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I.  BACKGROUND

1. The Constitution and the Public Finance Management Act, 2012, require the Cabinet
Secretary for the National Treasury to summit the Budget Estimates of the National Government
for the following financial year by 30th of April (two months before the end of the financial yearin
June) in the format and content prescribed therein, together with other information and documents
supporting the summited estimates.

2. Accordingly, the National Treasury has prepared the following information and documents
to accompany the FY 2016/17 budget estimates:

* A budget summary containing budget policies including policies on revenue, expenditure,
debt and deficit financing;

* An explanation of how the budget relates to the fiscal responsibility principles and to the
financial objectives;

» A memorandum by Cabinet Secretary explaining how the resolutions adopted by the
National Assembly on the 2016 Budget Policy Statement have been taken into account:

» A Statement by the National Treasury specifying the measures taken by the National
Government to implement any recommendations made by the National Assembly with
respect to the budget for the previous financial year or years

 Estimates of revenue allocated to, and expenditure projected from, the Equalization Fund
over the medium term with explanation of the reasons for these revenue allocations and
expenditures and how those estimates comply with the policy developed by the
Commission on Revenue Allocation (CRA) under Article 216(4) of the Constitution:

e All revenue allocations to County Government from the National Government's share in
terms of Article 202(2) of the Constitution, including conditional and unconditional grants;

o All estimated revenue by broad economic classification; and

 Information regarding loans, guarantees and other liabilities.



IIl.  BUDGET SUMMARY: POLICY FRAMEWORK FOR FY 2016/17 AND THE MEDIUM
TERM

Underlying Assumptions

Global Qutlook

3. The 2016/17 Budget has been prepared against a backdrop of slower global growth and
increased uncertainty. Global economic recovery continues to be moderate, although the outlook
has weakened further since October 2015 due to increased risks. The impact of lower commodity
prices on commodity importers is less positive than expected and commodity exporters have to
adjust their economies in a more difficult environment. Nonetheless, terms of trade developments
have led to a narrowing of global imbalances, even as net creditor and debtor positions continue
to expand.

4. Global growth is therefore estimated at 3.1 percent in 2015 (lower than the 3.4 percent in
2014) and 3.2 percent in 2016 (a 0.2 percentage point downward revision relative to the January
2016 Update). Recovery is projected to strengthen in 2017 and beyond, driven primarily by
emerging market and developing economies, as conditions in stressed economies start gradually
to normalize.

Growth Prospects

8. Our economy is estimated to have expanded by 5.6 percent in 2015, up from 5.3 percent
growth in 2014. The growth in 2015 was supported by the prevailing macroeconomic stability and
increased output in sectors such as agriculture (5.6 percent); construction (13.6 percent); finance
and insurance (8.7 percent); transport and storage (7.1 percent); real estate (6.2 percent);
manufacturing (3.5 percent) and public administration (5.4 percent). The recovery in the tourism
sector supported growth in accommodation and restaurant sector that contracted by only 1.3
percent in 2015 compared with 16.7 percent in 2014. Growth in other sectors, particularly
information and communication, mining and quarrying, wholesale and retail, education and health,
remained robust but lower than their corresponding levels in 2014,

6. Because of the need to accelerate this growth, the policies supporting the 2016/17 budget
aim to entrench fiscal prudence, ensure value for money and delivery of programs that will sustain
the current economic growth.

7. Going forward, we project the economy will expand further to 6.0 percent in 2016 from 5.6
percent in 2015 and 6.5 percent in the medium. This growth will be supported by strong output in
agriculture with a stable weather outlook and completion of key public projects in roads, rail and



energy generation. In addition, strong consumer demand and private sector investment as well as
stable macroeconomic environment will help reinforce this growth.

