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Introduction

The IEA Kenya presents an alternative fiscal path/scenario for FY 2026/27 across key fiscal 
aggregates – revenue, expenditure and fiscal balances as a critique of the National Treasury’s 
budget estimates. This is not a complete alternative budget given its focus is limited to fiscal 
aggregates/budget outturn. 

Based on the national budget estimates of revenue and expenditure for FY 2026/27, the IEA Kenya 
used Autoregressive Integrated Moving Average (ARIMA) statistical model to generate its own 
fiscal forecasts. We consequently used this information as summarised in table 1 to demonstrate 
that there are viable ways to achieve fiscal sustainability and development outcomes.

The first section provides the budget overview for FY 2026/27 with a comparison of National 
Treasury projections and the IEA Kenya forecast. This is followed by respective sections for 
revenue and expenditure (discretionary and non-discretionary) interpreting and discussing table 
1 in terms of the following:

•	 What the gap/difference means
•	 Implications thereof and 
•	 Consequently, we provide feasible reforms and recommendations.

Budget Overview for FY 2026/27 

The macroeconomic environment underpinning formulation of the budget for FY 2026/27 is 
facing emerging challenges. These challenges are attributed to adverse domestic factors and 
externally from the on-going geopolitical crisis in the Middle East. In recognition of these 
uncertainties, it is therefore not surprising that the National Treasury has revised downwards, 
economic growth forecast for 2026 from 5.3 percent to 4.9 percent. This is also on the back of 
dampened economic growth, albeit slightly, of 4.6 percent in 2025 from 4.7 percent in 2024.
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iii.	 To investigate the legal, inclusion, and privacy issues associated with the UPI’s imple-
mentation.

Table 1: Summary of the Budget Out-turn for FY 2026/27  

Other initially favourable macro indicators, for example, overall inflation levels have also dimmed. 
Despite remaining within the target range of 2.5 to 7.5 percent, overall inflation has recently 
increased from 5.6 percent in April 2026 to 6.7 percent in May 2026 due to higher energy and food 
prices. By contrast, and a positive is the improvement in growth of credit to the private sector, 9.3 
percent in May 2026 up from 7.1 percent in April owing to easing of monetary policy stance by 
the Central Bank. This is however still a single digit and thus low to significantly stimulate private 
sector.

From an overview of the budget for FY 2026/27 as presented in the budget out-turn table 1, 
the National Treasury estimates across key fiscal aggregates are contrasted by the IEA‑Kenya’s 
alternative scenario. Broadly, this table reveals two competing fiscal narratives: Treasury’s 
more expansionary, revenue‑optimistic approach versus IEA-Kenya’s more conservative, 
fiscal consolidation‑focused stance1. This is reflected consistently across revenue assumptions, 
expenditure control, and fiscal balance outcomes.

1This is the government policy towards reduction of budget deficits and the accumulation of public over time.
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Revenue Forecast for FY 2026/27

The National Treasury estimates total revenue collections of Ksh 3.7 trillion in FY 2026/27, 
comprising about Ksh3 trillion in ordinary revenue and Ksh 644 billion in Appropriation in 
Aid (AiA). This represents an overall increase of 8.3 percent from the approved estimates of FY 
2025/26. Ordinary revenue is projected to grow by 8.8 percent, while AiA is expected to grow by 
6.0 percent in the 2026/27 budget estimates. 

While these projections reflect the government’s optimism regarding economic performance, and 
revenue mobilization efforts, they should be assessed against the backdrop of Kenya’s historical 
revenue performance. Over the years, actual revenue collections have consistently fallen short 
of budgeted targets, raising concerns about the realism of assumptions underpinning revenue 
forecasts and, ultimately, credibility of the budget.

In contrast, IEA Kenya’s alternative and more conservative revenue forecast projects total revenue 
collections of Ksh 3.3 trillion for FY 2026/27, consisting of Ksh 2.7 trillion in ordinary revenue and 
Ksh 607 billion in AiA. This represents an overall decrease of total revenue of 1.7 percent from the 
approved estimates of FY 2025/26. This estimate is informed by historical revenue performance 
and a macroeconomic forecasting approach that incorporates the key determinants of tax 
revenue commonly referred to as tax bases or scale variables. These include, private consumption 
expenditure, labour income (wage payments), corporate income and imports value. 

