RECREATION Gross 14,15 1608] 14306 w002 i AR 0300 ums
M-A 103 185 105 114 12 118 140 )
Nel 14,54 16,04 19,801 20388 18,072 18562 207661 23840
Of Which | Salanes 2619 219 18 I8 283 10 kRE] 3510
Grank 3 Transtens 4425 6,048 9,888 979 158 7186 8452 105
Uhers [ALK] 1400 10689 1551 n LAK 580 931
4 Gross $.046 SAME N0 108 0eIs| T Il s
540} ENVRONMENTAL PROTECTION, WATER AND HOUSING {EPWRH)
MA 240 3 2612 280 2568 342 348 348
Nl 5,568 634 7438 4 [123 80 814 8,346
Of Whch. | Satanes Jad 291 i1 3366 3212 3489 35 388
Granb & Transfers 3% 415 L [ 409% 4508 A5 [
Ohen P 285 3003 Pl 330 3660 [ 4566
TOTAL RECURRENT Gross ABB005| 457SSY| 553798{ S79000) SMNOS| GOREMTI s;r| ssTAM
MA N RS MM TAS2|  TaES|  maASs] AN 1S
Nel AEME[ 260787 ARADD)  SOASBE| MM SASM4T| SR 6918
Of Which: | Safaries 1928751 W3H03|  2IM) 2NATA| ASAM | M| 4382|288
Grants & Transfers IS5z 1SRN 2M0TS| 018D |  MSEMR| MIS| 21| AT
Others V] MNS8| 102557 | 05419 199280) 3| 1;M18| 3246
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Annex Table 5: Development Sectoral Cellings for the MTEF Period 2012/13 - 2014/46 (KShs. illon)

NAME OF SECTOR 2001 Estmates|  Prnted] Revised] Baseline] _ Celing Projectons

printed] Approved| 20tie| wfzra] wias| wms] awrmd] s

501] AGRICULTURE AND RURAL DEVELOPHENT Gross ne| mess| sme| wpw| med| ame] nw] me
60K | um2] wis| rote] nrm| fm| G|

Loans sa| sz ems| eam| apu| sis| o s seu

Grans saf| ssm| qu| egm| see| est2| sw| 6ms

07| ENERGY, INFRASTRUCTURE & 1CT Gross ot | farses| mase| sengon |t ] eeies] eme] fokna
GOK sesee| 20| | 7got] mse| TEN| o] wem

Loans 80516| 42154| 86397| BO768| S| BOTG8| BOTRS| 80188
Grants 33| 5B A3 53| BMRD|  G4SH)  SMB| 548t
Local ALA TMT| TA|  AG| S| 4% S| S| 532

GENERAL ECONOMIC, COMMERCIAL AND LABOUR AFFAIRS

503|(CECLA) Gross 13060 108 433 10440| 124421 1RSS| 4| 13440
GOK K A A T I L Yl
Loans 28| 30| 3| 24| 27| 3W| 3/ 3
Grants 1250 1405| 60| TO| %6 6% 558 658
Local AHA %5 pe B = =) = = %5 25
S04) HEALTH Gross 1893 20068| wM5| 28%23| M45| 2801] 0&M| 300
GOK B879| 883|732 34| 74| T4 96| 10560
Loans 435 36| 60| 813|  6020) BISH|  BMM| 813
Grants BOT|  T40| 23B| 13407| T782| 13407) 13407| 13407
505 | EDUCATION Gross M8 B0RS| ATSN| 28| nY8| up2L WK% 2
GOK 228 12054  9R0|  928| 103|108 fo42| 133
Lozns 66| 203 B07| 108%| 72| 108 108%2| 108%
Grants 48| 3BW| 20s2( 30| 3K 30| 38| 308
S05 | GOVERNANCE, JUSTICE, LAW & ORDER Gross 045 B00| a4 0716| 15M| 1658%| B38| 197
GOK BO17|  TA0T| ME40| 939 f4463| 156T3| 17%0| 18780
Lozns 3 3 - 8 - - - .
Grants 85| 82| 12| 1264] 84| B 819 94
507| PUBLIC ADMIKISTRATION & INTERNATIONAL RELATIONS Gross HAB] BOTE| M420|  SoAB| ATE08| SO6E|  MMT| M3
60K BB BH6| HEW| Q00| 07| B[ S| 3106
Lozns 32| 344|  TeH| 8397|640 8| 6Gi6t| 6
Grants 92601 10086 97| 87W| BEI3| SAUS| BE%| B8H
508 | SOCIAL PROTECTION, CULTURE AND RECREATION Gross 4060 17861 58] 7089) 20f64| R2T| AT0| 23007
- | GOK BR43| 7884| 7SSH|  30T|  TE60| 7EBD| 10%%| 11548
Loans B38| 64d4| 58| 63| 6733 69| 64| 6864
Grants A065|  3g34| 23| 334 6| 36ET|  4D4| 459
540| ENVIRONMENTAL PROTECTION, WATER AND HOUSING (EPWEH) | Gross WASE| ITAIS| 4Ade4| JMOS| JAEY| J6B| KT 4700

‘, GOK 7658| 15783| 19389| 179%| a2 ITB| 19%5| 244
Loans 1716 1592] I3 1356) 13/| 13| 135|138
Grants R I A I Y I I
TOTAL DEVELOPHERT Gross 0967| 01807) 96208] 00| 2| Nfar) dvan2| 4S8
GOK 110350 | 161803| 208772 181590| MBT246( MBSHT| 28648| 238608
Lons 107,720 8887) ML4M2| 13656| MAMT] 138280 134708] 135403
Grents 48] AT8|  AB0B) AB3RL| RS0 MBS 4RI 483
Local A | 7402} TS| SMS3| BRM) AT ST SA8| g
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Annex Toble &: Tolol Expenditure Cellings for the MIEF Period 2011/12 - 2013/14
NAME OF SECTOR 201011 N2 201/13 013/14 ] 2014115
Prinled Fevised Frinled| Revised! Basefine Celing Frojection
501 |AGRICULTURE AND RURAL DEVELOPMENT Gross 42885 47341 47849 52955 47572 52013 55,316 60,141
502 |ENERGY, INFRASTRUCTURE & ICT Gross 189.093| 168650| 226595( 219002 21X8| 230783 247831|  2628%
GENERAL ECONOMIC, COMMERCIAL AND LABOUR
503 [AFFAIRS Gross 21,344 2802 20949 19,469 el 22957 2910 A3
S04 |HEALTH Gross 55,154 51317 64314 72751 68,149 77002 81,059 85,364
505 |[EDUCATION Gross 190224 193109 202338 213877 220042| 29015 240866 251314
506 |GOVERNANCE, JUSTICE, LAW & ORDER Gross 78,606 0019 110446| 104133 11B1S8| 12091 115,76 119,834
PUBLIC ADMINISTRATION & INTERNATIONAL )
507 [RELATIONS Gioss 95697 BRI78| 124075| 110531 100)BI| 107.334| 109949| 11447)
508 [NATIONAL SECURITY Gross 56,686 50,394 65,163 78,560 84082 64,283 67,601 68,041
1509 {SOCIAL PROTECTION, CULTURE AND RECREATION | Gross 31,651 3170 35,625 B9 30,35 36,568 £263% 47,102
ENVIRONMENTAL PROTECTION, WATER AND
510 |HOUSING Gross 48,501 47418 54,453 47,707 45,505 48478 51140 34,475
TOTAL 809.842 | 799,455 | 952008 | 959,074 | 938543 | 989,744 | 1,034,069 | 1,087.710
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Anpex Table 7: SECTOR PROGRAMMES AND BUDGETARY ALLOCATIONS, 2012/13-2014/15
201213 201213 | 2013714
Programme ceiling Projection

AGRICULTURE AND RURAL DEVELOPMENT 52,013 55,316 60,141

0101 |Policy, Strategy and Management of Agriculture 3,229 3,152 3,406
* 10102 |Crop Development and Management 19,371 18,619 19,962
0103 | Agribusiness and Information Management 2,128 2219 2,812
0104 |Livestock Resources Management and Development 8,444 9,015 9,250
0105 |Cooperative Administrative and Support Services 485 205 ) 211
0106 |Cooperative Development & Management 1,240 1,299 1,409
0107 |Land Policy and Planning 4,233 4,738 5,471
0108 |Forestry and Wildlife Policy regulation and co-ordination 513 528 576
0109 |Forestry Development, research and Management 2,635 3,651 3,321
0110 |Wildlife Conservation and Management 2,247 1,608 2,398
0111 |Fisheries Development 3,029 5,005 5,759
0112 |Research & Development 4,459 5,276 5,586
|ENERGY, INFRASTRUCTURE & ICT 230,783 247,831 262,856
0201 |Local Authority Management and Development 27,489 29,483 32,083
0202 [Road Development, Maintenance and Management 107,463 114,027 119,971
0203 |Transport Management and Safety 5,147 4,843 4,845
0204 | Transport Infrastructure Development 13,775 13,389 14,111
0205 |National Electrification 56,876 62,183 65,264
0206 |Renewable Energy Resources 698 712 742
0207 |Petroleum Exploration and Distribution 1,820 1811 2,293
0208 |Centralized Support Services 983 1,126 1,152
0209 |Information and Communication Services 2,358 1814 2,017
0210 |ICT Infrastructure Development 3,723 5,107 5,429,
0211 |General Admnistration services 630 476 481
0212 |Metropolitan Infrastructure and Services 2,369 2,862 3,313
0213 |Government Buildings Services 4,215 5,682 6,447
0214 |Coastline Infrastructure and Pedestrian Access 1,119 1,697 1,905
0215 |Procurement, warehousing and supply Ji 71 53
0216 |Construction Standards and Research 90! 200 300
0217 |General Admnistration services 801 1,200 1,299
0218 |Research & Development (ICT) 1,150 1,150 1,150
GENERAL ECONOMIC, COMMERCIAL & LABOR AFFAIRS 22,957 23,910 24,113

0301 {Integrated Regional Development 6,858 7,057 1,151
0302 |Promotion of Best Labour Practices 1,303 1,353 1,375
0303 [Manpower Planning, Development andUtilization. 1,500 1,650 1,750
0304 |Policy, Planning and Administration 403 409 425
0305 {Productivity Improvement, Measurement and Promotion 87 87 87
0306 |Trade Development and Investment 2,997 3,077 3,077
0307 {Co-ordination of East African Community Affairs in Kenya 1,341 1,662 1,629
0308 |Tourism Development and Marketing 3,108 3257 3,257
0309 |Industrial development and Investment 4,055 3,906 3,906
0310 |Industrial Research & Development 1,306 1,450 1,450
HEALTH 77,002 81,059 85,364

0401 |Curative Health 38,155 40,504 43,430
0402 |Preventive and Promotive Health Care Services 37,324 38,949 40,255
0403 [Heath Research & Development 1,523 1,607 1,679
EDUCATION 229,015 240,866 251,314

0501 |General Administration & Planning Services 7,867 8316 8,632
0502 |Basic Education 17,481 19,542 20,687
0503 |Quality Assurance & Standards 4213 4,151 1215
0504 |Secondary & Tertiary Education 19,950 24,647 24,978
0505 |General Administration & Planning Services 1,805 1,793 1,822
0506 |University/Tertiary Education 59,234 60,133 61,874
0507 [Research, Science, Technology and Innovation 2,027 2,053 2,081
0508 |General Administration & Planning Services 2,204 2239 2,786
0509 |Teachers Services 114,233 117,992 121,179
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GOVERNANCE JUSTICE LAW AND ORDER 120911 115,761 119,834
0601 |Policing Senaces 48 447 50,205 51,33)
0602 |Ad ation and Field Sernces 13,332 13,539 14,013
0603 |Narional Campaign against Drug and Substance Abuse 350 366 384
0604 |Government Pninnng Services 696 633 639
0605 |Policy, Management and Support Services 10 the Office of the Vice Presidency 1,185 1,510 1,548
0606 |Correctonal Services 15,069 15,530 16,333
0607 |Berung Convol and Lonery Services 214 219 364
0608 |Legal, ethics, Integnity National cohesion and consnmnonal reforms 1,128 1,140 1,352
0609 |Policy, Planning and Manag services 1,609 1,365 1,313
0610 |Legal Educauon Programme 389 339 354
0611 |Legal Services to Government and Public 1,906 1,702 1,794
0612 |Anu-Corruption Programme 1,889 2,014 2,117
0613 |Populanon Regisranon Services 6,433 6,887 7,141
0614 [Jmmgration Services 2,120 2,200 2,261
0615 |Pohicy Formulation and Coordination for Immigranion and Population Services 388 396 514
0616 }Public Prosecutions Services 791 1,128 1,172
0617 |Implementation of the Construuon 532 556 573
0618 [Reg:stration, regulation and funding of polincal parties 335 335 335
0619 | Human Rights Programme 264 344 354
0620 |M of Electoral Process in Kenya 13,634 4,853 5,001
0621 [Professionalism and Accounuability in Police Services 300 350 400
0622 |Dispensation of Justice 9,775 10,025 10,418
0623 |Promonon of Gender and equahty 125 125 125

PUBLIC ADMINISTRATION AND INTERNATIONAL RELATIONS 107,334 109,948 114,471
0701 [{Manag of State Affars 1,750 1,824 1,881
0702 [Human Resource M. and Develop 6,198 6,235 6,579
0703 |Coordination and impl on of Kenya's foreign policy 8,686 8,208 8,203
0704 [Rural Planning and C y Development 22,602 21,915 22,529
0705 |Coordination of Policy Formulauon and Implementation of Vision 2030 1,248 1,353 1,530
0706 |Daia collection and nanonal statistical informanon services 1,286 1,430 1,649
0707 |General Ad aton and Support Services for Planning 517 502 746
0708 { Momtonng and Evaluavon Services 178 210 221
0709 |Admunisoraton, Planning and Support Services 12,891 16,787 19,957
0710 |Public Fi ] Manage 21,537 23,012 21,762
0711 |Econonuc and financial policy formulanion and management 1,418 1,453 1,451
0712 {Faur Trade pracnces and creation of an enabling business environment 1,446 1,481 1,263
0713 |Cabinet Services 803 770 796
0714 {Public Sector Advisory Services 5,153 2,586 2,615
0715 |Admumstration of Human Resources in Pubhc Service 865 861 880
0716 |Audit Services 1,672 1,755 1,820
0717 (Legislation and Oversight 12,100 14 129 14 638
0718 |Coordination and Supervisory Services 2,214 721 73]
0719 |Conwol and management of public finances 531 363 381
0720 jPolicy on Revenue Allocanon 445 402 422
0721 |Salanes and remuneranon g in the public senace 445 402 422
0722 |Diplomatic Support and Manag Services 3,267 3,420 3,812
0723 |Ombudsman Services 33 130 135

NATIONAL SECURITY 64,283 57,601 68,041
0801 | Muntenaining and Safeguarding of Natonal Secunty 64,283 67,601 68,041

SOCIAL PROTECTION, CULTURE & RECREATION 36,968 42,636 47,102
0901 |Policy and General admunisuwative services 1,347 1,474 1,608
0902 }Gender and Social Development 2,964 3,125 3,444
0903 |Children Services 5,185 5,401 5,403
0904 |Disaster M 11,232 12,345 14,930
0905 |National Hentage and Cultre 2,538 2,926 3,168
0901 |Pohicy and General admmistrative services 568 979 1,007
0906 |Youth Develop and Empowerment Services 8,079 5,154 9,943
0907 {Manag and develop of Sport and Sport facilines 1,685 1,745 1,827
0908 {Special Development Initiatives For Northern Kenya And Other And Lands 2,970 5,486 517

ENVIRONMENTAL PROTECTION, WATER AND HOUSING 48,478 51,140 54,474
1001 |Water Policy and M 1,130 1,193 1,285
1002 {Water Supply Services 19,633 21,692 22911
1003 |Sewerage Services 232 369 401
1004 [Water Resources Manag and Storage 6,030 6,759 7,666
1005 |Irmigation and Dranage Infrustructure _B.54% 7,52) 7,345
1006 | Admmstration and Suport Services 201 207 214
31007 |Envar ) Policy Development and Coordination 555 520 588
1008 |Environment Management and Protechon 4,721 4,892 4,984
1009 [Mineral Resources Manag 622 599 599
1010 |Metearological Services and Climate Change 1,322 1,510 1,82)
1011 |Housing Development and Human Senlement 4,537 5,299 6,037
1012 {Research & Development 545 577 623

TOTAL 989,744 1,036,070 1,087,709
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ANNEX 9:SUMMARY OF ISSUES IDENTIFIED DURING BUDGET CONSULTATIONS

PRIORITY

KEY ISSUES/STRATEGIC INTERVENTIONS

REMARKS

L SOCIAL PROTECTION,CULTURE AND RECREATION SECTOR

Construction, refurbishment, staffing and equipping of

Youth Empowerment Centres and Youth Polytechnics

2 Up scaling cash transfer to the vulnerable groups Cash transfer to urban poor, older
(children, aged and PWDS) persons, older persons with severe
disabilities, orphans and vulnerable
children and Albinos provided
3 Set up fully equipped disaster response and
educational centres
4 Establish dams and Irrigation Schemes In ASAL Provided within the Ministry’s and
Counties National irrigation Board
5 Development Of Cultural Centres Funds provided for Isiolo and South
Coast Resort Cities
6 Infrastructure Support For Rehabilitation [nstitutions Considered within the Ministry’s
budget
7 Construction/Refurbishment of Stadia and Partially funded within the budget
establishment of Talent Academies
8 Establishment and modernisation of existing libraries Funding for Kenya National Library
in Counties Headquarters provided
9 Establishment of Disaster Contingency Fund This will be established within the
Context of Civil Contingency ACT
2011
10 Create A Drought Contingency Fund
1L PUBLIC ADMINISTRATION AND INTERNATIONAL RELATIONS SECTOR
1 Construction of Centralized County Office To be considered within the overall
Environment preferably 7 Stop Block for all public requirements of County
services infrastructure
2 Enhance ICT capacity and infrastructure Funding for extending the fibre optic
, to the Counties has been provided
3 Strengthen the capacity of Counties to plan and Funding for planning and menitoring
budget done. Staff to be seconded in the
interim
A Resource allocation for staff training and provision of

career development
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Construction and operationalization of County

(Districts) Information and Documentation Centers

Salary harmonization, and enhanced hardship

allowance for civil servants

To be considered once the salaries
and remuneration commission

advises

Pilot demonstrative small community to alleviate

poverty at the grassroots and reduce unemployment.

Funding provided within the Poverty

Eradication Commission

HEALTH SECTOR

Inadequate Human Resources In Health Sector

(nurses, doctors etc)

Funding for recruitment of additional
health workers has been provided
(915 doctors and 3000 nurses)

Health Infrastructure DevelopmentConstruction and
equipping hospitals country wide with amenity wards
and equipment e.g. MRI Machines, CT Scans and

other diagnostic equipment

Funding for CT scans, cancer
screening machines provided, and
rehabilitation of hospitals and

dispensaries

Supply Of Essential Medicines And Medical Supplies

Funding partially provided

High Disease Burden - Health education and
promotion; disease screening and control,
management and research on non-communicable and

communicable diseases.

Funding partially done

ENVIRONMENT WATER AND PROTECTION

Environmental Degradation and Protection of

Wetlands

Funds provided for conservation of
the 5 water t(;'_wer'si, afforestation, and
reforestation, and promotion of
carbon credit, and NEMA

[nadequate access to clean and safe water-
Rehabilitate, expand and develop rural and urban

water supplies

Funding for rural and urban water

supplies, water service boards

Pollutiob control and Waste Management

Management and Protection of water resources and

sharing

Inadeguate decent housing - Development of low cost

housing material; Slum upgrading and prevention

Funding for slum upgrading and low

cost technology provided

Availability and dissemination of weather/climate
information for early warning systems and disaster

preparedness
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7. Inadequate irrigation infrastructure Funds provided under NIB, Regional
Development Authorities
8. Poor sanitation and sewerage system
9. Exploitation and exploration of minerals and
associated impacts
V. ENERGY, PHYSICAL INFRASTRUCTURE AND ICT
1 Development and expansion of roads network and Funds provided in the Ministries of
bridges Roads, Public Works and Local
Government
2 Expansion of rural electrification programme Funds provided for rural
electrification
3 Exploitation of alternative sources of energy such as Funds provided for Geo thermal
solar, wind and biogas, and Geothermal exploration development, wind and solar
4 Development and expansion of ICT infrastructure Funds for laying fibre optic to
counties provided
5 Rehabilitation and expansion of airstrips and rail Funds provided for Aerodromes and
services commuter rail service
6 Waste management - Construct and expand
sewerage systems in the counties
7 Building plans and supervision
8 Construction of markets and bus parks - Construct Funds provided for retail markets
Livestock markets , Stalls and open Air Markets, and completion of the ESP Markets
construct modern markets, retail and wholesale hubs
9 Construction of 2 foot bridges in each county, seawalls
and jetties
10 Street and security lighting - Installation and upgrading
of street lighting in the 35 counties
VI. EDUCATION SECTOR
1 Inadequate teaching staff - Employ/recruit more Funds provided for recruitment of
teachers at ECDE, Primary, Secondary levels 10,000 teachers, and ECD
2 Inadequate learning infrastructure (classrooms, Funds provided for school upgrading
library)
3 Inadequate teaching & learning materials & equipment | Grants for FPE and FDSE is
- Increase FPE and FDSE grant per student provided
4 Low research - Provide funding for research Funding for research is provided
5 Low usage of ICT - Provision of ICT infrastructure to Funds for computer for schools
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all levels

provided

Inadequate/lack of Special education schools -
Construct and equip special schools in every

constituency

Poor health & nutrition among learners - Enhance

school feeding programme

Funds for school feeding programme

have been providéd

Inadequate funding for co- curriculum activities

Poor cultural practices - Construct rescue centers,

low-cost boarding school & mobile schools.

Funds for low cost boarding and
mobile schools in ASAL areas is

provided

10

Lack/Inadequate TTC/TTl/and universitiesestablish

colleges

Funding of 9 new universities

partially done

VIl

GEN

ERAL ECONOMIC,CULTURE ANS LABOUR AFFAIRS SECTOR

Investment Research and feasibility studies

Prepare County Master Development Master plans

Lack of adequate skilled labour - Upgrade and equip
industrial training centers with modern and appropriate
technology; Establish employment centers to provide

labour market information

Inadequate physical infrastructure(Jua kali sheds)
andmodern tools and poor access to credit by MSEs -
Establish MSEs centers of excellence to transfer
technology to the MSEs(Jua Kali) Tailor made credit

schemes(MSEs associations)

Funding for Jua Kali sheds and
Constituency Industrial Development
Centres, Joint loans board and SME

provided

Lack of Market access, infrastructure and business
information - Construct stalls and modern retail

markets in designated areas

Lack of Industrial parks - setup Industrial parks in all

)
Counties

Inadequate information on EAC market - Establish

Regional Business Solution/Information

VIl

GOVERNANCE,JUSTICE LAW AND ORDER SECTOR

Insecurity and crime - Strengthen policing capacity

and law enforcement institutions

Funding for recruitment, and

operations has been provided

Ignorance & lack of information- Civic education -

Civic education-K-NICE programme implementation
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3 Delayed/Access justice - Strengthen implementation Funds for recruitment of magistrates,
of court services programme judges, and computerization
provided
4 Registration Services - Devolve registration services
to counties
5 Corruption in the public Service/Slow response Funds to fight corruption provided
under various institutions
6 Cohesion Challenges/conflict resolution Funds for civic education provided
7 Inadequate/ineffective Rehabilitation measures for
prisoners
8 Election/Boundary/political issues -Delineation of
constituency and administrative boundaries
9 Human rights - decentralize human rights services to Funds provided f
counties, civic education
10 Field administration services - strengthen coordination
and monitoring of national government business at the
grassroots
11 Drug and substance abuse and HIV Aids Funds provided for eenforcement of
drug trafficking laws, behaviour
change communication on matters of
HIV/AIDs
12 Decentralization of the offices e-g IEBC, EACC, DPP
& State Law Office, Female prisons, Registration
13 Lack of disaster preparedness e.g during fires
outbreaks and floods
14 Retrogressive cultural practices e-g Cattle rustling,

FGM, witchcraft — undertake civic education

IX. AGRICULTURE AND RURAL DEVELOPMENT
1 Lack of affordable quality farm inputs and poor Funds for setting up the seed and
access fo credit facilities and establishing fish fertilizer funds, fingerlings hatcheries
fingerling hatcheries provided
2 Inadequate Extension Services - Strengthening Funding for extension services
delivery of extension services and research liaison enhanced
3 Lack of markets - Improve market infrastructure, and

Increase access to international markets
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4 Low Productivity for crops and animals Funds provided for extension
services, field surveillance for pests
and diseases, and control

5 Poor governance of cooperative societies - Funds to enhance audit and capacity

Strengthening governance and management of building of SACCOs provided
cooperatives societies ’

6 Poor Land management - Promote sustainable land

and natural resource management

7 Forest encroachment and poor conservation of water | Funds for water pans and water

catchment areas and water harvesting harvesting provided

8 Inadequate post-harvest handling and storage - Funding for grain driers and storage,

Enhance capacity for post-harvest storage and mini-processers provided
preservation

9 Minimal investment in value addition - Promote agro

processing and strengthen existing institutions
10 Human wildlife conflict - Fence the park with electric Funding for fencing of major parks

fence to avoid conflict with humans

provided
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ANNEX 10: SUMMARY OF SPECIFIC FISCAL RISKS - PENDING EXPENDITURES

