








3.0

THE CRITERIA

UNDERPINNING THE THIRD
BASIS FRAMEWORK

3.1. Introduction

The Third Basis recommendation is based on criteria
articulated in Article 203 of the Constitution. The
criteria provide that the basis considers: adequate
financing of devolved functions; fiscal capacity and
efficiency of County governments; development
needs of Counties; economic disparities within and
among Counties; affirmative action in respect of
disadvantaged areas; and, County capacity to raise
revenues, among others things. In developing the Third
Basis recommendation, the Commission followed a
participatory approach with wide consultations with
key stakeholders including the National Government,
County Governments, experts and the public. Other
activities thatinformed development of the Third Basis
include: review and analysis of the Second Basis; review
of international experiences on intergovernmental
fiscal transfers; and, County spending patterns by

functional areas and peer learning,

3.2. Functional/Sectoral Approach to
Revenue Sharing

In developing the Third basis recommendation,
a sectoral approach was followed, guided by key
functions assigned to County Governments in the
Fourth Schedule of the Constitution. The sector-
based approach is aimed at ensuring that the financing
of County Governments is aligned to service delivery
and that Counties are adequately compensated for the

services they offer to promote balanced development.

The overarching objective of the Third Basis
recommendation is to ensure equitable sharing of

revenue among Counties. This is necessary to promote
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social and economic development and to provide

proximate, easily-accessible services throughout
Kenya. Specifically, the Third Basis recommendation
is premised on four objectives, namely: to enhance
service delivery; to promote balanced development;
to incentivise Counties to optimise capacity to raise
revenue; and, to promote fiscal prudence. These
objectives are realised through a transfer framework
that provides for three components namely: service
delivery, balanced development and incentive. The
functions of County Governments are mapped into
these three components to determine expenditure
needs and appropriate measures for the parameters
used to share revenues. This approach is justifiable in
terms of promoting equity based on the fiscal needs
of Counties. The principle of fiscal need implies that
Counties that incur higher costs to provide the same
service should be compensated through allocation of

commensurately more revenues.

3.3. Rationale for Choice of Sectors

The Commission in its vertical recommendation aligns
revenue sharing to the devolved functions. As shown
in Table 4 the devolved functions allocated the highest
amounts are health, public administration, County

planning, roads and agriculture.

Another sector that has been considered as priority
is the financing of urban services. Before devolution,
urban services were jointly financed through revenues
collected by the defunct Local Authorities and with
grants from the Central Government. The centrality of
these sectors in the operations of County Governments

is discussed below.
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Table 5: Financing of County Government Functions in Ksh. Million

A. Devolved Functions 2017/18 2018/19 2019/20
1 | Health Services 86,151 90,768 91,518

2 | Planning and Development 58,000 56,554 57,021

3 | Roads & Transport 47,489 48,958 49,363

4 | Agriculture, Livestock and Fisheries 23,479 24,195 24,395

5 | Water, Natural Resources and Environment 8,517 8,860 8,933

6 | Lands, Housing & Public Works 6,778 7,275 7,335

7 | Trade, Cooperative Development and Regulation 5,210 5,590 5,636

8 | Youth Affairs and Sports 5,202 5,582 5,628

9 | Culture, Public Entertainment & Amenities 3,596 3,858 3,890
10 | Pre-Primary Education 2,795 2,800 2,823
B. Sub Total Devolved Functions 247,217 254,441 256,543
11 | Recurrent costs of County assemblies and County executive 54,783 59,559 59,957
C. Total Equitable Share 302,000 314,000 316,500

Source: CRA 2019

3.3.1 Health

According to the Fourth Schedule of the Constitution,
County health services is the largest function assigned
to the Counties while functions relating to policy
formulation and referral hospitals are left to the
National Government. County health services include:
County health facilities and pharmacies; ambulance
services; promotion of primary health care; licensing
and control of undertakings that sell food to the
public; veterinary services (excluding regulation of
the profession); cemeteries, funeral parlours and
crematoria; and refuse removal, refuse dumps and

solid waste disposal.

Access to quality and affordable health care in Kenya
is provided for in the Constitution in Article 43(1) for
the general population, Article 53(c) for children and
Article 56(e) for minorities and marginalized groups.
The foregoing notwithstanding, Kenya’s health sector

budget as a percentage of the annual budget was on

average seven percent between the FYs 2015/2016 to
2017/2018% which is below the Abuja Declaration of
15 percent.

To realize the health goals and the aspirations of the Big
Four Agenda’, the Kenya Health Policy (2014-2030)
provides the framework and directions on equity in
distribution of health services and interventions. The
Policy spells out strategies to address the challenge of
inadequate resources for investing in health inputs,
infrastructure, human resources, essential medicines
and supplies and application of technologies. The
choice of the health sector is informed by the fact
that provision of and access to health services is a
fundamental human right which guarantees human

capital development with the goal of ensuring a

Kenya Institute for Public Policy Research, Health Budget policy
Brief No. No. 65/2018-2019.

The other agendas are food and nutrition security; enhancing
manufacturing; and affordable housing,
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healthy, skilled and productive population. Allocation
of sufficient resources to this sector is therefore

necessary in achieving the health goals.

3.3.2 Agriculture

Agriculture sector is a major driver of growth for the
economy and a source of employment. The sector
accounts for about 51 percent of the Gross Domestic
Product (GDP) -
indirectly through linkage with other sectors. About

26 percent directly and 25 percent

62 percent of the total employable population of 28
million people earn some income from agriculture.
The sector further contributes more than 60 percent

to Kenya’s exports and about 7 percent in imports.

The importance of agriculture in the economy is
emphasized through the Vision 2030 and its Third
Medium-Term Plan, Sustainable Development Goals
(SDGs) and the Big Four Agenda, which emphasize
the importance of attaining food and nutrition security
and poverty alleviation. Further, Kenya is a signatory
to both the Maputo (2003) and Malabo (2014)
declarations of the African Union (AU) which require
member countries to allocate at least 10 percent of

public expenditure to agriculture.
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The role of County Governments in agriculture
includes: provision of extension services; addressing
food security; construction of grain storage facilities;
availing  farm certified  seeds

inputs  including

and fertilizers; communal dipping and spraying;
disease control; and fisheries monitoring, control
and surveillance. However, the responsibility of
formulating agricultural policy, veterinary policy
and capacity building and technical assistance to
County Governments remains with the ‘National
Government.
Agriculture  being a fully devolved function
underscores the important role County Governments
play in ensuring food and nutrition security. The
Constitution advocates under Article 43 that every
person has the right to be free from hunger, and to
have adequate food of acceptable quality. Further,
80 percent of the country’s rural households (Kenya
Integrated Household Budget, 2015-16) relies on
agricultural activities as a source of livelihood and
nutritional requirements. It is therefore important that

the sector is allocated adequate resources to spur its

i |

growth.




3.3.3. Roads

Road transport is the most widely used means of
transport in Kenya, accounting for more than 64
percent and 93 percent of all freight and passenger
traffic, respectively. The length of mapped road
network in the country is 161,451.3 kms with national
trunk roads accounting for 39,995 kms, while County
roads account for 121,456 kms. Kenya’s road network
is classified into two distinct networks: rural roads
network and urban roads network. The rural roads
network includes all roads outside cities and former
municipalities while the urban roads network includes
roads within cities, municipalities and urban areas. The
rural and urban road networks are further classified into
three broad functional groups i.e., arterial, collector

and local roads.

Roads are important enablers of socio-economic
activities and development. An analysis of County
budgets shows that in most Counties, the roads sector

is given priority in terms of allocations and execution.

Counties with low road network coverage play catch
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up by allocating funds to upgrade, build and open
more areas while Counties with high density of road
network allocate funds to maintain the already existing
roads. Therefore, inclusion of the roads sector in the
revenue-sharing framework will enable Counties to
focus on opening and maintenance of roads, thus

enhancing service provision.