Revenue performance is ultimately driven by the strength of these underlying tax bases. 
Consequently, changes in macroeconomic variables have a direct bearing on revenue outcomes. 
In addition, global economic shocks continue to pose significant risks to domestic revenue 
performance. For instance, disruptions in the global energy markets arising from geopolitical 
tensions in the Middle East have contributed to higher fuel prices, which have in turn led to 
the increase in transportation and production costs across the economy. These developments 
have increased the cost of living, weakened consumption and thus affected the corresponding 
associated tax revenues.

A review of the tax bases suggests the following:

•	 Formal wage employment growth has steadily declined over the past three years, from 
3.9 percent in FY 2022/23 to 2.8 percent in FY 2024/25. This trend points to a weakening 
expansion of the Personal Income Tax (PIT) base, which could constrain growth in PIT 
revenues and make the projected revenue targets by National Treasury more difficult to 
achieve. 

•	 Corporate income tax performance remains exposed to business sector related 
challenges. High operating costs, elevated borrowing costs, and subdued private sector 
investment constrain corporate profitability and consequently, corporate income tax 
collections. Furthermore, access to affordable credit has been declining as shown in 



4

the figure 1, particularly for the few corporate tax paying small and medium sized 
enterprises (SMEs) who are often considered riskier borrowers. This trend is largely 
attributable to the crowding-out effect caused by elevated domestic borrowing by the 
government. Between January 2014 and April 2025, private sector credit declined from 
31% to 26% of GDP, while government borrowing rose from 10% to 14%.

Figure 1: Bank Credit to Government vs Private Sector as a Share of GDP (2014 – 2025)

Source: IEA’s monetary policy team ccomputation using data from Central Bank of Kenya (CBK)

•	 Private consumption growth rate has been declining over the past three years (from 
a high of 13% in 2022/23 FY to 8% in 2024/25 FY) reflecting the combined effects of 
a high cost of living, elevated taxation and decreasing disposable household incomes. 
Since VAT and excise duty are largely consumption-based taxes, slower consumption 
growth is likely to dampen revenue performance. Furthermore, a growing base of 
consumption is happening within the informal sector, where tax compliance remains 
relatively low and due to their ‘invisibility’, limit the ability of the tax system to capture 
economic activity.

•	 Import growth remains vulnerable to both domestic and external pressures. Global 
economic shocks that lead to higher commodity prices lead to weaker domestic demand 
thus constraining growth of imports and subsequent international trade related taxes. 

Overly optimistic revenue projections lead to persistent revenue shortfalls which result in 
widening of fiscal deficit, potentially forcing the government to seek additional borrowing from 
the domestic or international markets to bridge the financing gap.
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Conclusion

Recommendations

•	 The National Treasury should anchor revenue forecasts on realistic macroeconomic 
assumptions that accounts for the relationship between economic activity and tax 
performance. This would reduce the likelihood of frequent fiscal adjustments and 
minimize reliance on borrowing arising from revenue shortfalls and ultimately enhance 
budget credibility.

•	 The constraints outlined above are reinforced by the structure of taxation and public 
spending. National Treasury’s revenue strategy, as shown in table 1, continues to rely 
on a narrow tax base, with corporate income tax at 30%, above the regional average 
of about 27%. While base broadening is emphasized, implementation has largely 
focused on additional levies on compliant firms rather than expanding coverage. 
This concentration limits the capacity of businesses to reinvest and grow. The IEA-
Kenya alternatively proposes a gradual reduction in the corporate tax rate toward 
27%, combined with meaningful expansion into informal and digital sectors. As 
demonstrated by the rejection of the Finance Bill 2024, reliance on the same taxpayers 
has reached its limits. A broader base with a lower rate would improve compliance, 
reduce costs, and reinforce the investment response expected from improved access to 
credit. Furthermore, increased simplification of the tax regime, particularly for SME 
will go a long way in not only encouraging formalization but also in enhancing their 
compliance.