8. Policies to accelerate and sustain economic growth in 2016 and in the medium term wil
continue to focus on:

.. Improving the business environment. This will entail improving security; maintaining
macro-economic stability and reducing the cost of doing business, so as to encourage
investment opportunities in the country.

ii. ~Continued spending in infrastructure to unlock constraints to growth. The Government
willcontinue with public investments in the Standard Gauge Railway, modemizing
seaports and airports, improving road networks and expanding energy and water supplies

ii. Sustaining sectoral spending for employment creation. This will entail continued
investments in agriculture for food security and support of the manufacturing sector
through growth of exports.

iv.  Sustained investment in social services for the welfare of Kenyans by investing in quality
and accessible health care services and relevant education, as well as strengthening the
social safety net;

v. Enhancing service delivery through devolution by consolidating gains made in
devolution in order to provide better service delivery;

vi. Continued structural reforms in the public sector, financial sector and business
regulation for better service delivery and enhance competitiveness

g. We have made progress in most of these policy areas. For example, the business
environment has improved significantly with macroeconomic stability, enhanced security, and
better service delivery by state agencies. Police mobility has improved with over 2,400 vehicles
and acquisition of modern security infrastructure to enhance surveillance and response. On
infrastructure, the Standard Gauge Railway is 70 percent complete and is set for commissioning
in June 2017. Energy generation, electricity connection; and street lighting have been enhanced.

10.  On education, the Government has increased capitation for free primary and free day
secondary education, while, on health, public hospitals in various counties are being equipped
with specialised medical equipment. To reduce the burden on households for the vulnerable and
disadvantaged, the Government has continued to provide cash transfers and will enhance
allocations, going forward. On food security, the Govemment has continued to modernise the
agriculture sector and rolled out irrigation programmes across the country.



11. The macroeconomic outlook underpinning the FY 2016/17 budget is premised on
favourable weather outlook and stable inflation, interest rates and exchange rate.

12.  However, the economy still remains vulnerable to shocks, especially those originating from
the domestic sources such as drought and those emanating from external sources such as the
slower global growth and uncertainty particularly due to the low international commodity prices.
Should these shocks materialize, we will adjust our macroeconomic policies or access
precautionary funding from the International Monetary Fund if need arises.

Fiscal Policies for FY 2016/17 and the Medium Term

13.  The budget policy framework for FY 2016/17 and the medium term aims at striing a
balance between supporting rapid and inclusive economic growth and continued fiscal discipline.
The Government will continue to reduce the overall fiscal deficit and put emphasis on efficiency
and effectiveness of public spending and improve revenue performance. Specifically, the fiscal
policy aims at raising revenue effort above 21.0 percent of GDP over the medium term and
containing growth of total expenditure (Table 1).

