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ABOUT THE COUNTRY ECONOMIC MEMORANDUM

The Country Economic Memorandum (CEM) is a key analytical report produced
by the World Bank analyzing drivers and policy options to boost long-term growth.
The 2023 CEM for Kenya focuses on how including services sectors — a growing sector
in Kenya that is increasingly becoming more tradable — in Kenya's growth strategy can

contribute to long-term growth and job creation, including in non-services sectors.
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CHAPTER 1

Kenya’s Recent Economic Performance
and the Growing Role of Services

enya’s economy has been growing solidly, but maintaining and increasing growth will depend on
Kincreasing private investment and productivity. Between 2010 and 2019, Kenya achieved an average
annual gross domestic product (GDP) growth rate of 5 percent. Growth was more rapid than the average for
sub-Saharan Africa (SSA) and similar to that of lower middle-come countries (LMICs) globally (Figure 1.1).
However, it did lag behind aspirational peers, such as Bangladesh and India (Figure 1.2). After contracting
by a relatively mild 0.3 percent in 2020 due to the COVID-19 pandemic, the economy was able to rebound
relatively rapidly, with real output rising by 7.6 percent during 2021 and 4.8 percent in 2022.

Figure 1.1: Kenya’s economy expanded at a solid Figure 1.2:...although not as rapidly as those of some
pace in the 2010s... other, fast-growing middle-income countries
Real GDP growth, percent, 2010-2019 Real GDP growth, annual average, 2010-2019
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Although growth has been solid, three limitations have emerged with respect to the inclusiveness and
sustainability of growth. First, the recent strong growth period has been associated with a growing gap
between government spending and revenues, and hence more borrowing and high levels of debt. Second,
despite significant public investments in infrastructure to improve Kenya's domestic and international
connectivity, trade and foreign investment have underperformed as drivers of growth. Third, although
poverty declined, economic growth did not translate into enough good new jobs. More than 800,000
people join the labor market every year, but formal sector jobs have only increased by less than 100,000
annually in recent years (Figure 1.3).

The contribution of total factor productivity (TFP) to growth has been flat, or even negative, over the
past two decades (Figure 1.4). Productivity — which is the efficiency with which inputs like capital and
labor are used to produce output - is the key determinant of sustained long-term growth for any country.
Growing productivity of the private sector is essential to generate more, better and more sustainable jobs
in the economy. An expanding private sector plays an important role to enhance the quality of growth by
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mobilizing more private financing and improving aggregate investment efficiency (through domestic as
well as more foreign private investment), position the economy to benefit from global market opportunities
and innovation, and sustainably increase the supply of jobs and earnings opportunities.

Figure 1.3: The labor force is growing much more rapidly Figure 1.4: Growth has relied on capital and labor
than formal sector jobs accumulation, not total factor productivity growth
New jobs and expected labor market entrants, 2016-25 Contributions to potential output growth
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Notes: 2020-2022: estimates,; 2023-2025: projections. Source: World Bank.
Sources: World Bank Kenya Jobs Diagnostic (forthcoming).

The services sector has played an important role in driving economic growth and job creation. Most
growth in Kenya has come from the services sector, which now contributes 54 percent of value added
(Figure 1.5) and 45 percent of total jobs (Figure 1.6). In comparison, agriculture made only a modest
contribution to the increase in value added. The growth in industry was dominated by construction activity
growth linked to public infrastructure and housing investment, rather than tradeable manufactures.
Manufacturing did expand between 2009 and 2022, but at a lower growth rate (3.4 percent) than services
(5.4 percent) or other industrial sectors (7.0 percent).

Figure 1.5: Most of the growth of Kenya’s economy has Figure 1.6: ...and services have also accounted for the
been in services... bulk of new jobs
Annual real value-added by sector, constant 2016 KSh, 2009-2022 Employment shares, 2006-2019
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Policies focused on private sector growth should include services sectors — despite high growth in this
sector, many barriers remain. Delivering higher growth in Kenya requires higher productivity in all sectors
of the economy. Services should be included in this policy focus, given their growing importance but also
growing potential. Although the traditional path of development for many countries has been through
industrial sectors, both global and Kenyan evidence highlights that services are becoming increasingly
tradable and can play an important enabling role in fostering wider economic growth in other sectors. In
Kenya, labor productivity in services has also been increasing, exceeding that of industry and agriculture
in recent years (Figure 1.7). Despite this, as analysis in this report shows, many regulatory barriers to the
sector remain in place.