VALUE
K Shs. Million
1 AGRICULTURE AND RURAL DEVELOPMENT 3,883
1.1 Water harvesting 800
1.2 Specinl Support 1o Farmners 200
1.3 Grain dryving and storage construction of communiry based stores 1,000
1.4 Velerinary Services Development fund 1,264
1.5 Development of infrasoructure 1o eradicale foot and mouth discesc 370
1.6 Emergency Control & Eradication of Tseise Flies and Human African Tryvpanosomiasis 360
1.7 Grant 1o Kenyva Animal Geneuc Resource Centre 234
1.8 Lend for IDPs 1.300
1.9 Qffshore patrol vessel for marine and coasial services 500
1.10 | Fire fighting equipment 879
1.11 Sccurity operations 200
1.12 Becach management programme 450
1.13 | Housing for rangers 400
1.14 | Repair of rangers houses 21
1.15 | Procurement of aircrafl 605
J 16 | Fencing Mt Kenya/Eburu 300
2 ENERGY, INFRASTRUCTURE & ICT 76,796
2.1 Way leave 3,600
2.2 Contribution in Lieu of Ratcs 2.300
23 Construction of markets 2.700
24 Roads (various) 5.250
2.5 Roads (Counterpart funds) 9.700
26 KPA- Mombasa port development{ 2nd Terminal) 4.800
2.7 Lamu port 16,100
28 KBC- Migration for from medium wave tcchnology 10 frequency modulation 1,400
2.9 Kcnya Railways corporation 4.890
210 Gecothermal Development Company 1.600
211} Rural Electrification Authonty 12,021
2.12 | Nuclecar clectricitv project 250
2.13 KETRACO 137
2.14 | Kenya Institute of Mass Communication 122
2.15 | Brand Kenya 80
2.16 | Enhancement of O&M 60
2 17 | Pending bill for Huaweis- NOFBI project 150
2.18 | KIMC- Hostel construction 177
2.19 | Purchasc of Film Equipment 50
2.20 | Konza ICT Techno Polis - Construction and civil works 400
2 2] Installarion of urban surveillance system(CCTV) 4,154
2.22 | Purchase of fire fighting cquipment 494
2.23 | Mciropolitan planning & cnvironment 341
2.24 | Social Investment 20
2.25 )} Complction of stalled projects 6,000
3 GENERAL ECONOMIC, COMMERCIAL & LABOR AFFAIRS 13,097
3.1 Trade - Operations & Mnaintenance 416
3.2 Export Processing Zonecs Authority 8S
33 Subscription to International Organization 185
3.4 East Africa Inter- university Council 108
3.5 Incentives conference and exhibitions 100
3.6 Development of an integrated incomes and wages policy 20
3.7 High Grand Falls Multi-Purpose Dam - RDAs 10,320
3.8 Xenya Tourist Board - Marketing and promotion acuivities 500
3.9 Kenya Utalii College (Mombasa) - construction - 300
3.10 |Resort Cities S00
3.11 Development of Iron and Steel Industry 100
3.12 | Anti Counterfeit Agency 463
4 HEALTH 35,246
4.1 Salary Shontfalls - Ministries 15,271
4.2 Salary Shorifalls - SAGASs 3,527
4.3 Recruitment of Henlth Workers 5,066
4.4 Medical drugs & ARVs 2,544
4.5 Hospital Infrastructure 3,569
4.6 Other O&M 5.269
S EDUCATION 57,348
5.1 Fasi Timck Initiative (KESSF) 2,200
5.2 Short fall in FPE funding 984
5.3 Shortfall in FSE funding 8,014
5.4 Infrastructural Development 6.300
5.5 Employment of jeachers 40,000 13,600
5.6 Construction of University of Nairobi Tower block 1,000
5.7 Additional Requirements for Accelerated Admissions 2.400
5.8 Loans to University students 1,500
5.9 Training of teaching personnel 3.500
5.10 | Equipments 6,500
5.11 Salaries award for excellent performance by UON 250
5.12 | Technology and Innovation 1.500
35.13 | Rescarch Fund 1,500
15.14 | Development New University Colleges 5.800
5.15 | Pan Africa University 750
5.16 Subscriptions to Internatonnl Organizations 800
5.17 | Open University 750
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6 GOVERNANCE JUSTICE LAW AND ORDER 70,203
6.1 Internal Security Operations 4,972
6.2 Recruitment of Police Officers 4 5,069
6.3 Review of Police Salaries 4.080
6.4 Security Equipment & Infrastructure Development 3,768
6.5 Construction of Prisons Staff Houses (14,000 units) 33,500
6.6 State Law Office - Operations & Maintenance 520
6.7 NEBC - Election Operations 12,000
6.8 DPP - Salaries, Capacity Building, Infrastructure Dev. & Operations 2,952
6.9 Registrar of Political Parties - Capacity Building, Infrastructure Dev. & Operations 2,773
6.10 | Witness Protection Agency - Salaries and Operations 569
7 PUBLIC ADMINISTRATION AND INTERNATIONAL RELATIONS 28,296
7.1 Hardship allowance harmonization to be back dated as from July 1, 2009 3,210
7.2 Business process re-engineering 50
7.3 Records management officers for various ministries 151
7.4 Capacity building in Counties 60
25 Diplomatic Offices in Somalia 164
7.6 Foreign Service Allowance 470
sl Capitalization of consolidated bank 1,000
7.8 Coffee debt write off 1,678
7.9 ADB-Subscription of shares 320
7.10 | EADB- Increase of shares and arrears 880
7.11 | PTA- Subscription of shares 210
7.12 | Shelter Afrigue : 236
7.13 | National Cereals and Produce Board - compensation for losses emanating from Cabinet directive 2,200
7.14 | Ken trade - Purchase of software 380
7.15 | NOCK - GOK capital injection for trading and for expansion of the retail network 1,500
7.16 | Loan to KPCU -Restructuring and receivership cost 750
7.17 | STABEX- loans to coffee SACCOs through cooperative bank 1,700
7.18 | Loan to Telkom Kenya- shareholder loan 5,000
7.19 | Loan to IDB - on lending to small and medium size Enterprise 500
7.20 | De la Rue 700
7.21 | Cabinet - Infrastructural development & ICT 518
7.22 | Enhancement of the budgetary allocation 700
7.23 | OPM - Operational Expenses 7:18
7.24 | Controller of Budget - Salaries & Operations 150
7.25 | Parliamentary Service Commission - Salaries, Operations and Infrastructure Development 4,754
7.26 | Salaries & Remuneration Commission - Operations 300
8 NATIONAL SECURITY 37,168
8.1 Security Operations, Modernization & Related Expenditures 37,168
B El SOCIAL PROTECTION, CULTURE & RECREATION 39,104
9.1 Enhancement of cash transfer for older persons 1,000
9.2 Enhancement of cash transfer for persons with severe disabilities 385
9.3 Enhancement of National Development Fund for Persons with disabilities = 218
9.4 Enhancement of O&M 44
9.5 Grants to community groups 100
9.6 Enhancement of OVC 485
9.7 Counterpart funding for urban food subsidy cash transfer 198
S.8 Commuter allowance - KNLS & NMK 150
9.9 NYS - Operations & Infrastructure Development 1,510
9.10 | Sports Activities and International Competitions 1,966
9.11 | Construction of Hola- Garsen Road by NY S 1,755
9.12 | Construction & Equipping of youth Empowerment Centres 100
9.13 | National Youth Talent Academy 250
9.14 | International Academy Sports 429
9.15 | Subsidized Youth Polytechnic Tuition 674
9.16 | Youth Affairs & Sports - Other O&M 1,298
9.17 | National Humanitdrian Fund- resettle of IDPs 3,500
9.18 | Relief and rehabilitation 5,000
9.19 | Purchase of 5.7 million bags of maize 17,000
9.20 | Operationalization of disaster management in Counties 2,000
9.21 | Special Programmes - Other Operations 631
9.22 | National Drought Management Authority - Operations 412
10 ENVIRONMENTAL PROTECTION, WATER AND HOUSING 13,240
10.1 | NIB Irrigation Programmes 11,600
10:2 | Kulan water dam - Dadaab 50
10.3 | Kagaari, Kyeni and Gaturi irrigation development project 250
10.4 | Improvement of Water supply in Wajir West 140
10.5 | Accommodation of Bi-Cameral House 1,200
TOTAL 379,381
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Foreword

The global economic recovery remains uncertain. Developments in the Euro zone and the US
are likely to cause another round of economic crisis that could have major ramifications to
the economies in the region including Kenya.

On the domestic front, our economy has shown signs of stabilizing following recent pressures
occasioned by external shocks and strong domestic demand. The Shilling has recovered
following a rapid depreciation in the third quarter of 2011, and inflation has declined since
November 2011. The severe drought in the Horn of Africa and the combination of high
international food and oil prices contributed to a marked widening of the current account
deficit. Despite these, most sectors of the economy continued to expand in 2011, and we now
estimate real GDP growth to be 4.5 percent in 2011 and to rebound to 5.2 percent this year.
While our economic fundamentals remain sound, we need to build on this resilience to
accelerate growth, create more jobs, and put a meaningful dent to poverty and inequality.

Going forward, we need to reinvigorate our economic and structural reform agenda coupled
with up scaling investment in economic infrastructure so as to provide the private sector more
latitude to grow and provide a firm platform for moving our economy to middle class status
sooner than later. We are convinced it is private investment that creates the income and the
resources that will see us conquer illiteracy, diseases, malnutrition, challenges of supply of
clean water and all the other factors that stand in the way to poverty elimination.

The FY 2012/13 will witness the ushering of a new dawn as to how we will now govern
ourselves and manage our political and socio-economic affairs. County governments will be
operationalised after the next general election. Therefore, the fiscal framework presented in
this 2012 Budget Policy Statement provides a strong basis for building our common future
under the new constitutional dispensation. It provides the means for us to transit to a
sustainable public finance path, continue spending on infrastructure and implementation of
the new constitution, while protecting social spending for more inclusive growth.

With the coming on board of county governments, the FY 2012/13 budget is expected to be a
transitional budget, one with expenditure pattern that forms the basis for equitable division of
revenues before an equitable allocation based on a new formula is phased in. To achieve the
aspirations of the Kenyan people of a better Kenya as envisaged under the Constitution calls
for greater transparency and high quality management of public finances at both levels of
government, that is, county and national governments. This is fundamentally necessary if we
are to ensure fiscal discipline and safeguard the stability of our economy and our nation.

N. ROBINSON N. GITHAE, EGH, MP.

MINISTER FOR FINANCE
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Legal Basis for the Publication of the Budget Policy Statement

The Budget Policy Statement is published in accordance with Section 7 sub-sections (1), (2) and (3) of
the Fiscal Management Act, 2009. The law states that:

1) The Minister shall prepare and lay before the National Assembly a paper to be referred to as a
budget policy statement.

2) The budget policy statement shall be laid before the National Assembly not later than 21st
March each year or, in the event that the National Assembly is not in session on 21st March,
within the first week upon the reconvening of the Assembly.

3) The budget policy statement shall state the broad strategic macroeconomic issues that will be the
basis of the budget of the succeeding financial year and the medium term and shall include —

(2) An assessment of the current financial year and the projected state of the economy for the
succeeding three years;

(b) The macro economic and fiscal policies for the period specified under paragraph (a);

(c) Targets for overall revenues, total aggregate expenditure and domestic and external borrowing
for the succeeding financial year and the medium term;

(d) The total resources to be allocated to individual programmes within a sector or Ministry for the
period identified under paragraph (a) indicating the outputs expected from each such programme
during that period;

(e) The criteria used to allocate or apportion the available public resources among the various
programmes;

(f) The estimates of interest and debt servicing charges and loan repayments for the financial year to
which the budget relates and the next two financial years;

(g) Proposal for financing any deficits for the financial year;

(h) Indication of the intention regarding borrowing and actions that may increase public debt for the
financial year;

(i) Budgeted and actual revenue levels for the two preceding financial years;

(i) Budgeted and actual expenditure for the two preceding financial years by vote and main
divisions;

(k) Forecast financial position for the financial year to which the budget relates and the next two

financial years;

(1) Statement of specific fiscal risks and contingent liabilities including guaranteed loans, pending
bills, uninsured risks, promissory notes and other internationally accepted instruments, as at the
day on which the forecast financial statement are published and the rules that determine what
constitutes current and future fiscal risks;

(m) The policy objectives that will guide the Government’s budget decisions during the financial
year and the policy areas that the Government will focus on during the financial year.

w
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I. ECONOMIC AND SOCIAL
PROGRESS—BUILDING OUR
COMMON FUTURE

Overview

1. The 2012/13 MTEF Budget will usher a new dawn in social compact. The
new constitution requires the Government to progressively provide for a
minimum basic standard of economic and social rights to its citizens within
available resources. In particular, it requires us to make progress in ensuring that
Kenyans enjoy better health care services, education, clean and safe water,
housing, and social security. Meeting these developmental needs require
sustaining high growth path during transition with benefits accruing equitably to
al]l Kenyans.

2. Year 2012/13-2014/15 budgeting period will entail a transition to
devolved system of governance. The MTEF budget will therefore continue
prioritising expenditure, within the context of a prudent macroeconomic strategy,
while continuing with reforms that are needed to accelerate social and economic
progress as espoused in the Constitution.

3. At the same time, during this transition period, we need to sustain growth
in the face of challenging external and domestic environment. According to the
IMF latest World Economic Outlook update released in January 2012, global
output is expected to weaken in the face of continuing sovereign debt crisis in the
Euro area and sluggish recovery in the US and other advanced economies.
Meanwhile, inflationary pressures have emerged in several emerging countries,
including China thus slowing down their growth prospects. On the domestic
front, while Kenya’s economy has shown signs of stabilizing following recent
pressures stemming from external shocks and strong domestic demand, high
inflation is still hurting the welfare of our citizens and making business planning
difficult.

4, In the face of these challenges, therefore, the overriding policy thrust of
2012 Budget Policy Statement is to consolidate and sustain inclusive economic
growth by restoring and maintaining macroeconomic stability and focusing on
economic policies and structural reforms aimed at removing hurdles to higher
growth while facilitating private sector to expand its business, promote
productivity and build resilience necessary for employment creation and poverty
reduction.



Sustaining inclusive growth and meeting MDGs

5. The Government, with the support of development partners, has
committed substantial resources in order to accelerate socio-economic
development and achieve the MDGs. Over the recent past, increased spending on
social sectors such as rural development, agriculture, education and health has
supported inclusive growth.

6. The last survey on poverty indicated that the incidence of poverty stood at
45.9 percent in 2006 down from 52.3 percent in 1997. The survey also showed
that Poverty was higher in the rural areas (49.1%) compared to urban areas
(33.7%). Meanwhile, an assessment of Kenya’s performance in meeting each of
the eight goals has been ongoing with the last MDGs Status Report for Kenya
being in 2009. According to the 2009 report, Kenya has made significant
progress towards meeting four of the eight goals. Overall, with respect to meeting
the MDGs by 2015, there is potential of meeting some and unlikely for others.
However, the supportive environment is improving as summarized in Table 1.1
below.

Table 1.1: Supportive environment for meeting MDGs

2003 Progress Report Current Status
Willitbe  Supportive | Willithe  Supporiive
Goal met?  environment met? environment Remerks
R . . Increased pro-poor spending in
MDG 1: Eradicate Extreme Poverty and Hunger Unlikely Weak Unlikely Strong ede,heathand agric
MDG 2: Achieve Universal Primary Education Potentially Fair Potentially ~ Strong ::;;j;;mry/scconduy

New gender sensitive

MDG 3: Promote Gender Equality and Empower Women Potentially Fair Potentially ~ Strong  {constitution, Women Enterprise
Fund et

MDG 4: Reduce Child Mortality Unlikely Fair Unlikely Fair Continued ncrased finding o

MDG S: Improve Matemal Health Unlikely Weak Unltkely Far  [healthsector
MDG 6: Combat KIV/AIDS, Malaria and Other Diseases Potentially  Strong Potentially  Swong

Prolcction_ of water towers
MDG 7: Ensure Environmental Sustainability Potentially ~ Weak Potentially Far  [including Mau forest, tree
planting, etc

Youth empowerment programs
with donors, increased mobile
subcribers with cooperation with
private sector

MDG 8: Develop a Global Partnership for Development Unlikely Weak Potentially ~ Strong

7. Going forward, continued spending on priority sectors such as agriculture
and rural development, health and education will accelerate attainment of better
standards of economic and social development. These should be complemented
by measures to address socio-economic inequities and inculcating national
cohesion for long-term stability and prosperity.
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8. Because of limited resources, rationalization and efficiency in allocation
and use of public resources will be required to enable Government achieve its
development goals. Similarly, fiscal prudence and strategic prioritization will be
required in other public sector entities to assure overall fiscal sustainability and
more productive use of resources consistent with financing public-policy
priorities. Also, as we implement a devolved system of government we need to
build transparent, responsive, accountable, efficient and effective national and
county governments as key drivers of broad-based growth.

9. Meanwhile, to accelerate growth and expand the levels of employment
and reduce poverty, Government’s initiatives will focus on: (i) restoring and
maintaining macroeconomic stability; (ii) continuing investment in infrastructure,
in particular, roads, energy, rails, ports and ICT; (iii) deepening structural
reforms, including improving governance with implementation of the
Constitution; (iv) enhanced regional integration and accessing new and emerging
markets; and (v) targeted support for small and medium enterprises, as well as
initiatives to increase value addition in agriculture to increase job creation.

Fiscal discipline and continuing with productive spending

10. The Government intends to strike a balance between devoting resources
for these priorities and gradual fiscal adjustment to ensure long-term debt
sustainability. Thus, we expect a deficit (including grants) of 4.3 percent of gross
domestic product (GDP) in 2012/13, moderating to about 3.5 percent by 2014/15.
Over the medium term, fiscal adjustment will be accompanied by shifts in the
composition of public expenditure towards investment and economic
development, as well as implementation of measures to strengthen public
financial management and modernize and simplify the tax system.

11.  Prior to the crisis period of 2008-2009, Kenya enjoyed robust economic
growth with buoyant revenue, improving public and private investment spending,
and a declining public debt burden. For instance, between 2003/04 and 2007/08,
government spending as a share of GDP rose from 23.0 percent to 27.1 percent,
while public debt to GDP declined from over 70 percent to about 40 percent.

12.  In response to the multiple shocks in 2008-09—post-election violence,
drought, high commodity prices, and global financial crisis—Government
adopted countercyclical fiscal stance to shore up growth, at a time when the
private sector was adjusting to the changed economic circumstances. As a result,
government spending rose further to about 30 percent by 2010/11 while public
debt increased to 48.8 percent of GDP.

13.  In the current budget 2011/12, public expenditure continued to expand,
albeit at a slower rate, reaching 33.5 percent of GDP. Expenditure pressures
reflected stepped-up infrastructure spending, implementation of the new
Constitution, drought mitigation measures and food security, security
intervention in Somalia, and pressure for salary awards.
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14, Most of these expenditures are necessary for longer-term economic
growth in light of the changing economic conditions. For instance, electricity
generation capacity is being expanded with investment in geothermal power;
efficiency in the public transport is set to improve with road, rail and ports
expansion; expansion of irrigation programmes will ensure food security
becomes a reality; and intervention in Somalia will enhance security and
eliminate incidents of piracy that had increased the cost of shipping along the
East African Coast line. Also, steps have been taken towards implementing a
devolved system of governance and rural development programmes, in addition
to continued spending in health and education, as well as strategic initiatives to
cushion the poor with emerging challenges associated with high food and fuel
prices.

15.  However, over the medium term, Government’s expenditure as a share of
GDP and especially the share of recurrent expenditure will need to moderate so
as to guard against accumulating large debt that will not only pose fiscal risk but
also be burdensome to our future generation. In particular, every effort should be
made to contain wages and salaries by central government and other public
entities by limiting the size of public service. Pursuing a sustainable level of debt
is also vital as a means to provide room for the private sector to expand business
and create the much needed jobs within an environment of low inflation, and
stable interest rates and exchange rate.

16.  With these apparent fiscal constraints, tough choices are therefore
required to ensure that available resources are directed towards those priority
programs that have the highest socio-economic impact on our economic
development. This is especially more urgent with respect to the public sector
wage bill that, if not appropriately managed, will become the main
macroeconomic challenge as we transition to a devolved system of Government.

17.  This Budget Policy Statement articulates economic policies and structural
reforms as well as sectoral expenditure programmes that the Government intends
to implement over the next three financial years in order to achieve the broad goal
of its development agenda as already indicated. In particular, it emphasizes
continued shift of resources in favour of growth and job creation, and to support
stronger private-sector investment in pursuit of new opportunities in a changing
economic environment. The proposed fiscal framework ensures continued fiscal
discipline and provides support for sustained growth, broad-based development
and employment creation that benefits all Kenyans.

Outline of the 2012 budget policy statement
Recent economic developments and outlook

18.  Section II of this BPS outlines the economic context in which the 2012/13
MTEF budget is prepared. It provides an overview of the recent economic
developments and emerging challenges, as well as the outlook going forward.
The updated economic outlook indicates growth will slow down from the forecast

———__—
2012 Budget Policy Statement Page 4




in the last BPS, mainly due to the difficult global and domestic economic
environment. Real GDP growth is forecast to increase to 5.2 per cent in 2012
from the estimated 4.5 percent in 2011. Over the medium-term, growth is
expected to pick gradually to about 6 percent, as global conditions improve and
“macroeconomic stability takes hold. Inflation is expected to ease to single digit
and be sustained around the target of 5 percent over the medium term.

19.  The projected growth is cautious given the obtaining economic
circumstances. However, it is still insufficient for Kenya to put a meaningful dent
on unemployment and poverty in line with the objectives set out in the Vision
2030. Section II also provides priority initiatives aimed at accelerating economic
growth and measures that are aimed at enhancing private sector competitiveness
and increasing employment, especially for the youth.

Fiscal policy and budget framework

20. Section III outlines the fiscal framework that is supportive of growth over
the medium to long term, while continuing to provide adequate resources for the
implementation of the new Constitution and social programmes in health and
education, as well as in infrastructure spending.

21. Due to revenue shortfalls and spending pressures from security
intervention in Somalia and salary awards, the budget deficit in the revised
budget is not expected to reduce in the current financial year. However, with
improved revenue performance following tax reforms and moderation in
spending, the fiscal position is expected to improve over the next three years with
the budget deficit declining to about 3.5 percent. This will allow for that public
debt to GDP to fall to well below the 45 percent benchmark by 2014/15.

Preparing for devolution—Intergovernmental fiscal relations

22, 2012/13 is an election year that will usher in a devolved system of
governance. Section IV provides a framework for managing the transition to
decentralised structure in line with the new Constitution. The proposed division
of revenue between national and county government is set out in Table 4.3.
National government accounts for an average of about 80 percent of equitable
share of revenue over the 2012/13 MTEF period, while transfers to counties
account for an average of 20 percent.

Expenditure priorities and resource allocation

23 Section V presents the resource envelope and spending priorities for the
proposed 2012/13 MTEF budget. Sector achievements and priorities are also
reviewed, along with indicative costing of the devolved functions for the 2012/13
MTEF period.

24. Overall, Government spending to GDP will remain at slightly below 30
percent over the MTEF period. Education, and Energy, Infrastructure and ICT
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sectors account for the highest allocation, followed by Governance, Justice, Law
and Order, Public Administration and International Relations, and Health sectors
in that order. Defence expenditure has also risen recently with security
intervention inside and along the border of Somalia. On the non-discretionary
category, debt servicing has been the fastest growing component of expenditure.

Summary

25.  This budget policy statement outlines the broad strategic macroeconomic
objectives and fiscal framework, together with a summary of Government
spending plans, as a basis of 2012/13 budget and medium-term. In this regard, it
contributes to the improved understanding of the state of Kenya’s public
finances, thereby helping to guide public debate on economic and development
matters. Of course, Vision 2030 Medium Term Plan and its update provide the
longer-term perspective on Kenya’s growth and development challenges.

w
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II. RECENT ECONOMIC
DEVELOPMENTS AND OUTLOOK

Overview of Recent Economic Performance

26. The economy has shown signs of stabilizing after recent pressures
occasioned by external shocks and strong domestic demand. The Shilling has
recovered following a rapid depreciation in the third quarter of 2011, and
inflation has declined since November 2011. The severe drought in the Horn of
Africa and the combination of high international food and oil prices contributed
to a marked widening of the current account deficit. Despite these, most sectors
of the economy continued to expand in 2011, and we now estimate real GDP
growth to be 4.5 percent in 2011 and to rebound to 5.2 percent this year. While
our economic fundamentals remain sound, we need to build on this resilience to
accelerate growth, create more jobs, and put a meaningful dent to poverty and
inequality.

27.  The recent economic developments are a clear indication that the policies
that we implemented in response to the shocks are beginning to take effect. They
also point to a more stable macroeconomic environment, going forward.

2011 growth update

28.  Real GDP grew by 4.2 percent in the first nine months of 2011 compared
with 4.9 percent in the same period in 2010. The growth was mainly attributed to
continued expansion in building and construction, wholesale and retail, financial
intermediation and agriculture and forestry as well as hotels and restaurants.
Leading economic indicators for the fourth quarter of 2011 still point to
continued growth, albeit at a slower rate.

29. On account of |
performance of the first three |
quarters, it is now estimated
that overall growth for 2011
will average about 4.5 percent,
down from 5.6 percent in
2010 (Chart 2.1). This growth
indicates resilience |
considering that the year was ;
characterized by delayed
rains, high inflation, and
weaker shilling, all of which
combined to restrain growth.

percentage (%)




30.  The pace of current growth is still well below the target of Vision 2030 of
10 percent necessary to draw more Kenyans into employment and reduce
poverty. Recent budgets have been geared towards supporting growth to mitigate
the adverse effects of domestic and external shocks. Accelerating growth further
requires stepping up both public and private investment to raise Kenya’s
economic competitiveness and create more employment opportunities for all
Kenyans.

Inflation has risen to double digits but has started easing lately

31.  After remaining low and stable for the greater part in 2010, inflation
picked to reach double digits level in 2011, mainly on account of high food, oil
and energy prices. The weakening of
the Kenya shilling against major

Chart2.2; Inflation
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32. The Government has taken appropriate policy action to rein in on
inflation. A combination of tight monetary policy and fiscal restraint, as well as
easing food and oil prices and firming up of the shilling has worked to support
the easing of inflation. The CBK raised the policy rate from 6.25 percent in
August 2011 to 18 percent in December 2011, while the Government has
instituted austerity measures and expenditure reprioritization to restrain domestic
demand.

The balance of payments has come under pressure

33. Reflecting higher fuel and food prices, as well as a weaker than expected
global output and strong private sector
credit, the external payment position
has come under pressure. As a result,
the external current account deficit is
expected to reach about 11 percent of
GDP in 2011/12.

Chart2.3:0fficial Foreign Reserves

(Months)

34.  The official foreign exchange
reserves in terms of months of imports .
cover declined from 3.9 in 2010 to 3.7 g
in 2011 (Chart 2.3). However, vam  Officul rescrves (LHS)
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following disbursements from the IMF official foreign exchange reserves held by
the Central Bank of Kenya rose to about US$ 4.2 billion by end-December 2011.