Table 1: Medium Term Fiscal Framework

FISCAL YEAR 2015/16 2016/17 2017/18 2018/19 2015/16 2016/17 2017/18{2018/19
Revised | Printed . Revised Printed :
Estimatey, | EHTIS Estimates/ | EEtimetes Proj Bl | Egrimates | U8 | ey | E2limtcs/2 | Proj | Proj
KSh Million As % of GDP
1.0 TOTAL EXPENDITURE AND NET LENDING | 2,034,625 1,842,691 | 2262216 2,046,775 | 2,269304 | 2,462,274 31.0 28.1 306 217 278 269
1.1 Ministerial Recurrent Expenditure 804,279 804279 850,304 850,304 913,214 993,415 122 122 11.5 115 112 10.9
o/w Wages (civil Service & TSC) 333,527 333,527 360,776 360,776 396,854 436,539 51 51 49 49 49 48
Contributory Pensions - - - - 17,701 18,763 - - - - 02 02
1.2 Development Expenditure 718,572 526,637 809,044 593,603 699,140 72,153 109 80 109 80 86 84
O/w Domestically Financed 305,003 305,003 398,430 398,430 440,880 487,175 46 46 54 54 54 53
Foreign Financed 413,569 221,634 410,614 195,173 258,260 285,577 63 34 5.6 26 32 31
1.3 Interest Payments & Pensions 240,500 240,501 310,957 310,957 347,678 365,752 37 37 42 42 43 40
1.4 Net Lending 2,055 2,055 2127 2127 2,001 1,975 00 0.0 00 0.0 0.0 00
1.5 Contingencies Fund 5,000 5,000 5,000 5,000 5,000 5,000 0.1 01 01 0.1 0.1 01
1.6 County Allocation 264,219 264,219 284,785 284,785 302,271 323379 40 4.0 39 3.9 3.7 35
2.0 TOTAL REVENUES 1,295379 1295379 | 1,500,612 1,500,612 1,695,408 | 1,920,330 19.7 19.7 203 203 208] 21.0
2.1 Ordinary Revenue 1,184368 1184368 | 1376424 1376424 1,561,398 | 1,776,912 18.0 18.0 18.6 186 192 194
2.2 Ministenal A-I-A 111,011 111,011 124,188 124,188 134,010 143,417 1.7 1.7 13, 1.7 1.6 1.6
3.0 GRANTS 76,643 31,008 72,552 32915 51,739 60,682 12 0.5 1.0 0.4 0.6 0.7
3.1 Grants - AMISOM 6,440 6,440 6,440 6,440 6,100 6,100 0.1 0.1 01 0.1 0.1 01
3.2 Project Grants 69,703 24,068 65,612 25975 45,139 54,082 11 04 09 04 06 06
3.3 Debt Swap 500 500 500 500 500 500 0.0 0.0 0.0 0.0 0.0 0.0
4.0 DEFICIT (662,603)  (516,305)[  (689,052)  (513249)] (522,15T)] (481262) (10.1) (1.9) (9.3) 6.9)] (6.4) (53)
5.0 FINANCING 662,603 516,303 689,052 513,249 522,157 481,262 10.1 1.9 9.3 6.9 6.4 5.3
5.1 Project Loans 344,710 198,410 345,424 169,620 213,544 231,918 52 3.0 47 23 26 25
5.2 Commercial Financing 154,332 154,332 153,778 153,778 150,000 125,000 24 24 21 21 18 1.4
5.3 Program Support 8,213 8213 3,855 3,855 0 0 0.1 0.1 0.1 01 - -
5.4 Foreign Repayments (8379)  (83M)|  (43.623)  @3623) (3217 (135.883) (06) (06) 0.6) 08 8 w9
5.5 Other Domestic Financing 2,579 257 (11,424) (11,424) (11,482) (11,537) 00 00 0.2) 02 ©n (1)
5.8 Domestic Borrowing 191,149 191,150 241,042 241,042 302,273 271,764 29 29 33 33 3.7 3.0
6.0 FINANCING GAP - - - - - - - - - - - -
NOMINAL GDP 6,566,445 6,566,446 | 7392247 7,392,247 | 8,149,000 | 9,149,000 100.0 100.0 100.0 100.0 | 100.0 [ 100.0
Notes:

/1 With full absorption of committed financing from Development Partners
/2 With adjusted committed financing from Development Partners to reflect lower absorption

NB. Ministerial Expenditures includes revised ceilings for Judiciary and Parliament




Revenue Projections

14. The FY 2016/17 budget targets revenue collection including Appropriation-in-Aid (AiA) of
Ksh 1,499.4 billion (20.3 percent of GDP) from Ksh 1,294.3 billion (19.7 percent of GDP) in FY
2015/16 (As shown in Table 1). Ordinary revenues is projected at Ksh 1,375.2 billion (18.6
percent of GDP) in FY 2016/17, up from the estimated Ksh 1,183.3 billion (18.0 percent of GDP)
in FY 2015/16.

15. Much progress has been achieved towards broadening the tax base and improving revenue
administration. The Government has simplified and modernized the VAT legislation and
consolidated all the appeals in the tax legislation into one legislation. Similarly, a modern and
simplified Excise Duty and Tax Procedure legislation have been enacted, while a review of the
Income Tax Act has commenced.

16.  The Kenya Revenue Authority instituted measures to seal revenue leakages in customs
administration (PVoc requirements) and border areas for all imports. Other measures include:
expansion of withholding VAT agents for suppliers to County Governments; targeting nil and non-
filers; Rental Income Programme and operationalisation of the Tax Appeals Tribunal. Further, a
reputable consulting firm has been engaged to deep-dive into KRA business processes and
systems to propose realistic adjustments intended to reverse the revenue shortfalls currently
obtaining.

Expenditure Projections

17. The expenditures in FY 2016/17 are guided by the Medium Term Plan Il (2013-2017) of
Vision 2030 and the strategic priorities of the Government. The Government will continue with
rationalization of public expenditures to enhance efficiency and productivity in service delivery. To
improve efficiency and effectiveness in public resource utilization and budget execution key
recommendations of the Capacity Assessment and Rationalization of the Public Service (CARPS)
Programme will be implemented. Other initiatives include: developing a policy framework that
entrenches at least 40 percent local content; full adoption of the Treasury Single Account (TSA)
to improve the efficiency of the government payment processes; full implementation of the e-
procurement to entrench transparency and accountability; enforce performance benchmarks for
execution of the development budget; and strengthen accountability and discipline in the use of
devolved resources.