This Country Economic Memorandum (CEM) focuses on the question of how seizing opportunities
in the services sector more effectively can significantly boost Kenya'’s long-term economic growth
trajectory, and contribute to lowering inequality by increasing opportunities for households at the
bottom of the income distribution. The development of the services sector is not an alternative to
industrialization but rather can be an enabler of economy-wide growth, including in manufacturing, and
agriculture too. Services provide important inputs to both the manufacturing and agriculture sectors:
they provide the logistics to trade goods, including getting agricultural goods to market, they facilitate
technologies used inthe production process, and they channel the financing for much-needed investments.

The CEM focuses on five dimensions of how services contribute to growth and job creation (Figure 1.8):

Figure 1.8: Five channels to grow sevices sectors in Kenya

Productivity can be increased by enabling the shift of factors of production including
labor into higher value-added services activities, especially global innovator services
(ICT, professional, technical and financial services).

Services benefit other sectors through linkages and in this way create new
jobs, but these linkages need to be strengthened.

The productivity of the services sector can be increased through adopting more
BOOST sophisticated technologies and by increasing competition.

Although services are contributing more to Kenya’s trade and investment, this can be
accelerated by removing restrictions, which remain significant.

Growth in the services sector can also benefit low-skilled and low-income workers, and
households at the bottom of the income distribution, by providing employment and
technology that improves livelihoods — this can be further promoted through education,
training, and active labor market policies.
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CHAPTER 2
SHIFT to Higher Value-added Activities in

the Services Sector

Global innovator services account for only two percent of direct employment but almost a fifth of
economic growth. Further growth in these services is possible, especially with appropriate enabling
policies such as those to improve Kenya’s skills mix and remove regulatory bottlenecks.

The services sector is not a monolith, but a heterogenous group of activities capturing a wide range
of activities. The report groups services in four categories (Figure 2.1), based on common characteristics
(trade, skill intensity, and degree of linkages with other sectors):

« Global innovator services, such as information and communication technology (ICT), professional and
technical, as well as financial and insurance, services, which are tradable but also rely on higher skilled
employment. These services also tend to be linked to other sectors by forming important inputs to
other sectors.

- Low-skilled tradable services, such as accommodation and food services, transportation and storage
services and wholesale services. These services are less skill intensive but can be exported. For
accommodation and food services, exports mainly happen through tourism. For transportation and
storage services, exports tend to be closely linked to goods exports.

« Low-skilled domestic services, such as retail services, personal services, and administrative and support
services, are less skill-intensive and serve mostly the domestic market.

« Social services, such as health-care and educational services, are skill-intensive but mostly serve
domestic markets. Many of these services tend to be publicly provided.

Figure 2.1: Services differ in the degree to which they are traded and their reliance on skills

Tradability, skill intensity and employment (bubble size), by services sector, 2017
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Note: Skill intensity is proxied by the share of workers in high-skilled white-collar occupations (managers, professionals and technicians) according to the KNOCS
occupational classification. Tradability is proxied by the value of services imports and exports (excluding mode 3) over value added in that sector, normalized at the value
of ICT. The tradability value of accommodation and food (566) has been truncated. The bubble size represents employment share. Values refer to 2017. Arts and recreation
includes both publicly provided services (e.g., museums) as well as privately provided services and can therefore fit both the social services and low-skilled domestic
categories.

Source: KCHS (KNBS), Economic Survey (KNBS), WTO TiSMoS, ILOSTAT.
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Global innovator services represent only 2 percent of total employment, but 14 percent of value
added and 19 percent of value-added growth in Kenya. Global innovator services consist of ICT services,
financial services, as well as professional and technical services. Growth in global innovator services has
been outperforming that of other services, especially in recent years (Figure 2.2). Between 2018 and 2021,
the value added of global innovator services grew by 7 percent, the highest of any services group and also
almost double the combined growth in agriculture (2 percent) and in manufacturing (2 percent).