Expenditure Forecast for FY 2026/27

On the expenditure side, the growth impact of fiscal policy depends on how resources are 
allocated. While table 1 shows a reduction in aggregate spending, National Treasury maintains 
a development share of 29.8% in FY 2026/27. The IEA Kenya scenario proposes rebalancing by 
reducing recurrent expenditure by KSh 145 billion (from KSh 1.977 trillion to KSh 1.832 trillion), 
including a reduction in the wage bill by KSh 45 billion (from KSh 702 billion to KSh 659 billion). 
This raises the development share to 33.8%, shifting resources towards infrastructure, energy, 
and logistics. This adjustment complements the financing strategy outlined earlier by lowering 
production costs and strengthening productivity across manufacturing, agriculture, and SMEs.

Sustaining these gains requires stronger institutional anchors. Presently, borrowing is not strictly 
tied to productive use, and fiscal outcomes depend heavily on discretionary execution. Aligning 
the KSh 803 billion deficit financing entirely with development expenditure, alongside the higher 
development share of 33.8%, would ensure that borrowing supports productive investment rather 
than consumption. Anchoring fiscal policy on a primary surplus target of at least 2% of GDP 
would further strengthen discipline by ensuring that revenues exceed non-interest expenditure, 
providing a clearer measure of underlying fiscal effort independent of past debt obligations.
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•	 Fiscal realism and how development expenditure is being crowded out by recurrent 
expenditure

In the FY2026/27, the government projects to finance the fiscal deficit of Ksh 1,144 billion through 
foreign and domestic financing. Given that fiscal deficit is bigger than projected development 
expenditure by 26.5%, it implies that part of the borrowed funds is likely to go into funding 
recurrent expenditure which is contrary to the PFM Act of 2012. In the projections, only 73.5% 
of the fiscal deficit financing will be used in funding development expenditure. Non-compliance 
leads to crowding out of development expenditure by recurrent expenditure. The IEA-Kenya 
alternative budget projections show that this anomaly is addressed given that the fiscal deficit 
financing is used to fully fund development expenditure. Of note is that development or capital 
expenditure helps the government in acquisition of non-financial assets and capital transfers to 
government agencies. These development expenditures lead to generation of public goods and 
services and also spur private investments.  

The IEA-Kenya’s alternative budget recommends reduction of MDA’s recurrent budget by Ksh 
229 billion in the FY 2026/27 financial year. The reduction should be realised through several 
reforms including full implementation of the proposed state-owned enterprises. The reforms 
sought to merge 42 State Corporations into 20 entities to improve operational efficiency and 
eliminate redundancy, dissolve 25 State Corporations, with their residual functions being 
transferred back to their parent ministries, restructure six (6) State Corporations to align their 
mandates for improved performance, declassify four (4) public and funds and 13 professional 
bodies categorized as State Corporations. This coupled with austerity measures on travel both 
foreign and local would help in the reduction of recurrent expenditure.

•	 Lower projections often reflect scepticism about the government’s ability to actually 
disburse and execute development projects at the scale promised

Lower projections for development expenditure often signal doubt about the government’s capacity 
to implement projects at the scale announced. Historically, ambitious allocations particularly 
in infrastructure, energy, and social sectors have not always translated into actual spending. 
Latest budget implementation report from the Office of the Controller of Budget indicates low 
absorption capacity of MDAs’ development projects in the first half of FY 2025/26, reflecting 
delays, inefficiencies, and constrained execution performance overall. This persistent gap between 
budgeted and executed development spending weakens the credibility of fiscal plans and leads to 
a more conservative assumption when assessing likely outcomes. Persistent underspending on 
development projects undermines budget credibility and reflects weak implementation capacity, 
as historically observed across key sectors. 
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The IEA-Kenya proposes that the government should align development expenditure projections 
with realistic implementation capacity by strengthening project readiness, procurement efficiency, 
and execution systems before allocating funds. This includes enforcing strict project appraisal 
and monitoring frameworks, and linking budget allocations to demonstrated absorption capacity 
across sectors.