The shilling exchange rate weakened but has recently firmed up

35.  Increased demand for foreign exchange to finance imports of machinery
and capital goods, larger oil import bill due to a spike in the oil prices, increased
maize imports occasioned by food shortages in 2011, and strong demand of
imported consumer goods with strong bank credit expansion to the private sector,
combined to exert pressure on the
shilling exchange rate against major

Chart 2.4: Exchange rate( Ksh/Foreign Currency)
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36. The Shilling weakened to | noo et el =

i 2

exchange at a historic Jow of Ksh. 107 | o g
per US dollar in mid-October 2011 | 7¢ ”

compared with an average of about | **
Ksh. 80 per US dollar in October 2010.
Partly due to the tightening of B 150 8 0 5,55, 0 85 5 5
monetary policy, the exchange rate has SV VT VS
firmed up to exchange at around —#—Us Dollar PoundStering - - - Euro
Ksh.85 per US dollar from December

2011 through February 2012. Over the same period, the shilling exchanged at
Ksh.114.0 and Ksh.135.0 respectively against the Euro and the Pound Sterling in
December 2011 compared to Ksh.138.7 and Ksh.159.4 in October 2011 (Chart
2.4).
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Tight liquidity has put upward pressure on interest rates

37.  Reflecting the tightening of monetary policy stance, short-term interest
rates have increased. At some point in late 2011, interbank interest rates had
increased to about 30 percent. The 91-day Treasury bill rates have also risen to
about 20 percent by the end of December 2011 from as low as 2 percent in some
months in 2010. Consequently, most commercial banks adjusted their base
lending rates upwards (Chart 2.5).

Chart 2.5; Interest rates
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Fiscal performance and emerging challenges

2011/12 Budget

39.  The macroeconomic assumptions underlying the 2011/12 budget were
detailed in the 2011 BPS. The budget assumed continued strong economic
growth and stable macroeconomic environment. In addition, the financial
objectives were aimed at containing non-priority and unproductive recurrent
expenditure so as to bring the budget deficit down and ensure sustainable public
debt.

40.  Parliament approved the 2011/12 budget in August 2011. Expenditures
amounted to Ksh. 1,159.5 billion, comprising of recurrent expenditure of Ksh.
762.4 billion, development expenditures of Ksh. 396.6 billion, and Ksh 0.5
billion for contingency fund following utilization of the Ksh 1.5 billion for
drought mitigation measures by the time of approval.

41.  The above expenditures were to be financed by total revenue (including
A-I-A and after adjusting for LATF arrears) amounting to KSh. 793.3 billion,
donor grants and project loans totalling KSh. 183.1 billion, domestic debt roll-
over of Ksh 63.5 billion, and domestic borrowing of KSh. 119.5 billion.

Implementation progress and emerging fiscal challenges

42.  Since the implementation of the 2011/12 Budget in July 2011, the
economic environment has worsened. High inflation stemming from higher food
and fuel prices and deteriorating global economic conditions, have weakened
economic expansion. In addition, rising inflationary expectations placed
pressures on the Shilling exchange rate. The tightening of monetary policy has
resulted in rising domestic interest rates both in the money markets and in the
auctions for government securities further putting pressure on the budget. As a
result: T
) Revenues have fallen short of target: As at end of February 2012,
cumulative revenue receipts amounted to KSh. 440.3 billion, against a target
of KSh. 488.3 billion. This reflected an underperformance of KSh. 48 billion.
The underperformance was in respect of KSh. 32.2 billion in ordinary
revenue and KSh. 15.8 billion in Appropriations—in—Aid (A-I-A). The
underperformance in ordinary revenue was associated with various factors
including VAT withholding challenges during the financial year, and weaker
than envisaged economic growth, while the shortfall in A-i-A partly reflects
underreporting by line ministries.

. Domestic borrowing has been constrained by the volatility in the money
market interest rates and investor uncertainty brought about by high inflation
and weakening of the Shilling. Consequently, there has been an under
subscription of Treasury Bills and Bonds in the auction market for

—_w
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government securities. More recently, the situation has improved with
increased demand for short-dated government securities.

Expenditure execution has also fallen behind: By February 2012, total
expenditure (based on disbursement) amounted to KSh. 586.6 billion against
a target of KSh. 688.1 billion. This reflected an overall under-spending of
KSh. 101.6 billion, of which KSh. 11.2 billion was in respect to recurrent
expenditure, while KSh. 89.3 billion was in respect of development
expenditure and net lending. Development expenditures financed with
domestic resources were below target by KSh. 28.5 billion, and those
financed with foreign resources were below target by KSh. 60.9 billion. The
under-spending of the development budget reflected: poor procurement
planning for government funded projects; low absorption of development
project funds due to delays in processing and securing “No Objections” from
donors; and under-reporting by line ministries of actual spending, including
low coverage of expenditures incurred in the districts, as well as non-
reporting by donors where government systems are not used.

Additional spending pressures have emerged, mainly on salaries,
implementation of the Constitution, as well as dealing with security
operations along the border and in Somalia, among others. In addition, the
weakening of the shilling exchange rate against major currencies has
increased the servicing of external debt in shilling terms and government
expenditure on import of goods and services. So far in the year, Treasury has
received requests for additional funding amounting to over Ksh.175 billion.
Table 2.1 provides the preliminary budget out-turn for the first eight months

of the FY 2011/12.

Table 2.1: Cummulative Budget Deficit, July 2011 to February 2012 (Ksh billion)
Feb-12 Jun-12
. Revised
Target Act* Deviation Budget Budget
1 2 3=2-1 4 5

1.0 TOTAL REVENUE & GRANTS 513.4 450.5 (62.9) 835.1 854.5
1.1 Total Revenues 488.3 4403 (48.0) 794.0 806.4
Ordinary Revenue 441.8 409.6 (32.2) 718.1 724.8
Ministerial Appropriation in Aid 46.5 307 (15.8) 759 81.6

1.2 Grants 25.1 10:3 (14.9) 41.1 48.2
2.0 TOTAL EXPENDITURE AND NET LENDING 688.1 586.6 (101.6) 1,071.2 1,082.8
2.1 Recurrent Expenditure 437.3 426.0 (11.2) 671.6 697.5
Domestic Interest 50.3 51.2 0.8 76.6 2.7
Foreign Iriterest 43 43 - 7.5 8.9
Pensions, etc 23.6 16.5 (7.1) 34.8 32.6
Wages & Salaries 148 4 1441 (4.3) 222.6 229.4
Defense and NSIS 39.5 45.4 59 58.4 78.6
Other recurrent expenditures 1:7:1.1 164.6 (6.6) 271.8 270.5

2.2 Development 249.9 160.5 (89.3) 399.1 385.2
Domestically Financed (gross) 139.2 110.7 (28.5) 213.5 199.7
Foreign Financed 109 .4 48.6 (60.9) 183.1 182.9

Net Lending 13 1.3 00 2.6 2.6

2.3 CCF 1.0 - (1.0) 05 -

3.0 BALANCE INCLUSIVE OF GRANTS (174.7) (136.0) 38.7 (236.1) (228.3)
4.0 TOTAL FINANCING 174.7 119.5 (55.2) 236.1 228.3
4.1 Net Foreign Financing** 67.3 2.3 (46.0) 116.7 166.2
4.2 Net Domestic Financing 107.5 98.2 (9.3) 119.4 62.1
Discrepancy*** - (16.5) (16.5) - 0.0

Source: Ministry of Finance
* Preliminary based on Exchequer disbursements

** including proposed syndicared loan of US$ 600 million

*** jncluding adjustment 1o cash basis
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2011/12 Revised Budget

43.  Inview of the financing constraints from revenue and domestic borrowing
and emerging expenditure pressures including recent agreement with respect to
employment of teachers on permanent basis and additional recruitment,
adjustments to the budget in the context of the Supplementary budget will be
tabled to Parliament in April 2012.

44.  In order to finance emerging additional expenditures in the face of
financing constraints, austerity measures have been instituted. The austerity
measures take into account performance of expenditure so far in the FY 2011/12
and absorption capacity in the remainder of the financial year. Specifically, the
Government rationalized expenditures by cutting those that are non-priority, and
deferring expenditures of some projects that are unlikely to start this financial
year. In addition, there has been a reallocation of budgeted provisions, and
utilization of existing contingencies and budget reserve to meet part of
expenditure requirements.

45.  Meanwhile, to continue implementing critical investment programme in
infrastructure (roads, energy and rail) and social sectors (health, education, and
cash transfers to the poor), as well as irrigation programmes (to achieve food
security) and implementation of the new Constitution, the Government has
sought alternative sources of funding by way of a syndicated loan of up to Ksh.
52 billion (equivalent of about US$ 600 million) to overcome the low uptake of
Government securities by investors. In addition, the foreign currency inflows
associated with the proposed borrowing will ease pressure on domestic interest
rates, boost international reserves and reduce pressure on the Kenya shilling.
Taking into account this external loan, the revised domestic borrowing is now
Ksh 62.1 billion, down from Ksh 119.5 billion in the original budget.

Macroeconomic policies and outlook

Global context

46. The global economic environment continues to be fragile. According to
the IMF latest World Economic Outlook update released in January 2012, world
output is projected to expand by 3.3 percent in 2012 and 3.9 percent in 2013,
down from 4 percent and 4.5 percent projected in September WEQ (Table 2.2).
The savereign debt crisis in the Euro area and sluggish recovery in the US and
other advanced economies pose significant risks to the global economic outlook.
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Table 2.2: Annual percentage change in GDP and CP] for selected regions/countries, 2010 - 2013
2010 2011 2012 -0 2013 | 2010 2011 2012 .
Region/Country Percentage GDP Projection CPI inflation forecast
- |World 52 38 . 33, 39 | 38 500 537

Advanced Economies 32 L6 ool2 o 19 1.6 26 014
USA 3.0 18 LB 22 1.6 3.0
Euro Area 19 16 hasiiege]| 24 3l
Japan 44 09 LT 07 04
UK 2.1 0.9 33 45
Emerging and Developing 7.3 6.2 6.1 15
Economies
Developing Asia 9.5 79 57 7.0

China 104 92 33 55

India 99 74 120 10.6
MENA 43 3.1 6.8 99
Sub-Saharan Africa 53 49 1.5 8.4

South Africa 29 31 43 59

Kenya* 5.6 45 4. 14.0

Tanzania 6.4 6.1 105 7.0

Uganda 52 6.4 9.4 6.5
Source: IMF World Economic Outlook, January 2012
* Ministry of Finance Forecast
47.  Advanced economies are only expected to grow by 1.2 per cent in 2012

and 1.9 per cent in 2013, with downside risks if decisive policy actions are not
taken to deal with the Euro area debt crisis. At the same time, the Euro area
economies are expected to go into a mild recession.

48. In the emerging and developing countries, growth is expected to slow
down due to worsening external environment and weakening internal demand.
Developing Asia comprising of China and India are expected to maintain a strong
but slowing growth of 7.5 percent for 2012-2013, while the Sub-Saharan region
is expected to expand by 5.5 percent in 2012 and 5.3 in 2013.

49.  Meanwhile, the world inflation is expected to decline from 5 percent in
2011 to 3,7 percent in 2012, mainly in response to a weakening global demand.
However, the geopolitical risks to oil prices have risen again due to the Iran
related oil supply shock.

50.  Kenya is well integrated with the world economy and any external shocks
have a negative bearing on growth prospects. For instance, the global financial
crisis of 2008/09 weakened our domestic demand and GDP growth. We
responded to this shock with appropriate countercyclical economic policies and
structural reforms, which played an important role in shoring growth that
rebounded to 5.6 percent in 2010.

e ey v v ty v
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5. In recent years, Kenya’s economy has become increasingly more
integrated with the BRICs (Brazil, Russia, India, and China) in terms of trade and
investment flows. Moreover, trade with our regional partners in the EAC and
COMESA continues to be strong. As a result, the positive growth prospects in
these countries will help cushion Kenya from the impact of the mild recession in
Europe.

Growth prospects

52. The macroeconomic framework underpinning the 2012 BPS is cautious
given the weaker-than-expected growth in global output and tighter domestic
macroeconomic conditions. Nonetheless, with the improved weather conditions
and completion of the on-going key infrastructure projects in roads and energy,
the domestic economic prospects remain favourable, albeit with significant
downside risks.

53.  Real GDP is expected to grow by 5.2 percent in 2012, down from 5.7
percent forecast in 2011 BPS. Over the medium term, growth is expected to pick
up to about 6.0 percent. In terms of fiscal years, the projections translate to 5.5
percent for 2012/13, 5.9 percent for 2013/14 and 6.3 percent for 2014/15 (Table
2.3).

54.  Growth will be bolstered by continued expansion in agriculture (barring
any adverse weather), tourism, construction, transport and communication, and
ICT. While exports will continue to benefit from the relatively strong growth in
the sub region, new measures will be introduced to diversify and promote
Kenya’s exports globally, especially export of services in the medium term.
Overall, these favourable factors are expected to compensate for weakened public
and private demand resulting from a tighter macroeconomic environment and
somewhat weak global demand.

55. Consumption growth will moderate in the short term as rising inflation
limits disposable income. Meanwhile, growth in gross fixed capital formation is
expected to be modest with rising domestic interest rates.

m
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Table 2.3: Main Macroeconomic indicators underlying the Medium Term Fiscal Framework, 2010/11-2014/15

201011 2011/12 2012/13 2013/14 2014/15
Prov Est Proj. Proj. Proj.

T T T
Annual percentage change

National account and prices

Real GDP 50 48 55 59 63
GDP deflator 73 134 113 71 56
CPI Index (cop) 14.6 110 8.0 56 5.0
CPI Index (avg) 6.9 16.0 98 6.3 50
Terms of trade (-deterioration) 54 20 0.5 18 12

In percentage of GDP
Investment and saving

Investment 213 226 236 244 252

Gross National Saving 10.6 115 149 171 19.]
Central government budget

Total revenue 241 240 242 244 246
Total expenditure and net lending 293 303 298 293 292

Overall balance (commitment basis) excl. grants =52 £3 56 49 4.6

Overall balance (commitment basis) incl. grants 45 48 43 38 =35
Nominal public debt, net 488 459 44.1 419 415
External sector

Current external balance. including official transfers -10.8 -1 8.7 13 -6.1

Gross international reserve coverage in months of imports 30 36 31 39 40

Sonrce: Ministry of Finance

56.  Whereas the projected growth is still below the target envisioned in
Vision 2030 needed to increase labour absorption and reduce poverty, the
Government recognizes that further up-scaling would require mobilizing larger
amounts of resources, raising factor productivity, and moving to a higher value-
added and more efficient production structure to increase export growth.

57.  Taking into account limited public resources, the Government will rely on
the private sector to meet the economy’s resource requirements while developing
the appropriate market environment to promote efficiency. This call for faster
implementation of the privatization program; provide for private sector
participation in infrastructure development under a robust public-private
partnership (PPP) agenda; promote appropriate regulation of private sector
activity; and provide for greater private sector access to finance. All this will
require sustaining macroeconomic stability, deeper structural reforms, and
improvements in enabling legislations, especially under the new constitutional
framework.

A
G

Restoring and sustaining macroeconomic stability

58.  Prudent and sustainable macroeconomic policies that ensure low and
stable inflation and affordable market interest rates as well as competitive
exchange rate, forms the foundation for accelerated growth and development
agenda set out in the Vision 2030.

59.  Going forward, we anticipate that the current supply-side driven pressures
on prices and the exchange rate will subside in line with the reduction in oil
prices, and ample supply of food with normal weather conditions and expanded
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irrigation. This should also reduce demand pressure on imports and the current
account.

60. The CBKs’ monetary policy will be geared towards bringing down
inflation to single digit level within a year’s time and thereafter keep it stable at
around the 5 percent target over the medium term.

61.  Stability in interest rates and exchange rates will be restored and sustained
at low and stable rates over the medium term. The Government will access the
international market by way of a syndicated loan of US$ 600 million to finance
infrastructure projects in 2011/12 budget. This transaction is expected to be
concluded in April 2012. The financing is expected to ease pressure on domestic
interest rates and ease the current funding constraints to the budget. Moving
forward, the government will also consider issuing a sovereign bond to enhance
Kenya’s visibility in the international capital market and set up a benchmark
profile for the private sector to also borrow from the international capital markets.

Supporting domestic demand and increasing exports

62. The Government will continue with strategic interventions to accelerate
growth, improve competitiveness and promote exports. Specifically, the
following measures will be considered:

o Continuing investment in infrastructure: Over the recent past, the
Government has provided significant resources in energy, roads, rail,
telecommunications and water to ease bottlenecks and reduce costs of doing
business, while improving access to export markets. This will be continued as
they are vital for achieving our national strategic objectives of higher growth,
job creation and poverty reduction. With the new Public Private Partnerships
legislation scheduled for introduction before Parliament for enactment,
private-sector participation in provision of infrastructure is expected to
increase further improving investment climate, factor productivity and
competitiveness.

» Positioning export as a key driver of growth and employment: sustaining
growth and development in the medium to long term requires that
Government gives priority to expansion and diversification of exports.
Measures will be put in place to promote export of industrial products and
services, in particular where we have strategic and comparative advantage.
Investments in infrastructure to facilitate export services in the oil sector from
the region, attraction of petroleum related industries and establishment of
transhipment will be given priority. Further, working with private sector,
measures will be introduced to position Kenya as an ICT, medical and
educational hub in Eastern Africa.

» Improving access to new markets: strategic efforts will be made to
diversify export markets by providing an environment conducive for business
to expand beyond the sub region markets. This calls for increased presence in
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fast-growing regions, as well as improving logistics and institutional
arrangements.

o Improving competition and removing regulatory burdens to small
business: Given its catalytic effect to sustained inclusive growth and huge
potential for job creation and poverty reduction, the Government will deepen
business regulatory reforms, enhance access to credit, facilitate capacity
building and simplify and modernize regime for small and medium size
businesses in order to amplify their multiplier effect on employment
opportunities and accelerating growth.

o Deepening regional integration: While significant progress in integration

~has been achieved under the East Africa Community, there is much potential
for expanded trade and investment in the COMESA and the rest of Africa.
The Government will continue with collaborative infrastructure investment,
and removing inefficient customs procedures including complicated rules of
origin and other non-tariff barriers, in line with the existing Protocols.

External current account

63.  We expect the easing of public and private demand to put less pressure on
the current account. Also, we expect continued flow of remittances which has
recently played a key role in the economy. As such, the current account deficit is
expected to decline gradually from about 11 percent of GDP in 2011/12 to 6.1
percent of GDP in 2014/15, and thereafter to about 5 percent of GDP in the outer
years with measures to support export growth.

64. Meanwhile, the relatively higher interest rates and improved investor
confidence with expected successful elections should enable the capital and
financial account to be in surplus. This will allow the Central Bank of Kenya to
gradually build up foreign exchange reserves.

Risks to the outlook

65. The risk to the outlook for 2012 and medium-term include further
weakening in global economic growth and unfavourable weather conditions
should there be another dry spell in 2012. Also, reversal in the current easing of
international oil prices may fuel inflation and weaken growth. Finally, the
outlook is premised on a smooth transition to a decentralized system of
government following the general elections expected to be held in FY 2012/13. If
this does not happen, it could weaken investor confidence and slow down growth.
However, judging from the successful campaigns and peaceful referendum on the
new Constitution in 2010, there is optimism that the general elections will be
smooth. Overall, should the risks materialize the government will undertake
appropriate measures to safeguard macroeconomic stability while at the same

2012 Budget Policy Statement Page 17




time protecting critical development spending. Details of the other fiscal risks are
provided in the Statement of Specific Fiscal Risks in Annex 1.

Summary

66.  The current economic conditions call for caution in budgeting. While
growth has slowed down, the economy remains resilient in the face of high
inflation and weaker shilling. Current growth rates are not fast enough to support
the employment gains and poverty reduction that the country requires to attain
the Vision 2030 objectives and make progress towards the MDGs. Therefore,
there is need to accelerate and deepen structural reforms particularly in the areas
of public financial management and improving business environment to
accelerate growth. This will continue to be supported by increased investments in
infrastructure which is needed to fully exploit our growth potential.

67. Looking ahead, the global economic environment continues to be fragile.
Kenya’s growth has slowed but fundamentals remains sound, which should help
growth to pick up momentum over the medium term. Restoring and safeguarding
macroeconomic stability will support growth beyond the current projected growth
rates necessary to reduce youth unemployment and poverty among our people.
This should be complemented with deeper structural reforms to strengthen the
economy’s resilience and raise growth to a higher trajectory while ensuring that
the benefits of growth are shared by all Kenyans.

S S S———————
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IIT. FISCAL POLICY AND BUDGET
FRAMEWORK

Overview

68.  The 2012 Medium-Term Fiscal Framework continues to support growth
and employment given the challenging economic environment. It also continues
with prudent fiscal policy to reinforce Government’s commitment to debt
sustainability over the medium to long term. Specifically, the 2012 Budget Policy
Statement:

e Continues with fiscal consolidation that started in 2010/11 budget, while
at the same time ensuring that the level of expenditure continues to sustain
growth through continued public investment in infrastructure. The overall
budget deficit is expected to ease to 3.5 percent by 2014/15.

e Continues with efficiency enhancement and improving the productivity of
expenditure while at the same time ensuring that adequate resources are
available for operations and maintenance, and implementation of the new
constitution.

e Continues with the measures to bring public finances to sustainable path
such that by 2014/15 our public debt to GDP ratio declines to 41.5 percent,
well below the benchmark of 45 percent. This path will be achieved through a
moderation and efficiency in spending as well as improved tax performance
following reforms in expenditure management and tax legislations. The
sustained easing of debt to GDP ratio will provide the Government with room
to conduct countercyclical fiscal policy should the economic situation worsen
in the future.

Continuing with fiscal consolidation

69. The 2012 BPS sets out a fiscal framework that targets to narrow the gap
between spending and revenue, while providing support to the economic activity,
continued investments in infrastructure and implementation of the Constitution
within a context of sustainable public financing. As such, the Government is
committed to gradually reducing the overall fiscal deficit to 3.5 percent of GDP
by 2014/15 (Table 3.1). This will help to bring down the debt-to-GDP ratio to a
sustainable level and contribute to reducing the recent external imbalance.




Table 3.1: Central Government Fiscal Projections, 2009/10-2014/15

2009/10 201011 01112 00203 01304 014015
Revised

Budget det | Budger Act]  Budger  Budget Projection
Revenue and Grants 604.1 5688 7301 686.3 8332 854.5 947 L1953 12656
% of GDP BT% BI%| 644 MM 6% % B% 8% 1B
Revenue 568.8 5481 689.7 6615 7921 §06.3 9365 1072 12092
%0ofGDP 23% 2% M RKI%| W% M%| M M MY
Tax Revenue 4847 4269 5758 5692 6626 658.8 7808 8959 1,033
Non-Tax Revenue 841 12 1139 9.3 1295 1415 1556 1753 1959
Grants 353 207 404 188 4] 42 43 484 564
Expenditure 7124 7253 9169 8119 10713 L0828 10521 12862 14313
% of GDP 03%  N3%|  BI%  N3%|  36% 2% 98%  N3%  N2%
Recurent . SHL1 5105 5933 5924 6722 6915 7819 8589 943.8
Development 2613 2147 36 2194 369.1 385.2 3702 n3 4935

Budget Balance {-Deficit, +surplus) (1683)  (1565) (1868)  (1255) (381) (283 (1674) (1666  (I7.7)

Y%of GDP 6% 64%| 8% 4| % 4% A% 8% 3%
et Exteml Financing 20 w2 w7 mi| neT sl 61 04 %9
Disbursementsfoans 699 B9 12 48| 125 19150 S s 1332
Repayment due (87) (87 08 @05 (58 54 (8)  ®6)  (63)
Domestic borrowing ms  ms| sl w1 ones el 11 14l g
% of GDP 1% S 3% | 8% 1| 8% 2% 1%

Public Debt to GDP (net of deposits) Hi% A5 0% B8%|  B6% LK HI% o A% 1%

Nominal GDP (Ksh bilfion) 15466 2483 27612 2IMU| 31841 32952| 38665 43825 49164
Source: Ministry of Finance - ~

70.  This policy will be achieved through the Government’s commitment to
ensure a strong revenue effort with measures to simplify the tax code in line with
best practices, in order to help improve tax compliance, minimize delays, and
raise revenue. In addition, the Government will rationalize existing tax
incentives, expand the income tax base and remove tax exemptions as envisaged
in the Constitution.

{ . 'y eye
Exercising fiscal responsibility

71.  The Government recognizes that the fiscal stance it takes today will have
implications into the future. Therefore, and in line with the requirement of the
new Constitution, the principle of sharing the burdens and benefits of the use of
resources and public borrowing between the present and future generation
implies that we have to make prudent policy decisions today so that we do not
impose unwarranted debt burden to our future generations.
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72.  Fiscal responsibility has become even more important since the
Constitution requires the Government to progressively provide for a minimum
basic standard of economic and social rights to its citizens within available
resources. In order for spending to increase on a sustainable basis to meet these
basic needs, we should be prepared to match the increased expenditure demands
with a corresponding increase in tax revenue yield through efficient collection,
widening of tax bases, and reasonable tax rates. It is therefore imperative at this
stage to reform and modernize the tax regimes to ensure stability, going forward.

Improving efficiency and productivity of expenditure

73.  The Government will continue with rationalization of expenditure to
improve efficiency and shift more resources toward productive development
projects in support of growth and development. Expenditure management will be
strengthened with implementation of the Integrated Financial Management
Information System (IFMIS) across Ministries and Departments and
subsequently at the county level following decentralization.

74.  In addition, a new legislation on public financial management will help
accelerate reforms in expenditure management system.

Continuing with the path of debt sustainability

75. As noted earlier, the fiscal stimulus we undertook between 2008/09 and
2010/11 resulted in our public debt to GDP rising to 48.8 percent. We therefore
need to continue bringing our debt level down by moderation spending at this
time of a somewhat reasonable growth path in order to rebuild fiscal space in
preparation of any economic downtown given that we are now living in a world
of uncertainty. This together with improvement in our tax revenue will provide a
path towards the reduction of the deficit and sustainable debt as a percentage of
GDP.

76.  Our fiscal policy, therefore, will continue aiming at reducing the overall
public debt to GDP ratio from 45.9 percent in the FY 2011/12 to about 42 percent
over the medium term. This will require reduction in the overall fiscal deficit
from the current 6.9 percent of GDP to about 3.5 percent of GDP over the
medium term.

Deficit financing policy

77.  The medium-term fiscal stance envisages continued borrowing from
domestic and external sources with the Jatter being largely on concessional terms.
The Government will ensure that the level of domestic borrowing does not crowd
out the private sector given the expected increase in private investment with
accelerated economic expansion.
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78.  Non-concessional foreign borrowing will be limited to projects that
guarantee revenue streams and support long-term growth. Borrowing from the
international capital and loan markets has useful benefits, such as setting
benchmarks for borrowing by private and public-sector institutions. It is in this
regard that the Government will continue to diversify its sources of financing
including maintaining the intentions to float a sovereign bond in the international
capital markets over the medium term.

2012/13 Budget Framework

79.  The 2012/13 budget framework is set against the background of the
medium-term macro-fiscal framework set out above and the Government’s
national strategic objectives as outlined in the updated Vision 2030 MTP. Real
GDP is expected to increase by 5.5 percent in FY 2012/13 underpinned by
continued good performance across all sectors of the economy. The projected
growth assumes normal weather pattern during the year. Inflation is expected to
ease to single digit in a year’s time and to the 5 percent target in the medium
term, reflecting implementation of a prudent monetary policy and easing of both
food and oil prices and stabilization of the shilling exchange rate.