Kenya already has a large share of digital businesses relative to its size and population. According
to the World Bank's global database on digital businesses (Zhu et al. 2022), Kenya boasts one of the
highest levels of digital business presence. Businesses have both grown locally, as well as from abroad.
Kenya is an emerging hub for digital services, which are making a growing contribution to trade.
Digital services exports now account for about one-third of Kenya's services exports, up from just
above 10 percent in 2005.

A well-qualified workforce is crucial for global innovator services, but the availability of skills remains
an important constraint for firms. Close to half of employers (48 percent) in global innovator services
indicate that graduates from the education system are not meeting their skill needs (Figure 2.3). This is
higher than in other services or in manufacturing. The supply of a qualified workforce, and especially
graduates with a STEM degree, is crucial. But the sector needs skills across the spectrum, including more
basic skills that are within reach of more people (for example, basic computing skills).

Figure 2.2: Global innovator services account for only 2 percent  Figure 2.3: Close to half of employers in global innovator

of employment, but 19 percent of GDP growth services indicate that graduates do not meet their skill needs
Employment shares, 2006-2019 Employment shares, 2006-2019
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year with comprehensive employment data by subsector.
Employment refers to formal and informal forms of
employment. GDP growth relates to the period 2015-2021.
Social services also includes public administration (2.5 percent
of employment). Source: Calculations based on Economic
Survey (KNBS), ILOSTAT derived from KCHS (KNBS).
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CHAPTER 3

LINK Services More Strongly to Enable

Industrialization and Economic Opportunities

Services are critical enablers of the growth of other sectors, including
manufacturing and agriculture.

ervices play an important role in boosting the growth and productivity of other sectors, through

linkages. This can happen through providing inputs (i.e., being upstream enablers) to the production
process, or by being bundled with manufactured goods (i.e., providing downstream complements).
Examples of how services enable other sectors include transportation and logistical services for goods
exporters, digital services that allow firms to adopt more sophisticated technologies and reach more
customers, or technology extension services benefiting agriculture. Through these linkages, services
enable the growth of other sectors.

Linkages between services and other sectors remain relatively weak in Kenya, meaning that services
contribute less to the growth of other sectors than they could. Roughly one-tenth of agricultural
domestic inputs (Figure 3.17) and one-sixth of manufacturing’s domestic inputs (Figure 3.2) are services,
which is low compared with most peers. By comparison, in some higher-income countries, roughly one-
third of inputs are provided by services. However, domestic linkages of services into manufacturing have
been growing rapidly, indicating the growing importance of services inputs in Kenya.

Figure 3.1: Agriculture has a low level of reliance on services Figure 3.2: The share of domestic services inputs into Kenyan

inputs in Kenya manufacturing is very low

Agriculture has a low level of reliance on services inputs in Kenya The share of domestic services inputs into Kenyan manufacturing is very low
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Services are mainly supplying other services firms, as well as utilities (electricity), and less so firms
in manufacturing and agriculture. More detailed firm-to-firm transaction data based on VAT records
show a similar picture of limited linkages between services, especially of global innovator services, and
manufacturing and agriculture (Figure 3.3). Transport, and wholesale and retail trade, account for the
highest shares of inputs used by manufacturing, highlighting the importance of logistics. Even though
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professional and ICT services are critical for enabling manufacturing and raising its productivity, these
sectors supply only about 3.1 percent of manufacturing's inputs. Much of these services serve the electricity
sector instead. There is great scope to grow use of complementary professional services and productivity-

enhancing ICT to boost manufacturing performance.

Figure 3.3: The production network reveals rich patterns on the
extent of linkages in Kenya

Sector-level trade flows between VAT-registered firms, 2019

Figure 3.4: Transport and communications have the most
export labor income, among services, and part of this income
materializes in other sectors that contribute to their exports
(backward linkages)

Labor income of exports, by sector and skill based on backward linkages
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Note: Indirect backward linkages mean contributions of other sectors to exports
of this sector.