3.3.4 Public Administration

Article 176 (1) of the Constitution outlines the
formation of a County Government for each County
consisting of a County Assembly and County
Executive. Article 176(2) further requires every County
Government to decentralise its functions and provide
services to the extent that it is efficient and practicable
to do so. Section 5(1) of the County Government Act
(CGA), 2012 provides that a County Government shall
be responsible for any function assigned to it under
the Constitution or by an Act of Parliament. The
responsibilities of a County Government in accordance
with section 5(2) of the County Government Act, 2012

are as follows:
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a)  County legislation in accordance with Article 185

of the Constitution;

b)  Exercising executive functions in accordance with
Article 183 of the Constitution i.e., functions
provided for in Article 186 and assigned in the
Fourth Schedule of the Constitution;

c) Any other function that may be transferred
to County Governments from the National

Governmentunder Article 187 of the Constitution;

d) Any functions agreed upon with other County
under Article 189(2) of the

Constitution; and

Governments

e) Establishment and staffing of its public service
as contemplated under Article 235 of the

Constitution.
Administrative expenses are related to the
establishment and operationalisation of the

County. The choice of the public administration
sector is informed by the fact that all Counties
require a minimum resource allocation to establish
administrative structures and coordinate participation
of communities in County planning and governance at

the local level.
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3.3.5 Urban Services
The Urban Areas and Cities Act 2011 establishes three

types of urbanlocal bodies i.e., cities, municipalities and
towns. The Act assigns to established urban institutions
the responsibility for functions that are typically urban
in nature such as solid waste management, refuse
collection, street lighting, streets and parks, storm
water drainage, water and sanitation. Inclusion of
urban services in the revenue sharing basis is meant

to ensure that urban functions are adequately funded.

3.3.6 Water and Sanitation

Article 43(1)(d) of the Constitution provides that every
person has the right to access clean and safe water
in adequate quantities. The provision of improved
water and sanitation can be achieved through raising
the standards of the country’s overall water resource
management, harvesting and storage. The water
sector is guided by the Water Act, (2016) and the
Urban Areas and Cities Act, 2011, which stipulates
the legal framework for provision and regulation of

water and sewerage.

The Fourth Schedule of the Constitution assigns
County Governments the role of water conservation
and water and sanitation services. The inclusion of the
water services in the revenue sharing basis is meant to

ensure that provision of water is adequately funded.







DETERMINATION OF
PARAMETERS AND WEIGHTS

FOR THE THIRD BASIS
RECOMMENDATION

4.1. Introduction

The number of parameters to be used in a general-
purpose transfer framework should be guided by the
objectives of the transfers and the responsibility of the
subnational governments. The Third basis is based on
several parameters informed by: functional assignment
to the County Governments; lessons learned from the
review of previous bases and comparable international

revenue transfer frameworks.

4.2. Choice of Parameters

Different countries that pursue fiscal decentralisation
use different parameters guided by the purpose of
the transfers and the responsibility of the subnational
governments. In selecting parameters for the Third
Basis recommendation, the functions of County
Governments were mapped into the three components
of service delivery, balanced development and
fiscal incentives. This was important to determine
expenditure needs and appropriate measures for the
parameters used to share revenues. Several parameters
were subjected to suitability criteria to determine
their appropriateness for inclusion in the Third Basis
recommendation. The suitability criteria considered
the following factors: availability of data; credibility of
the source of data; statistical soundness of the data;
and regularity of data update. The parameters chosen

based on the above criteria are discussed here below:

4.2.1. Health Parameter

Measures of County health services are categorised into
two: health expenditure and health outcome measures.

The health expenditure need measures are immediate
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inputs into the health system. They reflect the demand
for health services and include health facility bed
density per 10,000 population, service workload (per
capita utilization), human resource for health density,
reproductive health indices, immunization coverage

and disease burden.

Health outcome measures reflect the current situation
as a result of the existing health care system. The
measures result from existing health expenditure
inputs and signify the state of a healthy population.
These outcome measures include: maternal mortality
rate, neonatal mortality rate, crude birth rate, crude
death rate, proportion of births attended by skilled
health personnel, contraceptive prevalence rate, child
immunisation, HIV prevalence rate and life expectancy

at birth, among others.

Transfer frameworks on health financing differ from
country to country. Based on international experiences
on subnational financing, a number of countries
use a health parameter in their transfer frameworks.
Examples include Ghana, South Africa and Indonesia.
Ghana uses a measure of health as a composite
factor of need. The health measure is defined by
the level of health services enjoyed by the people in
each local government as measured by number of
hospitals, clinics, health centres, doctor-population
ratio and professional nurses-population ratio. The
health parameter in South Africa is based on an index
consisting of a combination of risk-adjusted capitation
index and the case load as measured by inpatient and

outpatient visits. Indonesia uses a health and social
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welfare parameter based on the population numbers
and the proportion of the old-age population, average

life expectancy and infant mortality.

The Third Basis recommendation considered health
expenditure need as determined by the health
infrastructure gaps and workload. The selection
of health indicators was based on availability and
credibility of data from the Ministry of Health (MoH).
Health infrastructure gaps are measured based on
population norms of each level of facility. Workload
is measured by the outpatient and inpatient visits. The
outpatient visits are determined by the average number
of primary health care visits to levels 2 and 3 health
facilities, while inpatient visits are determined by the
three years average in-patient days in levels 4 and 5
hospitals. The above measures of expenditure needs

are elaborated below.

i. Health facility-gaps

The health infrastructure norms require that for every
5,000 people, a community health facility needs to be
established. A dispensary (level 2), should exist for
every 10,000 persons while a health centre (level 3),
should be established to serve a population of 30,000.
Primary referral facilities (level 4), serve a population
of 100,000. The Secondary referral facilities (level 5),

Figure 6: Gaps in Level 2 Facilities

are required to serve a population of approximately
one million persons while the tertiary referral facilities
(evel 6) which focus on highly specialized services
serve a population of approximately five million
persons. The facility gaps across different Counties is

discussed below.

a) Dispensaries - Level 2

Dispensaries are at the lowest level of the public
health system and are the first points of contact with
patients. They are staffed by enrolled nurses, public
health technicians and dressers (medical assistants).
Dispensaries provide outpatient services for simple
ailments and patients who cannot be managed by the
nurses are referred to the next appropriate level. They
are managed by the respective County Governments.
On average a dispensary should exist for every
10,000 persons. These estimates translate to a target
of 4,756 dispensaries nationally. The current number
of dispensaries is 4,419. Figure 6 shows the gap
between the recommended and the current number
of dispensaries in the counties. Nairobi County has
the highest deficit of Level 2 facilities at 354 facilities,
followed by Kiambu (163), Mombasa (79), Kakamega
(65) and Nakuru (63). Kitui and Baringo have an excess
of 114 and 105, respectively.
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b) Health Centres - Level 3

Health centres are medium—sized units which provide
a wider range of services, such as basic curative
and preventive services for adults and children,
and reproductive health services. They also provide
minor surgical services such as incision and drainage.
Health Centres augment their service coverage with
outreach and refer severe and complicated conditions
to the appropriate levels. A typical health centre in
Kenya is staffed by at least a clinical officer, nurses,
health administration officer, medical technologist,
pharmaceutical health
officer, public health officer, nutritionist, driver,

technologist, information
housekeeper and supporting staff. Health centres
cater for a population of at least 30,000 people. These
estimates translate to a targeted 1,585 health centers in
the country. The current number is 1,059, depicting a
deficit of 901 facilities. Figure 7 shows the distribution
of the surplus/deficit of health centers across the

various counties.