Revenue Projections

80. The 2012/13 budget targets revenue collection including AiA of 24.2
percent of GDP. As noted above, this performance will be underpinned by on-
going reforms in tax and customs administration. The modernization of VAT
legislation is expected to simplify tax collection and enhance the revenue yield.
As such, total revenues including AiA are expected to be KSh 936.5 billion.

Expenditure Forecasts

8l. The key policy document guiding the Government’s funding allocation
decisions continues to be the first updated MTP (2008-2012) of Vision 2030,
which provides the updated development priorities by the Government for
2011/12-2012/13. In 2012/13, overall expenditures are projected at 29.8 percent
of GDP (or KSh 1,152.1 billion), down from 32.9 percent of GDP in the revised
budget for 2011/12. The one-off items in 2011/12 such as security intervention in
Somalia more than offset increased expenditure for implementation of the
Constitution including expenditure on the upcoming general elections. Moreover,
the recent decision to integrate Kenyan troops within the UN contingent will help
minimize their impact on the budget.

Recurrent Expenditure

82. Recurrent expenditures are expected to decline slightly from about 20.5
percent of GDP in 2011/12 to 19.7 percent of GDP in 2012/13, on account of
adjustment of one-off items and robust growth in nominal GDP. Transfers to
parastatals and semi-autonomous government agencies will remain at the 2011/12

w
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nominal value in order to provide fiscal space for priority expenditures. Any
wage adjustments for these agencies is expected to be met within the ministerial
ceilings.

83.  With respect to goods and services, expenditure ceilings for
sectors/ministries are determined by the funding allocation for goods and services
in the previous year budget as the starting point. The ceilings are then reduced to
take into account one-off expenditures in FY 2011/12 and then an adjustment
factor is applied to take into account the general increase in prices.

Development Expenditure

84.  Consistent with the objective of allocating adequate resources towards
development outlays and the need to ensure completion of critical infrastructure
'(roads, energy and railway), the ceiling for development expenditures including
donor funded projects is KSh 370.2 billion or 9.6 percent of GDP in 2012/13,
more or less the same level in 2011/12 in terms of percent of GDP. Most of the
outlays are expected to support critical infrastructure that will crowd in private
sector investment as well as critical interventions to remove binding constraints
to accelerated growth.

85.  About 40 percent of the development budget will be funded through
project loans and grants not tied to conditionalities from development partners.
This represents about 3.5 percent of GDP, more or less the same level as in
2011/12. With improvement in procurement planning, the absorption capacity of
project funds is expected to increase resulting in a higher investment level in
infrastructure activities.

86. In view of challenges of climate change and unforeseen shocks, a
contingency provision of Ksh. 5 billion will be provided in the budget for
2012/13 to be applied in line with the new law on the utilization of these funds.
We have also set aside Ksh 13.0 billion for the implementation of the new
Constitution and Ksh. 6.7 billion for conditional grants to marginal areas by way
of Equalization Fund covering the FY 2011/12 and 2012/13. Year 2012/13 being
an election year, we have set aside Ksh 13.5 billion in the baseline ceilings for
elections but the figure may increased after firm costing is provided during the
finalization of the detailed budget.

Overall ﬁeﬁcit and Financing

87.  The overall budget deficit (including grants) in 2012/13 is projected to be
about KSh 167.4 billion (equivalent to 4.3 percent of GDP). About 36 percent of
this budget deficit will be covered by net external financing amounting to KSh
60.7 billion (1.6 percent of GDP), leaving KSh 106.7 billion (2.8 percent of
GDP) to be financed through domestic borrowing.

88.  The Government is committed to lengthening the maturity structure of
government debt. While we had achieved an 85:15 ratio in favour of long term
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bond, the appetite for short-dated Treasury bills increased more recently due to
rising inflationary expectations. Going forward, the government will gradually
unwind short term debt and replace this with the long term ones in conformity
with the policy target ratio of 75:25.

Summary

89.  Fiscal policy will continue to support growth within a sustainable path of
public spending by allowing the deficit to decline gradually so as to achieve a
debt to GDP ratio of less than 45 percent in the medium-term. Therefore,
moderation in government spending will help assure debt sustainability and
intergenerational equity in line with the new Constitution. Meanwhile, efficiency
and economical spending of government resources will be enhanced to create
room for critical interventions and pro-poor spending.
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IV. PREPARING FOR DEVOLUTION—
INTERGOVERNMENTAL  FISCAL
RELATIONS

Introduction

90.  Chapter 12 of the constitution provides for principles of public finance
that will guide all aspects of public finance including in the preparation of the
2012/13 budget. In particular, Article 201 of the Constitution requires:

e Openness, accountability and public participation;

e Equitable sharing of tax burden;

e Equitable sharing of revenues;

e Expenditures shall promote equitable development;

e Equitable sharing of debt burden/benefits between current and

future generations;
e Prudent and responsible use of public resources; and
e Responsible financial management and clear fiscal reporting.

9].  The Constitution also provides for two levels of government, namely
national and county governments, which according to Article 6 (2) are distinct
and inter-dependent and which shall conduct their mutual relations on the basis of
consultation and cooperation. In addition, Article 189 (1)(a) of the Constitution
provides that government at either level shall perform its functions, and exercise
its powers, in a manner that respects the functional and institutional integrity of
government at the other level, and respects the constitutional “status and
institutions of government at the other level.

92.  From the perspective of the budget process, the significance of Articles 6
and 189 is that both levels of Government should not interfere in the day-to-day
management of finances in the other level of government. Specifically, each level
of government should be able to formulate, plan, execute and report on their
budgets without interference from the other level of government. The proposed
Public Financial Management Bill, 2012 has reflected this letter and spirit of the
constitution.

County Revenues

Equitable Sharing of National Revenue

93. According to Articles 201, 202 and 203 of the Constitution, revenue
raised nationally shall be shared equitably among the two levels of governments
and among county governments to enable them provide services and perform the




functions assigned to them under the Fourth Schedule of the Constitution. The
equitable division of revenue between the two levels of government should take
into account the criteria specified in Article 203 of the constitution. In addition,
the Constitution requires that a minimum of 15 percent of all revenue collected
by the national government shall be allocated to county government.

94. The Commission on Revenue Allocation (CRA) Act, 2011 defines
revenue as follows:

“...all taxes imposed by the national government under Article 209 of the
constitution and any other revenue (including investment income) that
may be authorised by an Act of parliament, but excludes revenues
referred to under Articles 209 (4) and 206(1)(a)(b) of the constitution™.

9s. The definition of revenue, therefore, includes: income tax; value added
tax; customs duties and other duties on imports and exports; excise tax; and any
other tax or duty authorized by an Act of Parliament but excludes taxes which
have been assigned exclusively to county governments by the Constitution. The
definition also explicitly excludes: (i) charges imposed for the provision of a
service (Article 209 (4)); (ii) money excluded by an Act of Parliament and
payable into another public fund established for a specific purpose (Article
206(1)(a)); and (iii) money retained by a state organ that received it for the
purpose of defraying the expenses of the State organ (Article 206(1)(b). Table 4.1
below shows the most recent audited revenues for 2009/10 and 2010/11 in line
with the Constitution and the CRA Act, 2011.

Table 4.1: AUDITED GOVERNMENT REVENUES
(In Millions of KSh.)
2009/10 2010/11

Total Income Tax 1/ 209,098 258,651

Income Tax - PAYE 115,448 137,055

Income Tax - Corporations 93,650 121,596
VAT - Local Goods 78,859 90,211
VAT - Imported Goods 63,112 81,670
Excise Tax 74,112 80,567
Licence under Traffic Act 2,221 2,464
Customs Duties 41,271 46,072
Other Taxes from International Trade 15,935 20,599
Stamp Duty 5,356 6,800
Land Rent 1,111 1,073
Other Profits & Dividends 4,295 11,086
Profits & Dividends from CBK 4,059 -
Interest Received 382 759
Misc. Revenues 6,478 7,823
Fines, Penalties & Fortitures & Other Charges 229 290

Royalties 33 -

TOTAL 506,518 608,063
1/ Excludes Local Authority Transfer Fund (LATF)
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96.  The equitable share of revenue is an unconditional allocation to the
county governments. County governments, being a distinct level of government,
are fully responsible for these funds and are directly accountable to their
respective County Assemblies for how they are spent.

Conditional and Unconditional Grants

97. In addition to the equitable share of revenues, Article 202 of the
Constitution also provides that county governments may be given additional
allocations from the national government’s share of revenue in the form of
conditional grants (i.e. subject to specific conditions) or unconditional grants
(without any conditions) to augment their resources. It is expected, therefore, that
the National Government will propose conditional and/or unconditional grants in
future MTEF budgets, as part of the overall share of resources to be available to
counties.

Own revenues

98. The constitution has given to counties the exclusive powers to impose
taxes and charges. In particular, counties can impose (i) property taxes; and (ii)
entertainment taxes; and (iii) any other tax they are authorised to impose by an
Act of Parliament. Revenue raised by county government constitutes own-
revenues and will not be part of the pool of revenues subject to sharing between
the two levels of government. In exercising their revenue raising powers, the
constitution (Article 209 (5)) prohibits counties from doing so in a way that
prejudices national economic policies, economic activities across county
boundaries or the national mobility of goods, services, capital or labour.

Loans

99. In addition to the above-mentioned resources available to counties, the
Constitution provides for the county government to borrow only if the national
government guarantees the loan, and with the approval of the county
government’s assembly. The National Government Loans Guarantee Act, 2011,
provides for the Cabinet Secretary responsible for Finance to guarantee loans to
counties .on behalf of the National Government in a transparent, prudent and
equitable manner, consistent with Article 213 of the Constitution. The law set out
the criteria to be applied in considering guarantees and include usage of proceeds
for a capital project and ability of repaying the loan, and paying any interest or
other amount payable in respect of it, among other criteria.

The Equalization Fund

100. Article 204 of the Constitution provides for an equalization fund, which
the national government shall use to provide basic services including water,
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roads, health facilities and electricity to marginalised areas in order to bring the
quality of those services in those areas to the level generally enjoyed by the rest
of the nation, so far as possible. In line with this constitutional provision, the
natjonal government will operationalise the Equalization Fund into which, every
year, 0.5 percent of collected revenue, calculated on the basis of the most recent
audited accounts of revenue received as approved by the National Assembly will
be paid.

101. The Commission on Revenue Allocation (CRA) has the constitutional
mandate to determine, publish and regularly review a policy in which it sets out
the criteria by which to identify the marginalised areas for purposes of allocating
the Equalization Fund. The determination and criteria for allocation is currently
being developed by CRA and it is expected to be published soon. However,
Article 221(2) of the Constitution requires that the budget estimates submitted to
Parliament “Shall” include estimates for expenditure from the Equalization Fund.
Moreover, mindful of the need to provide basic services to Kenyans the proposed
budget for 2012/13 has provided for Ksh. 6.7 billion to fund projects that provide
basic services including water, roads, health facilities, and electricity. The figure
of Ksh. 6.7 billion covers the two years 2011/12 and 2012/13 and is calculated
using the most recent audited revenues for 2010/11 amounting to Ksh. 608.1
billion (see Table 4.1) and estimated revenues for 2011/12 amounting to Ksh.
725.8 billion. '

Costing of Functions Assigned to County Governments

102.  The Fourth Schedule of the constitution has assigned functions to both
levels of government. The functions are either exclusive to each level of
governments, shared or are residually assigned to the national government
(Article 186). The constitution under Article 187 provides that financing must
follow functions. Therefore, it is important to cost the assigned functions in order
to determine the amount of resources to be transferred to county governments.
Since the constitution requires that at least 15 percent of audited revenues should
go to county government, this would mean that at the very least Ksh.91.2 billion
must be transferred to the counties based on the latest audited revenues of Ksh.
608.1 billion for 2010/11, as indicated in Table 4.1 above.

103. To determine whether the minimum amount of Ksh. 91.2 billion is
adequate to finance the devolved functions, the Treasury working closely with
the line ministries conducted an exercise to assess the budgetary costs of the

' The use of estimated revenues for 2011/12 rather than the audited revenues for 2010/11 is in
order to get a more accurate approximation of the amounts that will go into the Equalization
Fund.

- - - - . - .
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functions that would be transferred to county governments.” This required
discussing and agreeing with each line ministry the current functions to be
devolved and those that would remain with the national government based on the
Fourth Schedule of the Constitution. In addition, line ministries were required to

-give a breakdown of expenditures between recurrent and development
expenditure for each of the 47 counties. This exercise, therefore, provides a basis
for both the vertical (i.e. between the national and county government) and
horizontal (among the counties) division of revenue.

104. The total cost of funding the devolved functions based on the existing
level of services, including allocations for the Constituency Development Fund
(CDF), was estimated at Ksh. 154 billion for 2012/13. Additional expenditures
related to new administrative structures, such as wages for County Executive and
County Assembly are estimated at about Ksh. 6 billion bringing the total cost to
Ksh. 160 billion (Table 4.2). This represents 26.3 percent of the most recent
audited revenues. The estimated expenditures do not include the one-off
expenditures for setting up the necessary infrastructure in counties in preparation
of the new devolved system of government.

Table 4.2: Cost of Devolved Functions by Sector
In Ksh billion Share of total
Sector 2010/11 2011/12 2012/13 2010/11 2011/12 2012/13
Prov. Prov. Ceiling Prov. Prov. Ceiling
Agriculture and Rural Development 10.5 112 10.8 1.3% 1.2% 11%
Education 0.4 0.4 0.5 0.0% 0.0% 0.0%
Energy, Infrastructure and ICT 45.7 53.5 59.4 5.7% 5.6% 6.0%
Environmental protection, Water and Sanitation 8.0 8.8 9.8 1.0% 0.9% 1.0%
General Economic, Commercial and Labour Affairs 8.7 6.0 49 1.1% 0.6% 0.5%
Governance, Justice Law and Order 0.3 0.3 0.3 0.0% 0.0% 0.0%
Health 21.8 314 329 2.7% 3B% 7 33%
Public Administration and International Relations 149 17.6 28.1 1.9% 1.8% 2.8%
Social Protection, Culture and Recreation 6.2 10.1 134 0.8% 1.1% 14%
TOTAL 116.6 139.3 160.0 14.6% 145%  16.2%
SECTOR TOTAL 799.5 959.1 989.7 100.0%  100.0%  100.0%

105. Pending agreement on a revenue sharing formula which would allocate
the county equitable share between the 47 counties, the cost of delivering
assigned functions in each county can serve as a basis for the initial distribution
of revenue. However, going forward, a larger percentage of resources will need to
be allocated to those counties that have been left behind, either in terms of
development or in terms of county per-capita allocation of revenues. This will be

% The Treasury invited all the line ministries affected by the devolution of functions under the
Fourth Schedule, and jointly agreed on what functions of each ministry would be devolved to
counties and what would remain at the national level. Based on that understanding, the line
ministries were then requested to cost these functions on the basis of budgetary allocations for
2010/11 to 2012/13. Therefore, these costings do not reflect the expenditure requirements
necessary to achieve a certain level or baseline of desired services delivery.




done in a manner that ensures that the principle of “holding harmless™ is
respected so that no county should suffer deterioration in service delivery because
of devolution.

Projected shares of Sharable Revenues

106. The resources available to be shared by the national and county
governments over the coming three financial years are estimated on the basis of
projections of the economy’s performance over the medium term. The underlying
assumptions are set out in Section II and II] of this Statement.

Table 4.3: Revenue Sharing, 2011/12 - 2014/15 (Ksh billion) ]
2011/12 2012/13 2013/14 201‘/1;'
Proj Proj Troj Proj
1.0 Nationsl Government (3.0-2.0) 6841 701.4 806.2 909.5
of which

Conditional grants (CDF) 178 212 24 4 276

Equalization fund - 617 43 5.0

Contigency fund - 50 50 50

National obligations 144 5 1778 2530 208}

Pension and Constitunonal offices 326 525 60.0 66 2

Interest payments 866 £7.2 106.8 105.6

Amortization 54 282 86 2 36.2

National interest 96.3 990 96 7 1032

Impl of new Consnn - 130 70 50

Other 963 360 89.7 98.2

Defense 78 6 641 65.6 73.2

Judiciary 75 98 100 104

Parhrament 10.2 12.1 14.1 14.6

Net 4255 3917 4228 560.5

2.0 Devolved Government (2.1+2.2) 41.7 166.7 1932 221.1

2 1 Transfer to County governments 1/ 417 1600 1889 2161

of which: CDF 17.8 21.2 24.4 27.6

2 2 Equalization Fund (0 5% of Revenue) - 67 43 50

3.0 Shareable revenue (1.0+2.1.1) 2/ 725.3 368.1 999.4 1,130.5
| Memo items:

RMLF X ] 92 104 117
Own-Revenue 3/ 196 230 261 293
Percentape share
Shareable revenue 100 0% 100 0% 1000%  1000%

NationalGovernment (Excl CDF) 94.2% 80.2% 80.7% 80.4%
County Governments 5.8% 19.2% 19.3% 19.6%
Eguatable share (including CDF) 58% 18.4% 13.9% 19.1%
ow CDF 24% 2.4% 2.4% 24%
Other 33% 16.0% 16.5% 16.7%
Egqualization Fund 0.0% 0.9% 0.5% 05%
Latest Audited Revenue (Ksh 608 1 billion, 2010/11)
Equayable share, ncl. CDF (% of laiesi audited revenve) 26.3%
Equatable share, excl. CDF (% of latest audited revenue) 22.8%
Constitutional minimum 15 0%
Source: Mimsiry of Fmance
Notes,

LATF = Local Authonity Transfer Fund
CDF = Constituency Development Fund
RMLF=Road Maintenance Levy Fund
1/ The amount in 2012/13 15 based on cost of providing the devolved functions
This is line with the consttutional provision that finance should following functions

2/ As defined 1n CRA Act (Income taxes, import duty, VAT, excise taxes, and non-tax revenues) This is approximated by ordinary revenues
3/ Own sources of revenue — include CILOR, property rates, SBP, vehicle parking, market fees, plot rents, water & sewerage, cess receipls,
house rents, and other
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107. The projected vertical division of revenue for the 2012/13-2014/15 period
is outlined in Table 4.3. This division may change depending on the extent of the
application of the criteria set out in Article 203 of the Constitution with respect to
vertical sharing of revenue. For 2012/13-2014/15, the national government
average share is about 80.5 percent of collected revenue, while that to counties is
19.5 percent.” The county government’s share includes various amounts that will
be transferred to county government such as Local Authority Transfer Funds
(LATF), and the Constituency Development Funds (CDF).

108. In nominal terms, the projected total revenues transferred to counties are
estimated at KSh 166.7 billion for 2012/13, and are expected to rise to KSh.
221.1 billion in 2014/15. As for the Equalization Fund, the 2012/13 fiscal
framework has provided resources amounting to Ksh. 6.7 billion to cover the first
two years of 2011/12 and 2012/13. Subsequently, after an initial dip from the
elevated level of 2012/13 reflecting the combined payments for two years,
available resources to the Equalization Fund would rise gradually to Ksh. 5
billion by 2014/15.

New Formula for Allocating Revenue

109. The CRA has proposed a revenue sharing formula which is currently
under discussion. The formula proposes to take into account population, land
area, poverty, a basic equal share and fiscal discipline.* Once the vertical division
of revenue is established, the formula can then be used to allocate revenue among
the 47 counties. It is expected that the allocation of revenue based on the costing
of devolved functions as captured in the 2012/13 budget will differ from the
allocation based on the proposed formula. This reflects the fact that the
parameters in the formula were not the only determinants of resource allocation
to the sub-national level in the past.

110. For instance, there are counties that may get more resources than
suggested by the formula because they host institutions that provide services to
more than one county e.g. provincial hospitals which provide services to several
counties and whose functions have now been assigned to county governments.
Since the formula will not pick up such subtleties, it will be important that the
results of the two methods (allocation based on existing expenditure patterns and
the formula) be harmonized in order to avoid adversely affecting services
delivery but also to ensure equitable distribution of resources.

3 Taking the following into account: debt service, wages for civil servants and Teachers service
commission, pension payments, and other needs of the national government (such as contingency
fund. drought, and expenditures to fund the elections), the national government’s share of
sharable revenues is estimated to decline to below 30 percent.

* The respective weights in the formula, in percent, are as follows; Population (60 percent); land
area (6 percent); poverty (12 percent); basic equal share (20 percent); and fiscal discipline (2
percent).
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111. It is expected that once the new basis for sharing revenue among the
counties is approved by Parliament, the process of achieving equitable allocation
of resources will be phased in over the next three years in line with the phased
transfer of functions as provided for in Section 15 of the Sixth Schedule of the
Constitution. Indeed international experience suggests that resources should not
be reduced for counties with a larger allocation of resources in order to hold
‘harmless’ but also to facilitate counties deliver on the assigned functions. This
will provide county governments with a lead time to restructure and rationalise
their budgets and operations while at the same time guaranteeing the requisite
resources to perform their assigned functions. On the other hand, resource
increases to county governments that are supposed to receive higher allocations
should be phased so that county governments can build the capacity and develop
priorities with a view to using the funds efficiently and effectively.

112.  In sum, attaining equitable distribution of resources while ensuring
responsible and prudent public financial management in line with Article 201
cannot be achieved in one year, but over a period of time. In this context, timely
approval by Parliament of the basis for the allocation of the sharable revenue
among the counties is critical. It is expected that the new revenue sharing formula
will represent a break with past funding patterns and result in more equitable
distribution of resources.

County Budgets and the Transfer of Functions

113.  The financial year 2012/13 will, for the first time, see the establishment of
county governments after the general elections. Therefore, the budget for 2012/13
is a ftransition one with current expenditure patterns forming the basis for
equitable vertical and horizontal division of revenues. Although extensive work
has gone into costing the devolved functions, for purpose of determining
expenditure patterns in the counties based on the assigned functions, it is
anticipated that the Transition Authority will build on this as its functions
include: (i) facilitating the analysis and the phased transfer of the functions
provided under the Fourth Schedule; and (ii) determining the resources required
for each of the functions.

114.  Before the County Governments can formulate and implement their own
budgets, the necessary administrative and political structures will have to be in
place. These structures include the County Executive Committees to oversee
budget formulation, the County Assemblies to approve budgets, and of-course the
County .public service which will implement and report on the budget. The
County Governments will come into operation well into the FY 2012/13, at a
time when the preparation for the 2013/14 budget will be well underway with the
expectation of submitting budget estimates at both levels of government by end
April 2013. This means that the earliest that County Governments can take full
charge of the formulation, approval and implementation of their budgets would
be June 2013.
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115. To avoid the disruption of service delivery to counties, the national
government is expected to continue performing the functions that have been
assigned to the counties until such a time, not exceeding three years, when the
county governments are able to take over their functions based on objective
criteria established in line with Article 262 (15) of the Constitution. The
procedure and criteria for the phased transfer of functions, which will be carried
out by the Transitional Authority are spelled out in Sections 23 and 24 of the
Transition to Devolved Government Act, 2012.

116.  This implies that over the three year transition period after the first
general elections, the transfer of functions will be determined by the readiness of
counties to perform assigned functions effectively. Some counties may take over
their assigned functions earlier than others depending on whether they have the
necessary capacity to meet the established criteria for the transfer of functions in
line with Article 262 (15) of the Constitution.

117. Although this asymmetric transfer of functions is provided for in the
Constitution, it will be critical that the national government rapidly builds up
capacity at the county level,? especially for public financial management, so that
counties are empowered to take over their assigned functions as soon as possible.
This will avoid a situation where-by some counties have more functions
transferred to them because of their stronger capacities while other counties have
less functions transferred owing to lack of capacity.

The Division of Revenue Bill and the County Allocation of
Revenue Bill

118. Once the Counties begin to perform their functions, it is expected that the
proposal for the equitable vertical-and-horizontal division of revenue will be
presented to Parliament through a Division of Revenue Bill (DoRB) and the
County Allocation of Revenue Bill (CARB), respectively. The DoRB will specify
the equitable share for national and county governments, and any other
conditional and/or unconditional grants from the national government’s share of
revenue while the CARB will specify the allocations among the 47 county
govemments.6 The two bills will be expected to take into account the
constitutional provisions under Article 203.

5 In the Fourth Schedule of the Constitution, capacity building and technical assistance to the
counties has been assigned to the National Government.

® According to Articles 95 and 96 of the Constitution, the National Assembly determines the
vertical division of revenue, while the Senate determines the horizontal division. However, since
the DoRB is a “Special Bill?, the National Assembly may amend or veto it only but by a
resolution supported by at least two-thirds of the members of the Assembly.
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Decentralised Funds

119. The Local Authority Transfer Fund (LATF) and the Constituency
Development Fund (CDF) constitute a part of decentralized public funds that the
government has been spending at the sub-national level. In addition, part of the
Road Maintenance Levy Fund (RMLF) comprise of spending at local level. The
government is committed to ensuring that the equivalent of the funds earmarked
for the LATF, CDF and RMLF are provided for financing programmes and
projects at the county level. This is consistent with the principle of financing
following functions as these funds largely finance functions that have been
assigned to county governments (perhaps with the exception of education in the
case of the CDF).

120.  As regards the LATF, since these were funds going to the 175 local
authorities, given there is only 47 counties, these funds will simply be folded into
the county governments’ equitable share and any allocation of resources to the
decentralized units within the county will be the responsibility of the County
Executive Committee and the County Assembly. In the case of the CDF, the
existing management structure, especially the participation of Members of
Parliament in the allocation of resources, may be inconsistent with the
Constitution where the County Governor and the Deputy County Governor are
the Chief Executive and Deputy Chief Executive, respectively (Article 179 (4)).

121.  Therefore, the management structure of the CDF will have to be changed
to conform to the Constitution. Once there is agreement on the management
framework a decision will be required stating whether the equivalent of these
funds will be provided to counties as conditional or unconditional grants. If they
are to be conditional grants, the conditions will have to be set by the national
government and a monitoring framework would need to be put in place to assess
compliance with the conditions. On the other hand, if they are unconditional
grants, they would be part of the sharable revenues and the County Executive
Committee member responsible for finance together with the County Executive
Committee would decide on the usage of those funds in line with county
priorities.

Summary

122, 2012/13 is an election year that will usher in a devolved system of
government. Under the proposed framework of managing the transition to
decentralised structure that is in line with the new Constitution, the division of
revenue. between national and county government is set out with national
government accounting for an average of about 80 percent of equitable share of
revenues over the 2012/13 MTEF period, while county governments will account
for 20 percent.