Source: Labor Content of Exports Database (LACEX), developed by Cali et al. (2016).
Data from 2014.

flow, taking the color of the supplying sector. The width of each edge is proportional
to the share of the trade flow with respect to the aggregate volume of trade flows
in the VAT data. Other services refer to ISIC Codes S, i.e,, 2-digit codes 94-96, while
other sectors refer to sectors too small to separate out, such as quarrying and water.

Services generate considerable labor income by supporting exports through forward linkages,
including for unskilled workers. Services inputs account for more than three times the labor income from
exports as manufacturing. The forward service linkages attributed to total unskilled wages are substantial
and twice that of skilled wages, hence, a very large number of unskilled jobs (especially in transportation)
are supported through forward service linkages. Global innovator services in particular have a large scope
to support lower-skilled wages, notably through exports.

In addition to generating export revenues, the exports of high-skilled services create additional jobs
for low-skilled workers through linkages (Figure 3.4). For example, for every KSh 10 earned by a high-
skilled worker involved in the exports of ICT services, another KSh 15 goes to a less-skilled worker directly
employed, and KSh 4 goes to less-skilled workers through linkages, showing how the further development
of skilled services can also support less-skilled workers.
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CHAPTER 4
BOOST Productivity through Technology Adoption

and Competition

Despite growth, firms’ productivity in Kenya’s services sector remains low. Adopting more
sophisticated technologies and boosting competition is crucial to boosting productivity.

Boosting the productivity of Kenya’s private sector, including in the services sector, requires firms
not only innovating and adopting more efficient technologies, but also making markets perform
better. Labor productivity in Kenya remains low, as a result of limited capital deepening and low total factor
productivity. Improving productivity will mean improving the productive capabilities of firms through
innovation, and by making markets operate more efficiently and facilitating entry and exit. Innovation will
often take the shape of adopting existing technologies rather than inventing new ones.

When it comes to the use of technology, Kenya is a country of leaders and laggards. Kenya is leading in
the use of some technologies, especially related to mobile money, but lagging in other areas where there is
scope for firms to increase their performance by adopting more technologies that bring them closer to the
global technological frontier. Data collected by the World Bank on technology adoption by firms show that
there is relatively high dispersion of technological adoption among firms in Kenya, showing co-existence
of relatively technologically unsophisticated with much more sophisticated firms close to the global
frontier (Figure 4.1). This points to there being important opportunities, including through strengthened
market competition, to increase firms’ use of technology and boost overall economic productivity.

Figure 4.1: Technological sophistication of production processes in Kenyan firms are far from the global frontier for the average
firm, although a few are close to it

(a) Manufacturing (b) Services
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Source: Kenya FAT Survey. Source: Kenya FAT Survey.

Information asymmetries — firms not knowing how to adopt technologies and which technologies to
adopt - form an important constraint. According to surveyed firms, limited technological adoption is due
mainly to perceived lack and uncertainty of demand, followed by lack of finance, and (to a lesser extent) lack
of their own capabilities. Many managers also tend to overestimate their firm’s technological sophistication.
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Regulatory barriers to competition are quite high in Kenya compared with regional comparators
(Figure 4.2), and have increased over the past decade. Measures of the restrictiveness of product market
regulations (PMR) — which include many services subsectors — highlight that restrictions to competition
in Kenya are higher than in many middle-income countries and regional comparators. New product
market data suggest few improvements in Kenya's regulatory environment in the past ten years; on the
contrary, additional restrictive regulations have been established. Sectors with high restrictions include
telecommunications and transportation (road, rail and air transportation), as well as requlated occupations
within professional services (e.g., accountants, lawyers, and engineers).

