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CHAPTER ONE

INTRODUCTION

OVERVIEW OF KENYA

The republic of Kenya former British colony and protectorate proclaimeéj itself a
republic on December 12-1964. Kenya is located astride the Equator on ithe East
Coast of Africa. It borders Ethiopia énd Sudan in the north, Uganda in tﬁe west,

|

Tanzania in the south, and Somalia and the Indian Ocean in the East. ?Though
|

much of country has two wet, andv two dry seasons, total rainfafg varies
unpredictably. Its highlands are temperate and its coastal zone hot hun%ﬁd. Arid
areas are generally hot. It rcovefs an area of 582,-650 km? of which 4,10d square
miles consist of natural lakes. Kenya's capital city is Nairobi with a popuiation of
apbroximately 3 million people. The other major towns are Mombasa tl;e main
port on the Indian Ocean and Kisumu. During the 1989 census the poipuiation
was 21.4 rﬁillion. By 2005 estimates, Kenya's population stood at 34.3; million
people with about 30 percent living in the urban afeas. Kiswahili is the Znational
language which is spoken all over the country while English is fhe deszignated

official language that also serves as the medium of communication in schools.

Christianity, Islam and Hinduism are the main religions although a substantial

number of Kenyans still practice traditional forms of religious worship. Kenya's

constitution was introduced during independence on 12" Decemberi 1963.
|



Subsequent amendments of the constitution including adoption of the republican
status on 12" December 1964, Kenya became a de facto one-party state in
1969. In November 1991 muitiparty system( was reintroduced. In 2002 the
government had new impetus to review the consﬁtution to reflect the present
Kenyan seenario, as the current constitution has ibeen branded as the British
one. Kenyfa has had three multi-party elections held in the months of December
of 1992, ﬁ997 and 2002. Governedj by a united central government, Kenya's
central Ieéislative authority is the National Assembly, consisting of a single
‘house. The president is elected by direct popula‘rz' Qot‘e fore term of ﬂve years.
Kenya hes 8 provinces (inc‘ludfng 'Nairobi)r. Fer Kenyans to exercise their‘
constrtutzonal right to elect their representatxves and obtain their share of the
country's natzona! budget, the government has :decentralized the focus for
development by designating administrative dlstncts as the focal points for rural
development Since independence, Kenya has been and remains a relatively
stable country as compared to most of its ne:ghbors The country has never
expenenced any major civil conflicts, a!tho_ugh' the,a‘! 992 and 1997 elections were

marred by?;ethnic clashes.?

Kenya hae a very diverse population that includes major languages of Africa.
Due fo Keeya’s proximity to the coast and Arabierzi':Peninsula, Arab and Persian
settlemeﬂ’(i sprouted along the cost by the’v evfi‘ght-century. During the first
milleﬁniunjﬁ of the A.D. Nilotic and Bantu peoples ff;eved into Kenya and noW they

(Bantu) cemprise three quarters of Kenyan pobuleﬁon. The intermingling of the



Arab traders and the Bantu a Swabhili language was developed as a medium for
trade. Arab dominance was eclipsed by the arrival of the Portuguese in 1498. In
the 19" century the United Kingdom established its influence until the end of

colonization.

The colon.iai history of Kenya dates back to so~caﬁed scramble for Africa in the
Berlin Cohference of'g 1885, when the Europe:_an ﬁoWers partitioned Africa into‘
‘various spheres of iniﬂuence. The British"govérnmzent declared the East African
Protectorate in 1895 iimmediately after it opened fhé fertile highlands as white
settlers. The settlers ;";were allowed a voice in a .Qovemment even prior it was
officially made a Briti%h Colony in 1920,‘ but Africans were éro’hibited from direct
political pérticipation Lintil 1944. The present boundéries of the Republic of Kenya
have the:ir-i orfgin in t}je spread of Britisﬁ in Africé. Kenya rose for the armed
struggle fé)r indepenéence under the "MAU MAU movement “Mzungu Aenda
Ulaya 'Mw_?frica Apaté Uhuru” which fiterally ryeanjt a white man to go back to
Europe th;eﬁ an Africz;n to be free 3. The “Mau Ma;J" movement commenced on
October 1;%2 to .Decjember 1959. Kenya was:_ proé:iaimed independent in 1963
and in 1964 it was decf:!ared a republic. The first 'dire:ct election for Kenyans to the
legisllature%council took place in 1957. Kenya joine& the common wealth in 1964
under the%vleadershipi of President Jomo Kenyatta:. the head of Kenyé African

National U%nion (KANLji) while KADU a minority party was voluntarily dissolved.



THE KENYAN ECONOMY

“In early 1960's, as Kenya was gaining its independence, its gross national
product was not very different from that of South Korea. Today, South Korea's
economy is forty times larger than Kenya's”, U.S. Senator Barack Obama.*

Three outétanding events have occurred in Kenyé during the last hundred and
thity years. The establishments of the cok;nial rule, achievement of
independénce in 1964 énd introduction of mu!tipam} democracy in 1992, all these
events ha\}e shaped the present economi-c scenario in Kenya.

The sudden collapse of fhe British colonialism and emergence of freedom for
Kenyans :triggered even greater expectations ‘and-démand‘s for the-liberation of
the massés of people from disease, pbverty and ig;norance. After independence,
the quest for rapid economic development through' public investment, promotion
of smallhélder agricultural broduction, and inc‘;entives for private (foreign
investmenf) industrial investments was the priority. Wesfem Multinational and
transnatioréal companies have been established in Kenya for a quite long
duration n%)w, and have established themselves és a source of foreign direct

investment in Kenya.

Kenya's economic growth record has been a mixed bag of blessing and
disasters éince independence. Kenya’s economy is one of the most diversified

economies. in the sub-Saharan of Africa, it has the largest economy in the whole
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region of East Africa and bigger than Uganda, and Tanzania °. We have



elucidated in the form of tables the economic scenario of Kenya and also

compared it with the countries neighbouring Kenya, see tables 1.1 and 1.2.

Table 1.1 Selected economic indicators in Kenya

BOP USS
. inflation (Current
GDP (GNP) | GDP growth | (consumer account
Year USs$ rate (%) prices) (%) balance)
1980 7.27E+09 5.6 13.9 -8.8E+08
1981 6.85E+09 3.8 11.8 -5.6E+08
1982 6.43E+09 1.5 20.7 -3.1E+08
1983 5.98E+08 1.3 11.4 -4, 7E+Q7
1984 6.19E+09 1.8 10.3 -1.3E+08 .
1985 6.14E+09 4.3 13.0 -1.2E+08
1986 7.24E+08 7.2 ~ 25 -4, 5E+07
1987 7.97E+09 5.8 8.6 -5E+08
1988 | 8.36E+09 62 | 12.3 -4 7E+08
1989 | B8.27E+08 47 13.8 -5.9E+08
1990 8.59E+09 4.7 17.8 -5.3E+08
1991 8.16E+09 14 20.1 -2.1E+08
1992 8.22E+09 -0.8 27.3 -1.8E+08
1993 5.75E+09 0.4 46.0 71170776
1994 7.15E+09 28 28.8. 71170776
1995 9.05E+09 4.4 16 -4E+08
1996 1.2E+10 4.2 8.9 -7.3E+07
19897 1.31E+10 4.2 11.4 -4.6E+08
1998 1.41E+10 33 6.7 -4.8E+08
1999 1.28E+10 2.3 5.7 ~8E+07
2000 1.27E+10 0.6 10.0 -2E+08
2001 1.31E+10 4.4 5.7 -3.4E+08
2002 1.32E+10 0.4 2.0 -1.4E+08
2003 1.5E+10 2.8 9.9 -1.4E+08
2004 1.61E+10 4.4 11.8 -3.8E+08
(Source, Computed from World Bank Data base).
Table 1.2: The size of selected economies in Africa.
GNI (current GNI per capita
USS$(billions) | US$(billions
Kenya 19.1 540
Uganda 8.6 280
Tanzania 12.4 340
Ethiopia 11.3 160

Source, World Bank development indicators 2005.




Nairobi is the capital city of Kenya and is the major commerciél hub of all East
Africa. Mombasa on the coaét has the major po&. The largest Airport in East
Africa the Jomo Kenyatta International Airports connects the East-Africa to the
rest of the World. Nairobi enjoys the regions best éommunication, transportation.
infrastructure and trained personnel in thé past years. A brdad range of fofeign
firms and iintemationai organizations maintain regional branch or representative

offices in the city.

The estimated populaﬁon of Kenya by the World Bank report of 2005 is 34 million
against 1_,2..9 hillion in 1971. Most of the density of the population is_concentrated
in .Soufh Western highland lake regio_h.. central province and the coastal strip.
-Agriculture is thé main océupation for the bulk :of the people but marketed -
agricultural produce although vital generates share pf GDP that is relatively lower
than a country of Kenya's income fevel. The service and manufacturing sectors
are substantially. more significant than would be éxpected. The character and
pace of economic development since independence havé been profoundly
inﬂuenced_.by the legacy of tﬁe colonial power, Ptsian busihessmen and other
non-African communities. At independence Kenya fpromoted the expprt oriented
agriculture that was primaryA large-scale comme;éial agriculture of the white
highl;emds 'land European and Asia owned plantations. The government in the
1960's to ?O’s carried out the land reform Progranin{es designed to transfer the
European land to the Africans and also enablingi Kenyans to take control of

business. In addition the quest of Kenya's partners in the common market to



develop Kenya’s manufacturing and service and processing industries to serve
their own partners market has had a considerable influence on Kenya's

development's policies in the past.®

Kenya’'s economic growth record has been mixed since the country gained
independéncé. Through the post independence era Kenya has transited from
high grow;"th scenario in the 1960s averaging 6.6 pér cent annually in real terms
from: 1969; to 1972 to a déctining path (1974-1999) that has deteriorated further
since 1997. During the 1999-2001 real GDP wasfdisiﬁal 0.8 per cent'per yeér
(Economic survey 2004). ® The World Bank opines}tﬁat given Kenya’s popu!atioﬁ
growth rate, it requires an annua!-__economic grox)&th rate of at least 8 percent -
yearly to ‘;raise average incomes and creaté opportuni_ties of the expanding
number o% educated population. The deterioratior; of the terms of trade, high
inflation, Ic;w productivity in the agricultural .sector *high population growth, which
is excepttonally high compared to economic growth adversely, affected the

prospect of Kenya's economic development

The Gross‘f Domestic Product (GDP;) grew at ar;nual average rate of 6.6 per cent
from 1963 to 1973. Agricultural productnon grew at 4.7 per cent per year during
the 1963- 1973 which was stimulated by the redlstnbutmg estates, mtroductaon of
new crops-and opening new land for cultivation spurred agricultural production. In

1974 to 1990 Kenya's economic perforfhanée deteriorated drastically.



Inappropriate and misguided agricultural policies, inadequate credit, poor

international terms of trade exacerbated the decline of agriculture.

