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and also mobilise adequate resources for maintenance,
rehabilitation, construction and expansion of the
infrastructure itself. 

Recent Economic Developments 

In 2004, in spite of the negative effects of a
resurgence of drought, the high price of oil and a sharp
deterioration in the terms of trade, real GDP growth
rose to 4.3 per cent from 2.8 per cent in 2003. The
economy has continued to improve with real GDP
growth estimated at about 5 per cent in 2005, the
highest level achieved in several years, mainly driven
by private and public sector investment. The improving
economic performance is also due in part to sound
economic management. The main sectors contributing
to the improving growth performance include tourism
and transport and communications. The economy’s
performance is also underpinned by recovery in
manufacturing, trade and building and construction. 

Agriculture remains a major sector in the Kenyan
economy though its performance has been subdued in
the last three years. In 2004, the agricultural sector
contributed about 23.7 per cent of GDP. Growth of
the sector decelerated from 2.7 per cent in 2003 to
1.4 per cent in 2004 owing largely to drought that
affected maize, coffee and pyrethrum production. With
near to normal rains in some parts of the country
during 2005, the sector’s performance improved as
output growth reached an estimated 2.5 per cent, with
output expanding mainly in wheat, tea, horticulture,
sisal, sugar cane, cotton and rice. In 2005, the
agricultural sector also benefited from tax concessions
and other incentives introduced by the government
during the year. These included increased budgetary
allocations for credit facilities to farmers, through the
Agricultural Finance Corporation, and targeted
spending to boost cotton production. In addition, the
government removed import duties for some categories
of agricultural equipment. The production of tea
benefited from the resolution of a trade dispute between
Kenya and Pakistan, a major importer of Kenyan tea.
Furthermore, the amendment of the Coffee Act to
allow direct sales of coffee outside the auction system

seems to have provided an incentive to boost coffee
output. Nevertheless, in the medium to long term, the
coffee sub-sector can only be restored to profitability
by a reversal of the low prices due to the glut in
international markets. Also, major restructuring,
including putting an end to the persistent
mismanagement of the coffee co-operatives, would
provide an incentive to some farmers to return to coffee
production. 

The government has introduced tax incentives in
the past three years in an effort to promote industrial
growth. These incentives include waivers of import
duties on some categories of capital goods and increasing
the investment allowance from 60 per cent to 100 per
cent. In 2004/2005, the government further abolished
some 17 trading licences to simplify the licensing
regime and reduce the cost of doing business. Similarly,
the harmonisation of tax regimes across the East African
Community has been expected to boost industrial
growth in Kenya. 

The manufacturing sector appears to be responding
positively to these incentives as well as to rising domestic
and external demand. In 2004/05, manufacturing
output increased significantly by 4.1 per cent compared
with 2.7 per cent in the preceding year. Major output
expansions were recorded in cigarettes, beer, soda ash,
processed milk and cement in response to increased
domestic demand. Manufacturing output also gained
from increased trade with Uganda, Tanzania and the
Common Market for East and South African
(COMESA) region, especially in agro-industrial
products, plastics and engineering goods. The textile
sub-sector also recorded significant expansion, especially
within the Export Processing Zones, owing to increased
exports to the United States under the African Growth
and Opportunities Act (AGOA). 

Manufacturing output is anticipated to expand
further in response to increasing demand for Kenyan
products from Sudan and Somalia following the recent
end of civil war in both southern Sudan and Somalia.
Kenyan manufacturers, however, continue to face major
obstacles, particularly the high cost of power, the slow
progress in rehabilitating critical transport infrastructure
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such as roads and railways and the lengthy customs
clearing procedures at the Port of Mombasa. On the
one hand, until the ongoing Sondu Miriu Hydro-
power plant and the Olkaria Geothermal extension
projects are completed it is rather difficult to anticipate
any increase in electricity generation sufficient to keep
pace with the growing energy demand. On the other
hand, the recent granting of concessions to private
South African operators to manage the Kenya and

Uganda Railways is likely to improve the pace of cargo
handling especially from the Port of Mombasa. 