Figure 7: Gaps in Level 3 Facilities

From the distribution of the health centres, majority
of the Counties have less than the optimal number of
health facilities. In total, 15 Counties have excess health
centres with Nyamira (106), Kitui (13), Homabay (11),
and Elgeyo Marakwet (10) having the highest number

of surplus facilities.

c)  Primary Referral Facilities - Level 4 hospitals

Level 4 hospitals are the first referral facilities that
provide the following clinical services: obstetrics
and gynaecology, child health, medicine, surgery
including anaesthesia, and accident and emergency
services. A population of 100,000 is targeted for each
primary referral hospital. They are managed by the
respective County Governments. To achieve the norm,
approximately 476 primary referral hospitals across the
Country are required. Currently, there are 355 level 4
facilities, depicting a deficit of 121 facilities. Figure 8
shows the Counties with an excess or less than optimal

primary referral facilities.
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Figure 8: Gaps in Level 4 Facilities
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As revealed in Figure 9, four Counties (Gatissa, ¢) Tertiary referral facilities/National Hospitals-
Laikipia, Siaya and Tana River) have the optimal Level 6
number of level-4 facilities; 31 Counties have a deficit Tpe tertiary referral facilities focus on highly

and 12 Counties have excess facilities. Whereas Nairobi
County has a deficit of 30 level 4 facilities, Kisumu has
a surplus of 10 facilities.

d)

Secondary referral Facilities-Level 5 hospitals

Level 5 hospitals provide specialized care services
not available at level 4 hospitals. They are staffed
with medical personnel to include general surgeons,
general medical physicians, paediatricians, general and
specialized nurses, midwives, and public health staff.
These facilities are managed jointly by the National
Government and the respective County Governments.
The Secondary referral facilities are required to serve
a population of one million persons across Counties.
The country has a population of 47,564,296. To
achieve the norm, at least 47 level-5 secondary referral
facilities are required. Currently, there are a total of
13 level 5 health facilities, with the majority being the
tormer Provincial General Hospitals. Kiambu County
has two level 5 hospitals while Meru, Kisii, Kakamega,
Kisumu, Nakuru, Garissa, Machakos, Nyeri, Embu,
Trans Nzoia and Mombasa have one facility each. The

country has a deficit of 34 level 5 health facilities.

specialized services and are centres of excellence with
more complex technology and highly skilled personnel.
They have a high concentration of resources and are
relatively expensive to run. They also support the
training of health workers at both pre-service and
in-service levels. The facilities serve a cross-county
population of approximately five million persons.
There are five level 6 health facilities in Kenya. Four
of them are located in Nairobi, namely: Kenyatta
National Hospital; Mathari Hospital; National Spinal
Injury Hospital and Kenyatta University Teaching,
Referral and Research hospital. The Moi Teaching and
Referral Hospital is located in Uasin Gishu County.

The optimal number of level 6 health facilities is nine.

As discussed above, the health facility gap, does not
take into account population distribution within a
County. As a result, the measure ignores travel time
required to access health services, which would be a
challenge for larger Counties that have fewer facilities
and sparsely distributed population. The indicator for
facility gaps as used in the third basis is measured

as follows:
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Facility gap funding of County;

Facilty gap factor; = (M

Y, facility gap funding of County;

ii. Workload

The workload measure has two components namely
outpatient and inpatient visits. Outpatient visits
component considers the three-year average number
of primary health care visits to levels 2 and 3 health
facilities, while the inpatient visits component considers
the three-year average in-patient days in levels 4 and
5 hospitals. The indicators for workload are measured

as follows:

No. of outpatient care visits of County;

Primary health care factor; =
¥#2, No. of outpatient care visits of County i

No. of in-patient days of County;

In-patient days factor; =
21 No. of in-patient days of County;

In constructing the index for the health parameter,
the Commission considered the core responsibility
of County government as being that of providing
preventive health care. In this regard, the facility gap
is weighted at 20 percent, primary health care visits
weighted at 60 percent and in-patient days weighted
at 20 percent. The health parameter computed from

Figure 9: Distribution of the Health Parameter

these three variables is weighted at 17 percent which,
to the extent that it will inform County Governments’
aggregate actual budgetary allocations towards the
health function, is above the Abuja Declaration made
in 2001 that requires an allocation of atleast 15 percent

of annual country’s budget to the health sector.

The Gini coefficient for the health parameter (Figure
9), is 0.3 which is closer to zero. This means that the
health parameter distributes revenue equitably among

all the Counties.

4.2.2. Agriculture Parameter

Expenditure needs on agriculture arise from the
provision of the following services: crop and animal
disease control, administrative expenses and salaries,
provision of inputs such as seeds, water harvesting
including construction of dams, value addition
equipment, subsidized artificial insemination (Al)
services, mechanization, development of irrigation

infrastructure, among others.

Globally, some of the indicators applicable to
measure expenditure needs in the agriculture sector
include: Global Hunger Index* (GHI); number and

120 7

100

80

60

40

20

Source: CRA, 2019
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* The GHI is a composite score that measures undernourishment,

child wasting, child stunting, and child mortality. The measure
ranges from 0 (best) to 100 (worst).
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proportion of farmers’ with access to extension
services; prevalence of selected animal/crop diseases
and pests; acreage of arable land; and number and
proportion of farmers/livestock/fish producers with
membership in marketing cooperatives. Countries
that use an agriculture parameter in their transfer
framework include, India which uses the parameter
to transfer resources from states to local governments.
The parameter is based on the inverse of gross value of
agriculture output per person, proportion of agricultural
income in total income of the district and number of

agriculture labourers.

The Third Basis recommendation uses extension
services as a measure of expenditure needs. There are
several norms in the provision of agriculture extension
services. The Food and Agriculture Organisation
(FAO) norm requires that one extension officer
serves 400 farmers. This assumes the staff provides
extension services across the agricultural sub sectors.
However, in the case of Kenya, there are different
subject matter specialists across the sub sectors (crop,
livestock, veterinary, fisheries and irrigation). Thus, it
is imperative to deploy staff across all the sub sectors
in varying numbers depending on agricultural activities
practiced in different areas, population density and

area coverage.

Figure 10: Distribution of the Agriculture Parameter

Based on the FAO norms above, in Kenya, each
administrative ward should be served by five extension
officers (crop, livestock, veterinary, fisheries and
irrigation). The ratio of extension officers to farmers
can be used as a measure for allocating funds in the
agricultural sector. However, in the absence of a
farmer’s register, the Third Basis recommendation
uses rural households to proxy the needs for extension
services as a measure for sharing revenues. Allocation
to Counties is based on the shate of rural households
as of 2019 census, and minimum share to the Counties
of Nairobi and Mombasa which do not have rural
households. the the

Agriculture Index is measured as follows:

Accordingly, indicator for

Agriculture Index; =

Rural households in County;
0.005 * Minimum Share Index + 0.095 * e (4)
Y7, Rural households in County;

The agriculture services parameter is weighted at 10
percent. This allocation is in line with the Maputo
Declaration of 2003 which requires that governments
allocate at least 10 percent of their total budgets to

agriculture and rural development.

The Gini coefficient for the agriculture parameter
(Figure 10), is 0.28 which is closer to zero. This means
that the agriculture parameter distributes revenue

equitably among all the Counties.
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Sonrce: CRA 2019
> A person who owns, works on, or operates an agricultural enter-
prise that cultivates land or crops, or raises animals including live-
stock and fish.
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4.0 Determination of Parameters and Weights for the Third Basis Recommendation

4.2.3. Population Parameter

Population is used as an indicator of expenditure
need for public goods and services of subnational
governments. The use of population ensures equal per
person transfers. Ethiopia, Philippines, India, Indonesia
and Nigeria among others have used population in

their intergovernmental financing frameworks.

The Third Basis recommendation uses population
to allocate revenues to Counties for other devolved
services such as: pre-primary education; village
polytechnics; homecraft centres and childcare facilities;
cultural activities; public entertainment and public
amenities; animal control and welfare; fire-fighting
services and disaster management; and, control of
drugs and pornography. Given that these services
are largely population-based, total County population
is considered as an appropriate measure for these

services.

The population parameter is weighted at 18 percent.
Allocation to Counties is based on a County’s proportion
of population based on the Kenya Population and
Housing Census (KPHC), of 2019 as follows:

Polulation Index; = Population of County,; o (5)

Y2, Population of County;

4.2.4. Basic Share Parameter

Basic share allocation is used by subnational

governments to establish administrative, planning and
governance structures at the local level. Countries

that use a basic share parameter in their transfer
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framework include Nigeria, which allocates 40 percent
of the Pederation Account Fund among the states.
Philippines allocates 25 percent of the total shareable
revenue equally among the local governments. Ghana
allocates between 50 and 60 percent of the total
revenue equally to each Metropolitan, Municipality and
District Assembly (MMDA), while in South Africa an
institutional component with a weight of five percent

is divided equally among the provincial governments.