123.  The costing of the devolved functions forms the initial basis for sharing of
revenue among counties before the new formula is phased in. For existing

m
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devolved funds such as LATF and CDF, there is need to determinate how they
will be managed in line with the new Constitution. It is proposed that LATF will
be folded to become part of county government unconditional equitable share,
while the CDF will be made either conditional or unconditional transfer to
counties.
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V. EXPENDITURE PRIOQRITIES AND
RESOURCE ALLOCATION

Resource Envelope

124.  The resource envelope available for allocation among the spending
agencies is based on the medium term fiscal framework outlined in Section III:

¢ Domestically mobilized budget resources finances about 90 percent of the
budget. Of this, tax revenue (income tax, customs duties, value added taxes,
and excise taxes) accounts for over 80 percent of total budget resources.
However, due to slower than anticipated growth for 2012/13 and changes in
VAT withholding mechanism, revenues are now expected to increase by 0.2
percentage points in 2012/13 to stand at 24.2 percent of GDP compared to
24.0 percent of GDP in 2011/12;

o Committed external financing in the form of grants and concessional
borrowing tied to specific programmes/projects are expected to be about 3.5
percent of GDP in 2012/13; and

e Domestic borrowing at 2.8 percent of GDP is expected to finance 64
percent of the deficit in 2012/13, and is expected to decline steadily to finance
about 40 percent of the budget deficit in the medium term. This is consistent
with the objective of gradually reducing the debt stock as a percentage of
GDP.

125.  Ordinary revenue is projected to broadly cover funding required for
recurrent expenditure, leaving the entire development budget fo bé financed
mainly through external project grants and loans, as well as domestic borrowing
including infrastructure bonds. This approach bodes well for long-term
sustainability of our public finances.

Spending Priorities

126. ’ In view of the changed macroeconomic circumstances since the start of
implementing Vision 2030 first Medium Term Plan in 2008, the Government has
updated its main priorities going forward in the context of first MTP update. The
Government will, in this regard, prioritize resource allocation to achieve updated
MTP priority goals as well as cater for priorities identified during the
countrywide budget consultative meetings held in October — November 2011.
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127. In addition, the new Constitution requires national and county
governments to promote budgetary transparency, accountability and effective
financial management of the economy and the public sector. Therefore,
inefficient and wasteful public expenditure will be eliminated at all costs in order

-~ to promote public trust on Government officials.

128. In finalizing the preparation of the 2012 MTEF budget, spending
proposals will undergo rigorous scrutiny to identify areas of inefficient and non-
priority expenditure in the areas indicated in the table below. These areas were
targeted in 2011/12 during the budget approval by Parliament. During scrutiny of
2012/13 budget proposals, more effective use of resources will be sought across
spending agencies and any identified savings will be redirected to deserving
priority expenditures.

‘Targeted expenditures for scrutiny to create savings

Recurrent

Telephone, Telex, Facsimile and Mobile Phone Services
Courier and Postal Services

Domestic Travel and Subsistence, and Other Transportation Costs
Foreign Travel and Subsistence, and other transportation costs
Printing , Advertising and Information Supplies and Services
Training Expenses

Hospitality Supplies and Services

Office and General Supplies and Services

Contracted Professional Services

Contracted Technical Services

Minor Alterations to Buildings and Civil Works

Purchase of Office Furniture and General Equipment
Refurbishment of Buildings

Purchase of Motor Vehicles

Pre-feasibility, Feasibility and Appraisal Studies

Development
Contracted Professional Services
Contracted Technical Services
Minor Alterations to Buildings and Civil Works
Refurbishment of Buildings

Pre-feasibility, Feasibility and Appraisal Studies

129.  Overall, given limited resources, the MTEF budgeting will focus on the
following:

e The priority social sectors, education and health, will continue to receive
adequate resources. It should be noted that both sectors (education and health)
are already receiving a significant share of resources in the budget. These
sectors, however, will be required to utilize the allocated resources more
efficiently to generate fiscal space to accommodate strategic interventions in
their sectors including funding HIV/AIDS interventions, healthcare
infrastructure, affordable drugs, as well as recruitment and training of staff as
identified during the budget consultations. In particular, it is expected that the




health sector will strengthen its infrastructure and administrative control,
while the educatjon sub-sector will revisit its staffing norms in order to create
fiscal space for key interventions which include provision for learning
infrastructure, teaching and learning materials, and recruitment of teaching
staff.

* The economic sectors including agriculture and livestock will receive
increased share of resources to boost agricultural productivity with a view to
dealing with the recurrent food security problems in the country.

e With the Government committed to improving infrastructure
countrywide, the share of resources going to priority physical infrastructure
sector, such as roads, energy and water and irrigation, will continue to rise
over the medium term. This will help the sector provide reliable and
affordable energy, as well as increased access to water and development of
irrigation projects countrywide.

o Other priority sectors including security, rule of law, youth and
development of arid regions, which has received a significant boost in
resources over the past two years. Resources to these sectors will be
maintained at adequate level over the medium-term to enable these sectors to
implement governance reforms as well as deal with security, youth
unemployment and provide opportunities for the vulnerable members of our
society in the arid and semi arid regions.

Medium-Term Expenditure Estimates

130. Table 5.0 below provides the projected baseline ceilings for the 2012
MTEF, classified by sector.

Tabie 5.0: Medium-Term Sector Ceilings, 2012/13 - 2044/15

TOTAUEXPENOIURE(KShMilisn) N % SHARE OF TOTAL EXPENDITURE
ANt w1hz Celling_ w1 __ Mrajection.
Proted  Mevaed  |Poted  Rewsed | oovpmy  mwme 2wans | Reissd ntam s aouns
[EXPENDITURE BY SECTOR
AGRICULTURE AND RURAL DEVELOPMENT Gross | 42885 47 341| a1 pde 52955 52,013 55316 6011 ) S5 53% 5% 55%
ENERGY, INFRASTRUCTURE & ICT Grss | 189,083 168,650 | 226505 219002 230783 247831 262856 | 228% 233% 230% 242%
GENERAL ECONOMIC, COMMERCIAL AND LABOUR
AFFAIRS Gross | 21344 21802 20849  19469| 22957 B9 MM 2% 2% 23% 2%
HEALTH Gross | 5156 57377 6434 727510 77,002 81088 85364 ) 6% 7% Te% 7%
EDUCATION Giess | 150224 133,105 | 02338 203677 | 226015 240856  I5T3Te | 223k Z3i% 2% 241%
GOVERNANCE, JUSTICE, LAW & ORDER Gross | 78606 90019 110646 106,133( 120811 115761 119834 { 111%  122%  112%  110%
PUBLIC ADMINISTRATION & INTERNATIONAL
RELATIONS Gross | 85687 89,176 124075 110531 107,334 109049  vM471{ 10.5% 108% 106% 105%

SOCIAL PROTECTION, CULTURE ANDRECREATION  Gross | 31651  34,170( 35625 38,091 B968 42636  47002) 40% 3% 41%  43%
ENVIRONMENTAL PROTECTION, WATER AND

HOUSING Gross | 48501 47A18| 54483 47707 ARATE 5040 44rs| 508 40%  49% 504
NATIONAL SECURITY Gross | 56686 50394 | 65163 78560 64,283 67601  BADAI) 82%  65%  65%  63%
TOTAL 03842 793,455) 952008 959,074 | SMSTA4 1,036,069 1087710 § 100.0% 1000% 1000% 1000%
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Resource sharing criteria for baseline ceilings

131. The baseline estimates reflects current spending priorities in social
-programmes (health and education) and infrastructure as well as Vision 2030
projects receiving large shares. Water supply, police services, judiciary and
Parliament also receive large shares.

132.  Overall, the resources available are shared in accordance with the
following guidelines:

(i) Non discretionary expenditures: this takes first charge and includes
payment of statutory obligations such as loan amortization and interest
payments, salaries for constitutional offices and pension and salaries for
line ministries and public entities that are financed by the National
Exchequer. These expenditures are projected to account for about 51.3
percent of the expected ordinary revenue receipts.

(ii) Operations and maintenance: Ministries/Departments are allocated funds
for basic operations and maintenance. This accounts for 43.5 percent of
the projected ordinary revenue, of which Defense and NSIS account for
7.6 percent. Thus, after taking into account expenditure on non-
discretionary and operations and maintenance the available balance of 5.2
percent from total ordinary revenue is the current budget surplus to be
shared among other ministries/government departments to fund their
planned development projects/programmes.

(iii) Development expenditure: As already indicated, it is only 5.2 percent of
the ordinary revenue that will be available to finance part of the planned
development expenditure. The rest of the development experditure will
be funded through borrowing from the domestic and foreign sources, as
well as grants tied to projects. Development expenditures are shared out
on the basis of the Vision 2030 and MTP priorities as well as other
strategic intervention to deal with unemployment and remove constraints
to faster growth. The following guidelines are used:

. On-going projects: emphasis is given to completion of on-going
projects and in particular infrastructure projects, flagship projects and
projects with high impact on poverty reduction and equity, employment
and wealth creation.

. Statutory requirements: priority is also given to programmes that
must be funded in accordance with the law such as Constituency
Development Fund (CDF).

) Counterpart funds: priority is also given to adequate allocations
for donor counterpart funds. This is the portion the Government must
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fund in support of the projects financed by development partners. Usually
it accounts for between a quarter to a third of the cost of the project.

o Strategic policy interventions: priority is also given to policy
interventions covering the entire nation, regional integration, social equity
and environmental conservation. The implementation of the new
constitution is now a key national objective, thus more resources will be
set aside for this purpose over the medium term.

Finalization of spending plans

133.  As indicated earlier, the finalization of the preparation of the ministerial
budgets will entail thorough scrutiny to curtail spending on non-productive areas
and ensure resources are directed to priority programmes. As line
ministries/department budgets are scrutinized and the resource envelope firmed
up, it is likely that additional resources may become available. Government will
utilize these resources to accommodate key national strategic priorities with
sound business plans. Specifically, the following will receive priority:

Priority Areas of Consideration for Additional Resources

1. Intervention identified during the county stakeholders consultation for
2012 MTEF budget. A summary of issues identified by Sector
Working Groups during the consultations are summarised in Annex 9.

2. Implementation of the new Constitution covering proposals not
accommodated within the baseline ceilings issued to Ministries.

3. Strategic intervention in the area of education, health, infrastructure
(especially rural/feeder roads), tourism, security and agriculture
(especially irrigation programmes and other food security enhancing
programmes), as well as policy interventions covering the entire
nation to enhance regional integration and social equity. A list of
additional requests that are potential sources of fiscal risks on
expenditure is provided in Annex 10.

4, Specific consideration to job creation for the youth based on sound
initiatives identified within and outside the normal budget preparation
(Annex 9 and 10).

Details of Sector Priorities

134.  The medium term spending estimates for 2012/13 — 2014/15 ensures
continuity in resource allocation based on prioritized programmes aligned to the
updated first Vision 2030 MTP and policy initiatives to accelerate growth,
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employment creation and poverty reduction. The recent achievements and key
priority targets for each sector are based on the reports from the Sector Working
Groups (SWG) after taking into account recommendations of the Ministerial
Public Expenditure Reviews (MPERs) and views from the budget consultations
- and Public Sector Hearings in January 2012.

Agriculture and Rural Development

135. The Agricultural and Rural Development (ARD) sector is critical to
economic growth, employment and poverty reduction. The sector is the mainstay
of the Kenyan economy, directly contributing 26 percent of the GDP with
linkages in manufacturing, distribution and other service-related sectors.

136. The sector aims at raising agricultural productivity, exploiting irrigation
potential, increasing commercialization of agriculture, improving the legal and
policy framework for agriculture, improving governance of agricultural
institutions, and land development as well as promotion of sustainable
management of fisheries, forestry and wildlife resources.

137. The challenges facing the sector include unfavourable climatic changes,
poor planning and inadequate warning systems, low production and productivity,
poor marketing strategy and infrastructure, low value addition and
competitiveness, inadequate physical infrastructure, unfavourable legal and
policy frameworks, and low access to financial services as well as affordable
credit.

138. To address these challenges, a total of Ksh. 167.5 billion has been
provided for the 2012 MTEF period covering 2012/13 to 2014/15 (Table 5.1).
For FY 2012/13, Ksh 52 billion has been set aside for the sector. This is projected
to increase to KSh 60.1 billion by 2014/15, bringing the total resources for the
entire MTEF period to KSh 167.5 billion.

Table 5.1: Agriculture and Rural Development 1/
201112 2012/13 201314  2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 418 412 421 46.3 129.5
of which: Transfer to Public Entities 9.1 11.3 12.1 12.7 36.1
Counties 11.2 10.8 13.2 13.9 37.9
Total 53.0 52.0 55.3 60.1 167.5
of which: salaries 10.1 10.4 10.7 11.0 32.0

1/ The sector comprise of Agriculture, Livestock Development, Fisheries Development, Land, Cooperative
Development and Marketing, Forestry and Wildlife, National Land commission

139. Under the new Constitution, a number of functions in the sector have been
assigned to the counties. These include crop and animal husbandry, livestock sale
yards, abattoirs, plant and animal disease control, fisheries and cooperative
societies. Together, these functions are estimated to cost about Ksh. 38 billion
over the MTEF period. The national departments will need to be reorganized and
rationalized to ensure efficient delivery of services in a decentralized system.
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Energy, Infrastructure & ICT Sector

140.  Energy, Infrastructure and Information Communications Technology
(EI&ICT) Sector continues to be an enabler for sustained development of the
economy. Despite major achievements over the recent past, there are still
challenges, including: delayed uptake of donor funds, roads maintenance
backlog, lack of adequate local construction capacity; inadequate power supply
capacity; over-reliance on hydro-power generation; low investment in power
generation by private sector; inadequate capacity for research in ICT and film
industry; and inefficient and congested Port of Mombasa.

141.  Over the medium-term, the sector’s priorities include: accelerating on-
going infrastructure development, improving efficiency and effectiveness of the
infrastructure development process at all levels of planning, contracting, and
construction; modernizing provision of electricity, developing modern national
ICT infrastructure, and reforming ports and rail.

142." Total MTEF estimate for the sector is KSh 741.5 billion (Table 5.2). For
FY 2012/13, KSh 230.8 billion has been set aside, increasing to Ksh 262.9 billion
by 2014/15.

Table 5.2: Energy, Infrastructure & ICT Sector 1/
201112 2012/13  2013M14 2014115 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 165.5 171.4 187.5 199.5 558.4
of which: Transfer to Public Entities 48.6 54.3 57.9 62.0 174.2
Counties 535 59.4 60.3 63.3 183.1
Total 219.0 230.8 247.8 262.9 741.5
of which: salaries 3.5 3.6 3.7 39 11.2

1/ Includes roads, public works, transport, energy, local government, Nairobi metropolitan development, and
Information & Communications Technology

143.  Assigned functions to the counties include county roads, street lighting,
traffic and parking, public road transport and ferries and harbours, and housing.
These are estimated to cost Ksh 183.1 billion over the MTEF period.

General Economic, Commercial and Labor Affairs

144.  Despite impressive performance over the recent past, the sector still faces
a number of challenges ranging from inadequate legal, regulatory and
institutional challenges, limited access to credit, high cost of production, stiff
competition from access to international markets, low awareness of benefits of
regional integration, influx of sub-standard, counterfeits and contra-band goods,

and low technology, innovation, research and development.

145.  Over the medium-term, the sector plans to create an enabling business
environment for trade and investment; deepen regional integration, promote best
labour practices, manpower planning, development and utilization, tourism
development and marketing, undertake policy, legal and institutional reforms for
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the development of the sector; support entrepreneurship and industrial
development; and promote exports and sustainable tourism.

146. Total MTEF estimate for the sector is KSh 71 billion (Table 5.3). For FY

-2012/13, KSh 23 billion has been set aside, representing an 18 percent increase
from FY 2011/12 funding level. This is projected to increase to KSh 24.1 billion
in 2014/15.

Table 5.3: General Economics, Commercial and Labour Affairs 1/
2011112 2012113 2013114 201415 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 134 18.1 14.7 145 473
of which: Transfer to Public Entities 4.1 43 44 44 13.1
Counties 6.0 49 9.2 9.6 236
Total ' 19.5 23.0 23.9 241 71.0
of which: salaries 18 1.9 1.9 2.0 58

1/ The sector comprise of trade, east Africa community, national heritage and culture, tourism,
industrialization, labour, and Regional Development Authorities.

147. Assigned functions to the counties include markets, trade license, and
local tourism. These are estimated to cost Ksh 23.7 billion over the MTEF period.

Health

148.  The sector’s goal is to provide equitable and affordable health care to the
Kenyan citizens. While remarkable achievements have been made over the years
in terms of improvement in mortality rates, the sector still faces challenges,
which include inadequate infrastructure, qualified health personnel, and
medicines and medical supplies. S

149.  In the medium term, the Government will seek to address these challenges
through continued investment in training of health professionals, medical
services, health, and sanitation infrastructure. The 2012 MTEF estimate for the
sector is Ksh. 243.4 billion, of which Ksh 77 billion has been set aside for FY
2012/13, representing a 6 percent increase from FY 2011/12 funding level (Table
5.4). This is projected to increase to KSh 85.4 billion by 2014/15.




Table 5.4: Health Sector 1/
201112 201213 2013114 2014115 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 414 44.1 490 517 1449
of which: Transfer to Public Entities 13.9 14.0 14.3 14.6 42.9
Counties 314 329 320 336 985
Total 12.8 11.0 81.1 85.4 2434
of which: salaries 237 21.1 289 29.8 85.9

1/ Includes medical services, public health and sanitation, Research and Development sub-Sectors

150.  Assigned functions to the counties under this sector include county health
facilities and pharmacies, ambulance services, promotion of primary health care,
licensing and control of undertaking that sell food to the public and pre-primary
education. Preliminary costing of these functions is Ksh 98.5 billion over the
MTEEF period, of which Ksh 77 billion is earmarked for FY 2012/13.

Education

151.  The sector’s overall goal is to increase access to education, raise the
quality and relevance of education, reduce inequality, and exploit knowledge and
skills in science, technology and innovation to achieve global competitiveness.

152.  Previous achievements include free primary education which has
improved admission into primary level education from 5.9 million in 2003 to 9.4
million children in 2010. Other achievements include: improved gender parity at
primary school level; increased number of secondary schools from 6,405 in 2007
to 7,308 in 2010 with free tuition for secondary schools, increased accredited
TIVET centres from 288 in 2007/08 to 487 in 2010/11, and increased enrolment
into the public universities from 16,134 students in 2008/09 to 24,216 students in
2010/11.

153.  The sector’s challenges include inadequate infrastructure and staffing,
slow pace to ICT integration, and dealing with accelerated admissions to
university. In the medium term, the Government will seek to address these
challenges by providing enhanced education and training opportunities, building
capacity in industrial training, and reforming university education system.

154. .The 2012 MTEF estimate for the sector totals Ksh 721.2 billion, of which
KSh 229 billion has been set aside for FY 2012/13, a 7 percent increase from FY
2011/12 funding level (Table 5.5). This is projected to increase to KSh 251.3
billion by 2014/15.
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Table 5.5: Education Sector 1/
201112 201213 2013114 2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 2135 2286 2404 250.8 719.8
' of which: Transfer to Public Entities 51.2 57.4 61.6 64.9 183.8
Counties 04 05 0.5 0.5 14
Total 213.9 229.0 240.9 251.3 721.2
of which: salaries 115.2 119.5 123.4 127.1 369.9

1/ Includes education, and higher education sub-Sectors

155. Assigned functions to the counties under this sector are limited with an
estimated MTEF budget of Ksh 1.4 billion, mainly to cater for pre-primary
education, village polytechnics, home craft centres and children facilities.

Governance, Justice, Law and Order Sector (GJILOS)

156. The Sector plays an important role in providing a stable environment for
the political, social and economic activities to thrive. Following the promulgation
of the new Constitution in August 2010, a number of institutions  were
established within the Sector while some existing ones were restructured. The
newly established institutions are the National Police Service Commission
(NPSC), the Constitution Implementation Commission (CIC), and the Office of
the Director of Public Prosecutions (ODPP). The Judicial Service Commission
was revamped and reconstituted; the IIEC and JEBRC were merged to become
the Independent Electoral and Boundaries Commission. The Kenya Anti-
Corruption Commission became the Ethics and Anti- Corruption Commission
(EACC).

157. Over the last three years, the sector has achieved significant milestenes in
execution of its programs, including enhancing governance, rule of law, and
preventing corruption among others.

158. Funding over the 2012 MTEF period will facilitate the implementation of
the new Constitution; improve access to judicial and legal services for all
Kenyans; enhance the security of identification, registration and travel
documents;; prevent and combat the occurrence of corruption and economic
crimes including tracing, recovering and restitution of corruptly acquired assets
and ensute public safety and security; reform and modernization of the electoral
processes to deliver free, fair and credible elections; promotion of national values
and ethics; and registration and funding of political parties.

159. For FY 2012/13, KSh 120.9 billion has been set aside, representing about
14 percent increase from FY 2011/12 funding level (Table 5.6). This is projected
to remain more or less the same level by 2014/15. Total funding level for the
MTEEF period is KSh 356.5 billion.
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Table 5.6: Governance, Justice, Law and Order Sector 1/
2011112 2012/13 2013114 2014/15 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 105.8 120.6 115.4 1194 3554
of which: Transfer to Public Entities 4.0 4.2 4.3 4.4 12.8
Judiciary 7.5 8.8 10.0 104 30.2
Counties 0.3 03 0.4 04 1.1
Total 106.1 120.9 115.8 119.8 356.5
of which: salaries 55.4 60.1 60.4 62.3 182.9

1/ Includes Ministry of State for Provincial Administration and Internal Security, Office of the Vice President
and Ministry of Home Affairs, Ministry of Justice, National Cohesion and Constitutional Affairs, State Law
Office, Judiciary, Kenya Anti-Corruption Commission, Kenya National Audit Office, Ministry of State for
Immigration and Registration of Persons, Interim Independent Electoral Commission and the Directorate of
Public Prosecution.

Assigned functions to the counties include ensuring and coordinating the
participation of communities and locations in governance at the local level and
assisting communities and locations to develop the administrative capacity for the
effective exercise of the functions and powers and participation in governance at
the local level. These are estimated to cost Ksh 1.1 billion over the MTEF period.
However, this may increase depending on the scope of restructured functions of
the provincial administration in line with the Constitution.

Judiciary

160. The GJLOS sector includes the MTEF budget for the Judiciary that is
expected to be submitted directly to the National Assembly in line with the new
Constitution. The challenges facing the Judiciary include case backlog, case
delay and inaccessibility to justice in many parts of the country. This is attributed
to lack of adequate facilities in most of the existing 120 court stations in the
country; inadequate numbers of judicial officers and other support staff; and slow
adaptation and institutionalization of ICT technology and other facilities.

161.  During this MTEF period, the Judiciary will prioritize the implementation
of the new Constitution and continue to implement strategies that will lead to
reduced case backlog, improved access to justice and modernize the court system.
The MTEF funding level is estimated at Ksh 30.2 billion, of which Ksh. 9.8
billion is for FY 2012/13. This has been arrived following consultations with the
Judiciary.

Public Administration and International Relations

162. The sector plays a key role in enhancing public service delivery,
organization and coordination of Government business through planning,
mobilization of financial and human resources in the public sector. In addition,
the sector links all other sectors with the rest of the world on matters of
international treaties, agreements, cooperation and resource mobilization. The
Constitution established Constitutional commissions and Independent offices
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some of which are members of the sector. These include: Office of the Controller
of Budget, Kenya National Audit Office, Salaries and Remuneration Commission
and Commission on Revenue Allocation. Further, Kenya National Assembly
previously falling under the Governance Justice Law and Order Sector was
- incorporated in this sector.

163. Funding over the 2012 MTEF period will enable the sector to oversee the
implementation of the new Constitution; provide leadership and policy direction
in the governance of the country; coordinate and supervise government affairs;
promote sound public financial and economic management for socioeconomic
development; articulate and implement Kenya’s foreign policy for national
development; promote macroeconomic stability, mainstream MDGs into the
nation’s policy, planning and budgetary process, implementation, monitoring and
evaluation; promote efficient and effective human resource management and
development for improved public service delivery; and promote public service

integrity.

164. For FY 2012/13, Ksh. 107.3 billion has been set aside to fund the sector’s
programmes (Table 5.7). This is projected to increase to Ksh. 114.5 by FY
2014/15, bringing the total MTEF estimate to Ksh. 331.8 billion.

Table 5.7: Public Administration and International Relations 1/
2011112 201213 2013114 201415 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 92.9 79.3 90.2 93.7 263.2
of which: Transfer to Public Entities 20.2 21.0 20.0 20.3 61.3
Parliament 10.2 12.1 14.1 14.6 40.9
Counties 17.6 28.1 19.8 208 68.6
Total 110.5 107.3 109.9 114.5 331.8
of which: salaries 13.2 14.6 14.7 151 " T 444

1/ Includes state house, public service, foreign affairs, planning and national development, finance, cabinet
office, public service commission and prime minister, Controller of Budget, Parliament, Commission of
Revenue Allocation, KENAO, Salaries and Renumeration Commission

165. Assigned functions to the counties include office of the governor, county
assemblies, and county planning and development including statistics. These are
estimated at Ksh. 68.6 billion over the MTEF period, of which Ksh. 28.1 billion
is earmarked for FY 2012/13.

Parliament

166. This sector includes the MTEF budget for the Parliament that is expected
to be submitted directly to the National Assembly in line with the new
Constitution. Parliament plays a crucial role in strengthening the democratic
space and good governance in the country. Under the new constitutional order,
parliament will consist of the National Assembly and the Senate. This is expected
to increase the resource requirement to cater for the increased membership of
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Parliament from the current 224 to 418 and for additional physical facilities and
infrastructure.

167. Total MTEF estimate for the Parliament is Ksh 40.9 billion. For FY
2012/13, Ksh. 12.1 billion has been set aside as baseline ceiling. However,
consultations with Parliamentary Service Commission are ongoing ahead of
finalization of detailed budget to firm up the resource requirement to cater for the
10™ Parliament and initial requirements for the expanded Parliament during the
second half of the financial year.

Social Protection, Culture and Recreation

168. The sector’s strategic objectives include formulating and implementing
national and cultural heritage policies; youth empowerment; gender, children and
social development; disaster management and coordination of development
activities in arid and semi arid areas which cuts across all the three pillars of the
Kenya Vision 2030. Key achievements for the 2011 MTEF include: resettlement
of IDPs; disaster mitigation; increased coverage of cash transfers for the
vulnerable groups in the country; development of cultural and heritage
infrastructure; improvement and construction of water and sanitation
infrastructure in the ASALSs; construction, rehabilitation and equipping of Youth
Polytechnics and empowerment centres.