•	 Implications: budget credibility, wage policy; etc.

Reports from the National Treasury show that the wage bill increased from Ksh 657 billion in 
FY 2025/26 to Ksh721 billion in FY 2026/27 representing a year-on-year growth of about 9.7 
percent. This underscores the persistent upward pressure on personnel costs within the national 
budget. In relative terms, the wage bill now accounts for approximately 15 percent of the total 
national budget for FY 2026/27 of about Ksh 4.7 trillion, and nearly 21 percent of the recurrent 
expenditure estimated at Ksh 3.47 trillion. This matters because recurrent spending is part of the 
budget that the government has more flexibility to adjust and therefore a large wage bill limits how 
much money is available for other needs. The growing share of wages within recurrent spending 
therefore constrains the government’s ability to reallocate resources towards development 
priorities, debt reduction, and service delivery improvements, reinforcing concerns about the 
long-term sustainability and rigidity of the budget.

The National Treasury should strengthen enforcement of fiscal responsibility principles under 
the Public Finance Management framework by introducing binding limits on recurrent 
expenditure within the Medium Term Expenditure Framework. This includes institutionalizing 
expenditure controls and tightening oversight over supplementary budgets, while the Salaries and 
Remuneration Commission enforces wage bill discipline consistent with the proposed reduction 
(KSh 702 billion to KSh 659 billion). 

Specifically, the IEA-Kenya proposes the need to implement wage bill containment through 
hiring controls, productivity linked pay, and payroll audits (implementation of Integrated Payroll 
and Personnel Database) to address ghost workers’ challenge. This is expected to consequently 
this is expected to create fiscal space, enhance budget flexibility, and support sustainable public 
expenditure management in Kenya.

•	 Proposals of where expenditure should be prioritised (sector priorities)

The MDAs budget has expanded significantly from Ksh 2.41 trillion in FY 2025/26 to Ksh 2.82 
trillion in FY 2026/27. This is a broad based increase largely reinforcing existing priorities. In 
FY2026/27 the Education Sector has 11.5% change while the Health Sector has a 28.3% change. 
The two sectors are key in the realization of the national government Bottom-up Economic 
Transformation Agenda (BETA). Allocation of resources in the education sector focuses on 
realization of critical benchmark’s which includes: education’s relevance through alignment of 
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curricula with industry needs; quality; equity and accessibility. Through funding the health sector, 
the government provides leadership in policy formulation, standards setting, technical assistance 
and capacity building to ensure equitable access to quality healthcare. The sector implements 
flagship programs under MTP-IV. These programs include social health protection, community 
health interventions, family health, local production of health products and health infrastructure 
development. The investment in the health sector help in the realization of a healthy, productive 
workforce and protecting vulnerable households from crippling medical poverty.

Education and Health sectors should be prioritized in the 2026/27 financial year. The two sectors 
make significant contributions towards realization of a skilled and healthy population. Increased 
enrolment in tertiary institutions (TVET’s) and universities; increased disbursement of loans and 
scholarships to the students and the implementation of the Competency Based Education for 
Pre-Primary 1 to Grade 9 requires the government to place more emphasis and resources in the 
sector to ensure successful implementation on the new programs. CBE requires recruitment and 
retraining of teachers to enable them deliver the desired learning outcomes. Instruction methods 
(Learning) also requires enhanced ICT integration to lay foundation for a stronger and skilful 
population. While the education sector has continued to be the most funded over the years the 
new programs should be prioritized and fully funded by the government.   

The health sector with the push for universal health coverage through policy change initiatives 
such as the introduction of SHA with expanded Social Health Insurance Fund, Primary Health 
Care Fund and Emergency Chronic and Critical Illness Fund require prioritization in the 
2026/27 financial year. The expansion of the primary health care infrastructure including the 
recruitment of 120,000 CHP’s, and the national government support in the supply and utilization 
of specialized diagnostic equipment makes the sector require more resources and attention in 
the 2026/27 financial year. While health remains a devolved function deliberate efforts should 
be made to ensure county governments prioritize the success of all healthcare initiatives. County 
governments should be encouraged to work collaboratively with the national government to 
ensure improved health outcomes. 