In the Third Basis recommendation, a basic share
componentis provided to enable County Governments
establish and maintain administrative structures and
coordinate participation of communities in County
planning and governance at the local level. The basic
share allocation is based on the estimated personnel
cost of members of the executive and assembly
together with the key systems such as the financial
management system and support staff. This cost is
estimated at Ksh. 63 billion, equivalent to 20 per cent
of the County shareable revenue for FY 2019/2020.
Nineteen percent is shared equally among all Counties
and one percent shared using the inverse of the
County’s population to cushion counties with smaller

populations as shown below:

Basic share index =

inverse of population in County;
0.9 * Equal Share Index + 0.01 Pop Vi ... (6)

%#Z, inverse of population in County;

The Gini coefficient for the basic share parameter
(Figure 11), is 0.17 which is closer to zero. This means
that the basic parameter distributes revenue equitably

among all the counties.
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Figure 11: Distribution of the Basic Share Parameter
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4.2.5. Urban Services

Urban-based services include: solid waste management;
control of air pollution, noise pollution, other public
nuisances and outdoor advertising; and, County public
works and services such as storm water management.
Ghana uses a service pressure factor with a weight of
2 percent to compensate urban assemblies for the over

utilisation of their facility due to rural -urban migration.

Urban services are largely household based and the
proportion of urban households has been considered
a good measure of expenditure needs with a weight

of five percent in the Third Basis recommendation.

Figure 12: Distribution for Urban Services Parameter

The urban services parameter is measured as follows:

Urban index; = Urban households in ?ountyi . (7)
¥ 2, Urban households in County;

The Gini coefficient for the urban services parameter
(Figure 12),1s 0.68 which represents greater inequality.
The parameter is skewed towards Counties with a high
proportion of urban households. Nairobi, Kiambu
and Mombasa Counties constitute 53 percent of
the total proportion of urban households in Kenya.
Counties with a large proportion of people living in
the urban areas require more resources to provide

urban services.
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4.2.6. Land Area

Provision of servicesinalargerarearesultsinadditional
administrative costs in delivering a comparable
standard of service. However, the differences in the
costs of providing services increase with the size of
an area, but only at a decreasing rate and beyond a
certain point, incremental costs become negligible. In
addition, provision of services in small areas may also
result in higher costs due to geographic characteristics
e.g., mountains, swamps, forests, deserts, etc. For these
reasons, the land area parameter has been capped from
above and below in revenue sharing frameworks in
different counties. India uses a land area parameter
capped at 10 percent from above and two percent
from below. However, in Philippines and Nigeria, the

land area parameter is used without capping.

The Third Basis recommendation uses the land area
parameter capped only from above at seven percent,
with a weight of eight percent. Besides administrative
costs associated with provision of services, the
inclusion of this parameter in the basis is intended to
compensate largest Counties, which also happen to be
sparsely populated, for the additional costs they incur
in delivering public services to communities in far-

flung locations.

Figure 13: Distribution of Land Area Parameter

The measure used for this parameter is the County’s
proportion of the land area relative to the area of the

country, defined as follows:

Land area in County;

NG

Land Area Index; = -
#7, Land area in County;

The Gini coefficient for the land area parameter (Figure
13), is 0.57, which represents greater inequality. Five
counties, namely; Marsabit, Turkana, Wajir, Garissa
and Tana River account for 48 percent of the total land

area in the country.

4.2.7. Poverty

The poverty measure is a redistributive parameter
meant to ensure that citizens have access to basic
services, irrespective of where they live. The parameter
is used as a proxy for developmental needs and
economic disparities and therefore ensures allocation
of revenue to disadvantaged areas. Countries use
different measures of poverty for allocating revenues
among subnational governments. South Africa uses
a measure of poverty that takes into account the
proportion of the poor population who fall in the
lowest 40 percent of household incomes. The measure
is weighted at 3 percent. Ethiopia used a poverty and

developmental level parameter with a weight of 25

100

80

60 ~

40 4

20

Sonrce: CRA, 2019

COMMISSION ON REVENUE ALLOCATION
Promoting an Equitable Society

%




4.0 Determination of Parameters and Weights for the Third Basis Recommendation

petcent from 2003/04 to 2006/07 for fiscal transfers
between the federal governments to the regions. The
15" Finance Commission® of India uses a parameter
on income distance with a weight of 45 percent for
fiscal transfers among the state governments. The
parameter measures the distance of the state’s income
from the state with the highest income. Indonesia uses
a poverty head count ratio as a measure of economic
development of a local government with a weight of
10 percent. The Third Basis recommendation uses
the proportion of poor people in a County to allocate
revenues among Counties with a weight of 14 percent
based on the Kenya Integrated Household Budget
survey (KIHBS) data of 2015/2016. The poverty

measure is computed as follows:

No. of poor people in County;

. (9)

Poverty Index; =
3#7, No. of poor people in County;

The distribution of the poverty parameter gives a Gini
coefficient of 0.27 (Figure 14) which is closer to zero.
This means that the poverty parameter distributes

revenue equitably among all the counties.

4.2.8. Roads

Road infrastructure is crucial for efficient and effective

service delivery. Subnational governments with a low

Figure 14: Distribution of the Poverty Parameter

index of infrastructure require motre revenue to
develop and expand their infrastructure. Countries
apply different approaches to cater for uniqueness and
varied levels of development of road networks among
their subnational governments. In India, a composite
index of infrastructure that takes into account
kilometres of roads per 1,000 square kilometre, per
capita power consumption and banks per population
has been used to allocate revenues. South Africa uses a
measure of economic activity which takes into account
the maintenance of provincial roads. In Ghana,
the roads measure considers total road network in
relation to tarred roads in each district. Indonesia has
an infrastructure and public works measure which is
based on the share of roads in poor condition to the

total length of local roads.

In Kenya, roads are generally concentrated in regions
with high population and economic activity (both
agricultural and commercial). However, most large
Counties have poor road network coverage, mainly
because of low economic activities and sparse
population. Due to the above shortcomings of using
the length of County roads, a measure of access to
a motorable road’, which is defined as the Rural

Access Index (RAI) was considered in the Third Basis
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Sonrce: CRA 2019

®  Based on the 15" Finance Commission’s recommendation for the

period 2020-2021.

A motorable road is a paved or gravel road in good and fair
condition and passable all year round by the prevailing means of
rural transport.
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recommendation to allocate revenues under the roads
parameter. The RAI measures the proportion of rural
population that can access an all-weather road within
two kilometres. The roads parameter is assigned a

weight of four percent and is computed as follows:

Rural access index of County; (10)

Rural access Index; = - -
Y1 Rural access index of County;

The distribution of the roads parameter gives a
Gini coefficient of 0.49 (Figure 15). This gives a fair
distribution of revenue given that the Counties with
the highest proportions of population without access
to a motorable road within two kilometres will receive

the highest allocation.

4.2.9. Fiscal Effort

Governments have different capacities to raise
revenues from the prevailing economic activities within
their jurisdictions. Intergovernmental fiscal transfer
frameworks incentivise subnational governments to
optimise their capacity to raise revenue. In Nigeria,
states are incentivised based on their revenue
collection relative to fiscal capacity with a weight of

10 percent. Ethiopia’s fiscal transfer system has an

Figure 15: Distribution of the Roads Parameter

index of revenue effort and sectoral performance of
cach region with a weight of 10 percent. India uses a
fiscal effort measure® with a weight of 2.5 percent to
reward states with higher tax collection efficiency. The
measure is computed as the ratio of the average per
capita own tax revenue and the average per capita state
Gross Domestic Product (GDP) during the three-year
period between 2014-15 and 2016-17.

To incentivise Counties to optimise their capacity to
raise revenue, the Third Basis recommendation uses a
fiscal effort parameter, based on an index defined by
each County’s actual revenue collection relative to the
County’s Gross County Product’ (GCP). The Fiscal
Effort index, which has a weight of two percent, is

expressed as follows:

OSR collections of County;
GCP of County;

(1)

Fiscal effort Index; =

The distribution of the fiscal factor gives a Gini
coefficient of 0.33 (Figure 106), this gives a fair
distribution of revenue under the fiscal effort

parameter.
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Based on the recommendation of the 15% Finance Commission
for the period 2020-2021.

The GCP measures the size and structure of a County’s economic
activity and the changes taking place within the county.
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Figure 16: Distribution of the Fiscal Effort Parameter
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4.2.10.Fiscal Prudence

Fiscal prudence entails efficient and effective
management of public resources by governments.
Intergovernmental transfer systems use fiscal discipline
to incentivise prudent use of public resources. A fiscal
discipline parameter with a weight of 7.5 percent has
been used in India by various Finance Commission'
to share revenue among the States. The parameter
is measured as the improvement in the ratio of own
revenues to revenue expenditures of the State divided
by all States’ average ratio of own revenues to State

revenue expenditures.