18.  Overall expenditure and net lending are projected at Ksh 2,262.2 billion (30.6 percent of
GDP), up from the estimated Ksh 1,842.7 billion (28.1 percent of GDP) in the FY 2015/16 budget.
However, with expected nominal absorption of committed externally financed expenditure, the



overall expenditure and net lending are projected at Ksh 2,046.8 billion (27.7 percent of GDP) in
FY 2016/17.

Development and Net Lending

19. Overall, development expenditure outlays are expected to support ongoing infrastructure
dprojects in roads, Standard Gauge Railway, ports, energy and security, among others. Part of
this development budget will be funded by project loans and grants from development partners,
while the balance will be financed from domestic resources.

20. Inthe FY 2016/17, domestically financed expenditure is estimated at Ksh 398.4 billion (5.4
percent of GDP), up from Ksh 305.0 billion (4.6 percent of GDP). On the externally financed
expenditure, we have received commitments from donors amounting to Ksh 410.6 billion (5.6
percent of GDP) in FY 2016/17. However, going by historical absorption uptake, the received
commitments are not expected to be wholly absorbed during the year and, therefore, we expect
an absorption of Ksh 195.2 billion (2.6 percent of GDP) in the budget year.

Contingency Fund

21. In line with the constitution and the PFM Act 2012, a contingency provision of Ksh 5.0
billion has been provided for in the FY 2016/17 budget to cater for unforeseen expenditures.

Equalization Fund

22. In the FY 2016/17, Equalization Fund has been allocated Ksh 6.0 billion to cater for critical
development expenditure in water, roads, health, and energy in marginalized areas to improve
services in those areas. This together with the accumulated arears of Ksh 6.4 billion brings the
total available resources in Equalization Fund to Ksh 12.4 billion. The National Treasury has
proposed utilization of these funds as per the recommendations of Commission for Revenue
Allocation.

Debt and Deficit Financing Palicy

23.  The Government will continue borrowing as guided by the medium term debt management
strategy (MTDS). The MTDS is a policy document which aims at achieving a desirable debt
portfolio and ensuring public debt sustainability. The strategy envisages borrowing from both the
domestic and external sources. Domestic borrowing will be not only to raise resources for the
Government budget implementation but also to develop the domestic debt market.



24, External borrowing will largely be biased towards concessional loans. While external
financing will be largely on concessional terms, the Government will continue to diversify financing
sources by continuing to access commercial sources of financing. A well-managed external
commercial borrowing program will help alleviate the pressures in the domestic market.
Maintaining a certain volume of presence in international markets, as part of a well-designed
borrowing program, will enhance the predictability and credibility of the sovereign, leading to better
borrowing conditions. This program will be accompanied by improved market investor relations
that includes enhanced communication with current and potential investors and improved
information disclosure policies.

25.  Assuming that we utilize all the committed externally funded development expenditure of
Ksh 410.6 billion in FY 2016/17, we project the overall fiscal deficit including grants of Ksh 689.1
billion (equivalent to 9.3 percent of GDP). However, going by historical absorption uptake where
spending agencies have not been able to utilize all the committed external financing previously,
we expect an absorption of about 50 percent. This would therefore lower the projected fiscal deficit
including grants to Ksh 513.2 billion (equivalent to 6.9% of GDP) in the FY 2016/17, down from
the estimated Ksh 516.3 billion (7.9 percent of GDP) in the FY 2015/16. The deficit will be financed
by net domestic borrowing of Ksh 241.0 billion (3.3 percent of GDP) in both cases and net external
financing of Ksh 459.4 billion (6.2 percent of GDP) in the case of higher absorption and Ksh 283.6
billion (3.8 percent of GDP) in the case of lower absorption. A net repayment of 0.2 percent of
GDP is assumed in both cases.

26. Going forward, we remain committed to bringing the fiscal deficit down gradually from the
6.9 percent of GDP in FY 2016/17 to 5.3 percent of GDP in FY 2018/19 and below 4.0 percent of
GDP in the outer years.