Non-Discretionary Expenditure

Non-discretionary expenditure represents the mandatory component of Kenya’s budget and is 
captured under the Consolidated Fund Services (CFS) budget item. These expenditures are legally 
mandated either by statutory requirements or are obligations arising from prior commitments. 
They therefore do not require annual parliamentary approval through the appropriations act.

Unlike discretionary expenditure, CFS was not forecasted in this analysis. This is because these 
payments are determined by the underlying factors driving its constituent items. For instance, 
interest payments are influenced by the stock of public debt, prevailing interest rates, exchange 
rate movements, and the maturity structure of debt obligations. Pension expenditures on the 
other hand are determined by factors such as the number of retirees, salary scales and inflation 
adjustments. Other CFS obligations include the salaries and allowances of constitutional 
officeholders, which are determined by constitutional provisions or decisions by the Salaries and 
Remuneration Commission (SRC). 
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Total estimated allocation to the CFS in the FY 2026/27 is approximately Ksh 2.6 trillion 
representing less than one percent decline from the previous financial year estimates. This 
reduction is largely attributed to a 39% drop in external debt redemption, following the 
government’s strategic buy-back in FY 2025/26 of the Sovereign bond issued in 2018. Despite this 
decline, overall debt servicing costs remain elevated. Internal debt redemption is projected to rise 
by 19% to Ksh 649 billion, while interest obligations for domestic and external debt are expected 
to increase by 12% to Ksh 987 billion and by 10% to Ksh 268 billion, respectively. The increase 
in domestic debt servicing costs is mainly attributed to the government’s growing reliance on 
domestic borrowing and elevated domestic interest rates, estimated at approximately 13 percent2. 
Interest payments have already outpaced the principal being retired, therefore, the country is 
caught in a trap of servicing the debt and not reducing the stock of public debt.

Lack of credibility is a key feature of CFS allocations. As shown in table 2, CFS budgets were 
revised three times in FY 2024/25 and revised upwards by 21% in the current financial year 
(Supplementary Estimates I), highlighting the persistent challenge of accurately forecasting of 
budgets.

1This is the government policy towards reduction of budget deficits and the accumulation of public over time.

Table 2: CFS Budget Estimate (Ksh Billion)

Year FY 2024/25 FY 2025/26 FY 2026/27
Supp. III Original Supp. I % 

Change
Estimates % Change

Public Debt
Interest 
Payment 

Domestic 768.5 851.4 883.8 4 986.7 11.7

External 228.4 246.3 242.8 -1 267.5 10.2

Redemption Domestic 383.4 463.5 544.3 17 648.8 19.2

External 361.5 340.2 673.8 98 412.9 -38.7

Sub-Total 1,741.8 1,901.4 2,344.6 23 2,315.9 -1.2

Pension 223.2 234.9 234.9 0 241.9 3.0

Salaries and Allowances and 
Miscellaneous (Including 
Guaranteed Debt

23.8 4.7 5.1 9 5.1 -0.3

TOTAL CFS 1,988.8 2,141.0 2,584.6 21 2,563.1 -0.8

Source: Authors’ Computation Using Data from Budget Estimates
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Recent trends show that CFS spending has been on a sharp upward trend, post Covid. As a 
proportion of overall government spending, actual CFS rose from 31% in FY 2019/20 to peak at 
46% in FY 2023/24 before slightly declining to 45% in FY 2024/25. As a consequence, the budget 
has become increasingly rigid hence adjustments to create additional fiscal space during recently 
witnessed shocks has resulted to a cut to both development spending and recurrent. During this 
period, development expenditure was disproportionately impacted, nearly halving from a peak of 
24% to 14%, while recurrent spending declined from 46% to 41% (see figure 2).

Figure 2: Expenditure Trends % of Total

Source: Authors Compilation Using data from OAG reports.