The Third Basis

prudence measure based on a number of measures

recommendation uses a fiscal

weighted equally, namely: Auditor General’s opinion
on a County’s financial statements; actual expenditures
by Counties on development; and, establishment of
internal audit committees and County Budget and
Economic Forum (CBEF). In all these areas, the Public
Finance Management Act, 2012 contains expectations

of the Counties.

As far as audit reports is concerned, each County is

assigned a score depending on whether its financial

" Based on the 11" (2000-2005); 12 (2005-2010); and 13* (2010-
2015) Finance Commissions.

statements were qualified by the Auditor-General or
unqualified; adverse opinions as well as disclaimers
are not assigned a score. In addition, the weighting for
the variable on audit reports leans heavily (90 percent)
towards the County Executive and less (10 percent)
towards the County Assembly. As far as development
expenditure is concerned, a County receives a score if
at least 30 percent of its budget was allocated towards
capital spending as legally required, and no score if the
County did not attain this. In terms of establishment
of an internal audit committee, a County is assigned a
score if it has established the committee, and no score
if it has not established one. As is done with the audit
reports, the variable on internal audit committee leans
heavily towards County Executives. Finally, concerning
establishment of a CBEF, a County is assigned a
score if the committee is in place, and no score if the

committee is not in place.

The fiscal prudence measure is assigned a weight of

two percent and computed as follows:

Prudence Index; =
Audit Reports; + Audit Systems; + Development Exp; + CBEF; 12)

4
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Where;

0.9 * County Executive score; + 0.1 * County Assembly score;

Audit Reports; =

Audit Committee; =

Development Exp.; =

.................... (13)
2y (0.9 # County Executive score; + 0.1 * County Assembly score;)
0.9 * County Executive score; + 0.1 * County Assembly score; (14)
#71 (0.9 = County Executive score; + 0.1  County Assembly score;)
County Government performance score; (15)
¥#, (County Government performance score;)
County Government performance score; (16)

CBEF; =

The distribution of the fiscal prudence index gives a
Gini coefficient of 0.25. As shown in Figure 17, this
gives a fair distribution of revenue under the fiscal

prudence parameter.

4.2.11.Access to Water Services

County Governments are responsible for the provision
of clean and safe water'' and sanitation services.
The Commission considered the use of population
without access to safe water and improved sanitation
as a parameter for revenue sharing. However, the
measure on access to safe drinking water does not
take into account time taken and distance travelled.

The measure therefore did not provide adequate

Figure 17: Distribution of Fiscal Prudence Parameter

%2, (County Government performance score;)

information on water scarcity hence, this measure did
not meet the suitability criteria for inclusion in the

Third Basis recommendation.

4.3. Determination of Parameter
Weights

There is no single agreed methodology for determining
the weights assigned to parameters in a revenue
allocation framework. Experience from countries that
have implemented fiscal decentralisation reveals that
these weights need to be continuously reviewed to take
into account changes in policy priorities and objectives

of the transfer framework.
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" WHO defines clean and safe sources of water to include: piped water, boreholes, protected wells, protected springs and rain water;
and improved sanitation to include use of covered latrines, flush or pour-flush toilets or covered latrines connected to main sewer line,

ventilated improved pit latrines (VIPs), septic tanks, cess pools and conservancy tanks or covered cisterns.
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4.0 Determination of Parameters and Weights for the Third Basis Recommendation

The weights of the parameters used in the Third
recommendation were based on different
the

Principal Components Analysis, experience from other

Basis

considerations  including simulations using

jurisdictions, and broad-based consultations.

Using the Principal Component Analysis (PCA), the
correlation between all the parameters, except the basic
share, was assessed. Health, poverty, and urban services
are highly correlated with population. Fiscal effort
parameter is highly correlated with health, population
and urban parameters. Agriculture parameter is
correlated with poverty. Land area and prudence have
very low correlation with other parameters in the
framework, implying that they capture other attributes
besides

measures. All the 10 parameters have been included

those explained by population related
in the framework because Counties benefit differently

from each of the parameters.

The PCA weights were scaled down to allow inclusion
of basic share parameter which was determined from
actual expenditures for both County Assemblies and

Executives, and weighted at 20 percent. The adjusted

weights generated through the PCA process were
subjected to further assessment based on review
of the First and Second Bases, experiences from
other jurisdictions, the country’s national policy
dynamics, and stakeholder consultations. The views of

stakeholders are summarised in Annex II.

The assessment also took into account international
policies on budget allocation with respect to agriculture
and health. The Maputo Declaration of 2003 requires
that governments allocate at least 10 percent of their
total budgets to agriculture and rural development,
while the Abuja Declaration of 2001 requires that
governments allocate at least 15 percent of their
annual budgets to the health sector. This was also
corroborated with the information on vertical transfer
and actual expenditures by County Governments.
Following stakeholder consultations, the parameter on
water was dropped due to inadequate data on water
scarcity across the Counties as measured by time
and distance taken to access water. The final weights
obtained from this triangulation of information are
shown in Table 5.
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Table 6: Generated Weights of Parameters Using PCA

PCA Weights Scaled PCA Weights Final Weights
1 25 20 17

Health
2 Agriculture 10 8 10
3 Water 5 4 0
4 Urban Services 5 4 5
5 Population 25 20 18
6 Poverty 11 8 14
7 Roads 3 3 4
8 Land Area 10 8 8
9 Fiscal Effort 4 3 2
10 | Fiscal Prudence 2 2 2
Total 100 80 80

Source: CRA, 2019

Promoting an Equitable Society
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5.0 CRA RECOMMENDATIONS ON

THIRD BASIS FOR REVENUE

SHARING

5.1. Introduction
The the 'Third Basis

recommendation to Parliament for determination in line
with Article 217(1). In line with the principle of funds

follow functions, the recommendation uses a framework

Commission  submitted

that has four objectives which seek to closely align

funding to functions assigned to County governments.

5.2. Objectives of the Third Basis for
Revenue Sharing

The framework for the Third Basis has four objectives:
to enhance service delivery, to promote balanced
development, to incentivise Counties to optimise
capacity to raise revenue and to
incentivise prudent use of public
The

functions of County Governments

resources. framework maps
to the service delivery components

to determine expenditure needs
and appropriate measures for the
parameters to be wused to share
revenues. The final framework of the
recommendation submitted to the

Parliament is summarised in Table 6.
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“ Phasing-in entailed
the setting aside of 15
percent of the annual
increment in equitable

share allocation to
Counties for the FY in

which the recommendation

5.3. Implementation of the Third
Basis Recommendation

The Commission recommended that the Third Basis
recommendation be implemented in a phased-in
approach to avoid disruption in service delivery and
development programs. The disruption arises from:
change of the framework underpinning the basis, use
of more recent data and the introduction of additional
parameters. The phasing-in entailed the setting aside
of 15 percent of the annual increment in equitable
share allocation to Counties for the 'Y in which the
recommendation is first used to share revenue to
the Counties. This is in line with Article 203(1)(d)
which, require the criteria to take
into account the need to ensure that
County Governments are able to
perform functions assigned to them
and Article 203(1)(j) which, provides
that a revenue sharing basis should be

stable and predictable.

is first used to share
revenue to the Counties
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Table 7: Third Basis Recommendation Framework

Public Sector Constitutional Functions & Powers Indicator of Weight

Function Expenditure

Obijective 1: Enhance services delivery

1.1 Health - County health services Health index 17%
. Agriculture . .
1.2 Agriculture . Agricultural index 10%
Animal control and welfare
Pre-primary education, village polytechnics, homecraft County population 18%
1.3 Other County centers and childcare facilities
Services . Cultural activities, public entertainment and public
amenities
Utban services and environment Urban households 5%
Control of air pollution, noise pollution, other public
nuisances and outdoor advertising
1.4 Utrban Services : Fire-fighting services and disaster management
Control of drugs and pornography
County public works and services for storm water
management, water and sanitation services
County planning and development Basic share index 20%
. Implementation of specific policies on natural resources
1.5 Public . .
.. . and environmental conservation
Administration
Ensuring and coordinating the participation of
communities in governance at the local level
2.1 Infrastructure - County transport Land area 8%
Trade development and regulation Rural access index 4%
Poverty 14%
3.1 Revenue - County revenue collection Fiscal effort index 2%
collection