Table 1.3: Real GDP Growth by Sectors, 2000-03 (Constant 1982 Prices)

Particulars 2000 (2001|2002 |2003
1) [ (R) [ (R) | (%)
Non-monetary 1.2 17 |17 1.7
Monetary ' -0.3 12 111 1.8
Enterprises and non-profit institutions -0.6 13 |11 1.8
Agriculture - =21 1.3 0.8 1.5
Forestry -2.0 09 |08 08
Fishing ' -2.1 0.8 |05 3.0
Mining and quarrying 09- [1.0 |08 2.5
Manufacturing -14 108 112 14
Building and construction -5 |05 103 |22
__Electricity and water - 141 115 |12 |20
Trade, restaurants, and hotels 1.0 1.3 1|16 1.4
Transport, storage, and communication | 2.0 32 |26 1.5
Finance, insurance, real estate,|0.4 1.0 |08 3.0

|__business ‘

| Ownership o f dwellings , 1.4 1.8 |15 1.7
Other services 0.5 1.0 [1.0 [18
{ess: imputed bank charges 1172 119 120 0.9
Private households (domestic services) | 2.4 26 |23 24
Producers o f government services 0.7 07 |09 |16

Source, computed from various Economic Survey Reports Government of

Kenya.

Kenya like other Sub-Saharan countries pursuved the so-called total self-
sufficiency through in;port substitution or inward looking policy. The skyrocketing
of oil prices made Kénya’s manufacturing' sector uncompetitive, thus strangling
the economy. The government’s initial action to the reverse this was a massive

intrusion in the private sector, which wés counter-productive. Lack of export



incentives, tight import controls and foreign exchange controls made the

domestic investment environment still less conducive and even less attractive.

Table 1.4: Structure of the economy (Percentage Share of GDP)

Particulars. 1982 1992 | 2001 2002
_ (%) () | () (%)
Agriculture 134 26.6 19.0 19.1
Industry 19.9 18.9 18 18.3
Manufacturing 12.2 .1 12.5 12.7
Services 46.7 545 [62.9 62.6
Private consumer 67.1 A 70.2 79.0 81.1
General Government | 18.4 16.1 16.8 10.2
consumption
Import of goods and services 28.7 26.9 34.6 31.6

Source, computed from economic survey reports Government of Kenya.

In 1991 to 1993 Kenya registered the worst economic performance since
independence in 1964 7. The government pursuing the aforesaid suicidal
economic policies made the economy to collapse badly. Growth in GDP
stagnated and agricultural production shrank at annual rate of 3.9 percent in
1892 there was an outright decline. Inflation touched a record 100 percent in
August 1993 and the government deficit was over 10 percent of the GDP. In
1991 as a result of these economic bottlenecks bilateral and multilateral donors
and the World Bank suspended their aid to Kenya. In 1993 the government
acknowledged that its intrusion or interventionist. Policy approach has been

antagonistic and counter productive to economic growth objective of the



government. Subsequently the government embarked iﬁ major steps into
economic reforms and Iibéralization, which_ entailed deregulation, privatization
and market-opening reforms. A new finance minister and new governor of the
central bank undertook a series of economic measures in conjunction with the
technical :éssisténce of the World Bank and the IMF. As part of this prograrﬁ, the
governmc-;nt eradicated price controls and import licensing removed foreign
exchange controls, privatized public owned companies, reduced or retrenched:
number of civil servants and introduced conseNative fiscal and monetary polices.
1994-96 there was a mild recovery, which moved the GDP growth just over 4
peréent per year. In 1994 the economy‘ entered a 'peﬁod of slowing economic
gfowth that GDP per capita had declined so that at the end of the last decade, it
was Eowér than it was in 1990. This economic growth deterioration was
aggravatéd in part to adverse weather conditions and decreased economic
activities brio_r to political uncertainty of the general election, in December 1997 8
As the new millennium gommenced, prospects for improvement for é range of
reasons c;ﬁd not appear bright. in 2000 the GDP growth was negative but
registered; a dismal improvement ‘in 2001 as rainfall returned to almost normal.

In mid 2000 the World Bank and the IMF resumed their programs in Kenya
uéhering the stage for additional structural adjustment financing. In the 1990s the
Bretton wéods institutions had suspended these programs because they claimed
that the government was not making substantial or credible progress towards the
agreed objectives in the areas of political govemanbe (curbing corruption) fiscal

and market reforms. The over staffed civil service bureaucracy, fiscal deficits and



ongoing drastic deterioration in the provision of basic services or Kenya's
extensive once being one of the most impressive, road network has captured
recent attention.

Along with fiscal and infrastructural issues, bad weather and AIDS epidemic
dimmed the economic growth out look of Kezj:ya. ‘The aftermath of the massive
flooding which swept agricultural output in 1997, drought struck immediately. The
hardest hit northern hemisphere of the country was by then experiencing
insufficient rain in a couple of places, none fdr three consecutive growing
seasons. The country has become dependention ‘short-term food aid. A number
of ‘péstorélist and nomadic cohmuhities do miérate in search of grass and fodder
for their livestock. Less affected parts of the country had production, which was
near normal but the impact extended to hy,droe’lectric installations for power
generatidh, which has led to ﬁower cuts, and rétioning. Inadequate maintenance,
lack of diQersiﬁed power generation; infrastructure exacerbates the magnitude of

adversity brought by idled hydro capacity.

In the last decade the Kenyan economy _gfew more slowly than any other
economy m the region. Gross Domestic Product (GDP) grew by 2.3 percent in
1997 and _is estimated to have grown by less than 2 percent in 1998. As growth
slackened, employment opportunities diminished, per capita income declined,
and s;,tandards of living for~ordinafy= Kenyans hzés fallen. The lack of employment
opportunities and- declining incomes has advérsely affected rural agricultural

development, which draws more than half of its income from off-farm sources.
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Poverty levels are still very high at 56.8 percent of the population in 2003, while
life expectancy at birth has declined to 46.3 years in 2001 from 49.7 years in

1997 largely due to the HIV/AIDS pandemic. °

Kenya needs further economic reforms in order to increase GDP grthh and
combat the poverty that afflicts more than 57 percent of the people. Kenya has
taken positive measures on reform, establishment /‘of the Anti-corruption authority
-and measures to improve the transbarency of government procurements and
reduee gevemment payroll. The World Bank signed $157 million Economic and
Public sector reform  credit tne Anti-corruption  Authority was declared -
unconstitutional in December 2000 and the other 'keforms faltered -in 2001. Tnis

led the IMF and World Bank to suspend aid to Kenya once again.'®

Under _the'“ leadership of President Mwai ’Kibaki who took charge in December
30" '2002,':: the Government has embarked on -amb;tions economic reforms. Anti-
corrqption;economic crimes act and Public Officers iiEthics Act in May 2003 aimed
at ﬁghting?fbribery was enacted the bilateral and mt;ltiiatera! as well as the World
Bank and IMF restored the economic aid to Kenya:. iDonors committed $4.2 billion
in supportf for 4 years, these rejuvenated hope fer the much needed boost to
investor cénﬁdence. Econ}omic growth has continued to improve since the year
2002. Both unemployment and poverty are more :widespread. El Nino-induced
floods in end of 1997, weak soft commodity prices since the Asia financial crisis,

two successive years of severe drought (1999‘end 2000) the down turn in



tourism since the September 11 terrorist attacks in the U.S has impacted the
economy negatively. The devastation of HIV AIDS Pandemic, which is affecting
the working populétion, is imposing an increasing economic and social burden on
the government and the civil society, Over one million people have died due fo
the diseaée since 1980 and another 2.2 million are estimated to be living with it.
As a direct consequence of the -AIDS epidemic average life expectancy has
decreased below 50 years. Health experts warn that approxrmatety 220,000
-people will annually die if drastic measures are .not taken to avert this pandemic.
Over 600,000 children have been orphaned by the death of both parents of AIDS
Among the adults who die because of AIDS are eequivalént to two per cent of the
active work force every vyear, it é!so_ reduces. abour prodﬁctivity directly and

. indirectly.

The government and the non-governmental organizations have joined hands to
fight the menace. Education and 'prevention in‘itiaﬁves are being put into place
however _fhere are many hurdles, In 1999 the government declared AIDS' a
national d‘isaster and established the National AIDS Coﬁtrot Council to lead the
fight against the disease. Legislatign was passed which allowed importation and
manufact@re of cheaper generics of thé brand néme drugs. A day’s supply of

anti-retroﬁral drugs has come down to $1 and may decrease further.

The inforrﬁal sector accounts for a significant share of total activity in the whole

"economy. The government and the international financial institutions have
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promoted the informal sector popularly known as ‘Jua Kali' fierce “suns” the small
scale enterprises.!! The ‘Jua Kali’ is run by women as small businesses goods
and‘-services. The informal sector stands out as drivers of economic growth amid
slow doWn of the formal economy and public sector retrenchment. Most of the
poor population lives in the rural areas promotirig the informal sector which
mostly in rural areas will help to fight poverty as 80 per cent of the population live
in rural areas. Tﬁe Bank's stratégy in Kenya continues to emphasize strong
partnerships with other development agencies in the spirit of the Paris
Declaration on Aid Effectiveness, and has reached an undérstahding with the
government on deépening paﬁnerships beyond the executive branch, including

the judiciary, professional bodies, and civil society organizations.

ECONOMIC REFORMS
Since the 1980s the government has periodically announced its intention to. -
adopt badly needed structural economic and fiscal reforms, but implementation
has been consistently slow. Po(iticél stability with rich resources Kenya
represented a successful economic story in the sub-Saharan of Africa. But fhe
economic deterioration of the 1980s and 1990s casts doubt on this proposition '2.
Food insécurity, Aids epidemic, Corruption cast a grim time ahead. Possibly
Kenya has the potential of claiming what for many reasons still seems a rightful
place as one of Africa’s mo;e successful economies. Kenya has a broad
resource base, secforal diversification, familiarity with free enterprise and sound

civil society. If the government will set the policies right and with effective



implementation then the economic growth will be fostered. Effective budget
control, establishment of realistic measures against government corruption, fast
progress on disinvestment of parastatal companies and legislation controlling

bank interest rates will help foster economic gr'dwth in Kenya.

Even thoggh Kenya's economic growth rates have been disappointing during‘the
last decade the government has implémented extensive economic reforms to
create an.open, diversified private sector led éxport—oriented economy and put it
| on fo a higher susfainable graph. The initiated conservative monetary policy,
price and}. exchange rate liberalization, reducing tariffs and dismantling other
trade barfiers, deregulation .of crop marketing, down sizing -of the civil servants

will help kick start the economy.