Overall, growth in CFS expenditure is attributed to rising debt servicing costs, particularly 
domestic interest payments, which have increased alongside the increased accumulation of 
domestic debt. This has not only increased pressure on discretionary expenditure and crowded 
out public investment but also limited fiscal space for development spending. Resources that could 
otherwise be directed toward investments in future generations are instead being used to finance 
past borrowing decisions, effectively shifting the burden and short changing future generations. 
This undermines the principle of intergenerational equity and contravenes fiscal responsibility 
principle that require public borrowing to support long-term development and ensure that future 
generations do not bear an unfair fiscal burden. 

High debt servicing costs have also constrained private sector growth. Increased government 
borrowing domestically tends to raise interest rates, discouraging private sector borrowing 
for investment purposes and consequently reducing capital formation and economic output. 
In addition, the expansion of government domestic borrowing leads to portfolio substitution, 
whereby commercial banks prefer investing in relatively risk-free government securities rather 
than extending credit to the productive private sector. This weakens private sector growth and 
undermines long-term economic development.
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These trends suggest that existing fiscal consolidation efforts have been insufficient in curbing the 
growth of public debt. Public debt has risen to unsustainable levels, with the Debt Sustainability 
Analysis (DSA) projecting the present value (PV) of public debt-to-GDP at approximately 65 
percent between 2026 and 2027, significantly above the recommended threshold of 55 percent. 
Moreover, the current debt profile characterized by high borrowing costs and increased 
refinancing risks arising from reliance on short-term domestic borrowing further exacerbates 
fiscal vulnerabilities. This creates a debt trap in which rising borrowing requirements lead to 
higher debt servicing obligations, particularly through costly domestic borrowing. As a result, 
CFS expenditure is likely to continue growing over time, further constraining fiscal space for 
development and productive expenditure.

Policy Recommendations

•	 Enforce Fiscal Rules: The National Treasury must strictly commit to fiscal consolidation to 
tame debt accumulation. Since CFS budgets are not subjected to the standard parliamentary 
approval and appropriation process, there is a need to enact legally binding fiscal rules, such 
as deficit to GDP ceilings, that trigger automatic spending reviews if thresholds are breached. 
This is to tame repeated upward revisions via supplementary budgets.

•	 The National Treasury should embed a credible fiscal anchor in the Budget Policy Statement 
by targeting a medium-term primary surplus of at least 2% of GDP. This would ensure that 
government revenues exceed non-interest spending, stabilise debt dynamics, and strengthen 
confidence in fiscal consolidation, with Parliament providing oversight through regular 
reporting and evaluation.

•	 Optimize the Borrowing Mix: To ease immediate debt service pressures, borrowing must 
align with the medium-term debt strategy to meet financing needs at minimal cost and risk. 
The National Treasury proposes a domestic heavy structure (32% external to 68% domestic), 
while the IEA scenario rebalances this to 40% external and 60% domestic for the KSh 803 
billion deficit, implying about KSh 482 billion externally and KSh 321 billion domestically. 
When domestic borrowing exceeds roughly 4% to 5% of GDP, it begins to materially crowd 
out private credit. Rebalancing towards concessional external financing, alongside the 
expenditure adjustments, would ease pressure in credit markets and unlock financing for 
manufacturing, agriculture, and SMEs where access to capital remains a key constraint.

•	 Enhance Liability Management: Treasury should actively conduct liability management 
operations to restructure short-term domestic debt into medium to long-term instruments. 
This strategy will successfully extend the domestic debt maturity profile, defer principal 
repayments, and lower overall refinancing risks (easing repayment pressures).
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Conclusion 

The IEA-Kenya’s alternative fiscal path for FY 2026/27 is more conservative and therefore 
queries ambitious projections of revenue aggregates by the National Treasury as well as their 
expansionary projections of expenditure aggregates. We note therefore that the National Treasury’s 
fiscal projections will not be realized and thus will undermine the credibility of the budget 
whose consequences are sub-optimal service delivery. As a result, the IEA-Kenya proposed an 
alternative path built around domestic resource mobilization focused on tax administration and 
stimulus to private sector economic growth and fiscal consolidation with a focus on expenditure 
rationalization and reduction of duplication to curb on waste.
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