169. Funding over the 2012 MTEF period will continue to enhance delivery of
the sector priorities. For FY 2012/13, Ksh 37 billion has been set aside to support
the sector’ activities (Table 5.8). This is projected to increase steadily to KSh
47.1 billion in 2014/15, bringing the total MTEF estimate to KSh 126.7 billion.

Table 5.8; Social Protection, Culture and Recreation 1/
201112 201213 2013114 201415 2012 MTEF
Ksh billion Revised Medium-Term estimates - - Total
National 280 235 32.8 368 - . 932
of which: Transfer to Public Entities 9.8 7.2 8.5 10.5 26.2
Counties 101 134 9.8 103 335
Total 381 31.0 42.6 471 126.7
of which: salaries 3.3 34 35 3.6 10.4

1/ Includes National Heritage and Cultures, Gender and Children Development, Special Programmes, youth
affairs and sports, development of northern Kenya and arid lands.

170.  Assigned functions to the counties include sports and cultural activities
and facilities, among others, which are expected to cost Ksh 33.5 billion. The
sector will benefit from additional funding from the equalization fund as some of
the activities covered under the sector benefit the marginalized categories.
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Environmental Protection, Water, and Housing

171. The sector plays a key role in ensuring that every Kenyan has access to
decent and affordable housing with access to portable water in a clean and secure
environment.

172.  Over the MTEF period the sector aims to achieve expansion of water
coverage and sewerage facilities; scaling up water storage to improve water
security; scaling up irrigation to reduce dependence of rain fed agriculture;
protection, conservation and management of catchment areas; mitigation and
adaptation measures on climate change; enforcement of sector laws and
regulations; restoration of Nairobi Rivers; modernization of meteorological
services; mineral exploration and mining cadastre system; enhancing housing
development through various initiatives; up-scaling slum upgrading and
redevelopment; and lowering the cost of building material to increase access to
housing.

173. The 2012 MTEF estimate of KSh 154.1 billion has been allocated for the
sector. For FY 2012/13, Ksh. 48.5 billion has been set aside, increasing to Ksh.
54 5 billion by FY 2014/15 (Table 5.9).

Table 5.9: Environmental Protection, Water and Irrigation and Housing 1/
201142 2012113 2013114 2014115 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 389 38.7 409 437 1233
of which: Transfer to Public Entities 4.5 4.5 4.5 4.5 13.6
Counties 8.8 9.8 10.2 10.7 30.8
Total 41.7 48.5 5141 54.5 154.1
of which: salaries 3.4 35 3.6 3.7 10.7

1/ Includes water and irrigation, environment and Mineral resources, and housing -

174. Under this sector, assigned functions 1o the counties include soil and
water conservation, forestry, storm water management, and water and sanitation
services, as well as control of air pollution, noise pollution, other public nuisance
and outdoor advertising. Preliminary costing of these functions amounts to Ksh
30.8 billion for the MTEF period.

National Security

175. The national security sector comprises of defence and national security
intelligence services. The 2012 MTEF estimate of KSh 199.9 billion has been
allocated for the sector, of which Ksh. 64.3 billion has been set aside for FY
2012/13, rising to Ksh. 68 billion by FY 2014/15 (Table 5.10).
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Table 5.10: National Security
201112 2012113 201314 2014115 2012 MTEF
Ksh billion Revised Medium-Term estimates Total
National 78.6 64.3 67.6 68.0 199.9
of which: Transfer fo Public Entities/1 77.8 63.4 66.6 66.9 196.9
Counties - - - - -
Total 78.6 64.3 67.6 68.0 199.9
of which: salaries (excl. DoD & NSIS) 0.6 0.7 0.6 0.7 20

1/ Defense and national infeligence services (include salaries)

Conclusion

176.  The 2012 MTEF is marked by moderate growth in overall expenditure,
taking into account the weaker economic outlook and the need to maintain fiscal
disciple during the implementation of the new Constitution. Expanding
infrastructure investment, while maintaining reasonable growth on social
development priorities remain a priority. Preliminary allocations to counties
reflect a transition arrangement while ensuring continued provision of basic
services to Kenyans.

177.  Overall, the set of policies outlined in this BPS are consistent with the
national strategic objectives pursued by the Government as a basis of allocation
of public resources. Details of the strategic objectives are provided in the first
updated Vision 2030 MTP released in December 2011. The policies and sector
ceilings annexed herewith will be the basis for the preparation of the 2012/13
MTEEF budget.

%
2012 Budget Policy Statement Page 50



ANNEX 1: STATEMENT OF SPECIFIC FISCAL RISK

L OVERVIEW

1. The Kenyan economy is highly susceptible to various domestic and
external shocks. These shocks include: (i) drought which puts additional demand
for budgetary resources for intervention measures in the dry part of the country
mainly in need of food assistance, water, and health care; (ii) increase in
international oil prices which raises the cost of transportation and energy; and
(iii) insecurity in the porous border along Somalia, piracy in the high seas, and
threat of terrorism, which together combine to limit trade and tourism. More
recently, the economic and financial turmoil in advanced economies which have
slowed global growth continue to pose challenges to our economy. To this end,
maintaining fiscal stability is critical for safeguarding against these adverse
shocks and ensuring that growth is sustained despite challenging circumstances.

2. As part of requirement under the Fiscal Management Act, 2009, this
Annexure presents the Statement of Specific Fiscal Risks (SSFR). Specifically,
it outlines Kenya’s exposure to fiscal risks that are associated with assumptions
used for fiscal projections, public debt dynamics, operations of state corporations,
public-private partnerships and contingent liabilities, vulnerabilities of the
financial sector, as well as risks posed by drought.

3. Overall, the Statement highlights the following:

e Macroeconomic assumptions have been broadly accurate, although
economic growth and under-spending by Line Ministries remains -a key
concern;

e Based on the latest (November 2011) debt sustainability analysis, our
public debt is projected to be sustainable;

¢ Contingent liabilities from key State Corporation present minimal fiscal
risks. Most of the sources of contingent liabilities are being addressed. And
recent: restructuring and privatization of key institutions have, to a large
extent, transferred various risks of state corporations to the private sector,
save for those relating to shareholder’s obligations in the new-look
corporations.

e The financial sector remains generally resilient even with the recent
interest rate and exchange rate shock; and

e Steps are being taken to ensure food security with ongoing irrigation
programmes and robust early warning system, but significant investments
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will be required to meaningfully reduce the country’s vulnerability to
repeated droughts and mitigate the effects of climate change.

4. Going forward, there are ongoing measures to mitigate these risks but
more needs to be done to guarantee fiscal viability in case of unfavorable fiscal
developments.

IL FINANCIAL OBJECTIVES

5. The Government will pursue prudent fiscal policy which is critical for
macroeconomic stability. As such, the Government’s fiscal stance will continue
to strengthen debt sustainability over the medium to long term, while supporting
growth and employment in the face of challenging economic environment. It also
continues with efficiency and improvement in the productivity of expenditure.
Given the limited resources, expenditures are targeted on:

e Poverty reduction and empowerment of the poor and vulnerable through
adequate allocation of resources to priority social sectors, such as education and
health;

o Sustained economic growth through improvement in physical infrastructure
sector, such as roads, rail, ports, water and irrigation, and reliable and affordable
energy; '

e Expansion and diversification of exports, and boosting agricultural productivity;

e Enhancing food security and protecting the livelihoods of the poor and the most
vulnerable members of our society;

e Transparent, accountable, and participatory governance through setting up the
essential frameworks for implementing the new constitutional order;

e Strategic interventions through programmes targeted for job creation for the
youth; and

o Strengthening intenal security and rule of law.

6. The Government will manage the budget deficit to ensure sustainable
debt levels over the medium term. Fiscal consolidation will enable us to rebuild
fiscal space in preparation of any economic downturn given that we are now
leaving.in a world full of uncertainty. In addition, fiscal structural reforms are
expected to reduce the country’s sources of fiscal risks as policies will center on
reforms in tax policy and administration, non-tax revenue, expenditure
management, privatization of government entities, and debt management.
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I0. SPECIFIC FINANCIAL RISKS
Changes in Underlying Macroeconomic Assumptions

7. Macroeconomic assumptions play a key role in the formulation of the
budget. Changes in these macroeconomic variables create risks to both revenue
and expenditure projections in this BPS and the budget estimates and expenditure
to be submitted to Parliament for approval by end of April 2012. In particular, the
budget is sensitive to the following key macroeconomic variables:

o Economic growth: this mainly affects tax revenue. A slower-than-
projected growth in real GDP lowers tax collection, especially income
taxes and VAT collections.

e Macro prices:

> Inflation: An increase in inflation may result in higher tax revenues
through increases in the base for income taxes and VAT. However,
certain levels of very high inflation may constrain consumption and
lower VAT collections.

» Exchange rate: This impacts both revenues and expenditures. For
instance, a weakening of the shilling vis-a-vis the US dollar improves
revenue collection, mostly through customs duties and VAT on
imported goods. On the expenditure side, foreign interest rate
payments and foreign expenditure-related maintenance and operating
expenditures will be negatively affected.

> Interest rates: An increase in Treasury bill rates will increase
expenditures through an increase in domestic interest payments. On
the revenue side, the 10-25 percent withholding tax on income on
financial instruments also increases revenue.

o Imports of goods: A growth in merchandise imports (excluding
government imports and oil imports) positively impacts revenues given
the higher tax base for import duties.

8. Table Al.]l presents the magnitude of first round impacts of the above
macroeconomic variables on fiscal aggregates. Note the net positive impact of a
rise in real GDP and a shilling depreciation and a net negative impact of increase
in inflation and Treasury bill rate.
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Table AL Fiscal Sensitivity to Key Macroeconomic Variables, 2012/13 (Ksh billion per year)
Revenue Expenditure ~ Budget balance

One percentage point increase in real GDP (%) 8.6 0.0 8.6

One percentage point increase in inflation rate

(%) 1.1 119 -4.2

One percentage point increase in Treasury Bill

rate (%) 40 8.2 -4.2

10% depreciation in exchange rate (Ksh/USS$) 58 11 4.7

One percentage point increase in US$ value of

goods imports (%) 0.6 0.0 0.6

Source: Estimates from Ministry of Finance

Forecast Accuracy of Underlying Assumptions and Budgetary Aggregates

9. Overall, the macroeconomic assumptions underlying the recent
budgets and actual budget outturn have generally been accurate with fairly
minimal deviations (see Table A.1.2). Over the period 2009/10-2011/12, the
average deviation between the assumed and provisional actual real GDP growth
rates was only 0.1 percentage point. With respect to inflation assumption, the
large deviation in 2009/10 and the current financial year 2011/12 reflect the
methodological revision of the CPI series by the Kenya National Bureau of
Statistics (KNBS) from arithmetic mean to geometric mean and the inherent
volatility of international oil prices, respectively. Also, inflation was volatile in
2011/12 due to the adverse impact of drought which increased food prices. The
sharp depreciation of the shilling exchange rate against major international
currencies occasioned by monetary shocks also increased deviation between the
previous BPS and 2012 BPS. Meanwhile, the average deviation on export and
import growth was minimal.
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Annex AL2: Deviations between Macroeconomic Assumptions/Fiscal Aggrepates projections and Actual (In percentage points; unless specified)
2009/10 2010111 201112 2009/10-2011-12
Prj. A Dev  Pmi. A Dev.  BPSU" BPST)  Dev. Average Deviation
1. Kev Macroeconomic Assumptions
Real GDP 31% 41% 1.0% 5.1% 5.0% -0.1% 5.5% 4.8% -0.7% 0.1%
Inflation rate (avg) 1B4%  55%  -1.9% 5.0% 6.9% 1.9% 51%  160%  J0.9% 1.6%
Domestic borrowing (average rate) 9.9% 94%  -0.5% 0.5%
Exchange rate (Ksh/USD), avg n9 7.1 -2 811 825 14 811 86.9 58 20
Export growth 3d% 1.8% -1.6% 118%  126% 0.8% 11.8% 8.8% -3.0% -1.2%
Import growth 7.0% 38% 3% 2% 0% 65% 142% 1% 3% 0.1%
Total Revenue 604.8 5688  -36.0 7300 6863 437 823.2 8382 15.0 -216
Tax and non-tax 569.5 548.1 214 689.6 667.5 22 7744 7900 15.6 93
Ordinary, incl. LATF 5338 5119 -159 6230 6213 -1.7 7030 7258 2.8 17
AIA 387 302 5.5 66.6 462 204 4 64.3 -7 -110
Grants 353 207 146 404 188 216 488 481 -0.7 -123
Total Expenditure M4 7181 533 916.9 804.1 -1128 9751 998.4 2.7 478
Recurrent 5111 5044 6.7 5933 5847 8.6 644.6 6832 38.6 78
Development 261.3 2147 -46.6 3236 2194 -104.2 3311 3152 -159 556
Domestic 155.1 151.9 32 178.1 150.1 280 206.5 194.7 -1.8 -143
External 103.8 60.5 433 143.1 67.0 -76.1 1219 1178 .l -41.1
Net Lending 24 23 0.1 24 23 -0 27 26 0.1 Q0.1
Balance -167.6 -1503 173 -186.9  -1178 69.1 1525 -160.2 7.7 262
Financing * 168.2 156.4 -118 188.0 1105 -77.5 1526 160.2 7.6 212
Net Foreign 502 29 2273 827 284 543 474 98.1 507 -103
Net Domestic 109.5 1335 240 105.3 821 232 105.2 62.1 -3 -141
Other 85 0.0 85 00 0.0 0.0 00 0.0 0.0 28
|Nominal GDP (Ksh billion) 25466 24583 883 27672 2,731 59 27672 32952 5280 148.6
Source: Ministry of Finance
1/ As submitted to Parliament in March 2011
2/ Excludes adjustment to cash
10.  The actual performance of fiscal aggregates vis-a-vis target was

generally mixed. The projection for ordinary revenues was broadly accurate with
average deviation over 2009/10-2011/12 estimated at Ksh 1.7 billion. The large
deviation in 2011/12 between 2011 BPS and 2012 BPS reflected thé-change in
VAT withholding mechanism which was not anticipated at the time of
preparation of the current financial year budget. On AiA performance, the
deviation was mainly attributed to under-reporting by line ministries. It is
expected that these deviations will narrow when audited accounts are used as
opposed to actual returns. Also, the policy of converting A-i-A into ordinary
revenue collected by KRA will help improve collection and reporting of this
item.

11.  EXecution of recurrent expenditure was generally satisfactory for
2009/10-2010/11 with minimal deviation between projected and actual. However,
the large deviation in 2011/12 between previous year’s BPS and this 2012 BPS
reflect the unexpected expenditure associated with drought intervention
measures, salary awards, and security intervention in Somalia. On development
expenditure, the average deviation is large, mainly reflecting low absorption of
foreign financed expenditure. Absorption of donor grants averaged 70 percent
while that of project loans was around 50 percent.
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12. The slower-than-programmed spending on development budget poses a
risk to the fiscal program, going forward. In order to prevent this risk from
materializing, the government has been pressing its line ministries to increase
absorption to at least 80-90 percent as part of performance contracting. Also, key
infrastructure ministries and departments have been asked to submit monthly
implementation reports. Donors have also been asked to speed up the issuance of
“No Objection” to improve absorptive capacity of implementing agencies. Other
measures include asking ministries to improve procurement planning and
implementation capacity in managing procurement process.

13. Overall, the actual fiscal deficit turned out lower than budgeted over the
period 2009/10-2010/11. Going by the slow execution rate so far, partly
associated with tight domestic financing constraints, the current financial year
may also register a lower-than-budgeted deficit. While this may indicate a
somewhat strong fiscal position, it happens against a backdrop of lower execution
of the budget which does not bode well for growth and poverty reduction.

14.  Going forward, there are risks associated with expenditure proposals that
cannot be accommodated within the baseline ceilings. Some specific key
additional requests are summarized in Annex 10. These expenditures are
disclosed because they could have a material effect on the fiscal outlook given
the limited budgetary resources. Some high priority expenditure proposals from
these list could be taken on board during finalization of detailed ministerial
spending plans if savings are identified and resource envelope firmed up.

Vulnerability of Public Debt to Shocks

15. The Government recognizes the importance of managing debt prudently
to avoid unwarranted debt burden to the future generation and reduce the risk of
macroeconomic instability. Significant effort has been made to improve the
institutional arrangement for debt management as well as capacity to assessment
of risks.

Institutional arrangements

16.  The Debt Management Department (DMD) at the Ministry of finance is
responsibie for formulating debt strategy and ensures prudent debt management.
Under the new Constitution, a new legislation governing the operations of public
borrowing and guarantees needs to be in place on or before the new devolved
government is in place. The proposed Public Financial Management law provides
for a new institutional and legal framework of managing public debt in a
devolved system of government.

17. Under the current Medium-Term Debt Strategy (MTDS), 2011, the
principal objective of Government’s debt management is to meet the Central
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Government financing requirements at the least cost with a prudent degree of
risk. The secondary objective is to facilitate Government’s access to financial
markets and support development of a well functioning vibrant domestic debt
market.

Assessment of Risks

18.  The latest (November 2011) debt sustainability analysis (DSA) for Kenya
based on the International Monetary Fund (IMF) DSA framework indicate that
Kenya faces a low risk of external debt distress. This reflects the limited reliance
on external borrowing and an expected improvement in macroeconomic
performance. All external public debt indicators remain below the relevant
country-specific debt burden thresholds. For instance, external debt as a
percentage of GDP broadly remains stable at 17-19 percent range from 2011 to
2016 (see Table below).

Summary: External Debt Sustainability Assessment
(1n percent of GDP)
2011 2012 2013 2014 2015 2016
NPV of PPG External Debt
In percent of GDP (threshold=40)
Baseline 175 190 189 187 18.4 17.6
Combined shocks 175 218 26.2 256 249 238
In percent of exports (threshold=150)
Baseline 570 653 689 734 764 782
Combined shocks 57.0 690 80.8 85.2 87.7 89.3
PPG External Debt Service
In percent of exports (threshold=20)
Baseline 38 42 42 4.7 48 49
Combined shocks 38 4] 4.2 49 50 52
19.  Under a combination of shocks—Ilower GDP growth, weaker exports, a

lower GDP deflator, and a fall in FDI—the DSA reflects that public debt is
generally resilient. Even though debt indicators worsen (NPV of public external
debt rises from 18 percent to 26 percent), they do not result in a breach of the
thresholds during the projection period, 2011-2016.

20. The sustainability of Kenya’s debt depends on macroeconomic
performance and a prudent borrowing strategy. The projected investment in
infrastructure and the assumed improvement in the investment climate would be
crucial to sustaining strong exports and GDP growth. Additionally, Kenya’s
success in avoiding unsustainable debt to date reflects good management, but
also limited willingness on the part of creditors to provide financing, at times due
to governance concerns.
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21. Overall, the Government will continue to build on the recent medium-
term debt strategy to help maintain a prudent borrowing strategy. Strategies to
guard against shocks will include a build up in international reserves as envisaged
in the current Government’s economic programme supported by the IMF under
the Extended Credit Facility arrangement.

22. In addition, securing timely information on new disbursements under
external loans remains a challenge, with Debt Management Department
continuing to rely on information from creditors, which creates a lag in recording.
The Government hopes this will improve once the electronic Project Monitoring
Information System (ePROMIS) is linked to the Commonwealth Secretariat Debt
Recording Management System (CS-DRMS). A process to establish the level of
contingent liabilities is ongoing, while the disputed commercial contracts have
been managed prudently. The anticipated implementation of devolved
govemnance system is likely to result in increased level of contingent liabilities as
county liabilities are taken into account.

Contingent liabilities of State-Owned Corporations

23.  While liabilities of state-owned enterprises constitute a potential source of
fiscal risk, they are currently not a major cause of concern. A study that was
conducted four years ago of 25 state corporations that the Government perceived
to account for the majority of the contingent liabilities revealed that out of Ksh
57.6 billion total liabilities, about half or Ksh 28.2 billion constituted potential
contingent liabilities. Of the contingent liabilities, about 80 percent were
accounted for by two corporations—TARDA (Ksh.13 billion) and NSSF
(Ksh.9.8 billion). Contingent liabilities relating to TARDA arose from under-
insurance of the power generation assets whose financial benefits were enjoyed
by KenGen, given that the assets had not been fully vested. NSSF’s contingent
liabilities relate to court cases and possible penalties for non-compliance with tax
regulations. -

24.  Given that the causes of contingent liabilities are fairly generic, the broad
policy recommendations emerging from the study of 25 state corporations are
relevant to other state corporations. Thus, the Government will continue to: (i)
closely monitor and evaluate state corporations based on performance contracting
as well as strengthen their governance; (ii) ensure state corporations’ pension
schemes convert from defined benefit to defined contribution schemes to limit
Government exposure to unfunded liabilities; (iii) review the mandates of some
state corporations and conclusively vest assets and liabilities; (iv) and speed up
the privatization programme.

25.  Significant progress has been made in eliminating exposure to risks. For
instance: (i) the process of vesting of assets & liabilities in respect of the relevant
state corporations is progressing well, with the completion of vesting of
TARDA'’s electricity-generating assets in KenGen and the on-going vesting in
roads authorities (KeNNHA, KeRRA and KURA) and the Water Services
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Boards; (ii) virtually all state corporations have now converted their pension
schemes from Defined Benefits Schemes to Defined Contribution Schemes,
effectively extinguishing the related contingent liabilities falling on the
corporations themselves and, by extension, the Exchequer; (iii) privatization of
state corporations is on-going with 26 investments/transactions at various stages
of implementation under the current privatization programme as approved by the
Government; and (iv) a policy and the related draft Bill on the
Management/Governance of State Corporations is currently at advanced stages of
development.

26. Overall, following reforms in sectors such as telecommunication,
transportation, and energy, the fiscal risks have reduced. Privatization and the
off-loading of some operations to private entities through various forms such as
concession arrangement have, to a large extent, transferred various risks of state
corporations in these sectors to the private sector. However, there are some risks
relating to shareholder’s role/obligation in the operations of the corporation with
Government still remaining as strategic partners in some of key institutions.
Examples include shareholder’s contribution in financing expansion plans such as
in Telkom, and Government cover for liability, loss or damage resulting from the
use of weapons of mass destruction, which the Government has been offering to
Kenya Airways since the events of September 11, 2001. This is renewed annually
based on advice that the cover is not available in the market.

27. A number of other non-commercial government agencies receive
budgetary allocations through transfers and constitute the central government
budget deficit. In addition, investment income mainly through dividends have
helped fund the government budget. For instance in 2010/11 inflows in the form
of dividends and other fees reached about Ksh 10 billion. Vigorous actions have
been undertaken in pursuing the collection of these dividends.

28.  Guaranteed debt to state corporations that were rescheduled under the
Paris Club framework are being repaid by the Government. Those state
corporations that are able to repay their rescheduled debt are repaying to the
Government and are part of receipts financing the budget.

Public Private Partnership and Contingent Liabilities

29. The Government recognizes the need to explore Public Private
Partnership (PPP) option in the delivery of public infrastructure and social
services. Public investments in energy, roads, railroad network, ports, water and
wastewater treatment, irrigation, solid waste management, information and
communication technology (ICT), among others, are therefore expected to be
complemented by private sector investment under the PPP framework. This is in
line with Government’s goal of infrastructure modernization, efficiency in public
service delivery, development of wealth creation opportunities, competitiveness
of the country, and shared growth strategy.
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30.  The Government is aware that the PPP arrangements may expose the
country to a variety of complex fiscal risks, including right-of-way,
political/regulatory risk and change in law, currency convertibility, events of
termination, material adverse effect, among others. To ensure prudent
management of contingent liabilities, the Government is at the final stage of
developing an appropriate legal and regulatory framework to guide the PPP
agenda. In addition, the Government will continue introducing administrative
arrangements and processes that will help guide the selection and implementation
of projects. Scrutiny of PPP projects will be done carefully to preserve fiscal
discipline and safeguard the interest of tax payers. All guarantees and other
security instruments provided under the PPP agenda, together with all other
contingent liabilities will be integrated into the debt management process.

Resilience of the Financial Sector

31.  According to the Central Bank of Kenya (CBK), the banking sector
remains adequately capitalized as total capital adequacy ratio (CAR) of the
banking system as of end-December 2011 stood at 19.4 percent compared to the
statutory minimum of 12 percent. The non-performing loan (NPL) ratio of the
banking system dropped to 4.4 percent as of end-December 2011 from 6.3
percent in December 2010. Stress tests conducted by CBK taking into account the
prevailing high interest rates regime indicate that the banking sector remains
sound.

32.  Commercial banks partially owned by the Government pose minimal risk
after the Ksh 20 billion restructuring of the National Bank of Kenya in 2008. The
other large banks are broadly on sound footing and have limited risks.
Privatization of Consolidated Bank and Development Bank of Kenya is ongoing
under the privatization programme that is managed by the Privatization
Commission. The envisaged privatization of Consolidated Bank and
Development Bank of Kenya will further reduce the exposure of the Government
to the banking sector.

33.  To strengthen the banking sector, the Government will step up the efforts
to strengthen the financial infrastructure to adapt to the new challenges associated
with the modernization of the banking system, including cross-border operations
and mobile banking. Measures conducive to that goal are the following:

/

e Implementing consolidated supervision to enhance oversight of banks
with cross border operations. This will be hinged on information sharing and
co-ordination between the CBK and other supervisors particularly in the East
African Community where Kenyan banks are expanding their footprint.

* Reviewing capital and liquidity standards for banks to strengthen them to
be able to withstand periodic shocks.

w
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e Upgrading the crisis management frameworks (CMF) to deal with the
challenges of cross-border banking activities.

e Reinforcing prompt corrective action by the CBK, following the
amending of the Banking Act.

e Strengthening risk-based supervision including adopting a time-bound
program to put in place an assessment of conglomeration risk of relevant
local groups.

e Expanding the credit information sharing mechanism to include various
credit providers beyond banks such as microfinance institutions and
SACCOs. This will enhance credit risk management in banks and other credit
providers.

e Expanding supervisory procedures to ensure full monitoring of financial
business driven by bank agents under the newly introduced bank agency
model and through the use of mobile banking.

34, Overall, fiscal risks in other sub-sectors of the financial system are
minimal:

e The Government is not currently guaranteeing loans to the Development
Finance Institution (DFIs) until these institutions are restructured and a-robust
legal framework for their supervision is in place. A DFI Bill is currently
being developed to facilitate reforms in this sub-sector.

e Restructuring of the National Social Security Fund (NSSF) is ongoing and
it is now in compliance with the Retirement Benefit Authority (RBA) rules.
RBA rules have helped ensure stability in the pension sector as a whole.

e Insurance and capital markets industry is reforming with strengthened
regulations from the regulators—Insurance Regulatory Authority (IRA) and
Capital Markets Authority (CMA)—to safeguard stability and increase
efficiency. Risks in the insurance industry are those related to coverage of the
Public Service Vehicle (PSV) sector. To further strengthening capital
markets, legislation to allow the demutualization of the Nairobi Stock
Exchange will be introduced shortly.




e The Government has launched the Anti-Money Laundering Advisory
Board, which will shortly appoint a director to manage the Financial
Reporting Center (FRC) as provided for under the Proceeds of Crime and
Anti-Money Laundering Act of 2009.