Figure 4.2: Product market regulations are more restrictive than in many other peer countries
Product market regulation (PMR) score, 2013-2017 (a higher score indicates more restrictiveness)
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Source: World Bank analysis based on 2013 OECD PMR database and 2013-2017 OECD-WBG PMR database. Note: Scale is 0 - 6, from least to most restrictive. Overall
restrictiveness of requlations (Overall PMR) calculated based on three sub-indicators: state control, barriers to entrepreneurship and barriers to trade and investment.
The middle-income country average is based on scores for the following countries: Argentina, Bolivia, Brazil, Bulgaria, China, Colombia, Costa Rica, Dominican Republic,
Ecuador, Egypt, El Salvador, Guatemala, Honduras, India, Indonesia, Jamaica, Mexico, Nicaragua, Paraguay, Peru, the Philippines, Rwanda, the Russian Federation,
Senegal, South Africa, Turkey, and Ukraine. The OECD average is based on scores for the following countries that were members at the time of the data: Australia, Austria,
Belgium, Canada, Chile, the Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Israel, Italy, Japan, Korea, Latvia, Luxembourg,
Mexico, Netherlands, New Zealand, Norway, Poland, Portugal, Slovak Republic, Slovenia, Spain, Sweden, Switzerland, Turkey, the United Kingdom, and the United States.

State involvement in services sector companies is also significant, including in competitive sectors
where private sector participation is viable. World Bank data on state involvement show that the
Government has ownership stakes of at least 10 percent, either directly or indirectly, in 132 business
entities operating across 11 percent of Kenyan markets. Two-thirds (67 percent) of businesses with
state involvement (89 of them) operate in services markets. A high proportion—about 73 percent—of
the services sector businesses operate in competitive markets where the economic rationale for State
participation is weak, and some of them are dominant market players in their industries.

Reducing the State’s footprint in competitive sectors of the Kenyan economy can reduce the risk of market
distortions, enhance efficiency, and stimulate private investment. The Kenyan Cabinet recently approved
a Privatization Bill that foresees the establishment of a Privatization Authority. It will be critical to ensure
that privatization processes are transparent and do not lead to new forms of market concentration. Besides
privatization, ensuring the good governance of businesses with State involvement and fair competition
with their private peers is important, to avoid locking resources into inefficient uses and to support
productive investment.
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CHAPTER 5
TRADE Services More by Reducing Trade and

Investment Barriers

Services account for an increasing share of trade and investment, but significant barriers to services
trade and investment remain in place, including for digital services.

ervices exports are growing, with global innovator service exports (especially finance and
Stelecommunications) driving much of the increase. Net exports of services have been increasing over
time and are now substantially higher than net exports of goods (Figure 5.1). Historically, low-skill tradable
exports (mostly logistics and transportation) have accounted for 60 percent or more of Kenya's services
exports, but recently global innovator services have been playing a larger role, growing as a share of total
services exports from about 5 percent to above 20 percent by 2019. This is driven mostly by telecom,
finance and ICT services trade.

Figure 5.1: Net services exports have increased significantly Figure 5.2: Greenfield FDI in the services sector has

compared to goods increased

Net exports of goods and services (USS billion) Total greenfield FDI announced by sector (percent and USS$ million), 2003-2022
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Services-related foreign direct investment (FDI) has been growing from a small base, and now accounts
for around half of announced greenfield FDI (Figure 5.2). This is up from 30 percent in 2003-2007, and
has been driven especially by global innovator services-related investments. Overall, however, realized FDI
remains low relative to Kenya's GDP. This points to the scope for growing FDI as a source of finance, know-
how and connections to drive up services exports, especially knowledge-intensive goods and services,
where global evidence shows that FDI is critically important.

Despite Kenya's reputation and ambition to be a regional hub for finance and business services,
services trade still faces pervasive restrictions (Figure 5.3). The latest World Bank-WTO indicators on
services trade restrictions highlight considerable restrictions to trade and investment in services sectors,
often exceeding those seen in the rest of the East African Community (EAC). These restrictions are most
pronounced in Kenya's finance, business services, and tourism sectors.
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Figure 5.3: Some services sectors in Kenya are virtually closed and Kenyan service restrictions often exceed those in the rest
of the East African Community
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Source: World Bank calculations using WTO-WB Services Trade Restrictiveness Index, 2022.