The services sector continues to be the mainstay of
the Kenyan economy accounting for 60 per cent of total
GDP in 2004 with a similar contribution estimated in
2005. Tourism, the main service industry, exhibited
rapid growth in 2004 and 2005 as it continues to
recover from the adverse effects of terrorism and tribal
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clashes in tourist areas. In 2004, the government
strengthened the Tourist Police Unit to improve security
in tourist areas. Also, following the reversal of negative
travel advisories by the United States and the United
Kingdom, tourist numbers from these countries rose
significantly. Furthermore, Kenya appears to be
attracting increasing numbers of tourists from non-
traditional markets such as China, Japan and India
following the government’s campaign in those countries.
In addition, the government’s effort in broadening
tourism offerings, by opening up new circuits in the
western and northern parts of the country to

complement the traditional beach and wildlife areas,
appeared to have had some success. Tourist arrivals
rose by nearly 19 per cent in 2004 and are estimated
to have increased by 30 per cent in 2005. Tourism
receipts increased by 51.9 per cent in 2004, implying
increased spending in real terms per tourist given the
relative low rate of inflation in the country.

The transport and communications sector has
remained one of the fastest growing sectors of the
Kenyan economy since 2000. In 2004, the sector
contributed about 10.3 per cent to GDP exhibiting a

Table 1 - Demand Composition (percentage of GDP)

Source: Authors’ estimates and projections based on IMF data.

1997 2002 2003 2004 2005(e) 2006(p) 2007(p)

Gross capital formation 15.1 16.3 17.4 18.2 19.3 20.6 21.0
Public 5.4 4.3 4.2 4.0 4.5 4.8 4.9
Private 9.7 12.0 13.2 14.2 14.8 15.8 16.0

Consumption 91.0 90.8 89.6 90.9 87.8 85.8 84.2
Public 15.5 16.7 17.8 17.0 16.4 15.9 15.1
Private 75.5 74.1 71.8 74.0 71.4 69.9 69.1

External sector -6.2 -7.1 -7.0 -9.1 -7.1 -6.4 -5.2
Exports 22.7 24.3 24.6 28.0 28.4 27.4 26.0
Imports -28.8 -31.4 -31.6 -37.1 -35.5 -33.9 -31.2

growth rate of 8 per cent. A similar performance is
expected in 2005. Expansion in the sector has followed
extensive investment in telecommunications, particularly
in mobile phone services, internet services provision and
radio and television operations. These have generated
many new support businesses, including public mobile
pay phones commonly referred to as simu ya jamii,
and increased numbers of subscribers, in addition to
the enlarged geographical coverage. Growth in the
telecommunications sector is exemplified by the more
than doubling of mobile phone subscribers from about
2.2 million in 2004 to 4.6 million in 2005. 

In sharp contrast, poor performance continues to
persist in fixed-line telephone services with declining
connections leading to tele-density (telephones per
100 persons) falling from 1 in 2003 to 0.9 in 2004.
The decline partly reflected inefficiencies of Telkom
Kenya, the monopoly provider of fixed-line services.

It is noteworthy, nonetheless, that Telkom Kenya
upgraded its services with the introduction of CDMA
wireless service in parts of the country to improve
efficiency in 2005. The transport sub-sector gained
from new investments in major projects including the
Northern Corridor highway and the government’s
Roads 2000 programme which was implemented in 34
districts in 2004 and 2005. Kenya’s new road transport
rules and regulations introduced in 2004 also
encouraged the private passenger transport business
leading to a substantial increase in newly registered
private passenger vehicles in 2004 and 2005. Moreover,
the granting of concessions to a private South African
consortium to manage the Kenya and Uganda railways
led to new investment in railways. These developments
in various economic sectors also reflected, and sometimes
contributed to, an increase in the growth rate of private
consumption in both 2004 and 2005. A similar pattern
was observed for private investment. A reversal of the


