4.1 Prudent use of : Establishment of Internal audit committee Prudence index 2%
public resources | . Establishment of CBEF

Expenditure on development

Opinion of the External Auditor

Source: CRA, 2019
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6.0 RECOMMENDATIONS ON

THIRD BASIS FOR REVENUE

SHARING

6.1. Introduction

As stipulated in Article 217, it is the responsibility
of Parliament to determine the basis for allocating
among the Counties the share of national revenue
that is annually allocated to the County level of
government. The Senate received the Commission’s
recommendation and tasked the Standing Committee
on Finance and Budget to undertake further
stakeholder engagement in accordance with Article
217 (2), which provides that in determining the basis

of revenue sharing the Senate shall:

a)  Take the criteria in Article 203 (1) into account;

b) Request and consider recommendations from the

Commission on Revenue Allocation;

c¢) Consult the County governors, the Cabinet
Secretary responsible for finance and any

organization of County governments; and

d) Invite the public, including professional bodies,

to make submissions to it on the matter.

Pursuant to Article 217 (2), the Committee held
the

Commission, the Council of Governors, the National

consultative meetings and hearings  with
Treasury, County Governments, the Institute of
Certified Public Accountants of Kenya, International
Budget Partnership (K), the Institute of Social
Accountability, the Institute of Economic Affairs and

the general public.

In determining its recommendations, the Senate
Standing Committee on Finance and Budget was

guided by the following:

COMMISSION ON REVENUE ALLOCATION
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i, That the parameters used in revenue sharing
basis are an allocation framework tool and not an
indicative budget nor guidelines as to how County
Assemblies should draw the County Government

budgets;
i.  That given the impact of COVID-19 on the

County Governments, it would be necessary to
take into account the provisions of Article 203(1)
(k) of the Constitution which provides that in
considering the Basis for revenue sharing there
is need for flexibility in responding to emergencies
and other temporary needs, based on similar objective
criteria; and,

iii.  That the FY in which the Third Basis of revenue

sharing is to apply had already commenced.

Guided by the above observations and the views
submitted bystakeholders, the Committee recommended

the following basis to Senate for approval.

There are two main differences between the Standing
Committee recommendation and the Commission’s
recommendation. The first difference involves changes
in the weights of parameters as follows: population
from 18 percent to 16 percent; health from 17 percent
to 20 percent; agriculture from 10 percent to 12
percent, urban from five percent to four percent; land
area from eight percent to five percent; roads from four
percent to seven percent; fiscal effort from two percent
to one percent; and prudence from two percent to one
percent. The Committee did not alter weights to basic
share and poverty as initially recommended by the

Commission, at 20 percent and 14 percent respectively.




6.0 Recommendations on Third Basis For Rerenue Sharing

Table 8: Third Basis Recommendation by the Senate Finance and Budget Committee

Indicator of Expenditure Need Assigned Weight

1 Health index 20%

2 Agtricultural index 12 %

3 Population index 16 %

4 Urban services index 4%

5 Basic share index 20%

6 Land area index 5%

7 Rural Access index 7%

8 Poverty head count index 14 %

9 Fiscal effort index 1%

10 Fiscal prudence index 1%
CRA, 2020
The second difference involves measurement of the . JArea of county;
parameter on land area. The Commission measured Land Ratio of county; = S Araoreomy, (18)

the land parameter as the ratio of area of a County to

the sum of all areas of Counties as shown below:

Local Area Index; Land area of County;

¥#, land area of County;

The proposal by the Committee on the land area was
informed by two observations: that the largest 10
Counties receive almost 70 percent of the allocation
from this measure, leaving the other 37 Counties to
share only 30 percent; and, that the measure allocates
funds to Counties on the basis of areas not under the
jurisdiction of Counties such as mountains, gazetted
forests, national parks, military facilities and water
bodies. The Committee, in making its recommendation
on the land area parameter, noted that the parameter
is meant to allocate funds to a County to cater for
the cost of service delivery from the centre to the
extremities, which is similar on average, to the radius
of the County. The radius of a County was therefore
considered by the Standing Committee as an accurate

representation of this distance as defined below:

The report of the Standing Committee on Finance and
Budget tabled before the Senate generated considerable
concerns that led to a stalemate in approval of the
Third Basis. This was on account that the Committee’s
recommendation occasioned substantial losses to some
Counties and gains to others. The proposals to amend
the Standing Committee Report are summarised in

Section 7.2.

6.2. Proposals to Amend Finance and
Budget Committee Report

The Senate proposed various amendments to the report
of its Finance and Budget Committee. It was proposed
for instance, that additional parameters deemed to have
relevance for horizontal revenue distribution (e.g.,
pastoralism, the livestock sector, the blue economy, the
extractive industries and wildlife) be included in the
Third Basis. More substantively, several amendments
were proposed for adjustment of weights attached to
different parameters of the Third Basis. The proposals
are shown in Table 7, with suggested parameters and

weights numbered I — IV as explained below:

COMMISSION ON REVENUE ALLOCATION
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Table 9: Recommendations by Senate’s Finance & Budget Committee, and Other Senate Proposals

Indicator of Expenditure

Recommendation of Senate’s Standing
Committee on Finance & Budget

Other Senate Proposals

Lo o v

Health index 20% 19% 17% 20%
Agricultural index 12% 11% 10% 12%
County population 16% 45% 16% 18% 16%
Urban households 4% 5% 5% 4%
Basic share index 20% 26% 20% 20% 20%
Land area 5% 8% 8% 8% 5%
Rural access index 7% 6% 4% 7%
Poverty 14% 18% 14% 14% 14%
Fiscal effort index 1% 2% 1% 2% 1%
Prudence index 1% 2% 1%
Development index 1%

TOTAL 100% 100% 100% 100% 100%

* Proposal 1 is the Second Basis

1. The first proposal was that for FY 2020/21 to
2024/25, Counties’ equitable revenue share
allocation not exceeding Ksh. 270 billion be
shared using the Second Basis (proposal 1'%,
while amounts over and above Ksh. 270 billion
be distributed using proposal II. Accordingly, the
total equitable revenue share for a County would

be computed using the two formula (I & II).

2. The second proposal was that the criteria used
to distribute Counties equitable revenue share
in FY 2019/20 be maintained in FY 2020/21
(proposal I) as well as for subsequent FYs in
which allocations do not exceed Ksh. 348 billion.
However, in FYs with allocations over and above
Ksh. 348 billion, it was proposed that proposal
III be used.

3. The third proposal was that until Counties’
equitable revenue share reaches Ksh. 395 billion,
90 percent of the allocation should be distributed
using proposal I1I, with the remaining 10 percent

being used to cushion Counties whose allocations

12 Proposal I* is the Second revenue sharing basis as applied in
FY 2019/20.
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their FY 2019/20
allocation. The purpose of cushioning was to
actualize the objective of Article 203 (1) (j) of the

would reduce compared to

Constitution.

4. The fourth proposal was that:

a) for FY 2020/21, Counties’ equitable revenue
share allocation be distributed using the Second
Basis (proposal I);

b)in FY 2021/22, Counties’ equitable revenue
share allocation be distributed using proposal I
foramounts not exceeding Ksh.316.5 billion, and
proposal IV for any amounts over Ksh.316.5
billion; and,

¢)in FY 2022/23-2024/25, Counties’ equitable
revenue share allocation be distributed using

proposal IV.

The Senate failed to reach a consensus on any of
the above proposed amendments to the Finance and
Budget Committee Report. The proposed amendments
did not solve the concern that the Third Basis
recommendation occasioned substantial losses to some
Counties and gains to others. This led to the formation

of a twelve-member Special Committee of the Senate




to consider the various proposed amendments and
build consensus. In building consensus, the Special

Committee was guided by the following principles:

i.  The need to reduce losses to a minimum level
without disenfranchising the Counties that could
otherwise gain from the new basis;

ii.  The need to ensure that proposed allocations to
Counties do not fall below their actual allocation
for FY 2019/20 i.e., that no County should get
less than its actual allocation for 2019/2020;

iii.  The need to put in place a framework to cushion
Counties that would have a loss as a result of use
of the Third Basis; and

iv.  The need to set a maximum limit of loss of

revenue which a County may suffer.