Real ‘GDF{ growth strengthened to an averaged over 4 per cent annually in 1994-
1996, ﬁscél deficit (excluding overseas grénts) shrunk to 3.5 per cent of the GDP
by the enq of 1996. Also mést economic indicators performed averégely well and
continue to compare favorably to the Sub-Saharan of Africa. Kenya typically
runs'currént account deficits as its merchandise trade deficit and deficit on net
-internatioﬁ'at factor payments total more than its surplus international services
(led by toérism receipts) and unilateral transfers. Kenya's current account deficit
was ‘US$2;:53 million in 2001 equivalent to 2.6 per cent of the GDP, up from

US$220 million and US$234 million in 2000 and 2001 respectively. The -
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merchandise and trade deficit alone has averaged more than US$1 biliion per

year over the 3 years ™,

Infant mortality and illiteracy ratés decreased in thé 1990 in comparison to the
1980s and the national accessAto clean drinking water and income distribution to
the poorest quintile of the society both saw a great i'rnprovement»during the 1999.
The number of primary schools now stands more than 19900 in comparison to
6000 in 1963, and priméry education enrolment. increased éeven fold to nearly
6.5 millioln. The introduction of free primary education .the enrolment has_
increased remarkably see table 28. The focus of.Ken‘ya’s development strategy
remains fhe alléviation of poverty and wuplifting national living standards. The
: govémmént is accelerating the pace of governancé reforms in the public sector
to ensure that the state resources are allocated éfﬁciently to priority sector for
example health, education and phyéical infrastructure and security. The
government has indicated economic reforms onzé further privatization of state
companies. like Kenya Telecom and Kenya éommercial Bank. Also the
government is accelerating corporate restructuring of 'Kenya power and lighting
company.’ Kenya ports authority, Kenya Railways Corporation, Kenya
Reinsuran"ce Corporation, the Nairobi Water Supply and coffee sector with the
view;of divesting them to the private sector with tthe exception of coffee over

‘medium term.



WORLD BANK IN KENYA _
The World Bank has supported Kenya since the financial year'1960. The
opjectives of the World Bank in Kenya arek poverty reduction and economic
development. It pursues these objectives through: lending, through carrying out
research and the provision of economic analysis; and through policy advice and
technical assistance. The total World Bank commitments between the financial
year 1960 and 1970 have been about US$ 1 billion and from 1980-2000 another
US § 3 billion of which US $ 1.2 )bilﬁon has been‘adjugtment support™. The World
Bank has been pléying a crucial.role in providing fbreign aid, which is needed in
the t)aconomic. develdpment in Kenya since 1964. As the Kenyaﬁ ,blans became
more ambitious the need for foreign aid in large scale through the World Bank
became more eminent. There is no way domestic bdrr’owing from local banking
insti,tutions can replace the World Bank. Now, Kenya is sfuck with a public debt of
$ 7.5 billion and a good part of this debt is from the domestic market, which
charges exorbitant rates compared to the rates charged by World Bank. The
World bank through its pfojects in Kenya has héfped to increase agricultural
productivity, reduce air pollution and other envirbnmental problems, manage
forests and other natural resources, extend télecommunications nétworké,
generate and distribute enérgy, expand health care especially for women and
children, build and maintain roads, railways, and ports Build schools and train
teacr:xers and lastly supply safe drinking water.

World Bank aid is undoubtedly indvispe.nsab!e at the present stage of economic

development but it is necessary that the period of 'indispensab_ﬂity is reduced to
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minimumj The World Bank has supported development projects in Kenya since
financial year 1960. Total bank commitments between financial year 1960 to
1970 have been about US $ 1 billion and between financial year 1980 to 2000
another US$ 3 billion of which $ 1.2 billion has been adjustment support 14 Share
of World Bank to GDP is signiﬁcan‘t over the years hés shown in form of the table
below.

Table 1.5: World Bank loan_s to KenyaJn economy.

World - Bank
Year | GNP loans (WBA) | WBA/GNP (%)
1980 | 7265312768 | 5.28E+08 7.3
1981 | 6854490112 | 5.86E+08 8.3
1982 | 6431539200 | 7.42E+08 1115
1983 | 5079251200 | 8.4E+08 | 141
1984 | 6191426560 | 9.46E+08 115.3
| 1985 | 6135028224 | 1.16E+09 18.9
11986 | 7239145472 | 1.38E+09 19.1
1987 | 7970816512 | 1.68E+09 . | 21.1
1988 | 8355302912 |'1.65E+09 19.7
1989 | 8271763968 | 1.78E+09 {215
11990 | 8590566400 | 2.06E+09 | 239
1991 | 8152118272 | 2.15E+09 26.4
1992 | 8220718080 | 2.07E+09 25.1
1993 | 5751786496 | 2.2E+09 38.2
1994 | 7148143104 | 2.295+09 32,0
1995 | 9046332416 | 2.41E+09 26.7
1996 | 12045837312 | 2.37E+09 19.7
1997 | 13115728896 | 2.25E+09 17.1
1998 | 14093228032 | 2.36E+09 18:8
1999 | 12896050176 | 2.31E+09 17.9
2000 | 12705273856 | 2.31E+09 18.2
2001 | 13058513920 | 2.29E+09 17.5
2002 | 13192341504 | 2.46E+09 18.6
2003 | 15036096512 | 2.74E+09 18.2
2004 | 16087554048 | 2.88E+09 17.9

Source, World Bank economic Indicators 2006.
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KENYA’S OUTSTANDING DEBT

Over the last decade, Kenya's public debt stock has been increasing. The

country’'s public debt enlarged from Ksh 466,294 million (or 67.8 percent of GDP)

in 1996 to Ksh 749,392 million (62 pércent of GDP) in 2004. In terms of debt
category, domestic debt rose from Ksh 120,355 million (17.5 percent of GDP) in
1996 to Ksh 306,235 million (25.3 percent of GDP) in 2004 while external debt
rose from Ksh 345,939 million (50.3 percent of GDP) to Ksh 443,053 million (36.6
percent of GDP) in the same period see table 3 below. Regardle_ss.of the rise in
the stock of debt during the period, the proportion of overall debt to GDP declined
due to a more rapid growth iﬁ GDP predominantly over the last four yéars. High
debt is an area of concern to the country because it needs servicing of the debt.
These repayments divert money directly from basic human needs such as heaith
care. and education, and primarfly weaken the government's efforts to fight the

AIDS pandemic as well as efforts to promote sustainable economic development.

Table 1.6: Public Debt Service in Ksh Million (1995/96 - 2004/05)

Year 1996 | 1986 | 1997 1998 1999 2000 | 2001 2002 | 2003 | 2004
External .
Principal 19831 | 19110 | 21399 21010 | 28187 12529 | 23345 19611 | 20448 | 10,544
External
interest 11487 | 8,256 | 7,804 7.478 8,913 3,886 5,870 9,775 | 5,830 | 4,427
Domestic ’
interest 26168, 26582 | 35414 | 31,743 | 23,744 | 22068 | 23231 27567 | 23281 | 23,375
Total

57486 | 53948 | 64617 | 60,231 59,168 | 52959 | 39,646 | 56953 | 49559 | 38,346

Source: Treasury and Central Bank of Kenya
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Table 1.7: Public Debt Stock in Ksh Million (1996-2005)

Source, statistical abstract Government of Kenya.
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1996 1997 | 1998 1999 2000 2001 2002 2003 2004
EXTERNAL 345939 | 307,729 | 323339 | 407,792 | 395,564 | 393,978 | 377,748 | 407,053 | 443,157
Biateral 127,753 | 114,084 | 108256 | 147,937 | 138,553 | 132,269 | 129,973 | 142,593 | 162,914
Multilateral 187,812 | 163,802 | 179,276 | 220,192 | 230,662 | 228,497 | 222,452 | 233,829 | 260,658
Commercial 28996 | 26302 | 34,915 | 35799 | 24,867 | 29423 | 24,031 |3597 |[2912
Bsi';*fn Credit | 1,378 3540 | 892 3864 1481 3789 1,292 27,034 | 16,674
s @ % of [ 503% |423% | 395% [ 35.0% | 309% | 407% | 368% | 393% | 366%
32?% of 74.21%4 655% [653% 700% Tes7% [ 650% [615% | 5ea% | 591%
total debt) _
'DOMESTIC 120355 | 159,077 | 171,730 | 174,305 | 206,127 | 211,813 | 235991 | 289,377 | 306,235
Bs a % of | 175% | 218% 212% Ti6% | 265% | 219% | B0% 1279% | 25.3%
gZ?M - 258% |341% |347% | 295% |343% - |350% |385% |416% |40.9%
total debt) . ' : : :
GRAND ¢ - _
TOTAL 466,294 | 466,806 | 495,070 | 582,097 | 601,691 | 605,791 | 613,739 | 696,430 | 749,392
gxgpa %:of: 678% | 64.0% |61.1% | 787% |71.4% |62.6% | 59.8% -67.1%> 62.0%
Sourc)e's: Tréasury & Ceniral Bank of Kenya
: Table‘!.B: Kenya's outstanding debt by source in (Ksh million)
[ 1999 2000 | 2001 2002 2003
Germany | 8269.00 84565 | 765200 | 755020 8823.00.
Japan 49037.00 | 57235.00 |47837.00 |50790.00 |50514.00
France | 21055.00 | 16681.00 | 16301.00 | 9618.00 9604.00
USA [#170.00 5461 5172 1 4761 6651.70
Netherlands | 5906..40 | 4515.30 4080 2922 3738
Denmark 3913 3114 2527 1947 1937
Finland 221.50 155.70 195.00 333.00 267.00
: Othér 123062.40 | 121760.40 | 2440640 | 23817.30 | 23765.17
oA 134222.00 | 170277.00 | 179930.40 | 186319.00 | 186648.00
[1BRD 564.00 1462.00 1560.00 3299.00 8566.25




:REI"-'LECTION AND ‘INTROSPE'CTION OF THE ECONOMY

Reflecting the impact of the va;rious policy measures since 2002 the economy
recévered with GDP growth impvroving to 2.8 per cent in 2003 and further 2.3 per
cent in 2004. Agricultural and services telecommunications, finance and tourism
emerged the key driving sectors of the economy. Econpmic growth was
underpinned in the period 2602—2005 by significant and substantial changes in
economic and political governance, favourable weather conditions conducive and
attractfve an.d.stable macro economic environment that created confidence in the
investors. Improved donor support, low interest rates and relatively stable

exchange rate boosted the investor's confidence *°. .