Drought Mitigation and Management

35.  Kenya is a drought-prone country due to its location in the Horn of Africa
and recent climate changes. More recently, the recurrences of drought and dry
spell have increased. Financing of drought intervention measures have consumed
significant budgetary resources, far much more than the Ksh 2 billion set aside
for drought relief and another Ksh 2 billion for civil contingency fund. For
instance, at the beginning of the current financial year 2011/12, drought
interventions measures consumed over Ksh 10 billion.

36.  Due to the risks posted by drought, the Government has invested in
various water and irrigation programmes and initiatives to reduce the country’s
vulnerability to repeated droughts, including strengthening the capacity to
respond to the disaster. Some of these initiaves include early warning systems
managed by the Kenya Security Steering Group (KFSSG), and upgrading the
infrastructure used for providing timely weather forecasting. To strengthen these
initiatives, the Government is in the process of developing a legal and
institutional framework that will provide for risk assessment and early warning,
knowledge building and awareness raising, as well as effective early response
and recovery preparation.

37.  Looking ahead, significant investments will be required to reduce the
country’s vulnerability to repeated droughts. This includes stepped up support of
improving domestic agricultural productivity in a sustainable manner, in line with
the Government’s action to ensure food security by investing in irrigation and
agribusiness activities. -
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Annex Table 1: Main Macroeconomic Indicators, 2009/10-2014/15

200910 | 201011 wm w13 230 214118
Prov. | prov. |Budger” BROPY2 BpSY2 |BRSUI” BROP'Z BPS12 [BPSUI” BROP12 BPS2 |BROPY2  BPS2

Annual percentage change, unless otherwise indicated

National sccount and prices
Real GDP 4l SO | 57T 49 48 | 63 85 55 | 65 5B 59 63 63
GDP deflator ST 13 1 91 B B4 60 105 13| 50 65 11 54 56
CP! Index (eop) 5| M6 | 18 89 10| ST 79 80 [ S0 56 56 50 50
2 CPl Index (avg) S5 69 | 93 U5l 160 | 64 95 98 | S0 63 63 50 50
Tems of trade (-detenoration) 59 | S4 25 -l 20 | 28 03 05 | A3 A2 18 07 12
Exchange Rate(Ksh/USS, average) %7 | 85 | 81 810 869

Money and credit (end of period)

Ne domestic assels W6 | 196 | 162 124 82 | M1 155 182 162 138 12 | 92 134
Net domestic credit to the Govemment 97 | 04 | B3 12 56 52 14 165 | 47 64 15.1 69 86
Credit to the rest of the economy 168 | 316 | 176 207 189 | 178 183 197 | 175 115 169 | 140 171
Broad Money, M3 (percent change) 2 | 151|185 10 12| 14 165 173 | 177 185 163 | 148 151
Reserve money (percent change) IS | 43 | B6 123 12| 14 165 173 | 117 1S5 163 | 148 151
In percentage of GDP, unless otherwise indicated
Iovestment and saving

* Investment 195 | 23 | B4 202 26 | 48 1S B6 | B3 U4 W4 | Xl 252
: Central Govemment 86 78 | 125 97 95 | 10 94 95 | 105 96 97 102 100
Other 109 | 135|109 1S 131 B8 130 41| W4T 48 14T | 149 152
Gross National Saving 120 | 106 | 155 122 NS | 16 156 149 [ 190 189 1701 | 208 191
Central Govement 15 21 |39 033 55 41 45 | 6l 49 53 56 59
Other 106 { 79 | 16 84 82 | 121 15 04 | 129 BY 17| 182 132

Central government budget
Total revenue N3 | W) | W BS M0 | W9 M0 62 | B2 M1 U4 | US U6
Total expenditure and net lending 25 | 93 | BS 96 303 | 30 299 98 | 02 95 W3 | W6 292
- Overall balance (commitment basis) excl grants 92| 52| 88 61 63 | 61 59 56| S0 52 49 5.1 46
Overall balznce (commitment basis) incl. grants $4 | A4S | 4 47 48 | 47 46 43 | 37 39 38 31 35
Primary budget balance 38 | -8 | 48 22 22 | 49 4 I8 W4 4 4]l -3
Nel domestic borrowing 54 30 | 38 11 19 14 20 28 12 11 26 12 15
: Total external support (grant & loans) 25 24 {51 36 36 | 43 46 35 | 40 38 33| 42 033

External sector

= Exports value, goods and services B4 | M8 | W2 Ny 270 | M2 W2 49 | 268 263 M7 | 264 245
; Imports value, goods and services /8 | 43 | 44 Q0 42| B3 N7 38| 31D 62 39 | MY 3
Current extemal balance, including official transfers 40| 08 [ 79 89 L | o2 68 87 | 63 55 73 43 6.
Current extemal balence, excluding official transfers J4 0 -0 79 89 -l | 0 68 86 | 62 55 13 43 4.1
Gross international reserve coverage in months of next year
imports (end of penod) 31 0| 32 31 38 6 33 A 38 35 39 40 40
Public debt
Nominal central government deb (eop), gross 00 | 936 | 523 498 500 | 512 478 475 | 497 467 M9 [ 455 442
Nominal central government deb (eop), net of deposis 451 | 488 | 486  4SB 459 | 419 443 441 | 467 @6 419 | 47 415
Domestic (gross) 9 | 276 | 84 U9 251 | %6 B4 U] | 49 209 BY | W 238
Domestic (net) 20 | 27 47 09 200 [ B2 199 207 ; 20 188 208 | 180 201
Extemal N2 | 61 | B9 U9 M9 | U6 W4 B4 | U7 UR 20 | W 204

Nominal GDP (in Ksh billions) 24| 27| 34 322 3295| 3589 3E6 36| 401 4% 43| 48T 49l
Nominzl GDP (in USS millons) 2051| B| MI6 M4 MYIT| 43056 44386 44TIS| 41812 4BMT 92| 5260 5189

Source' Ministry of Finance

BPS = Budget Policy Statement

BROP = Budgef Review & Outlook Paper
1/ Updated in June 2011
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Axnex Table 2 Central Government Operations 204041 - 2044/15 fm billions of Kenya Shillings)
20010 | 20101 11112 WM DIV BIHS
Pov | Prov [Bulpe™ RevBgl BSPIZ |BPSTIT BROPT? BPSTZ | BT BROPT? BPS12 | BROPT: 8PS
s
ITOTAL REVENUE SEA | BES | TR M3 MO | WA M WS | 0088 16 102 | 1gaa8 0 12
Ordinary Revanve (exzi LATF) 07§ | 8022 | MEY T 04 | RS BT BO3 | 906 853 mey | L 13
Income tex 91 | WET | W3t 313 b4 | ;3 e M3 | Ime d2 23 520 e
Import duty (ne) 43 | 61 554 566 5623 B10 653 [2M] 63 144 w M4 M1
Excite duty %1 865 833 e 4 06T a7 %3 | 266 1104 1108 1244 148
Vaiue Addad Tx W0 | e | 3 1838 %20 | BES M e | M1 st 264 52 un
Investmantincome L] 11 133 136 136 159 137 %9 %7 154 181 173 03
Other 21| M 57§ 077 587 615 81 ne 688 156 85 1] 892
LATF 104 121 153 153 153 18 n7 184 1% w2 n2 1] B0
Arasienal and Deparmental fees (WA} | 462 566 643 B3 623 6.0 78 684 ne ni 141 i1
EXPENDITURE AND NET LENDING WAL M M3 e W | 23 40 % | 08 Ly 2 | e 14
Recurant expendiure SO44 | SBAT | 664D 6307 6764 | 720 70T 0N | M3 b 28 9126 s8e
Interest payments 65 | 762 1] [ UT3N IR LI 17X ] N2 ) M4 1078 1062 1089 1056
Domse intarust S| 682 16 m mn st 3 3} n 943 80 L] %08
Foresgn ntarest 3 i 75 3] L] 1 120 16 6 133 138 i W
Wages and bensiis o sonace) M6 | 195 | 226 ;4 4| W 2 Xy | 25 M1 857 i 1A
Conrbubon o avi sanvice pension fund 0t 00 00 00 00 4 e 152 14 165 m 4 191
Cnl senice Relom 0t 0 0e 00 [ 02 00 00 02 i) 09 [} (1]
Pensions sie B0 | %7 n kv k] %2 a2 m us {21 425 #3 2
Otar 03 | 242 | 515 w36 w3 | At 62 MG | M E S e 340
Defanse and NSIS 569 | 600 652 16 86 601 641 81 611 656 655 11 12
Devalopmant and Net lending WY |34 | 381 WS M52 | 66 4 M2 | 46 40 4N 4953 935
Domesicaly financed 1518 | 1501 | M35 1987 4047 | 19M3  mES 208 | W22 M1 w8 | e %9
Forargn nanced 605 f 670 | 831 w28 ;s | G 054 15 | 1807 1660 125 2035 1645
Not landing 23 23 1] 26 26 Hi 12 1] M 28 3] 30 kB
Orought Expenditures 61 2 36 1) 11} 20 20 00 20 20 00 20 {11
IConbngencies 00 00 05 00 00 1 100 50 61 100 50 100 50
[Cansitubon Retorm 00 (1] 14 4 00 30 [T} 130 20 10 10 50 50
1Condibonal grants to marginal areas [‘Equalizabon Fund’) . . u 00 3 k1 k13 36 (K] (K] 4 50
Balance {commitment basis excl. grants) T2 ) AU | T2 e 03 | A1 2y ST ) 2000 s M50 | ey
Ag o cash b 00 24 20 20 00 [} [ 00 00 00 00 00 00
[Propect grants 7 188 LR n a0 504 {2 "X} 23 33 L] 1] 64
Progranmme grants 00 (1] 00 " 1 00 o 00 00 00 0 w 00
Balance fcash basis inclading grants) %5 | A58 | 22 M3 W2 | AR5 AT A4 | s e eS| m2 g
Statrstcal dscrapancy 01 457 00 0o 1] 00 00 (1] 00 0 0 00 [}
FINANCING WA 102 | B2 me w2 | WS T w4 | Wy 1666 m2 n;
Netforaign finaneng 9 | A1 | e 186 81 | 1107 001 @7 | s 1 526 1222 L]
Prajact loans W8 M2 | oW 138 o | w6 12 B | T n S 1354 1082
DA countarpart refirancing 60 00 00 30 00 00 00 00 00 00 - 00 L 00 00
Programme icans 00 00 00 00 00 00 00 0o 00 00 [} 0 00
Commersal Fin/Soverengn bond 00 00 00 521 521 a7 00 00 01 Ht [} w2 8
Repayments due RUEAS (LT =1 ST BT I 1 I 1} B2 Ay MY W2 n 363
Changa in arears 1 21 0 00 00 00 [ 00 00 0e 00 00 00
ReszheduimgDebt swap [H] 03 0§ 05 05 05 05 [ 05 05 [H) 05 [H
Prvakzaton proceeds 00 00 (1] 00 00 00 00 00 [ 00 00 00 00
Net domest borowng 185 ] a1 195 B4 621 ']} ne 1% | &9 @8 1141 %0 ne
Financing gap 00 00 6o 00 0 0 00 00 L] 00 [} 0 00
Hemo items
Extomal Debt 581 s | my . 3908 | BBIT 9367 S8 | 9917 0699 S04 ) 10964 10517
[Domesic Dext (gross) 6603 | Thez | WS6 EAY | ®I8  MEr A {05 BeFe 001 | nial 4z
[Domasiz Dabt {netf S5 | G305 | MBE TMO 6926 | &I7T  TRA3 T3 | MOT  #32 M [N L
Pranary budget balance 80| 87 | 5 W | RS 84 02| 65 8 508 494 462
(Devolved funds
Counly Revanue Fud {15% of pravious ysar's revanues) . . . 094 1074 09 | 2 1287 1303 u 1489
Equaizabon Fund (0.5% of previous yaar's ravenues) . . . . 36 36 36 3] 4 43 1] 0
Nomrnal GOP 24503 | M| 30M0 3257 3252 | ISMAT B363 3065 | AOMS 4312 A3M5 | 4069 49164
Source Minsty of Finance
Notes.
8PS = Budgat Poticy Statemant
BROP = Budget Review § Outiock, Paper
1/ Updated 1 June 2011
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Annix Tabie Y: Cantrial Government Financia! Operabons, 201041 - 21418 fin percent of GOM
200000 | 21041 214112 WY IR WS
Bov | Por | Buiga® RevBeg BPSTY [BPS11" BROPY2 BPSY | BPSYF BROPT2  BPST) | BROPT?  gpgy2
 [TOAL REVENUE QM [ W% [ AN [ ek | am% | MmN [ 0% | WM | M| M2 | W% | BB | us%
Ordinary Revenue (exct LATF) N6% a0 | 8% | 20% | ns% | 2r% ] e | 0% [ 20% | n1% | 2N | 2% | n
Income tax LS% § O3% | 0% | 0% | 0% | 9% | 8% | os% | oaw | o3 | 9B% | 9 | 8™
Import cuty {nef i ] oame | ot o o o] o o [ o e | o [ o1
Exse dly 0% [ 29% | 2% | oasw | ons% o am% ] 2s o 25% | M | 26 | 8% | 6% | 2%
Valve Added Tax oa% | 6% | ood% | so% | sew o eew | 2% | 60% | 67% | 4% [ 6% | 6% | 6%
Investmest incame 03% | 0% | O4% | O4% | O4% | O4% | 04K | 4% | OM% | 0% | 0 | DA | 0%
Other I T S Y S R R AT S R T S TS R B T S IR T R 1 7
WTF 04% | oex | os% | esx [ os% | o5% [ 05% | o5% | 05% | ©5% { 0% | 0% | 05%
Virustsial and Departmenta fees (AA] 2% | oamop o | am b a0 | am | I | R ] IR | A [ 8% | % | 6%
JEXPENDITURE AND NET LENDING B5% | A% ) vew | o | oM | daw | 2w | [ 2% ) sk | oam | a | Aan
IRecurenl expendture 05% | 0% 1 209% | 20% | 0% | ME% | 10 [ 100% | 192% 19 | 2% | 1e8% | 0
Intarest payments 26% | 2m% | 26% | a6 | 26% | 2m% | 32 | 2% | 23% | % | 2% | 2% | imd
Domesic intees! 3% | 25 | e | e | oaw | 2% | 2 | a2 | 2% | 2 [ %} 1 | 1M
Forsign mterest 0% | 0% [ o2% | e3% | o3 [ o | o | oa% [ o2% [ 3% | 0% | 04w [ 0%
Wapes and benedit (o servee) [ rz ] e | e o | oews | ee% | 6% | 6% | 6% | o6m% | 6% | 6™
Contrbuon b ovi service pension fang 00% | o0% | o0% | oo% | oo | o4% [ oa% | od% [ 0w | ooem | ooax | 0w [ 0%
Cad serwce Relom 00% | oo% f oo% | omw ! ooex | oomw | oo% | Q0% | of% | o0k | 00% { 004 | 0%
Pasions elc 2% | 09% | otI% | 0% 0% | nme | s | 0% | 11RO 0% L0 | 10w | 104
Othwr %[ u% ) A% | eow | ovex | ems | 6% | 1% | TO% 4 % 1M [ 1A ] 1
Delense and MSIS 0% | orm | 2ok | 2% | oaew | iMoo oans | tne o o1me | B | 1% | 5% | 15K
IDevekpment and Nel lending A% | 4% ] 1S [ oer% | 9B | 1% | 0% 96% | f06% | TR | 9M% | 0% | 004
Damestcaly franced 2% | S [ B™% | 6% | 53% | SE% | A%k ;60N | GO0% | sE | EM | 0% [ 66%
Foragn financed 5% | 24 [ Srx | 5E% | 36w | 54w | 4% | 5% [ 4% | ) M | 4m | 3
Netlonding B[ 0% ] O oo | otk | o | ot | 0% D oo% | 1% | 01% | 0% | 0fX
Drought Expenditres 0% | 0% | 0% [ 0z% | 02 | otk | ot% | oo0% | o | 00% | 0% | oo% | o0%
[Coningences 00% | 0o% f o0% [ oo% | 00% | 02% | 0% | 0% | 02% | 02 | Ot | o2 | 0%
[Constiition Relom 0O% | 07K | 00% { 0#% | 00% | % b 02% | L% ) Op% | 0% [ 0% | 01% | 0%
Nalance (commibment basis excl grants] a2 [ s | s | s | o oA oS ) oSE% ] s% | A | 4m | St | dER
AGUsiment 10 cash baszs (1} 1] L% 1% U Wk % s (K] [ ] Wi [, 3 s
Project grants 0a% | em% | ea% ot | faw ) e | o | o12x | 13w | e | 4w | 1 o1
[Programmme grants 00% | oo% | oo% | oo% | ooo% | oo% | 0% | 00% | 60% | 00% | O0% | 00% | 0%
Balance fcash basis Including grants) EYCRRIY T YRR Y BT Y T R I, T T Y b T Y
IStatwical dscrepancy 00% | 06% | 00% | 0o% | 00% | 00% | 00% | 00% | O0% [ OO% | 00% | 0% | 00%
FINANCING G% | a0 | oTan | oew% | oas% | am% | 4% ] A% AT | 1w A | oam |
Nel foregn francing 0o% | 10w | ar% | so% | 0% | A% | 26% | 16% | 2% | 7% | 1% | 3% | 20%
Proyectoans 16% | ome | oAs% | A | oztw | 2% | 3% ) 23 | oLmk | 2k | o1 | i | oo
DA coumkespart reinancng 00% | o0% | oo% | or% | o0% { o0% | op% | o0% | 00% | 00% | 0% [ 00% | om%
Programme kars po% 1 00% | 0% | o0% | oo% | 0% | 0o% | o0% [ O0% [ oo0% | o0% ! o0% | 00%
Commercia FinJSovereign bond 00% { 00% | 00% | 8% | 8% | 2% | om% | 00% | 5% | 0% | 10% | O0S% | 0%%
Repayment due 0% | ame | oomw | e | oo [ v ] oars | 4w 4T oam | o208 ) A | o
Change in wears 01% | 00% | 0% | oof% | ooo% | oo% | oe% | 0% ;o 00% | o0% | o0% | 00% | o0%
Reschedufing/Debt swap 00% | o0% | 00% | 00% | o0% | o¢% [ ob% | 00% | 00% | 00% | O00% | 00% | o00%
Prvafizalion proceeds oo% | 00% | 0% | oo% | o0% | ao% [ o0% [ oo% f 00 [ 00% | o004 | 00% | 00%
Refnancing - Tekam 00% | 00% | o0% | 0% | 00% | o60% [ o0% [ o0% | 00% [ 00% [ 00% | 00% { 0%
Ne! domestc borrowing SA% | oa0% | amw p s | e [ temopoam% | oam% [ o1 | 11k | 2% | 1 | s
Finanting gap 00% | O0% | oco% f oo% | o0% [ ook [ oo% ] oo% | o0% o or% | 00% | oo% | 00%
W2 | BE% | 450 ) A | A% | ooe% [ W% | A | 6T | % | 4% | e [ 4%
W% | Nk | O | . | 1% o aew | o2dx | aux | sk [ s | oas | wm | am
0% | oM Bs% ] A | 0% { Bz 199% | 07% | 20% | 1% | N | R | 0%
AN AN [ Al | A% | 2% | 8% [ A% ] A | | | | N
00% | oo% | 00% | o0% | O00% | 00% | omk | 00% | 00% | 0% | 00% | o0% | om
. Lo aew ] oamw | owe | oam ) ozmo | 3w | s | I
. . D% [ O | Uk | oov% | oo | ovk [ o [ o
oen | 03% | o3 o3 | 0T 3% | 0% | o3 | um | oA | Im | o
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Annex Table 4: Recurrent Sectoral Ceilings for the MTEF Period 2012/13 - 201415 {KShs. Million)
010R1 Estimates]  Prnted]  Revised]  Basele]  Ceiing Projections
NALE OF SECTOR Proted dpproved|  D011R2|  MN2|  WUMY| aMMI[ 2] 20
501] AGRICULTURE AND RURAL DEVELOPHENT Gross O B I R I I T T
A 16| B ee] s 19n|  am|  2am| a9
het 16118]  te8z] 00| 0| 56| 08| w3 o
O Which | Satanes a6d]  sa| s wopes| o] w37 1067| voses
Grant & Transten ded|  opoi]  ems]  ons]  est|  nsm| 1| faee
Others | ape]  ams| eS| sao|  ame| 40| 6w
1572  ENERGY, FRASTRUCTURE 3 IC1 Gross O IS T ] A I T
A s w0 ool sm|  w] sopn] e s
Nel R ) ) R S
O Wheh | Satares awa] | aasl sss| aam|  ae|  aew|  ags
Grans & Translers 00| 5| kM| as5|  638] | M| eos
Others 57| sim|  ame]  as| Es8  eqa0|  7am|  mase
|| GENERAL ECONOMIC, CONWERCIAL AND LABOUR AFFAIRS
501 |GECLA) Gross 3 I Y Y T T Y S Y T T
KA w| @ 4] sk 5] 5| s sw
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Annex Table 5: Development Sectoral Ceilings for the MTEF Period 2012/43 - 201415 (KShs. Million)

NAME OF SECTOR 2010!11Eslimates| Prnted] Revised| Bzseline Celing Projections

Printed| Approved| 2011H2| 23| 23| 2000M3| 2013M4| 20045

01| AGRICULTURE AND RURAL DEVELOPMENT Gross WG| WSS WAL NNN| BAM| 26088 13| 284
GOK 1762 14912| 14156| 15618| 137 ( 137%2| 15%6| 17360

Loans 50| 513 6M5| 63R| 3%4| S| S| 55

Grants 501 550| 40| 69%3| 588| 6312| 647| 6786

502| ENERGY, INFRASTRUCTURE & ICT Gross 10062 | 121545 | 170484 | f63401) 152839 | 166,03| 786 188740

GOK BB56B| 649| 741760 TIGO| TAS6| T4B3| ETE6| %6579
Loans 60516| 4154|8630 BOTB| 97| BOTER| BOTRS| 80768
Grants 3 SMB| 493 B3| BMR0| 43| SMB| 54
Local AA T TAA| 4S®| B8] 49 50| SMM| 54

GENERAL ECONOMIC, COMMERCIAL AND LABOUR AFFAIRS

503 |(GECLA) Gross 13848 13781) 12130 04d0] f24| 1288] 34| 13440
GOK 9390| S086| 7%t| 04| 85| BT 90| 920
Lozns 298| 30%|  3A7| 24l 1| 1| 3BT W
Grants 1250 1405| 80| 70| %6 6| 68| 6%
Local A-A X5 B[ BBy W W B X %S
04| HEALTH Gross 1993 2069| 2M5( 28828| 45| 20200 08| 32009
GOK 6879 8B 72| 74| TER4|  TEGH| 9| 1050
Loans 435 386  600| 8M3| 600] B3| B B}
Grants 8671\ T40| 1233| 13d07| T7R2| 13407| 13407| 13407
505| EDUCATION Gross M5 18005| A7820) 23M49| 22919| 24817 26362| 21pd
GOK 229 12154) 95| 928 1032f 108%R| 42| 13!
Loans 68 2703| 6047| f08%2| B762| 108%2| f08%2| 108%
Grans 4 32B| 22| 30B| 35| 30| 38| 308
05 | GOVERNANCE, JUSTICE, LAW & ORDER Gross 045 8A00| 287| f0716| M54 16558 | 1818|197
GOK BBIT|  TAOT| ME0| 93| 14463 15673| 17S0| 18780
Loans k] K] - 80 - - - .
Grants 85| &R 14| 124 B | B9] O
507| PUBLIC ADMINISTRATION & INTERNATIONAL RELATIONS Gross G| JSTE[ TAMO| SM88| ATH0%| SO36H| SAMT| N6
GOK BB B/H6| B8 00| R R BB 2106
Loang 32| 34| TS| 83| 60| 86| 661 630
Grants 9%f| 00| 93%7| 87%| 853|925 86%| 885
50| SOCIAL PROTECTION, CULTURE AND RECREATION Gross 496) A7960( 157M8] 17089| 2064|1827 A7%0| 23007
60K 343 T84 TSR] T37|  TEB0|  THR0| 0%t 11548
Loans 6585 644d| SRT| 6300|6733 BYR| 65| 6864
Grants 4065) 3g| 23| 32| 67| 3ET|  ANd|  45%
S0

ENVIRONMENTAL PROTECTION, WATER AND HOUSING (EPWEH) | Gross W] IS 44| JTOO6| AMES| G| ST 400

’, GOK 17858] 15783| 1939 178%| 1| 7B| 1985 244
Loans 105 159%| W3%3| 1355| 133f] 135 1354 1360
Granls 68|  SPM|  AB2| 55|  4286| S| %8| 560
TOTAL DEVELOPMENT Gross I0067| 01802) E208| 3B00%) 24| IA| doeaa| 4NSnE
GOK 11052) 16783) 208772( 187T500| 6746 | ABMMT| RMSAE| 238508
Loans f00,700| 861 2412| 136956) H2BT] 138200( 134708| 135403
Grents 401 4T8| MA0B| 4B3R2| A6RA0| AB3S| 433 43N
Local kA | 7402)  TET9|  SASS| SSM) Sam| ST 48| &M