The
the Parliamentary Budget Office, the Commission,

Committee engaged stakeholders including

the National Treasury, and the Senators that had

Table 10: Proposals by the Special Senate Committee

Indicator of Expenditure

6.0 Recommendations on Third Basis For Revenue Sharing

proposed amendments to the Finance and Budget
Committee Report. Guided by revenue projections for
the period of the Third basis, the Special Committee
recommended the following two options to the Senate

for determination:

Option 1: The Special Committee recommended
that equitable share for each County Government
for FY 2020/21 be maintained at the same level as
FY 2019/20 (proposal I¥). Equitable share for FY
2021/22 to 2024/25 for an amount not exceeding
Ksh. 316.5 billion, allocation ratio for FY 2019/20
be maintained (proposal I*) and for any additional
amount of equitable share above Ksh. 316.5 billion
but below Ksh. 325 billion, proposal II be applied.
For Equitable share of Ksh. 325 billion and above,
Ksh. 273 billion be shared using proposal I and any
additional amount above 273, proposal II be used to

share the amounts among Counties.

1

Health index 17% 20
Agtricultural index 10% 12
County population 45% 18% 16
Utban households 5% 4
Basic share index 26% 20% 20
Land atea 8% 8% 5
Rural access index 8% 7
Poverty 18% 14% 14
Fiscal effort index 2% 1
Prudence index 1
Development index 1%

TOTAL 100% 100% 100

Source: CRA 2020
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Option 2: As an alternative, the Special Committee
recommended that for FY 2020/21, the allocation
ratio for FY 2019/20 be maintained (Proposal I*).
For FY 2021/22, for an equitable share not exceeding
Ksh.316.5 billion, allocation ratio for FY 2019/20 be
maintained (Proposal I*) and that for any additional
amount of equitable share of Ksh.316.5 billion and
above, Proposal III to apply. For FY 2022/23-
2024/25 only Proposal III to apply.

The Special Committee further recommended that
should Proposal III be considered as the Third basis, a
cap of 10 percent on the losses as a result of application
of the formula be imposed. This was meant to ensure
that, no County suffered more than 10 percent of their
FY 2019/2020 actual allocation.

6.3. Approved Third Basis
The Senate in its sitting of September 17" 2020,

considered the Special Committee options and a higher
equitable share allocation to Counties for FY 2021/22
of Ksh.370 billion. By a resolution of 41 Members, the
Senate approved Proposal II in Table 10 as the Third

Basis for revenue sharing among County Governments.

6.3.1. Implementation of the Third Basis

The implementation of the third revenue sharing basis

is in two parts:
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a)  Equitable share allocation for FY 2020/21

Parliament approved that the sharing of revenue
among County Governments for FY 2020/21 remain
the same as allocations for FY 2019/20. The resolution
to allocate Counties the same equitable share for the
two FYs was an amendment to the resolution of
Parliament on the Second Basis for sharing revenues
among County Governments. The approved Second
Basis provided for annual variation in allocations to
Counties based on the changes of the fiscal effort
parameter and the changes in the annual equitable

share allocation to Counties.

b)  Equitable share allocation for FY 2021/22 to
2024/25

Parliament, in approving the third revenue sharing
basis for FY 2021/22 to 2024/25, introduced a
baseline allocation to each county and conditioned
implementation of the third basis to a higher equitable
share allocation to Counties of at least Ksh. 370 billion.
The baseline allocation was pegged on 50 percent
of each county’s equitable share allocation for FY
2019/20. This amounted to Ksh. 158.25 billion. The
approved third revenue sharing basis will therefore
apply to equitable share allocations net off the baseline
allocation of Ksh. 158.25. In addition, Patliament
asserted that equitable share allocations to each county
for FY 2021/22 to 2024/25 must be higher than or
at least equivalent to each county allocation for FY

2019/20.
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LESSONS LEARNT IN

PREPARATION OF THE
THIRD BASIS

The third basis recommendation has been prepared
in line with the provisions of Articles 201; 216(1);
217(1) and 203(1) of the Constitution. The following
lessons were learnt from the process of preparing and

approving the third basis:

1. Availability of Data: Preparation of a revenue
transfer framework is dependent on the nature
and quality of data available. Detailed data is
provided by the KNBS from both the household
surveys and population and housing census,
which are carried out every five and ten years,
respectively. Given that the revenue sharing basis
is to be reviewed every five years, the Commission
is bound to interchangeably use the two data
sets. Caution has to be exercised to minimise
variability in revenue sharing occasioned by the
interchangeable use of the two data sets. This
is important in ensuring that change of the
basis for revenue sharing does not constrain
implementation of programmes and projects by
county governments, in with the Article 203(1) (j)
of the Constitution.

The Constitution provides for a review of
the basis every five years. It is also possible to
review the basis within the five-year period. In
anticipation, the Commission should work with
the KNBS to collect relevant and adequate data

for preparation of future bases.

2. Type of data: Besides availability of data, a
careful choice has to be made on whether to
use outcome or expenditure data. The choice

of which data sets to use will largely depend on
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the objectives underpinning revenue sharing.
Depending on which data set is used, the sharing
will present different outcomes for different
counties. Of importance, is that equity has to be

realised.

Determination of parameters and weights:
There is neither a standard norm on determination
of parameters to be included in a financing
framework nor a procedure on how to determine
the weights. The measurement and weighting of
a parameter will largely depend on the underlying

objectives and availability of reliable data.

Stakeholder Engagements: Revenue sharing
is both a technical and political process. It is
important for the Commission to extensively
engage all stakeholders, especially on the objectives
to be realised. Given that the Commission’s
responsibility is to recommend a basis for revenue
sharing with Parliament retaining the responsibility
to determine the basis, it is absolutely important
that the two institutions work together throughout
the process of preparing revenue sharing basis. At
every step, the two institutions should endeavor
to build consensus, without compromising the
equity objective and the independence of each

institution.

Responsibilities/Timelines: The Constitution
has provided a timeline of every five years for
preparation of a new revenue sharing basis.
Experience from the preparation of the last three
bases has shown that building consensus takes a

lot of time. To avoid delays in determination of




the bases, the Commission has a responsibility
to commence preparation of any new basis at
least two years before the expiry of the current
basis. This will provide the Commission adequate
lead time to consider different frameworks and
undertake consensus building with county and
national level stakeholders. It will also provide
Parliament adequate time to ensure the basis
is approved before the commencement of a

financial year to ease transition.

0.

7.0 Lessons Learnt In Preparation of The Third Basis

Political Interests: Members of Parliament who
determine the basis represent their constituents’
interests. It is therefore in the interest of MPs
that the status quo is retained or improved. These
political expectations need to be carefully managed
to avoid a situation of splitting the country into
“gainers” and “losers”. This can be achieved by
providing for a phased-in implementation of the

basis through a transitional grant.

=
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Annexes

Annex I: Functions of the National and the County Governments

1.

11.

12.
13.
14.

15.

16.

17.

National Government Functions

Foreign affairs, foreign policy and
international trade

The use of international waters and water
resources

Immigration and citizenship
The relationship between religion and state

Language policy and the promotion of
official and local languages

National defence and the use of the national
defence services

Police services, including; (a) the setting of
standards of recruitment, training of police
and use of police services; (b) criminal law;
and (c) correctional services

Courts

National economic policy and planning

. Monetary policy, currency, banking

(including central banking), the
incorporation and regulation of banking,
insurance and financial corporations

National statistics and data on population,
the economy and society generally

Intellectual property rights
Labour standards

Consumer protection, including standards
for social security and professional pension
plans

Education policy, standards, curricula,
examinations and the granting of university
charters

Universities, tertiary educational institutions
and other institutions of research and
higher learning and primary schools, special
education, Secondary schools and special
education institutions

Promotion of sports and sports education

18

19.
20.
21.

22.

23.
24.
25.

20.
27.
28.
29.
30.

31.

32.