The Central Bank is pursuing a monetary policy programme geared to keeping
inflation low and’ stability of prices. Food inflation however edged up to double
digit levels, fuel and power -edged up 'a!so.. These economic developments
reflected the decrease of supply relative to demand occasioned by bad weather |
fhat caused shortfalls in food products supply and disrupted crude oil supply in
the Middle East. The political tensions in the Middle East, War on terrorism and
the sky rocketing of crude oil had disastrous ramifications on the performance of
Kenya's economy. Consequently there were increased fuel prices and major
reorganization of the public transport sector fares surged upwards and thus
caused substantial increase in transport and communication from single digits to

about 25 percent.
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At the regional level, the peaceful resolution of armed conflicts particularly the
recént signing of a peace agreement in Southern Sudan provided business
opportunities for the Kenyan economy in the medium term pa'rticularly given the
planned extension of the railway line to the region and construction of a pipeline
to Mombasa for crude oil exports from Southern Sudan. The inauguration of a
new Parliament in Sométi bffers a ray of hope for increased security in the region
and this should pro‘vide the necessary environment for increased growth in the
medium term. However, the optimism is fh,reatened by the unfavourable weather
conditions ‘and the slower than anticipated disbursement" of the balance of
payments suppoﬁ by the IMF and Pfogramme aid from other bilateral ;donors.
Similarly, the sharp rise in world prices of oil and other raw materials poses a-
near-term risk to global growth, while possibility of a more general rise in
inflationary pressure and policy reactions thereto pose a greater médium-term
risk. '—l_'erro‘rism threat will also continue to undermine economic growth in tourism

and service sectors."®

To boost economic performance the Government, through the on-going reforms
in the agrié:u!tu?al sector expects to transform most activities into more profitabie,
commerciélly viable and internationally combetiiive ventures especially by
ident‘ifying-‘ key priority legal reforms. In addition, increased attention is being
given to research, extension services, and access to credit, inputs and markets.
" Promotion of domestic and _conference tourism and improved security

surveillance and particularly in the airports and areas visited by tourists, tourism
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is ﬁound tp pick up significantly to be among the fastest growing sectors in the
economy. In the medium term, nevertheless, the ability to quickly regain the
country’s past glory in tourism in the US, UK an‘d other European markets are,
considered key due to the high per capita income of visitors from these sources
" relative to other markets. American and European markets currently account for

over 70 per cent of total tourists in Kenya.

On the fiscal front there has been a substantial improvément in revenue
Acollectioni accompanied byl moderate increases in both dévelopfnent and
recurrent iexpenditures since the year 2002. It is estimated that the central
*Govemméant debt service will amount to Ksh 22.5 billion reflecting the net effects
of repayments- of Ksh 25.2 billion, inferest paymenis of Ksh 7.7 billion and
rescheduﬁng of Kshs 10.3. In January 2004, Paris Club agreed to reschedule
U.S$' 350 ,x:nillion arrears -and maturities falling due m the -consolidation period of

January 1, 2004, to December 31, 2006, on a total debt service.

The reduced fiscal deficit led to a decline in the ratio of domestic debt to GDP
from 24.3:, percent to 22.2 percent at the end of June 2002/03 and 2003/04,
respectivei!y. The Government has been sﬁccessful in restructuring the term-
structure of domestic debt to longer-term securities, which has helped to reduce
debt+servié:ing costs. While this performance reflected the positive effects of
strong re\;enue collection and the steps taken to tighten the management of

recurrent éxpenditure, fears that the planned large domestic borrowing might
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crowd out private activity also induced the authorities to curtail some spending
programs. Kenya's total outstanding public external debt was ésﬁmated at US$
5.2 billion in 2004. Of this amount, about 62 percent were owed to multitateral
. institutions, 31 percent to bilateral sources and 7 percent to corhmercia! sources.
As a percentage of GDP, the external debt in nominal terms was halved from 80
percent of GDP in 1996 to 40 percent in 2003,

Poverty is also widespread and remains a critical development challenge in
Kenya. Based on the 1997 Welfare Monitoring Survey (WMS), the number of
'poof increased from 3.7 million in 1 972, to 11.3 million, or 48.4 percent of the
population, in 1990, and to 15 million-»peoble, 52 percent of Kenya's population, in
1997. By 2001, it was -estimated that 17.1 million people, or 55.4 percent of the
populatioh, live in absolute poverty rising to 56.8 percent in 2003. Poverty is
particu!arty severe in the arid and semi-arid lands (ASAL), with over two-thirds of
the population of the region living below poverty line, and some of the poorest

districts recording over four-fifths.
FINANCIAL SECTOR.

Kenya~haAs one of the most diverse financial systems in Africa, conéisting of 41
commercial banks, one development bank, five development finance institutions,
two mortgage finance companies, three building societies, two finance
companiéé, forty three insurance companies, as well as several thousand
savings and credit co-operatives (SACCOs) and a number of specialist micro
finance inéﬁtutions. There are also several bureaus de change, pension funds,

collective investment schemes and securities firms. The capital market is also
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relatively well developed by African standards, with the Nairobi Stock Exchange
being one of the most active in the Region. Credit to the private sector and total
deposits, both relative to GDP, are higher than in other Sub-Saharan African and

low-income countries.’

Hisforically, the Government of Kénya ha.s been heavily involved in the provision
of financial services. Such invélvement has resulted in considerable misallocation
" and misappropriation of resources with a high fiscal cost. The financial sector is
plagued ‘by lack of competitiveness and operational inefﬁciency,i which is
reflected -in high real interest rate reaching 14 percent. High interest rates
constitute a major constraint to productive investment and job creation, and
therefore set back to povérty reduction. High levels of Non~Performiﬁg Loans
have contributed signiﬁcanﬁy to,thé inefficiency and lack of dynamism in the
banking sedtor. lrhprovements have been made since 2002; the banking system
remains burdenéd by a large stock of Non4Pérforming Loans '(NPLs), which are
heavily cdncentrated in state-influenced banks. However, several private banks
(includingfsome foreign-owned banks) also carry large amounts of NPLs on their
balance sheets. The large volume of ‘NPLs_ is attributable to, among other factors,
poor govérhance and corruption, weak and inconsistent bank supervision, poor
lending skilis in many banks, and the generally adverse environment for the
enforcefnent of creditor rights. In the case of the state-influenced banks, all these
negative factors have been influenced and made significantly worse by direct
governmeﬁt interference in credit decisions. The development of the financial

sector has a vital role to play in establishing a more broad-based foundation for
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economic growth. A strong and reliable banking system is needed to bolster
confidence in public financial management and enhance efficiency in the delivery

of basic social services to the urban as well as rural area'®

1.2 | THEORETICAL FRAMEWORK

Most growth models, such as early classical growth theofy by Adam Smith (1776)
argued that capital accumulation is the key réquirement for sustainable economic
growth'®. The famous American Ma'rshan 'plén and the emergency of thé growth -
'mod'els in the late 1940s advocated for specialization, foreigh trade, capital
accumulaﬁon and increasedj productiVity being the fundamental determinants of
economic’ growtﬁ. When a large sum of funds is given to least developed
countries, - it ié expécted to have positive and significant fmpact in reduction of
poverty th"erefore spurring economic development. The United Nations Monetary
and Finan:cial Conference at Bretton Woods, New Hampshire, USA, as we view it
n'ow'adays": established the underlying pri.nc,ipleé of aid in 1944 in an assembly of
44 nation;’_. This meeting later led to the establishment of the International Bank
for Recor%struction and Development (World Bank) and the International

Monetary Fund (IMF) 20

The end éf the Second World War marked thé birth of growth models that
recognized the need for foreign capital. The Harrod Domar (1947) 2! “two gap”
model and Rostow's (1953) 2 “take off’ theory influenced the public policy
particularly with regard to foreign aid and its objective to boost the economies of

the less developed countries to self-sustainable growth rates. Rosenstein (1961)
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argued that the objective of international programmé aid for less developed
countries is to accelerate their economic development up to a level where a
satiéfactory rate of growth can be achieved on a self-sustaining basis 2%, When
this point is achieved by the developing countries they can substitute external aid
by local saving. This was the first formal argument in favour of foreign aid.
Rosenstein believed that. each dollar of foreignrresources in the form of aid would
- result in an increase of one dollar in total savings and hence investment. He
postulated that aid should be continued until underdeveloped countries could
mobi!ize a level of capital formation sufficient for sélf-sustaining grdwth. However, |
he argued that foreign capital inflow shéuld be within the limit of .absorptive
capacity of the developing countries. Therefore the basic goal of aid is to provide
in each underdeveloped country a positive incentive in order to increase its rate
- of growth. Paul Rosenstein Rodan (1961) in his big push theory recommended a
flow of foreign aid of heroic proportion in order to push the developing countries

out of poverty trap.

The original Harrod-Domar model that assumes only a savings constraint on
growth waé modified in the sixties in the influential Chenery and Strout (1966) 24
two-gap model. Chenery, and Strout observed the two-gap model,. which
provides a theoretical framework within which the role of World Bank aid and
foreign capital is recognized. They are of the opinion that the less developed
countries face two key growth constraints, firstly inadequate savings to finance

their desired levels of investment, secondly they Alack enough foreign exchange to
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puréhase all necessary imports required for the growth and development of their
ecoﬁomy. They identified three phases of development, during the first phase,
due to the shortage of financial resources, investment levels are below the rate
required to achieve targeted growth. Aid can be used to fill up the gap between
available savings and investment required fo meet the targeted growth. During
the second phase, a tréde gap appears, as expéﬁ earnings are insufficient to
finance required imports of capital equipment and raw materials. During the third
. .phase, although the éavings—investment gap would disappear, due té structural
rigidfties the foreign exchange gap would contihue requiring aid to ﬁnan{ce
imports. Because of aid’s role in filling the .savings-— investment and exports—
imports gaps, the model developed by C‘hener‘y’ and Strout has come to be
khbwn' as the two-gap model. It is concludéd thaf the inflow of foreign capital,
which is scarce in léss developed countries, ss the ehgine‘of ‘growth and
dévélopment. The role of foreign' aid where the World Bank 'is the highest

contributor we believe springs logically from this analysis.

Although extensive bilateral and multilateral aid programs that aim to reduce
| poverty and promote economic growth have started after Second World War,
there is still no compelling evidence that recipient cé:untries have made economic
progress during the last five decades. Foreign aid particularly the World Bank aid
has been and continues to be a controversial issué' till date. In our present study-
we will assess whether there is evidence for the positive effect of World Bank aid

‘on economic growth or not. If there is, under which circumstances these positive

28



effects of aid occur. Furthermore, if the‘re is counter evidence about World Bank's
foreign aid effectiveness, what are the possible explanations for this aid failure?
“In the general sense... the majority of aid does indeed ‘work’. It succeeds in
accomplishing its developmental goal through contributing positively to the
recipient countries’ economic performance. This does neither imply that aid
works in every count nor in all situations. lts performance differs by country to
country and by sector to sector. On the basis to mitigate poverty, even the aid,
which accomplishes its objectives, cannot be coﬁsidered totally satisfactory

(Cassen and Associates, 1994: 7) %. .

The moral imperétive behind aid is reflected in ‘many valued based systems of
thought. Most major religions call on their followers to aid the poor. In islam Zakat,
an obl-igat'ion to give to those in need is one of the pillafs of the religion. The
Christian tradition of the jubilee calls on creditors to write off debt. Whether
motivated by human rights, religious values or economic reasons World Bank aid
or foreign aid in general has played a crucial role in eliminating mass poverty,
hunger, avoidable diseases and deaths and spurring economic growth in less

developed countries %°.