. MEASURES TAKEN BY THE NATIONAL GOVERNMENT TO IMPLEMENT
RECOMMENDATIONS MADE BY THE NATIONAL ASSEMBLY WITH RESPECT TO
THE BUDGET FOR THE PREVIOUS FINANCIAL YEAR OR YEARS

27 In the FY 2015/16 BPS, Parliament recommended that the Budget Policy Statement be
submitted earlier than the timelines stipulated in the PFMA, 2012 to enable Departmental
Committees and the Senate undertake detailed scrutiny of the proposed policies and review past
performance of the budget. In compliance with this recommendation, the National Treasury
submitted the 2016 BPS to Parliament on 12t February 2016. The National Treasury will consider
forwarding proposals for amending the PFMA, 2012 to ensure that this is enshrined in law.

28. The National Assembly also resolved that in future the Budget Policy Statement (BPS)
should include outputs and targets of programmes as per the Standing Orders. Although the
requirements of Section 25 (4) of the Public Finance Management Act, 2012 do not specifically
require this, the National Treasury submitted this information in the 2016 BPS, to be consistent
with the Standing Orders which require inclusion of the same.

29.  Forimproved provision of basic social services, the National Assembly had recommended
for enhancement of funding to support initiatives such as construction of stadia, presentation of
national teams for international competitions, enhancement of the National Safety Net
Programme, purchase of drugs and vaccines and equipping of new TTls. Funding to these areas
have been provided in the FY 2015/16 budget.

30. In order to promote agriculture and food security, Parliament had recommended enhanced
allocation for Strategic Grain Reserve, improvement of animal genetic and national fish breeding
and intensive culture technology development. Consequently, the Government has enhanced
allocations to the Strategic Grain Reserve to include a wider range of food stuffs and improvement
in animal genetics especially in the provision of semen to farmers and fish breeds. Further, the
Government has heavily invested in irrigation over the last three years. Measures have also been
taken to ensure that farmers have access to markets and quality subsidized inputs such as
fertilizers and seeds.

31. National Security has been given high priority, the Government has allocated substantial
resources to the sector to enable security agencies to adequately handle and manage insecurity
issues in the country. The security agencies have been equipped and will continue to be
modernized to curb insecurity. The National Treasury also enhanced allocations to National Police
Service Commission and IPOA to cater for expenses related to the police vetting exercise and to
strengthen the oversight roles of these commissions. Leasing of motor vehicles for the police and



Construction of police housing were however retained at the national Treasury and Ministry of
Lands, Housing and Urban Development due to contractual complexities.

32. In order to revive the tourism sector and to promote trade, the government set aside
resources to cater for tourism recovery and marketing promotions. The government is also keen
to implement the commodity exchange programme, promote the leather and textile sectors of the
economy, and has allocated resources in the FY 2015/16.

33.  The National Assembly recommended additional financing to the Office of the Controller
of Budget, Auditor General, National Treasury, allocation to the Affirmative Action Fund, CDF and
Monitoring and Evaluation for the Senate. The National Treasury has to a large extent complied

with this recommendation.

34.  Finally, the government allocated resources for the Restoration of Justice Fund to cater
for victim compensation. Further, the government set aside substantive resources in the FY
2015/16 Supplementary Estimates No.1 for the activities of the Multi-Agency team involved in the
investigation and prosecution of corruption, economic crimes and related offences. The team
comprised the Ethics and Anti-Corruption Commission, Office of the Director of Public
Prosecutions, Asset Recovery Agency, Kenya Revenue Authority, Financial Reporting Center
under the National Treasury and the Directorate of Criminal Investigations.
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IV.  HIGHLIGHTS OF THE FY 2016/17 BUDGET

35. In the Financial Year 2016/17 Budget, adequate resources have been allocated to key
government flagship projects to drive the transformative agenda. These are in addition to the
strategic interventions initiated in the FY 2013/14 Budget. The Highlights are as indicated in
subsequent paragraphs.