33

34

. Transport and communication, including, in
particular: (a) road traffic; (b) construction
and operation of national trunk roads;

(c) standards for the construction and
maintenance of other roads by counties; (d)
railways; (e) pipelines; (f) marine navigation;
(g) civil aviation; (h) space travel; (i) postal
services; (j) telecommunications; and (k)
radio and television broadcasting

National public works
Housing policy

General principles of land planning and the
coordination of planning by the counties

Protection of the environment and natural
resources with a view to establishing

a durable and sustainable system of
development, including, in particular: (a)
fishing, hunting and gathering; (b) protection
of animals and wildlife; (c) water protection,
securing sufficient residual water, hydraulic
engineering and the safety of dams; and (d)
energy policy

National referral health facilities
Disaster management

Ancient and historical monuments of
national importance

National elections
Health policy
Agricultural policy
Veterinary policy

Energy policy including electricity and gas
reticulation and energy regulation

Capacity building and technical assistance to
the counties

Public investment

. National betting, casinos and other forms of

gambling

. Tourism policy and development

%
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County Government Functions

1. Agriculture, including: (a) crop and animal
husbandry; (b) livestock sale yards; (c)
County abattoirs; (d) plant and animal

disease control; and (e) fisheries

2. County health services, including, in
particular: (a) County health facilities and
pharmacies; (b) ambulance services; (c)
promotion of primary health care; (d)

licensing and control of undertakings that

sell food to the public; (e) veterinary services

(excluding regulation of the profession); (f)

cemeteries, funeral parlours and crematoria;

and (g) refuse removal, refuse dumps and
solid waste disposal

3. Control of air pollution, noise pollution, other

public nuisances and outdoor advertising

4. Cultural activities, public entertainment
and public amenities, including: (a) betting,
casinos and other forms of gambling; (b)
racing; (c) liquor licensing; (d) cinemas; (e)
video shows and hiring; (f) libraries; (g)
museums; (h) sports and cultural activities
and facilities; and (i) County parks, beaches
and recreation facilities

5. County transport, including: (a) County
roads; (b) street lighting; (c) traffic and
parking; (d) public road transport; and
(e) ferries and harbours, excluding the
regulation of international and national
shipping and matters related thereto

6. Animal control and welfare, including: (a)
licensing of dogs; and (b) facilities for the
accommodation, care and burial of animals

10.

11.

12.

13.
14.

Trade development and regulation,
including: (a) markets; (b) trade licenses
(excluding regulation of professions); (c) fair
trading practices; (d) local tourism; and (e)
cooperative societies

County planning and development,
including: (a) statistics; (b) land survey

and mapping; (c) boundaries and fencing;
(d) housing; and (e) electricity and gas
reticulation and energy regulation
Pre-primary education, village polytechnics,

homecraft centres and childcare facilities

Implementation of specific national
government policies on natural resources
and environmental conservation, including:
(a) soil and water conservation; and (b)
forestry

County public works and services, including:
(a) storm water management systems in
built-up areas; and (b) water and sanitation
services

Firefighting services and disaster
management

Control of drugs and pornography; and
Ensuring and coordinating the participation
of communities and locations in governance
at the local level and assisting communities
and locations to develop the administrative
capacity for the effective exercise of the
functions and powers and participation in

governance at the local level
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Annexes

Annex II: Main Issues from Public Consultations

Public Sector
Function

Issue

Proposal/Recommendation

Objective 1: Enhance service delivery

1. Health

= The Third basis has no explicit measure
of access to health services

= The facility-based measure
disadvantages sparsely populated
counties

= Weight of health parameter is too low
given high County spending on health

Include a measure of access to health
services/ Health infrastructure

Increase the weight of health parameter

Reduce the weight on Health. Because
health has several conditional grants

Consider a measure on Disease prevalence

(malaria / HIV AIDS)

Use population not accessing health as an
indicator

2. Agriculture

= Number of rural households does
provide a good measure of agricultural
needs

= Weight of 10 percent assigned to
agriculture is low

= Weight assigned to agriculture
parameter is high

= Agriculture measure disadvantages

ASAL Counties

= No County should receive nil on
Agriculture parameter

The basis should incentivize Counties that
are considered grain baskets

Increase weight assigned to agriculture by
reducing weight on poverty

Reduce the weight of agriculture
parameter and increase weight of health
parameter

All Counties provide agriculture services
and should get a fair share of allocation

administration is high

= The basic equal share allocation to all
Counties favours small Counties at
the expense of Counties with larger
population and land area

3. Water = Weight assigned to water is low Increase the weight of water parameter by
reducing weight on prudence
4. Other County = Allocation to Counties is not based on Allocation should be based on needs
services their needs analysis and the County budget needs.
= Early Child Development There is need for survey on current access
Education (ECDE) is lumped to social services to inform resoutce
together with other services allocation
Consider having ECDE as a standalone
parameter in the basis
5, Public = A weight of 20 percent on the The weight of equal share should be
Administration basic share parameter for public reduced and the allocation should not be

shared equally but based on each County’s

administration needs

%
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Issue

Proposal/Recommendation

Objective 2: Promote Balanced Development

= The parameter on land does not
consider topography yet Counties with
small land area may be having bad
topography which increase cost of
service delivery

= Is CRA objective trying to promote
development everywhere?

Parameter on land should also consider
the topography and give focus on the
settled areas

Parameter should encourage settlement

Reduce allocation based on land
area by 1 percent

Focus should be to develop where the
people are

= Allocation of resources based on
poverty levels is a disincentive to
Counties that are already considered
developed in favour of less developed
Counties and may lead to manipulation
of statistics

= Plenty of resources have been
allocated based on poverty,
however the impact is little

= Introduce a new measure in the basis-
dependency ratio

CRA should consider an incentive for
developed Counties as well

The weight on poverty should be reduced
by 3 petcent which is then added to the
agriculture function to promote food
security and economic empowerment

Article 204(1) of the Constitution
establishes the equalisation fund which is
used to improve services in marginalized
areas to the extent necessary to bring
the quality of services to levels generally
enjoyed by the rest of the nation

CRA should monitor County expenditures
to ensure proper use of resources

No Public Sector
. Function
6. Land area
Poverty
Roads

= The allocation to roads should
incentivise Counties to develop road
network

Terrain affects the cost of road
construction

Increase the weight on the parameter on
roads
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Public Sector
Function

Issue

Proposal/Recommendation

Objective 3: Incentivize capacity to optimise to raise revenue

7. Revenue
collection/

= Fiscal effort parameter puts pressure on
Counties to collect more thus putting
pressure on Counties to over-tax
businesses and this reduces incentive
for investment

= The use of previous year
collection as a basis for
incentivizing Counties is punitive

= The fiscal effort parameter is an
endorsement of inequality since
Counties that collect more will be
allocated more

Fiscal effort parameter should be based on
the tax base of each County and should be
capped

Increase the weight on the fiscal parameter
to incentivise

There is need to incentivize Counties that
collect more revenue through an award
system. CRA to organise this annual
Award

Consider introducing a penalty for decline
in revenue collection

Harmonise own source revenue raising
measures proposed by the National
Treasury and the incentives provided in
fiscal effort parameter in the formula

Objective 4: Incentivize p

rudent use of public resources

8. Prudent use of
public resources

Fiscal responsibility should consider
both allocative and operational
efficiency

= The use of Auditor General reports
denies Counties resources due to past
mistakes of national government and
defunct local authorities

= County Assembly should get a higher
penalty given their oversight role

= The score for development expenditure
component is limiting

= Presence of CBEF does not imply
functionality

= The 35% threshold on wage bill is too
high for Counties

Wage bill should be relooked
at within the contest of
transferred staff and
implementation of the
CARPS report CBAs, hardship
allowances and inherited staff
make the wage bill too high

Measure should only focus on penalty

Need to construct a fiduciary index rather
than relying on audit opinions which may
not be objective- focus on materiality of
opinions

The weight on measures to incentivize
Counties should be kept low to avoid
overall distortion on revenue allocation

The score for development expenditure

should be graduated (0, 1, 2, 3)

The indicator on the County Budget and
Economic Forum should also consider
other aspects such as number of meetings
held, funding levels and efficiency of the

committees.

There is need to Analyse inherited wage
bill and consider an allocation to Counties
as a conditional grant

There is need to incentivize Counties that
prudently use financial resources through

an award system also consider introducing
a penalty on financial imprudence

Sonrce CRA 2018/2019
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