1.3 STATEMENT OF THE PROBLEM
Why should we be interested in the World Bank? Yet there is terrorism, racism,
nuclear weapons, and emerging economic powers of Asia haven't we got enough

to occupy us? Yes, but what of the plight of the 1.3 billion people living in
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absolute poverty on less than $1 a day? What is the plight of 52 percent of the
population in Kenya living below $ 2 a day? Their health is as extremely bad as
their living standards, and until their poverty is reduced their health will not get
better. More than forty years later since independence in 1964 these challenges
continue to haunt Kenyans. The World Bank's mission statement is “to reduce
poverty, and improve living standards by promoting sustainable (growth and
investment in people’. For economists and policy makers concerned with -
economic developmeﬁt and ~hitigation of povérty in Kenya, knowledge about the
World Bank is important. How is the World Bank performing? Have the economic
policies, projects initiated by the Woﬂd Bank improved the human dévelopment,A
living standards, infrastructure and agriculture of Kenya? Have projects funded

by the bank succeeded in achieving its efficacy?

World Bank Aid effectiveness has been a major issue among policy makers and
researchers. After the success of the famous American Marshall Plan, more
attention was paid to the development of developing countries. Therefore present
study which focuses on the analytical and empirical analysis of the role of the
World Bank aid in economic development of Kenya is an attempt to fill up the
crucial lacunae in the effectiveness of World Bank aid and official development
assistance in economic development of Kenya. In a developing country like
~Kenya where rapid economic growth has faken a center stage, such study

analyzing the efficacy and performance of the World Bank assumes a vital
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significance not only for politicians and policy makers in Kenya but also the World

Bank and the donor community at large.

Policy makers, academicians, researchers, politicians and Kenyan citizens are
bound to be interested in knowing as to where and what the World Bank aid is
ﬁnancing and how is it per_forming in terms of achievement of its efficacy. We
have to emphasize ‘her'e that the World Bank aid and official devetmeent
assistanoé impose cértain costs to the society as a whoié like the repayment of
the Ibans at present as well as the future generation. It is crystél' clear from the
| above thai é study of this kind is highly needed and vital for all those who have

stake in the foreign aid and economic developmentin Kenya.

After the successful story of Europe the _Woﬂd Bank evo.lved into poverty
eradication and economic dé‘VeIopm'ent agency of less developed countries
wheré Kenya is not an exception. Kenya being in the sub Saharan Africa the only
part of the world where poven:y' has increased has also witnessed the last two
decades of economic deterioration and increase of poverty in a free democratic
state. Chc_)osing Kenya as a case study is interesting unlike other African
countries, ::which are poverty stricken because Kenya is the only country which
has .r‘xeverigone info war, enjoyed peace since independence yet still it has not

attained a develobed country status. .
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No doubt there are varied variations in various estimates of poverty in Kenya due
to differences in methodology adopted, region covered and the period of study.
Nevertheless certain broad conclusions can be drawn from the percentages of
population below poverty line: poverty has not decreased and many people have
~inppéd into abject poverty. What is more disappointing is the fact that in spite of
remarkable increase of foreign aid particularly from the World Bank, Kenya has
not been able to make a dent on poverty. Recently Kenya has been seeking debt
relief from the Péris club and other donors because Kenya is in a debf trap or

debt overhang situation.

According to the World Bank rep‘oft (2005) 52 percent of the Population in Kenya
lives below two dollars a day. The report also shows that the people are much
poor than 25 years ago 27-. Having the above economic and poverty scenario of
:Kenyé calls us to carry out a research of this typeto find out whether the existing
financing of programs and projects by the World Bank through the Government
of Kenya do reach the vulnerable section of the society. The research being an
empirical analysis will assess how the financed projects are performing and
whether the World Bank has achieved the efficacy. or not. The plethora of cross
section studies in the aid effectiveness literature cannot capture accurately the
diverse heterogeneous characteristics of the countries included in the sample.
Emahating from this contention the macro economic impact of aid is most likely

to vary significantly from country to country and this prompted us to study an
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individual country in our case Kenya. Many studies take African as homogenous

continent; which is erroneous.

Africa is made up of fifty three independent countries following various ideologies
and economic policies, which influence the efficacy of World Bank aid. It has
become usual practice in the literature to treat: sub-Saharah Africa as one
continent:f extremely fifty three diverse nations wﬁich are yet thought fo have
common :characteristics, common features, Corﬁrhon problems, and commén
pros'pec'tsf This is erroneous. Tanzania and ﬁeigﬁbor to Kenya in the reign’ of
president ‘Nyerere was of a more .of a socialist state while on the other hand
Kenya adopted more of a dual economy state."?Furthermoré, theré have been few
indivi‘d_ual 'ﬁcountry studies, which from a policy ;;;oint of viéw could be more
reléyaht. Srhis thesis attempts to ﬁil this gap assessing the World Bank aid in
economic:f grthh and development in fKen,yé. E\(aluation at the country level
yields a more accurate and complete pié;ure of the outcome of the Bank’s
assistancé programs than do evaluations of indilvidual programs or projects. -
Evaluatior; .needs to capture .critica] dimensions of fbountry aésistance programs,
as the Wcifld Bank has been dramatically altered 0\;'er the past decades, with the

objective of making it more effective in supporting the global fight to eradicate

poverty.

This propésed research work, will give vital information and findings about the

development and eradication of poverty in Kenya by the World Bank. It will be
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beneficial to the Government of Kenya, policy makers, economists, politicians,

researchers, and NGOs and donor agencies. A research of this magnitude will fill
lacunae in the foreign aid and the effectiveness of the World Bank and as
development agency. Kenya being in the Sub-Saharan Africa (SSA) this
research also will be a model to other countries of the SSA therefore many

countries will benefit from this research.

As we have seen from the economic front at the 'introdﬁction of this research
study in this chapter the World Bank aid has become.instrurhe,nta! in shaping the
economic and political scene in sub-Saharan African especially Kenya. Recently,
the World Bank aid literature shows there is aid fatigue and disillusionmentiin the
western countries and donor agencies. This study will examine the impact of the
World Bank aid and preécribe the appropriate conditions for effective aid. By
and large, th'e relation between aid and economic growth remains inconclusive
andxlis worth being studied furthér. This study seeks to bring out vividly the
effectiveness of the World Bank aid and the findings from such demanding
investigation Will suggest appropriate -baradigm, which we believe, will lead to

robust economic development in Kenya.

1.4. OBJECTIVES AND HYPOTHESIS OF THE STUDY.
OBJECT!VES OF THE STUDY
The above exposition of our key focus on the statement of the problem leads us

to formulate the objectives of the research study. The Major essence of this
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proposed research study is to examine the role and contribution of the World
Bank to the Kenyan economy and o assess the performance of the World Bank
.and its efficacy in the economic devéiopment of Kenya. This will be analyzed by
sector wise performance and project wise analysis jat national level. The following

are the objectives of the proposed research work:

1. To assess whether the World Bank has spurred growth and economic
devgiopment in Keﬁya. | |

2. To asséss whether the World Bank aid contributes to incfe’asing aggregate
welfare, measured by infant mortality and thé Humajm Development in Kenya.

3. To find out‘whethe‘r the World Bank has improve§ 'thé infrastructure facilities.

4. To evaluate whether the World Bank has fostered development of the
agricultural and industrial sector in Kenya by suﬁplying them with investment
capital. : |

5. To assess whether the World Bank aid has positive impact on economic

growth when there is sound macroeconomic policy in Kenya

6. To find out whether the World Bank aid affects the government expenditure.

HYROTHESES OF THE STUDY

Hypothesis meéns a non—bbvious statement that mékes an assertion or it can be
an underlying proposition or statement that can be supported by argument and
evidence. Quite often a research hypothesis is a pr:edicﬁve statément capable' of

being tested by scientific methods thét relates to an independent variable to
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some dependent variable. The hypothesis describes two relationships on the
independent and dependent variables. The hypothesis enables the researcher to
test relationship of a doubtful statement. From the above logic the following are

the hypothesis of the study:

1. The World Bank has spurred growth and economic development in Kenya

2. The World Bank aid contributes to increasing aggregate welfare, measured by
infant mortality and the Human Development (HD!), in Kenya

3. The World Bank has contributed to the development of infrastructure like
power, irrigation transport.and telecofnmunicétion inKenya. - -

‘4. The World Bank has spurred developmient of agriculture and industrial sector
by providing investment capital in Kenya.

5. The World Bank aid has poéitive impact on ecoﬁnomic growth when there is a
sound macroeconomic policy in Kenya

6. The World Bank aid contributes to the increase in the total public expenditure

in Kenya.

1.5 RESEARCH METHODOLOGY AND DATA COLLECTION

The bresent study has proceeded through two kinds of analysis: descriptive and
quantitative analysis. Descriptive analysis of vari§us projects financed by the
World Bank is carried out using secondary data Q@Hected from various reporis
and ecohomic reviews pub!ished by the institutions in Kenya and other

international institutions such as the World Bank, ilntern'ational Monetary Fund
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Uni.ted Nations development programme etc. This research work being built upon
seclondary data survey makes use of theoretical and historical framework of the
~ World Bank with a major intention of capturing the mode! of World Bank aid in
economic development and the evolving role of the World Bank playing
development agency. We carried out tabular analysis using percentages, ratios
and tables so as to achieve the objectives of the study. The empirical input
enables us to examine the data collected and co'nclus'ively say whether the V\;orid
Bank has performed satisfactorily and ité efficacy realized in the economic

devélopment in Kenya or not.

‘Quantitative analysis is carried out after collection and compilation of the
required svecondary data by applying statistical regression models to éapture the
functional ‘*refationéhip of World Bank and foreign aid in economic development of
Kenya. We' have employed a familiar techniqu‘e for tes‘t‘intg hypothesis, the
ordinary !éast squire (OLS) Regression method. The statistical significance of the
estimates of the selected variébtes has been scrutinized by apblying t-statistic.
The resulté have b.e.en tested.at 0.01, 0.05 and 0.10 per cent level of significance
for two tailed tests. R? has been computed to know the proportion of variations in
the depen(;ient variable explained by the independent/explanatory variables. The
signiﬁcancé of R? has also been checked by applying F-statistic by duly making
suitable adjustments in respect with the regression model. We have also used
the D.W tq enable us idénﬁfy the degree of auto—correlation in the regression

equation. We have interpreted the results accordingly and made the necessary
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inference. The maiﬁ element of this method is that it not only makes it possible
for us to identify the degree of association among variables but also enables us
fo predict at what rate dependent variables change per unit change in the value
~ of independent or explanatory variable. It also enables us to test the validity of
influence by individual parameters on dependent variables. In addition it allqws
us to knéw degree of presence or absence of auto%correlation among residual
'variables% (which is ‘the difference between estimated and actual values of
: dep;andent v'ariables).i The regression sample runs from 1980 to 2004 and our
casé study is Kenya. The model tests the pérformance and efficacy of the World
Bank and official development assistance in the economic development of

Kenya; this model covers the period of 1980 to 2004.