36.  Food Security and Agriculture: KShs.12.2 billion has been allocated for on-going
irrigation projects countrywide and transformation of agriculture from subsistence to productive
commercial farming. This includes KSh.3.2 billion allocated to the Galana-Kulalu Irrigation Project,
KSh.3.2 billion for Mwea Irrigarion Project and KSh.2.2 billion for National Expanded Irrigation
Programme. Other key allocations are as follows:

= KSh.4.9 billion for inputs subsidy (Fertilizer and Seed)

®  KSh.1.97 billion for Strategic Grain Reserves

= KSh.0.9 billion for Acquisition of the Offshore Patrol Vessel

® KSh.0.6 billion for the Modernization of the Kenya Meat Commission
®  KSh.0.2 billion for the revival of the Pyrethrum sector

®  KShs.0.6 billion for Livestock & Crop Insurance Scheme

®  KSh.0.1 billion for Mechanization of Agriculture

®  KSh.1 billion for Crop Diversification Programme in Meru ( Miraa Farmers)

37.  Transport and Logistics: Investment for infrastructure development has been
significantly enhanced as follows:
Roads

= KSh.62.8 billion for Ongoing road construction (Domestically Financed)
®  KSh.54.8 billion for foreign financed roads

= Ksh.30 billion for low volume seal roads (KSh.23.8 billion within the budget, 6.7 through
equalization fund)

= KSh. 154 billion for Standard Gauge Rail (Donor)

®  Ksh. 1.5 billion for Relocation on Railway lines at Kibera & Mukuru

1:1



Ports

38.

extractive sectors of the economy, the following programmes have been allocated resources:

KSh. 0.8 billion for on-going upgrading of Malindi Airport, Isiclo Airport, Suneka Airstrip

and Lokichogio Airport
KSh. 0.5 billion for Acquisition of 2 Ferries for the Likoni Channel
Ksh. 5.5 billion for Mombasa Port Development Project (Donor)

Ksh.10 billion for LAPSSET Project

KSh. 2.0 billion for Geothermal Development

KSh.6.0 billion for Power Transmission

KSh. 5.1 billion for Rural Electrification Programme

KSh.5.9 billion for Last Mile Connectivity

KSh.3.1 billion for National Street lighting Programme
KSh.7.6 billion for Electrification of Public Facilities

KSh.3.4 billion for Exploration and Distribution of Oil and Gas
KSh.3 billion for Installation of Transformers in Constituencies
KSh.1.8 billion for Connectivity Subsidy

Ksh.2.0 billion for LPG Distribution and Infrastructure Programme

Industrialization and Extractive Industry: to promote the development of industries and

KSh.3.0 billion for the National Airborne Geo-Physical Survey
KSh.1.2 billion for Leather Industrial Park Development
KSh.2.0 billion for Textile Development

KSh.0.5 billion for Ease of Doing Business

KSh.0.5 billion for Modernization of RIVATEX

KSh.2.4 billion for Coffee Debt Waiver & STABEX
KSh.0.3 billion for Ongoing Modemization of New KCC
Ksh 0.5 billion for Nee KCC debt
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39.  Flood Control and Water Harvesting: to enhance and sustain measures to control floods
and harvest rain water, the following activities have been allocated funds as follows:

®  KSh.13.9 billion for construction of major dams
® KSh.12.6 billion for water supply and sanitation
® KSh.19.5 billion for environmental protection conservation and management

® KSh.3.9 billion for Integrated Regional Development

40. Enhanced Security for Investment, Growth and Employment: Security is necessary
for encouraging investment, accelerating economic growth and creating more jobs for our youth.
To this end, the following allocation has been provided:

® KSh.8.2 billion for lease financing of police motor vehicles, and aircraft

® KSh.13.2 billion for enhanced security operations

® KSh.10 billion for Police Modernization Programme

® KSh.5.1 billion for Police Medical Insurance Scheme

® KSh.0.9 billion for Construction and Equipping of the National Forensic Laboratory
® KSh.2.9 billion for Construction of Police Stations and Housing

® KSh.2.0 billion for Securitization of Borders

® KSh.15.6 billion for Military Modemnization

41. Enhancing Access and Transforming the Educational System through e-Teaching
and e-Learning: A total of KSh.13.4 billion has been proposed for deployment of laptops to
schools, development of digital content, building capacity of teachers and rolling out computer
laboratory for primary schools throughout the country. Other key allocations in basic education,
tertiary and higher education are as follows:

®  KSh.32 billion for Free Day Secondary Education

® KSh.14 billion for Free Primary Education

® KSh.4.5 billion for recruitment and promotion of teachers
® KSh.2.8 billion for House Allowance Phase Il (Teachers)

® KSh.2.5 billion for Technical Training Institutes
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