Annex Toble é: Total Expenditure Ceilings for the MIEF Period 2011/12 - 2013/14
NAME OF SECTOR 200/ 0112 2011/13 01314 J W48
Prinled Revised Prinled Revised; Baseline Celiing Projection
501 |AGRICULTURE AND RURAL DEVELOPMENT Gross 42885 47,34 47849 52955 41572 52013 55,316 60,141
502 [ENERGY, INFRASTRUCTURE & ICT Gross 189,093 168650 226595( 219002| 21208| 230783| 247831 26285
GENERAL ECONOMIC, COMMERCIAL AND LABOUR
503 [AFFAIRS Gross 21,344 2802 20949 19,469 251 22957 23910 24,113
S04 [HEALTH Gross 55,15 51377 64,314 72751 68,149 77,002 81,059 85,34
505 |EDUCATION Gross 190.224) 193100  202338| 213877 220042| 29015| 240866 251314
506 |GOVERNANCE, JUSTICE, LAW & ORDER Gross 78,606 0019  10646| 106133] 1B 12091 11576 119,834
PUBLIC ADMINISTRATION & INTERNATIONAL
507 |RELATIONS Gross 95,697 89176 124075 110531 100181 107334 109949 | 11440
508 [NATIONAL SECURITY Gross 56,686 50,394 65,163 78,560 64,082 64,283 67,601 68,041
509 |SOCIAL PROTECTION, CULTURE AND RECREATION  [Gross 31,651 70 35,625 B9 39,35 36968 4263 47,102
ENVIRONMENTAL PROTECTION, WATER AND
510 |HOUSNG Gross B0V 4418 S4453|  47707|  B505|  48478|  SLI0| 54475
TOTAL 809,842 | 799,455 | 952,008 | 959,074 | 936,543 | 989744 | 1,034,069 | 1,087,710
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Anpex Table 7: SECTOR PROGRAMMES AND BUDGETARY ALLOCATIONS, 2012/13-2014/15
201213 201213 | 2013714
Programme ceiling Projection
AGRICULTURE AND RURAL DEVELOPMENT 52,013 55,316 60,141
0101 |Policy, Strategy and Management of Agriculture 3,229 3,152 3,406
* 10102 |Crop Development and Management 19,371 18,619 19,962
0103 | Agribusiness and Information Management 2,128 2,219 2,812
0104 |Livestock Resources Management and Development 8,444 9,015 9,230
0105 |Cooperative Administrative and Support Services 485 205 211
0106 |Cooperative Development & Management 1,240 1,299 1,409
0107 {Land Policy and Planning 4,233 4,738 5,471
0108 |Forestry and Wildlife Policy regulation and co-ordination 513 528 576
0109 |Forestry Development, research and Management 2,635 3,651 3,321
0110 |Wildlife Conservation and Management 2,247 1,608 2,398
0111 |Fisheries Development 3,029 5,005 5,759
0112 |Research & Development 4459 5,276 5,586
ENERGY, INFRASTRUCTURE & ICT 230,783 247,831 262,856
0201 |Local Authority Management and Development 27,489 29,483 32,083
0202 |Road Development, Maintenance and Management 107,463 114,027 119,971
0203 |Transport Management and Safety 5,147 4,843 4,845
0204 | Transport Infrastructure Development 13,775 13,389 14,111
0205 |[National Electrification 56,876 62,183 65,264
0206 |Renewable Energy Resources 698 712 742
0207 |Petroleum Exploration and Distribution 1,820 1,811 2,293
0208 |Centralized Support Services 983 1,126 1,152
0209 |Information and Communication Services 2,358 1814 2,017
0210 [ICT Infrastructure Development 3,723 5,107 5,429
0211 |General Admnistration services 630 476 481
0212 |Metropolitan Infrastructure and Services 2,369 2,862 3,313
0213 |Government Buildings Services 4,215 5,682 6,447
0214 |Coastline Infrastructure and Pedestrian Access 1,119 1,697 1,905
0215 |Procurement, warehousing and supply 71 71 53
0216 |Construction Standards and Research 90 200! 300
0217 |General Admnistration services 801 1,200 1,299
0218 |Research & Development (ICT) 1,150 1,150 1,150
GENERAL ECONOMIC, COMMERCIAL & LABOR AFFAIRS 22,957 23,910 24,113
0301 |Integrated Regional Development 6,858 7,057 1,157
0302 [Promotion of Best Labour Practices 1,303 1,355 1,375
0303 {Manpower Planning, Development andUtilization. 1,500 1,650 1,750
0304 [Policy, Planning and Administration 403 409 425
0305 |Productivity Improvement, Measurement and Promotion 87 87 87
0306 |Trade Development and Investment 2,997 3,077 3,077
0307 |Co-ordination of East African Community Affairs in Kenya 1,341 1,662 1,629
0308 | Tourism Development and Marketing 3,108 3,257 3257
0309 |Industrial development and Investment 4,055 3,906 3,906
0310 |Industrial Research & Development 1,306 1,450 1,450
HEALTH 77,002 81,059 85,364
0401 |Curative Health 38,155 40,504 43,430
0402 |Preventive and Promotive Health Care Services 37,324 38,949 40,255
0403 |Heath Research & Development 1,523 1,607 1,679
EDUCATION 229,015 240,866 251,314
0501 |General Administration & Planning Services 7,867 8316 8,632
0502 |Basic Education 17,481 19,542 20,687
0503 |Quality Assurance & Standards 4213 4,151 7275
0504 |Secondary & Tertiary Education 19,950 24647 24 978
0505 |General Administration & Planning Services 1,805 1,793 1,822
0506 |University/Tertiary Education 59,234 60,133 61,874
0507 [Research, Science, Technology and Innovation 2,027 2,053 2,081
0508 |General Administration & Planning Services 2,204 2,239 2,786
0509 [Teachers Services 114,233 117,992 121,179,
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GOVERNANCE JUSTICE LAW AND ORDER 120,911 115,761 119,834

0601 |Polhicing Services 48 447 50,205 51,331
0602 }Administraton and Field Services 13.332 13,539 14,013
0603 jNanonal Campaign against Drug and Substance Abuse 350 366 384
0604 |Government Printing Services 696 633 639
0605 |Policy, Manag and Support Services to the Office of the Vice Presidency 1,185 1,510 1,548
0606 |Correcthional Services 15,069 15,530 16,333
0607 |Betung Control and Lottery Services 214 219 364
0608 |Legal, ethics, Integnity Nauonal cohesion and constitutional reforms 1,128 1,140 1,352
0609 |Pohey, Planming and Manag, services 1,609 1,365 1,313
0610 [Legal Educaton Programme 389 339 354
0611 |Legal Services to Govemment and Public 1,506 1,702 1,794
0612 |Ann-Corruption Programme 1,889 2,014 2,117
0613 |Populanon Registration Services 6,433 6,887 7,141
0614 |Immugration Services 2,120 2,200 2,261
0615 |Palicy Formulation and Coordination for Immigration and Population Services 388 356 514
0616 |Public Prosecutions Services 791 1,128 1,172
0617 |Impl ion of the Con i 532 556 573
0618 [Registration, regulation and funding of polincal parues 335 335 335
0619 | Human Rughts Programme 264 344 354
0620 [Manag, of Electoral Process in Kenya 13,634 4,853 5,001
0621 [Professionalism and Accountability in Police Services 300 350 400
0622 |Dispensation of Justice 9.775 10,025 10,418
0623 |Promonon of Gender and equality 125 125 125

PUBLIC ADMINISTRATION AND INTERNATIONAL RELATIONS 107,334 109,945 114,471
0701 |Mi of State Affairs 1,750 1,824 1,881
0702 {Human Resource Management and Development 6,198 6,235 6,579
0703 |Coordination and 1mpl of Kenya's foreign pohicy 8.686 8,208 8,203
0704 |Rural Planning and C y Devel 22,602 | 21,915 22,529
0705 |Coordination of Policy Formul and Impl 1on of Vision 2030 1,248 1,353 1,530
0706 {Data collection and )| | informanon services 1,286 1,430 1,645
0707 |General Admimstration and Support Services for Planni 517 502 746
0708 | Monitoring and Evaluation Services 179 210 22])
0709 | Admnistrauon, Planning and Suppont Services 12,801 16,787 19,957
0710 |Public Fi ial M 21,537 23,012 21,762
0711 |E ic and financial policy formulanon and 1,418 1,453 1,491
0712 |Faur Trade practices and creanon of an bling b environment 1,446 1,481 1,263
0713 |Cabinet Services 803 770 796
0714 {Public Sector Advisory Services 5,153 2,586 2,619
0715 |Administration of Human Resources 1n Public Service 865 361 380
0716 |Audit Services 1,672 1,755 1,820
0717 {Legislation and Oversight 12,100 14,129 14,638
0718 |Coordi and Supervisory Services 2,214 721 731
0719 |Control and g of public finance 531 363 381
0720 [Policy on Revenue Allocation 445 402 422
072] |Salanes and aton 104 in the public service 445 402 422
0722 |Diplomanc Support and Manag Services 3,267 3,420 3,812
0723 |Ombud Services 33 130 135

NATIONAL SECURITY 64,283 67,601 1 68,041
0801 | M ining and Safeguarding of Natonal Secunty 64,283 67,601 68,041

SOCIAL PROTECTION, CULTURE & RECREATION 36,968 42,636 47,102
0901 [Policy and General admi anve services 1,347 1,474 1,608
0902 |Genders and Social Development 2,964 3,125 3,444
0903 |Children Senices 5,185 5,401 5,403
0504 |Disaster Manag 11,232 12,345 14,930
0905 |Nanonal Hentage and Culture 2,538 2,926 3,168
0901 [Pohcy and General administrative services 968 979 1,007
0906 |Youth Development and Empowerment Services 8,079 9,154 9,543
0907 |M and develop of Sport and Sport faciliues 1,685 1,745 1,827
0908 {Special Devel Imtiatives For Northern Kenya Ang Other Arid Lands 2,970 5,486 5,772

ENVIRONMENTAL PROTECTION, WATER AND HOUSING 48,478 51,140 54,474
1001 {Witer Policy and Manag 1,130 1,193 1,285
1002 [Water Supply Services 19,633 21,692 22,911
1003 [Sewerpge Services 232 369 401
1004 |Water Resources Management and Storage 6,030 6,759 7,666
1005 {Imrigation and Dramage Infiustructure 8,949 7,521 7,345
1006 | Admumstration and Suport Services 201 207 214
1007 |Envir ] Policy Development and Coordination 555 520 588
1008 |Enwvir Manag and Protechon 4,721 4,892 4 984
1009 [Mineral Resources Manag 622 569 599
1010 [Meteorological Services and Chimate Change 1,322 1,510 1,821
1011 |Housing Development and Human Sentlement 4,537 5.299 6,037
1012 |Research & Development 545 577 623

TOTAL 989,744 1,036,070 1,087,709
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ANNEX 9:SUMMARY OF ISSUES IDENTIFIED DURING BUDGET CONSULTATIONS

PRIORITY KEY ISSUES/STRATEGIC INTERVENTIONS REMARKS
I, SOCIAL PROTECTION,CULTURE AND RECREATION SECTOR
1 Construction, refurbishment, staffing and equipping of
Youth Empowerment Centres and Youth Polytechnics
2 Up scaling cash transfer to the vulnerable groups Cash transfer to urban poor, older
(children, aged and PWDS) persons, older persons with severe
disabilities, orphans and vulnerable
children and Albinos provided
3 Set up fully equipped disaster response and
educational centres
4 Establish dams and lrrigation Schemes In ASAL Provided within the Ministry’s and
Counties National irrigation Board
5 Development Of Cultural Centres Funds provided for Isiolo and South
Coast Resort Cities
6 Infrastructure Support For Rehabilitation Institutions Considered within the Ministry’s
budget
7 Construction/Refurbishment of Stadia and Partially funded within the budget
establishment of Talent Academies
8 Establishment and modernisation of existing libraries Funding for Kenya National Library
in Counties Headquarters provided
9 Establishment of Disaster Contingency Fund This will be established within the
Context of Civil Contingency ACT
2011
10 Create A Drought Contingency Fund
. PUBLIC ADMINISTRATION AND INTERNATIONAL RELATIONS SECTOR
1 Construction of Centralized County Office To be considered within the overall
Environment preferably 7 Stop Block for all public requirements of County
services infrastructure
2 Enhance ICT capacity and infrastructure Funding for extending the fibre optic
, to the Counties has been provided
3 Strengthen the capacity of Counties to plan and Funding for planning and monitoring
budget done. Staff to be seconded in the
interim
4 Resource allocation for staff training and provision of

career devejopment
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Construction and operationalization of County

(Districts) Information and Documentation Centers

Salary harmonization, and enhanced hardship

allowance for civil servants

To be considered once the salaries
and remuneration commission

advises

Pilot demonstrative small community to alleviate

poverty at the grassroots and reduce unemployment.

Funding provided within the Poverty

Eradication Commission

HEALTH SECTOR

Inadequate Human Resources In Health Sector

(nurses, doctors etc)

Funding for recruitment of additional
health workers has been provided
(915 doctors and 3000 nurses)

Health Infrastructure DevelopmentConstruction and
equipping hospitals country wide with amenity wards
and equipment e.g. MRl Machines, CT Scans and

other diagnostic equipment

Funding for CT scans, cancer
screening machines provided, and
rehabilitation of hospitals and

dispensaries

Supply Of Essential Medicines And Medical Supplies

Funding partially provided

High Disease Burden - Health education and
promotion; disease screening and control;
management and research on non-communicable and

communicable diseases.

Funding partially done

ENVIRONMENT WATER AND PROTECTION

Environmental Degradation and Protection of
Wetlands

Funds provided for conservation of
the 5 water téWeré; afforestation, and
reforestation, and promotion of
carbon credit, and NEMA

Inadequate access to clean and safe water-
Rehabilitate, expand and develop rural and urban

water supplies

Funding for rural and urban water

supplies, water service boards

Pollutioij control and Waste Management

Management and Protection of water resources and

sharing

Inadequate decent housing - Development of low cost

housing material; Slum upgrading and prevention

Funding for slum upgrading and low

cost technology provided

Availability and dissemination of weather/climate
information for early warning systems and disaster

preparedness
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7. Inadequate irrigation infrastructure Funds provided under NIB, Regional
Development Authorities

8. Poor sanitation and sewerage system

8. Exploitation and exploration of minerals and

associated impacts

ENERGY, PHYSICAL INFRASTRUCTURE AND ICT

Development and expansion of roads network and

bridges

Funds provided in the Ministries of
Roads, Public Works and Local

Government

2 Expansion of rural electrification programme Funds provided for rural
electrification

3 Exploitation of alternative sources of energy such as Funds provided for Geo thermal
solar, wind and biogas, and Geothermal exploration development, wind and solar

4 Development and expansion of ICT infrastructure Funds for laying fibre optic to

counties provided

5 Rehabilitation and expansion of airstrips and rail Funds provided for Aerodromes and
services commuter rail service

6 Waste management - Construct and expand
sewerage systems in the counties

7 Building plans and supervision

8 Construction of markets and bus parks - Construct Funds provided for retail markets
Livestock markets , Stalls and open Air Markets, and completion of the ESP Markets
construct modern markets, retail and wholesale hubs

9 Construction of 2 foot bridges in each county, seawalls
and jetties

10 Street and security lighting - Installation and upgrading
of street lighting in the 35 counties

CATION SECTOR

1 Inadequate teaching staff - Employ/recruit more Funds provided for recruitment of
teachers at ECDE, Primary, Secondary levels 10,000 teachers, and ECD

2 Inadequate learning infrastructure (classrooms, Funds provided for school upgrading
library)

3 Inadequate teaching & learning materials & equipment | Grants for FPE and FDSE is
- Increase FPE and FDSE grant per student provided

4 Low research - Provide funding for research Funding for research is provided

Low usage of ICT - Provision of ICT infrastructure to

Funds for computer for schools
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all levels

provided

Inadequate/lack of Special education schools -
Construct and equip special schools in every

constituency

Poor health & nutrition among learners - Enhance

school feeding programme

Funds for school feeding programme

have been provided

Inadequate funding for co- curriculum activities

Poor cultural practices - Construct rescue centers,

Jow-cost boarding school & mobile schools.

Funds for low cost boarding and
mobile schools in ASAL areas is

provided

Lack/Inadequate TTC/TTl/and universitiesestablish

colleges

Funding of 9 new universities

partially done

Vil

GENERAL ECONOMIC,CULTURE ANS LABOUR AFFAIRS SECTOR

Investment Research and feasibility studies

Prepare County Master Development Master plans

Lack of adequate skilled labour - Upgrade and equip
industrial training centers with modern and appropriate
technology; Establish employment centers to provide

labour market information

Inadequate physical infrastructure(Jua kali sheds)
andmodern tools and poor access to credit by MSEs -
Establish MSEs centers of excellence to transfer
technology to the MSEs(Jua Kali) Tailor made credit

schemes(MSEs associations)

Funding for Jua Kali sheds and
Constituency Industrial Development
Centres, Joint loans board and SME

provided

Lack of Market access, infrastructure and business
information - Construct stalls and modern retail

markets in designated areas

Lack of Industrial parks - setup Industrial parks in all

Counties

Inadequate information on EAC market - Establish

Regional Business Solution/Information

VI,

GOVERNANCE,JUSTICE LAW AND ORDER SECTOR

Insecurity and crime - Strengthen policing capacity

and law enforcement institutions

Funding for recruitment, and

operations has been provided

Ignorance & lack of information- Civic education -

Civic education-K-NICE programme implementation
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3 Delayed/Access justice - Strengthen implementation Funds for recruitment of magistrates,
of court services programme judges, and computerization
provided
4 Registration Services - Devolve registration services
to counties
5 Corruption in the public Service/Slow response Funds to fight corruption provided
under various institutions
6 Cohesion Challenges/conflict resolution Funds for civic education provided
7 Inadequate/ineffective Rehabilitation measures for
prisoners
8 Election/Boundary/political issues -Delineation of
constituency and administrative boundaries
9 Human rights - decentralize human rights services to Funds provided f
counties, civic education
10 Field administration services - strengthen coordination
and monitoring of national government business at the
grassroots
11 Drug and substance abuse and HIV Aids Funds provided for eenforcement of
drug trafficking laws, behaviour
change communication on matters of
HIV/AIDs
12 Decentralization of the offices e-g IEBC, EACC, DPP
& State Law Office, Female prisons, Registration
13 Lack of disaster preparedness e.g during fires
outbreaks and floods
14 Retrogressive cultural practices e-g Cattle rustling,

FGM, witchcraft — undertake civic education

IX. AGRICULTURE AND RURAL DEVELOPMENT
1 Lack of affordable quality farm inputs and poor Funds for setting up the seed and
access to credit facilities and establishing fish fertilizer funds, fingerlings hatcheries
fingerling hatcheries provided
2 Inadequate Extension Services - Strengthening Funding for extension services
delivery of extension services and research liaison enhanced
3 Lack of markets - Improve market infrastructure, and

Increase access to international markets
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Low Productivity for crops and animals

Funds provided for extension
services, field surveillance for pests

and diseases, and control

Poor governance of cooperative societies -

Strengthening governance and management of

cooperatives societies

Funds to enhance audit and capacity
building of SACCOs provided

Poor Land management - Promote sustainable land

and natural resource management

Forest encroachment and poor conservation of water

catchment areas and water harvesting

Funds for water pans and water

harvesting provided

Inadequate post-harvest handling and storage -

Enhance capacity for post-harvest storage and

preservation

Funding for grain driers and storage,

mini-processers provided

Minimal investment in value addition - Promote agro

processing and strengthen existing institutions

10

Human wildlife conflict - Fence the park with electric

fence to avoid conflict with humans

Funding for fencing of major parks

provided
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ANNEX 10: SUMMARY OF SPECIFIC FISCAL RISKS - PENDING EXPENDITURES

VALUE
KShs. Million
1 AGRICULTURE AND RURAL DEVELOPMENT 8,883
1.1 Water harvesting 800
1:2 Special Support to Farmers 200
1.3 Grain drying and storage construction of community based stores 1,000
1.4 Veterinary Services Development fund 1,264
1.5 Development of infrastructure to cradicate foot and mouth discase 370
1.6 Emergency Control & Eradication of Tsetse Flics and Human African Trypanosomiasis 360
1.7 Grant 10 Kenya Animal Genetic Resource Centre 234
1.8 Land for IDPs 1.300
1.9 Offshore patrol] vessel for marine and coastal services 500
1.10 | Fire fighting equipment 879
1.11 Security operations 200
1.12 | Beach management programme 450
1.13 | Housing for rangers 400
1.14 | Repair of rangers houses 21
1.15 | Procurement of aircraft 605
1.16 | Fencing Mt. Kenya/Eburu 300
2 ENERGY, INFRASTRUCTURE & ICT 76,796
21 Way leave 3.600
2.2 Contribution in Licu of Rates 2,300
2.3 Construction of markets 2.700
2.4 Roads (various) 5.250
2.5 Roads (Counterpart funds) 9.700
2.6 KPA- Mombasa port development( 2nd Terminal) 4.800
2.7 Lamu port 16,100
2.8 KBC- Migration for from medium wave technology to frequency modulation 1,400
2.9 Kenya Railways corporation 4.890
2.10 | Geothermal Deveclopment Company 1,600
2.11 Rural Electrification Authority 12021
2.12 | Nuclear clectricity project 250
2.13 KETRACO 137
2.14 | Kenya Institutc of Mass Communication 122
2.1.5 Brand Kenya 80
2.16 | Enhancement of O&M 60
2.17 | Pending bill for Huawei- NOFBI project 150
2.18 | KIMC- Hostel construction 177
2.19 | Purchase of Film Equipment 50
2.20 | Konza ICT Techno Polis - Construction and civil works 400
2.21 Installation of urban surveillance system(CCTV) 4.154
2.22 | Purchase of fire fighting equipment 494
2.23 | Metropolitan planning & environment 341
2.24 | Social Investment 20
2.25 | Completion of stalled projects 6,000
3 GENERAL ECONOMIC, COMMERCIAL & LABOR AFFAIRS 13,097
3.1 Trade - Operations & Maintenance 416
3.2 Export Processing Zones Authority 85
3.3 Subscription to International Organization 185
3.4 East Africa Inter- university Council 108
3.5 Incentives conference and exhibitions 100
3.6 Development of an integrated incomes and wages policy 20
3.7 High Grand Falls Multi-Purpose Dam - RDAs 10,320
3.8 Kenya Tourist Board - Markecting and promotion activities 500
3.9 Kenya Utalii College (Mombasa) - construction i 300
3.10 |Resort Cities 500
3.11 | Development of Iron and Steel Industry 100
3.12 | Anti Counterfeit Agency 463
4 HEALTH 35,246
4.1 Salary Shortfalls - Ministries 15,271
4.2 Salary Shortfalls - SAGASs 3,527
4.3 Recruitment of Health Workers 5.066
4.4 Medical drugs & ARVs 2.544
4.5 Hospital Infrastructure 3,569
4.6 Other O&M 5,269
5 EDUCATION 57,348
5.3 Fasi Track Initiative (KRESSF) 2,200
5.2 Short fall in FPE funding 984
5.3 Shortfall in FSE funding 8.014
5.4 Infrastructural Development 6.300
5.3 Employment of tecachers 40,000 13,600
5.6 Construction of University of Nairobi Tower block 1,000
5.7 Additional Requirements for Acceleratcd Admissions 2.400
5.8 Loans to University students 1.500
5.9 Training of tcaching personnel 3.500
5.10 | Equipments 6.500
5.11 Salaries award for excecllent performance by UON 250
5.12 Technology and Innovation 1.500
5.13 | Rescarch Fund 1,500
5.14 | Development New University Colleges 5.800
5.15 | Pan Africa University 750
5.16 | Subscriptions to International Organizations 800
5.17 | Open University 750
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6 GOVERNANCE JUSTICE LAW AND ORDER 70,203
6.1 Internal Security Operations 4,972
6.2 Recruitment of Police Officers 5,069
6.3 Review of Police Salaries 4,080
6.4 Security Equipment & Infrastructure Development 3,768
6. Construction of Prisons Staff Houses (14,000 units) 33,500
6.6 State Law Office - Operations & Maintenance 520
6.7 HEBC - Election Operations 12,000
6.8 DPP - Salaries, Capacity Building, Infrastructure Dev. & Operations 2,952
6.9 Registrar of Political Parties - Capacity Building, Infrastructure Dev. & Operations 2,773
6.10 | Witness Protection Agency - Salaries and Operations 569
7 PUBLIC ADMINISTRATION AND INTERNATIONAL RELATIONS 28,296
...l Hardship allowance harmonization to be back dated as from July 1, 2009 3,210
72 Business process re-engineering 50
7.3 Records management officers for various ministries 151
7.4 Capacity building in Counties 60
7.5 Diplomatic Offices in Somalia 164
7.6 Foreign Service Allowance 470
7.7 Capitalization of consolidated bank 1,000
7.8 Coffee debt write off 1,678
7.9 ADB-Subscription of shares 320
7.10 | EADB- Increase of shares and arrears 880
7.11 | PTA- Subscription of shares 210
7.12 | Shelter Afrigue : 236
713 | National Cereals and Produce Board - compensation for losses emanating from Cabinet directive 2,200
7.14 | Ken trade - Purchase of software 380
7.15 | NOCK - GOK capital injection for trading and for expansion of the retail network 1,500
7.16 | Loan to KPCU -Restructuring and receivership cost 750
7.17 | STABEX- loans to coffee SACCOs through cooperative bank 1,700
7.18 | Loan to Telkom Kenya- shareholder loan 5,000
7.19 | Loan to IDB - on lending to small and medium size Enterprise 500
7.20 | De la Rue 700
7.21 | Cabinet - Infrastructural development & ICT 518
7.22 | Enhancement of the budgetary allocation 700
7.23 | OPM - Operational Expenses 715
7.24 | Controller of Budget - Salaries & Operations 150
7.25 | Parliamentary Service Commission - Salaries, Operations and Infrastructure Development 4,754
7.26 | Salaries & Remuneration Commission - Operations 300
8 NATIONAL SECURITY 37,168
8.1 Security Operations, Modernization & Related Expenditures 37,168
9 SOCIAL PROTECTION, CULTURE & RECREATION 39,104
9.1 Enhancement of cash transfer for older persons 1,000
9.2 Enhancement of cash transfer for persons with severe disabilities 385
9:3 Enhancement of National Development Fund for Persons with disabilities == 218
9.4 Enhancement of O&M 44
9.5 Grants to community groups 100
9.6 Enhancement of OVC 485
957 Counterpart funding for urban food subsidy cash transfer 198
5.8 Commuter allowance - KNLS & NMK 150
9.9 NYS - Operations & Infrastructure Development 1,510
9.10 | Sports Activities and International Competitions 1,966
9.11 | Construction of Hola- Garsen Road by NYS 1,755
9.12 | Construction & Equipping of youth Empowerment Centres 100
9.13 | National Youth Talent Academy 250
9.14 | International Academy Sports 429
9.15 | Subsidized Youth Polytechnic Tuition 674
9.16 | Youth Affairs & Sports - Other O&M 1,298
9.17 | National Humanitdrian Fund- resettle of IDPs 3,500
9.18 | Relief and rehabilitation 5,000
9.19 | Purchase of 5.7 million bags of maize 17,000
9.20 | Operationalization of disaster management in Counties 2,000
9.21 | Special Programmes - Other Operations 631
9.22 | National Drought Management Authority - Operations 412
10 ENVIRONMENTAL PROTECTION, WATER AND HOUSING 13,240
10.1 | NIB Irrigation Programmes 11,600
10:2 | Kulan water dam - Dadaab 50
10.3 | Kagaari, Kyeni and Gaturi irrigation development project 250
10.4 | Improvement of Water supply in Wajir West 140
10.5 | Accommodation of Bi-Cameral House 1,200

TOTAL 379,381
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