1.6.2. DATA SOURCES AND THEIR DESCRIPTION.

Past studies of aid effectiveness were mostly ‘based on cfoss«section data only
few studies used time-séries data from individual countries. We believe that
single co(mtry time-series analysis is more useful, as it can capture country-
specific features that may not be found in a cross-sectional analysis. The data
used is secondary data, which we have scrutinized thoroughiy before being
app!ied for empirical investigation. The data used in our study is based on the
Worta Bank world Development indicators 2006. in order for this study to be
accurate éa reliable data has to be collected. Data provided by the national
sources differ significantly from those found in international sources such as the

IMF and World Bank. After a rigorous analysis of our topic of study data from the
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World Bank and Government of Kenya was selected appropriately. The World
Baﬁk data is more reliable as these are collected directly from the donors who
have better recording system than Kenyé. Although these data are mostly
collected from national sources, the World Bank does internal consistency
counter checks and supplements the data from the Kenyan source with their
occasional sectoral studies. The variables used ére the GDP per capita, Official
Develdpment Assistance (ODA) the World Bank Assistance (IBRD and IDA),
Total national population, money supply, inflation, .lnfant mortality, and total
govérnment ei(pehditure.‘ Our study has adopted the recent empirical studies
which have been carried out on the effectiveness of foreign aid and most notably
the study by the World Bank by Bumside and Dollar (1997) % and ‘thé basic
model of Chenery and Strout (1966). The Chenery and stfout (1966) is
' considered the core theory, it was reprinted by the World Bank publicat'ion in
1979 re'taliating“its importance and its relevance in the rationale of the World
Bank aid. Interpretation of 'the data will take the form of tables, charts, graphs,
diagrams, figures, estimates, per‘centages, ratios, statistical models like least

ordinary squares, mean, and others for clarity purposes.

16 LIMITATIONS OF THE STUDY

The study is limited té the performance of the World Bank aid in economic
development of Kenya during the study périod of 1980 to 2004. There are some
limitations of our study as the number of éxplanatory variables is not exhaustive.

We do believe that democracy influences economic development of the country
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but due to difficulties in its quantification it was not taken into consideration. We
will have wished to include the social and political indicator és explanatory
variables but it will have been very hectic quantifying them and thus distorting the
inferences, which will be drawn from the empirical results. Kenya gained

independence in 1964 but our study period is from 1980 to 2004. -

1.7 CHAPTERS DESIGN

The entire research study is divided into eight chapters. Brief outline of the thesis

is as follows:

Chapter One: It is an Introduction. The chapter discuses the background of
'Kenya, background of the study, research methodology, objectives, hypotheses,

scope, limitation of the study and literature review.

Chapter Two: The chapter discusses the origin of the World Bank, its
establishment, membership and its structure so as to understand how the World

Bank was formed and its objectives.

Chapter Three: The chapter underscores the financial structure and lending

policies of the World Bank in Kenya.

Chapter Four: World Bank financing in Human Development in Kenya.

The chapter analyses the World Bank projects in human development in Kenya.
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- Chapter Five: World Bank financing of infrastructure development in Kenya.
The chapter highlights the World Bank projects in the infrastructure sector in

Kenya.

Chapter Six: World Bank financing in Agricultural sector and Industrial sector in
Kenya |
Chapter Seven: Empirical analysis of the World Bank financing in the economic

development of Kenya.

Chapter Eight: Conclusion: Findings, Policy Recommendation and ‘Suggestion
for Further Research. It contains summary of the study which includes findings;

conclusion, Pb!icy Recommendation and suggestion for further research.

1.8 o LITERATURE REVIEW

The most:important intend df literature review is-to substantiate the rationale of
the present research study by providing an overview of historical point of view to
highlight the research trehds and offer a critique to the research problem. The
methodolc;)igy employed guide the direction of the study, which aims to fill the
lacunae fitnto the existing knowledge and examine the relationship and
perférmar;‘ce of the World Bank aid and foreign aid in economic development.

The most }mportant objective of this research study to survey numerous literature
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is to enable us to develop the model that is presented in chapter seven Empirical

analysis.

From the above logic the present research work being an empirical and analytical
study has drawn from a variety of books.and journals relating to the broad rubrics
of economic development and fofeign aid effectiveness in relation to the World
Bank with the focus of fighting poverty with passion innless developed countries.
The effectiveness o‘f‘foreign}. aid in developing countries continues o be a hoﬂy'
debated issue, which is hitherto inconclusive. Many studies are available but we
Will appropriately select the most deserving ones. Most importantly we have

surveyed research papers, reports from both international and national

institutions.

Kuznet (1955) # the study attempted 1o identify the major causes of
baékwardness and there by prescribed strategies for economic progress of the
backward ecdnomies. On the basis of time series data thé study examined the
national products of different countries and showed that the process of economic
development was commonly accompanied by shifting of the labour force from
low productivity agriculture to high productivity industrial sector and argued that

industrialization required a higher rate of capital accumulation.

Chenery and Strout (1966)*° the study examined data from 31 developing

countries to identify their stages of development and to determine their needs for
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foreign assistance in the period of 1957-62. The study established that during the
first phase, due to the shortage of financial resources, investment levels are
below the rate required to achieve targeted growth. The study identified two
gaps: a trade gap and foreign exchange gap t_herefore Aid can be used to fill the
gap between available savings and investment required to meet the targeted
growth. The study formally developed the two-gap model to link aid to economic
growth af differént stages of development. The study established a Positive
relationship between aid and growth and therefore justified aid for two reasovns:

" to fill the éavings—- inveStment gadénd the foreign éxchénge gap.

Chenery and Carter (1 973) 3" expounding the previous ‘Mo-,gap derived model
- of 'Chehefy and Strout (1966) and using data from 50 ‘coﬁntvries over the period
1960-1976,the .study revealed that the effects of official development assistance
(ODA) on the development of countries under study were different among certain
groups of; countries. In five countries, specifically Taiwan, Korea, iran, Thailand
and ‘Kenyia, foréign assistance accelerated economic growth vﬁhereas in six
cases it hvindered growth, namely India, Cblombﬁa, Ghana, Tunisia, Ceylon and
Chilé. The study concluded that Aid might have different effects in different

developing countries.

" E. Mason and R. Asher (1973) * the study attempted to trace the history of the
World Bank and assessed the World Bank as a development agency and a

guider to a development policy. The study established that the World Bank had
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increasingly integral part of the complex international machinery that has grown
up since the end of the Second World War. The study revealed that the World
Bank successfully negotiated the short transition from lending exclusively for
reconstruction in Europe to lending for development in the less developed world.
The World Bank has had a substantial and generally beneficial impact on the
areas in which it has concentrated its lending. The study established that the
World Bank had become less of a bank and more of a development agency; its
advice was more relevant and equally more useful for the government and donor

countries.

Heller (1975) ** developed a cross-sectional time series model to analyze the
behavior of the public sector to foreign aid flow in eleven African countries where
Kenya was included in the period of 1960-71 particularly he was concerned
whether aid resulted in increased investment needed to spur growth and
development. The study established that aid not only increases investment but

also simultaneously facilitates a reduction a level of domestic taxes and

borrowing.

World Bank (1976)  the study assessed the justification of the water supply
financing by the World Bank in developing countries. The study asserted that
there are significant benefits from improving the quality and quantity of village
water supply as it directly contributes to improvement in public health. The study

revealed that although this can not be quantified or expressed in economic
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terms, the strongly held opinion of public health officials and in particular the
W.H.O is that the provision of safe water is of prime importance to the public
health and in combination with other sanitary measures is an essential
prerequisite to eradicating many epidemic diseases. Investments in urban watér
supply are essential for industry and commerce. In most urban areas no
satisfactory alternatives to public system exist and there is a risk,of major
epidemics if proper supply of water is not provided. It was asserted that small
viilageé Vhave little commercial activity and almost no> industry and’ no other
sources oi wgter of varying degree of reliability safely and conveniently do exist.
It was concluded that justification of village water supply projects therefore must
depend largely on non-quantifiable factors. |
Bereket Habte Selassie(1984)*° The study examined an aspect of governance
in the World Bank in reference to management and decision—making and ité
relationship with the structure and origin of the Bank. It was established .th;at the
Bank has become the leading multilateral international iénding "agency, ‘with an .
expanding role covering a variety of sectors and involving billions of dollars worth
of ioans to the less deveioped countries, on coriditions that are not available from
commercial banks. It was revealed that the World Bank operates within the
framework of a system established at the close of Second World War at Bretton
'Wooiis, New Hampshire, guided by the United States of America. The study
) conciuded that the World Bank has become a subject of contrciversy, of

academic discussion and endless debates between the Left and the Right.
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Helleiner (1984) *® the study examined the neglect of least developed countries
undér t_he emerging international monetary system, in the distribution of aid and
liquidity during the early years of 1980s. It was revealed that international
development assistance in terms of multilateral agreed targets has been
.appallingly insufficient; it declined annually from 1980 to 1983. Against 0.7
percent of GDP farget OCED members remained 0.36 percent in 1983 and
indicators revealed that this trend were to continue. The study opined that ihe,
iniefnational development assqciation (IDA) must be feplenished- at more
satisfactory levels and the World Bank ought to lend with longer time of
adjdstment '6Qntingency provisions so that the risk of unanticipated shocks

should not be borne by exclusively the borrowing poor country.

* Mahendra Pal (1985) ¥, the study analysed the World Bank in réference to
India. The evidence revealed that the World Bank after fhe successful
reconstruction of the ravaged Europé turned its priority to long term financing of
'deveiop}ment in less developed countries. The study contended that economic
policy may be linked to political policy and therefore the World Bank
considerations may also have sorﬁe .inﬂuence. on the domestic affairs of the
couﬁtry. The study revealed that the projects financed by the World Bank helped
to reduce the delay of essential freights and permitted }apid movement of
important commodities. The study also established that the World Bank in the

third plan of India financed eight loans for power projects which generated 8 per
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cent of the total India’s generating capacity. In agricultural sector the World Bank
financed for irrigation, seeds, fisheries and “weed control projects.
Telecommunication facilities were also expanded. The study also opined that
there should be more emphasis on agriculture, education, industrialization,
population planning, urbanization and tourism, as they are crucial areas in social
and economic develqpment. B

Sanghvi (1985) 38 assessed the role of bilateral foreign aid in general and the
Worjd Bank aid in barticufa_r in India, thé study revealed that thé decline in the
interest rates both in the donor countries as well as W@rld Bank credits made the
terms of aid litle harsh. The study. raised concern that share of India in
concessit;ﬁai loans from iDA'the soft window of the 'World Bank, which reduced
from 40 p.er cent in 1980 to 28 percent in 1 984, there will be further decline if
China claims its share fdr the first tfmé from the IDA funds. The study established
that pf thé, total aid commitment for the year 1985 - 86, US $ 2400 million came
from lBRf) and remaining US $ 700 million from IDA. The study concluded that
the role of,? bilateral aid was dwindling while the role of muitilateral World Bank aid
was steadf!y expanding, since the fourth plan, as the share of World Bank aid in
India’s total aid had gradually expanded from 18 percent iﬁ fourth plan to almost

55 per cent in the sixth plan.
Rana (1 9?7) 3 performed a study of 14 Asian countries using both time-series

and pooled cross-section data for the period 1965-82. In his model, there were

two endogénous variables (growth rate of GDP and gross domestic saving as a
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percentage of GDP) and five exogenous variables (foreign aid as a percentage of
GDP; foréign capital investment including long-term borrowing as a percentage
of GDP; change in exports as a percentage of GDP; change in labour force; per
capita GDP). Rana found that foreign capital made a positive contribution to the
. growth of thesé Asian countries, and in general higher aid flows were associated

with more productive investment.