Reducing trade and investment restrictions, including through implementing Kenya's AfCFTA
commitments, can bring large benefits. Kenya is playing a key role in the African Continental Free Trade
Area (AfCFTA) and stands to generate large gains from reducing tariffs and, especially, from reducing non-
tariff barriers and adopting trade facilitation measures, with many of the gains coming from the services
sector. World Bank simulations suggest that the AfCFTA can increase exports by 40 percent, FDI by 92
percent, the number of formal jobs by 2.6 percent and real GDP by 4.9 percent (by 2035). Realizing these
gains will depend on implementation of Kenya's ambitious services trade commitments under the AfCFTA,
including through domestic regulatory reform to reduce the currently significant degree of restrictiveness.

Digital trade is becoming more important and, despite progress, Kenya’'s framework for digital trade
remains work in progress. Kenya's strong performance in digital trade builds on an environment of
reliable connectivity, supportive government policies and regulation, and a tech-savvy population. Kenya
has been among the pioneers of a comprehensive regulatory framework for digital trade. But more is
needed: most of Kenya's regulations are only partially revised, or are out of date with regard to the best
regulatory practice in each policy area. In addition, substantial regulatory barriers to cross-border data
flows hamper digital trade and cross-border services. Advancing toward strong safeguards for personal
data, complemented by a flexible regime for cross-border data flows, is central to increasing Kenya's digital
services exports further.
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CHAPTER 6

SECURE Inclusion by Making the Services Sector

Work Better for All

Many Kenyans, including those at the bottom of the earnings distribution, rely on the services sector for
a living. Making the services sector work better for low-earners, and poor and vulnerable households, is
key to improving livelihoods, including by leveraging technologies.

his places the focus for policy makers on how to support low-skilled services workers, especially

those in informal sectors. On the labor supply side, this means increasing their skills and capabilities
to move into higher-earning work, while on the demand side this means supporting the growth of firms
and higher productivity jobs. This requires careful targeting: the productivity of many informal firms is
heterogeneous, with many firms performing below formal sector counterparts with likely limited potential
for growth, while a few perform on a par with or above the formal sector.

Figure 6.1: Employment patterns in the services sector differ alongside gender, type of employment and contract, as well as location

Employment composition of the services sector, 2019
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Another way how services matter for inclusion is by bringing new technologies and opportunities to
economically vulnerable people. This includes:

- Services solutions to build human capital ("EdTech”). EdTech solutions in Kenya range from online
learning, e-textbook rentals, school and pupil assessments to inform excellence in teaching and
learning, tutoring, educational resources for teachers, and gamified educational content. In Kenya,
there are an estimated 133 EdTech startups addressing a variety of educational needs. Such solutions
can also be used to provide digital skills or entrepreneurship training.

« Service solutions for agriculture to increase rural inclusion ("AgTech”). Agri-tech (AgTech) solutions range
from mobile phone apps to solar applications, portable agriculture devices, and bio-fortified foods,
and helping farmers to increase productivity, gain better access to markets and prices, as well as
provide financial solutions. There are more than 100 AgTech firms in Kenya, providing solutions that
span the agriculture value chain.
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Service solutions to boost entrepreneurship and productivity. Services also play an important role in
providing firms with inputs, market access and technology, including for lower-income MSMEs. This
includes providing access to finance (“FinTech”), where digital lenders are playing a larger role, market
access through e-commerce and, especially important for women employees and entrepreneurs,
child-care services.

Another opportunity is formed by the gig economy. The gig economy refers to the market of connecting
providers to clients on a short-term or task basis, and is characterized by independent workers, and
payment (rather than salaried or hourly wages) for a specific service or task. Online gig work can support
inclusion by providing work opportunities for youth, women, relatively low-skilled workers, or people in
areas with insufficient local jobs.

Fostering the rapid growth of more skills-intensive services, even if these do not directly employ many
poor and vulnerable Kenyans, remains relevant for furthering Kenya'’s inclusion agenda. This is because
they create income opportunities even for low-skilled workers (including through linkages with other
sectors), and contribute to output, public revenues, and foreign currency earnings (hence, resources for
quality public services, and macroeconomic stability, which are necessary conditions for poverty reduction).