Leviy (1988) “° conducfea a study of 22 Sub;Saﬁarén Africanvcountr‘ies whose
populétion was over one million. In a pooled cross-section of'time-serieé data,
the study covered a period of 15 years '-from'1968 fo 1982. The _pbst 1974 data
irepresented a period when domestic investment éxceeded domestic savings by |
more than the amount in the previous period. That is, the savings-investment gap
; in the post 1974 period was higher than the pre 1974 period. The results in both
sub-periods (1868-73 and 1974-82) and for the 15 years (1968-82) period as a
whole showed that aid was positively and significantly correlated with investment

and economic growth.

Jonathan E Sanford (1989)*' The study examined the World Bank's loan
patterns in recent years to see if there is any empirical evidence of a decrease of
interest in poverty alleviation programs. The .study employed four very diverse
concepts on which poverty reduction is categorized in the international agency's
loans: the share of lending going to (1) poor countries; (2) programs targeting

direcf aid to poor individuals; (3) certain sectors deemed to be fundamentally
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beheﬁciai in meeting basic human neéds, and (4) overall country programs which
make poverty a key element of their goals. Every one of the model has different
criteria and standards. The study revealed that the Bank appeared to be doing
well today in the struggle against poverty than before. The study concluded that
in various ways the Bank's current program was more poverty-oriented than
bilateral aid programs financed by the United States and other key donor
countries. The study established that World Bank aid combined development

program and basic human needs which are firmly grounded on a concern about

poverty.

Bade Onimode (1989) % opines that the challehges for Africa 'in.sociai political
and economical are formidable. Africans have their own internal VaAgenda to.
pursue in undertaking the necessary economic reforms and it will not succeed
without the urgent intervention of the !M# and the World Bank. Study concluded
that in order for the :Programmes to help the Africans hefp themselves, they
should entail high priority with adequate financial and technical support in the
formulation and implementation of growth oriented adjustment Programmes with
a human face. Aid from World Bank for economic Programmes alone will not be
adequate, debt relief is also vital if the international community genuinely wants
to stqp millions of Africans who are at the verge of slipping to poverty of less than

a dollar a day.
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Paék and Pack Jr. (1 990) 43 _the study empirically evaluates whether foreign aid
given for specific categories of expenditure is fungible among them and whether
aid reduces tax effort by the recipient government. In this study, Models
employed to analyze the fiscal relations among various levels of government in
the l_Jnited States were applied for analysis of the impact of foreign aid. The study
concluded that in Indonesia aid is largely spent as the donors intended, that aid
does not lead to a reduction in tax effort, and that aid is not diverted to non-

development current expenditures.

Vyuptakesh sharan (1991) * the sfudy analysed the World Bank group
‘ﬁnaricing activities and in the SAARC nations context. It was revealed that the
poverty alleviation program was linked with structural adjustment assistance, as it
was realized that poverty reduction would not succeed without appropriate
macroeconomic policies. India which is ‘mostly agricultural economy received
substantial amount in order to spur living standards of the majority of pqpulace.
Transport, sanitation, water supply were financed plus infrastructure. More
emphasis was put in lending to human dévelopment and restructuring the public
sector. It was established that a large quantum of funds couldn’t make a break
throdgh if they are not utilized effectively. For the sound project to accomplish its
efficacy there should be administrative and managerial capabilities available.
Nepotism, neglect of discipline and certain ambivalent attitudes toward the public_:
-money, lengthy disciplinary procedures and no punishment to the chief executive

/own men are some of the factors making administrative machinery slack in
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unacquainted of local problems.

Ankie Hoogvelt; David Phillips etc (1992)*°, the study collected Data for all 45
Sub- Saharan African countries. A total of 40 variables were identified as
empirical indicators in seven aggregates of variables spanning the entire
spectrum of social, economic and demographic conditions The study established
that it had become typical practice in the literature, not least that flowing from
World Bank staff pens, to treat Sub-Saharan Africa as one continent; forty-five
extremely diverse nations which are yet thought to have common characteristics,
common features, common problems, and common prospects. Increasingly, the
entire structure of internationally sponsored aid programmes, such as the
IMF/WB jointly sponsored structural Adjustment Programmes, has been built on
this classification of commonality. The study opined that there should be a
difference in the common strategy for Africa as disseminated by the World Bank.
In the course of this debate there has become evident a sharp division of opinion
over the causes of Sub-Saharan African decline, both generally and particularly
in relation to its industrial performance and economic development as a whole.
Based on these different attributions of causality, there are deep divisions of
opinion over the World Bank and Africa desired direction of policy. Specifically,
these two visions of ‘commonality’ have parted ways over. The study concluded

that Africa is of three clusters not homogeny or one commonality.
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Bevan, D.P. Collier and J.M. Gunning (1993) “® the study examined the impact
of the 1977- 78 coffee boom in Kenya in the government expenditure and did the
government adjust its expenditure. The study argued that the coffee boom of
1977-78 facilitated massive rise in public expenditure which surpassed the
corresponding in public revenue related with the boom. The boom affected
invéstment negatively as the government of Kenya spent much of the boom
earnings on consumption instead of investment. After the boom it was very hard
_ for the treasury to reverse the rise m public spending as the ministries declined to
cut their expeﬁditure and instead asked supplementary reallocations of the
réscurces.

Sengubta {1993) ¥ the study examined the purpose of aid and development
policies in the changed world écenario of '19903 fo ehabie less developed V
countries achieve suitable infrastructure and attain higher standard of living by
financing projects of substantial benefits. The étudy suggested that the
confidence of the donors in the capability of receiving countries to make the most
successful use of the received resources would be amplified if the Programmes
were implemented in the strﬁuéﬁ:re of regulatioh of  World Bank, regional
development banks and international donor. This will enhance the flow of
finances to less developed countries where they are most needed to finance

development Programmes.

Gabriel Kosgey Lagat (1994)* the study established that foreign aid has

contributed to the improvement of Kenya's road system, ed.ucation system, land
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transfers and settlement schemes. He concluded that the foreign aid has
stimulated the economic growth and development in specific sectors of the
ecoﬁomy like human development (education and health) and road system. The
study concluded that the foreign aid in Kenya increases the development

expenditure though not by same amount of aid due to the existence of fungibility.

John Loxley; David &‘,eddon'(1994)49 the study analysed the 50 years role of
World' Bank in Africa. The study revealed that the World Bank's analysis fails fo
grasp the real problems of African development thus its ideological prejudibeé
" lead it down the ‘dang'erpus path of selecting andve\}/en.manipulating thé evidence
to support conclusions it wishes to reach. Therefc;re these conclusions ultimately
are inéapable of informing and éxplaining the real dynamics of African history |
and African development. |

The study suggests that for the World. Bank, perhaps 50 years is, indeed,
enough as it has not achieved its objective of eCQnomic development in Africa.
The study opines that there ought to be somé diversity of viewpoint on
app_rbpriate development strategies and 'give.regional merﬁber governments a

bigger voice in their own futures.

Sawar Lateef K. (1995) *® The study examined the challenges the world Bank
has faced in it's a half century and how they have reshaped the institution
transforming it from an organisation established pﬁmarily for reconstruction of

ravaged Europe to a deve!opmént agency focusing on poverty reduction and
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growth in the less developed world. The study established that the World Bank
has evolved and has built in its successes and its mistakes. The bank has
coﬁtributed to femquab!e development gains recorded in thé fifty years under
_consideration. The study also revealed that the World Bank had accomplished a
great deal however much remains to be done. The World Bank has positioned
itself in the qenter stage to fight poverty and ensure susfainable development in

the less developed world.

Feyzioglu, Swaroop et cetera (1996) 51 argued that since aid is not necessarily
used for the purposes for Whiéh it is intended by the donor,v.however, countries
with sound polic;ies can use it well but couhtries with’ poor policies are free to use
it badly. A dollar of project aid in the sector has the same impact on health
expenditure as a dollar to the education sector or a dollar of free resources
available to the government, every dollar obtained for a specific purpose simpiy

frees a dollar for the government to spend in'some other different way.

Walle and Timothy (1996) ** investigated effectiveness of aid from seven donor
countries (United States, United Kingdom, Japan, Canada, Denmark and
Sweden) to seven African countries (Botswéna, Burkina Faso, Ghana, Kenya,
Senégal, Tanzania and Zambia). Walle and Timothy argued that despite some
progress in human welfare indicators, in most African countries aid did not
contribute to fostering economic growth. and poverty alleviation. Due to political

instability and civil conflict, progress has been reversed in some countries. From
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1980 to 1993 the rate of economic growth was found to be negative in these
African countries. The study found that the lack of a government's own
management capabilities contributed to the poor performance of aid. The study
éstablished_ other weaknesses weré lack of country ownership, poor coordination

with donors, and inability to cover recurrent costs.

Burnside and Dollar (1997) ®* in their well-known paper “Aid, Policies, and
Grdwth"; tﬁey. find that aid has a positive impact on gfowth in developing
‘couﬁtries with good fiscal, monetary and trade policies but has little impéct on
countriés whefe such. policies are poor. In their panel studyf of 66 countries for
four-year periods from 1970-1973 until 1990-1993 <and construct a growth
convergence model, in which growth depends on the logarithm of real per capita
GDP at the beginning of the period, incorporating the ratio of aid over GDP and
an index measurement for macroeconomic policies on the right hand side of the
_equation. They suggested, “Aid can affect output to the extent that it is used for
investment rather than consumption”. They argue that aid itself has small and
insignificant impact but aid interacting with good policy has a significant positive
impact on growth. In fact, policy seems more important for aid effectiveness in
lowef income. countries. The study concluded that foreign aid could foster
economic growth, mitigate poverty and achieve most human development
indic'atqrs when there is a sound policy environment in the recipient country. Aid
works much better where the reform is initiated or internalized by local

government rather than when outsiders impose it. Therefore, aid is normally
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more effective when it facilitates efficiently and timely reforms triggered by the

local authority.

The World Bank (1998) * used a generaj equilibrium-growth model to examine
. the endogenous and non-linear effects of aid, and the impact of aid on economic
policies and institutional environments in recipient countries. A World Qank feam
supervised .by Lyn Squire argued that Only about 35 percent of aid, on average,
increé,sed the investment ratio in a study of 56 éountries (42 of which were in
Africa -or t-Latin America) over the period 1970«1993; none however seemed' to
finance tax reductions, and. some aid is initially targeted on government:
consumption such as education, agricultural extension, or pub‘fic health. T!'1e ,
World Bahk also addressed the issue of aid fuhgibility The empirical analysis of
the study revealed that aid helps stimulate economic growth and reduce poverty '
but only when strong institutions and good economic management exist in
recipient countries. The study concluded that aid leads to faster economic
growth, ﬁoveny reduction and achievements"in many social indicators in
developing countries with sound economic management, but is less effective

where there aré weak institutions and policies.

S. Devarajan V. Swaroop et cetera (1998) *° the study established that most
aid (90 percent) boosted government expenditure with no significance evidence

of tax relief. The evidence revealed that approximately a half the aid was used to
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service external debt payments, one quarter financed investments and the other
quarter settled down deficit accounts. Health, egriculture and industrial sectors
aid was fungible. Education sector was the least fungible aid as the evidence

revealed.

_ Joeeph E Stiglitz (1999)56 the study examined ‘the World Bank since its
establzshment The study revealed that over a ha|f-century, the Wor!d Bank has
- evolved enormously, especially in response to changing economic cxrcumstances
and changmg A needs. Today, the World Bank‘e core mission remains the
promotion ef economic grovﬁh and the eredication of poverty in the less
' developed countries. The strategies used to pursue that objective have changéd
over the‘ years. The Bank's effort has ehifted from large scale, growth-oriented
projects teward projects, Programmes, and poliey advice ‘that more explicitly
incorporate the poverty reduction goal. Individual pzrojects remain the core of the
Bank‘s werk, and many of these projects have beer; shown to be quite successful
at réducin"fg pever”(y and its effects, whether by re"ducing severe malnutrition in
Tamil Na&u, =lndie or -by helping spur a drematic i‘ncrease in girls' education. in
Bangladeeh.

The World Bank's funds projects on environment, labour markets, health,
educ'ation,';judiciat systems. Development is concerned not only with increasing
GDP, but elso with raising living standards. The chailenge facing the World Bank,

in its core mission of promoting growth and reduciné poverty, remain as great as
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ever. While there has been great progress in reducing poverty, continuing

population growth makes the struggle an uphill one.

Haﬁsen and Tarp (2000) ¥ examined and»summarised empirical cross-country
studies of aid effectiveness since the 1960s, and concluded that aid contributed
positively to economic performance. They examined 131 - cross-country
regr:essions from 29 various studies, | which they classified into “three
generations”. The first- generation studies used the Harrod—Domar growth model
and:the.two-gap' modef; From the ﬁrst generatioh studies they found that aid led -
to an increaée in tofal savings. Thus, given the underlying Harrod—-Domar model,
Aid was ,p‘ositive!y and signifiéantly correlated to economic growth. In the second-
generation erﬁpirical work, Hansen and Tarp fcéjcused on the relationship between
aid and growth via investment. In 18 cross—cou\'ntry studies, a positive relationship
was found between aid and investment; signifying that aid spurs economic
growth. They found in 17 studies that there V\;as a significant positive impact of
aid on investment, just one study showed an insignificant effect. Hansen and
Tarp’'s survey :re,veéts that in each generation of studies, those claiming a
negative aid-growth or negative aid-savings relationship are clearly in the
minority. .

Herbst ahd Soludo (2001) % the study examined the relationship between the
poor economic berformance, foreign assistance and debt rescheduling in Nigeria

during the period 1979-1998. The study established that in 1985 general
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Babangida government attempted to tackle the intricate economic crisis faced by
the Nigeria but was futile to implement a coherent programme because of the
ruthlessness of economic reforms as perceived by country’s political
establishment. This confirms that reforms program in Nigeria did not fail because
of lack of ideas, but it failed because of lack of government's commitment to
reforms. It was revealed that Nigeria obtained much less aid than other African

countries mainly due to that the Country has abundant crude oil wealth which
tpror:npted donors to presume that Nigéria does not‘ need aid. Most of the aid thét

Nigeria received was from the Woﬂd Bank.

Kingsley Banya; Juliet Elu, (2001)*° , the study-critically examined World Bank
and other donor agency's policy changeé toward financing of higher éducation in
Sub-Saharan Africa. The study established that the Sub-Saharan Africa urgently
needs multiple means of funding. The study revealed that searing enroliments at
a time when the region was in socio-economic. and political crisis had made
classrooms ever more crowded. That situation, together with> the lack of
computers as well as equipment ahd supplies for laboratories and libraries,
created a gloomy future for highe’r' education in Sub-Saharan Africa.
Nevertheless, it was expected that with the chiange in the attitudes of the World
Bank, the region would yef again be in a position to spend in higher education. A
varieiy of ways of funding higher education ought to be initiated even with the
shift in Bank. The established that there was no doubt that higher education is

needed in the region, how to finance it, however, needs to be diligently



considered. The study opined that in the future, proposals from the World Bank
and other outside advisors should be seriously scrutinized by African States
before program and project implementation.

The World Bank drew the conclusion that its {ending strategy should emphasize
_ primary education, re!egating higher education to a relatively minor pla.ce on its
development agenda. The World Bank's attitude has been influential, and many

other donors have also emphasized primary education.

Collier and Dollar (2002) ® , the study re-examined the core Burnside and
Doliar results with an 'extended data set from 59 V'developing countries and took
fouriyear'averages for the period 1974-97. They found support for Burnside and
Dollar that aid works in a good poliéy environment. They élso concurred‘ with thé
findings of the World Bank’s Assessing‘Aid that donors were not successful in
-’indubing lasting refc;rms in recipient countries. Hence, the study concl‘uded‘ thai
aid shoald be directed to countries, which already have good policy environment
and better governance. They argued that to maximize poverty reduction, aid
should be allocated to countries that have a high level of poverty combined with a
good policy environment. }‘I"he study concluded foreign aid can affect growth
~ through its allocation aﬁd growth in turn will lead to poverty reduction only where
there is a sound policy environment. Collier and Dollar argued that the actual
- allocation of aid was different than that of poverty-efficient allocation, and claimed

that with a poverty-efficient allocation, aid productivity would be almost doubled.
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Mosley et al. (2004) ®, the study based on cross-country evidence found a
sigﬁiﬁcant relationship between pro-poor public expenditure and poverty
reduction. The GMM and 3SLS techniques were applied to data from 34
countriés for the period 1980-2000. They used a pro-poor public expenditure
A index to invéstigate the effect of aid on poverty rather than on economic growth.
They considered public,expendi{ure on the basics of health car_e,‘prir[nary
. education, water and sanitation, rural roads and agricultural extension service as
"pro-'poor. In addition to pro-poor expenditure, they also uséd measures - of
-ineq‘uality and corruption, which afso influenced the poverty leverage of foreign
aid. They found that aid that went to pro poor public expenditure had a longer
Jasting impact on povérty. They concluded that inter-country reallocations of aid
could increase such poverty fmpact. Corruption, inequélity and the compoéition Aof

public expenditure are particularly strongly associated with aid effectiveness.

James Njeru (2004) ®, expounded on the impact of foreign aid on public
expenditure: the case of Kénya”, the empirical results indicate that the flow bf
foreign aid does influence government spending patterns. The étudy established
that there is a positive and statistically significant relationship between the share
of government expenditure in gross domestic product (GDP) and the share of net
disbursement of overseas development assistance (ODA). While the study finds
reasonably slight evidence that aid leads to tax relief, there are strong indications
that the gdvernment render aid fungible by financing recurrent expenditures. The

evidence revealed that the effects of an aid freeze are strong in the short term as

61



the Treasury embarks on stringent fiscal measures to counteract the negative

effects.

Stanley Fisher (2004) % the study examined the performance of world Bank and
IMF fifty 'years after their establishment .The study established that the World
Bank plays a vital role in lending to membe'r countries, coordinating aid, technical
assistance and its research and policy analysis. The study éontended that if the
world Bank goes into liqUidation a new institution like it would be invented .It was
sh\p\;vnA that there is vigor of the World Bank owing to its central role it playsv in the
world economy which testify to the foresight of the founding fathers who
designed it as a bulwark of the post Secon‘d "Wérld War. Since the World Bank
has been‘ ieﬁding for projécts if can be said that the World Bank has prbmbted ‘
development by encouraging international investments though most of the

3inVéstments ‘have been in the public sector.

Saéhsy (2005) % ,as Jeffrey Sachs ekplains in his book “The End of Poverty”
(pp. 56-57), most of Sub-Saharan Africa is isolated geogra'phically' and
eéonomicaliy‘as basic infrastructure seldom exists.. Sub-Saharan Africa seems to
be trapped in a vicious circle of poverty not only in ipcome, savings and
inveétment bdt also a population explosion trap, a fiscal trap and much more.
Sachs argues that wﬁat are requii'ed to push Sub—Saharan Africa out of poverty
traps‘are holistic efforts both by the Africans themselves with partnership with the

development agencies. Jeffrey Sachs argues that the “Big Push” of massive aid
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increases is supposed to get poor countries out of a “poverty trap” which
automatically prevents very poor countries from growing. The study concluded
thaf the aid efforts have to be focused on green revolution in agriculture,
revamping the health sector reforming education sector and making universal

primary eﬁucation affordable as well as development of basic infrastructure.

Muhammad Yunus % | in his opinion “if fofeign aid does reach the poor
countries;at all it goes fo build roads, bridges and so forth which are subposed to
' help the poor in the.long run. But in the long run the poor are dead from
avoidat;le'vdiseases,‘ hunger and if they survive nothing trickles ddwn to the poor.
Yunus is not agéinst buijding of reads, airports but the people benéﬁtiné directly
and indirei:tiy from these. are thése who are alréady wealthy, though they do so in
the name?;cf the poor. Yunus is of the opinion that development aid should be
directed to improve the economic status of the bottom a half of the population in
other words economic development should be measured by-the pér capita real
income of;the bottom 50 percent of the population. The foreign aid donor should
enter dialo;gue with the poor s;o they can identify projects which matter to the poor

“most then_ fparticipate in their implementation as they are the beneficiaries.

D. M’Amanja, Morrissey. O. (2005) %, the study examines the effect of fiscal
variables (government expenditure and revenue) and aid on growth using annual
time 'serie§ data fof Kenya over the period 1964- 2002. The study established

that Aid loéns have a negative impact on long run growth at the same time grants
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have a positive one. The study concluded that Government spending has a
positive long-run influence on growth, and there is no evidence that taxes retard
growth., The proposition of the study is that aid to Kenya could be more effective
if given in form of grants, and associated with fiscal discipline. The evidence
implies that government spending in its totality has spurred the per capita income
and growth in Ken_ya. It cannot be presumed that this is an effect of government
investment only, as recurrent 'spending (such as on wages or social sectors) can

also contribute to income.
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