The building of basic digital skills and soft skills is crucial for workers and entrepreneurs to take
advantage of opportunities in the services sector. Not all higher productivity services-related work
requires high-end skills. For many services, mid-level skills are sufficient, combined with soft skills. To be
able to adopt technologies or to be employed in administrative and support services, literacy as well as the
ability to use basic digital technologies — including mobile apps, office software, and email - is important.
For customer-facing tasks, soft skills are also crucial, including communication skills, customer service
skill, and the ability to work in teams. There is evidence that the Kenyan education system is performing
relatively well at the primary education level, but that significant challenges remain in secondary and
tertiary education, where many of the relevant skills are obtained.
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CHAPTER 7

Conclusions and Policies to ACCELERATE the Gains
from Services for Kenya

Kenya has a major opportunity to leverage services in order to spur long-term equitable economic
growth. Realizing this potential requires a whole-of-government approach to improve the integration
of services across all economic sectors, to embed the enabling role of services in the country’s medium-
term economic plans and the Bottom-Up Economic Transformation Agenda, and to build upon the
leadership position that Kenya already enjoys in some services sub-sectors. A useful framework upon
which to structure policy reforms is to implement priorities that emerge along the following dimensions:
shift, link, boost, trade, and secure. An overview of policy recommendations along these dimensions is
given in the remainder of this chapter. However, the scale of the opportunity requires a deliberate and
sustained effort across government, in close collaboration with other key stakeholders, to identify and
implement detailed policy reforms through the lens of this framework.

SHIFT - by enabling the further development of high productivity,
tradable “global innovator” service

High-productivity “global innovator services” (ICT, professional, technical and financial services) have

been driving a large part of economic growth in Kenya. These services are knowledge intensive and

typically depend on digital infrastructure. Policies to grow this sector include:

- Improve skills development, especially by increasing access to and quality of tertiary education,
including STEM degrees, and access to and the quality of TVET.

« Invest in ICT infrastructure to expand access to digital services, and lower access costs in order to
promote universal access to digital services.

« Expand ICT and financial ecosystems to bolster Kenya as a regional hub.

- Continue public sector digitalization efforts.

LINK - by facilitating the use of services across the economy, including in
agriculture and manufacturing

Services provide crucial inputs to other sectors of the economy, and a more interlinked economy
would increase growth. Linkages are an outcome of the development of services and other sectors, but
in some cases the creation of linkages can be expedited or facilitated.

« At the macroeconomic policy level, it will require maintaining an enabling environment for the private

sector to grow and for linkages across and within sectors to increase (see also the first recommendation
to BOOST, below).

« At the microeconomic level, policy can seek to:

o Strengthen firms’ capabilities to supply more and better-quality linked services and non-services
firms’ absorptive capacity to take advantage of potentially linked services.

Reduce search frictions through matchmaking or supplier development programs; and

Increase access to information on the usefulness and availability of linking services through
information campaigns, peer-to-peer networks and business training.

KENYA COUNTRY ECONOMIC MEMORANDUM



BOOST - by encouraging more rapid technology adoption and
strengthening market competition

Increasing productivity requires the adoption of more sophisticated technologies, creating a level
playing field and removing barriers to entry of new firms. This requires a stable policy and macroeconomic
backdrop to facilitate firms’investment as well as securing a level playing field. Policy priorities include:

Provide tax policy clarity and predictability, addressing the coherence of county-level taxation, and
avoiding nuisance and implicit taxes (e.g., excessive permitting and licensing costs).

Address information gaps impeding firms' technology adoption (e.g., facilitating business
development services).

Address regulatory restrictions and barriers to vigorous, fair market competition.

Reassess and reform commercial SOEs with a view to ensuring a level playing field, eliminating conflicts
of interest, and increasing entities’ performance, including through governance reforms that address
SOE management boards.

TRADE - by eliminating the barriers holding back more regional and
global trade and investment in services
Despite growing trade and investment, barriers remain high for services, including for digital trade.

Removing barriers — including as part of regional trade agreements — can significantly boost growth. Policy
priorities include:

- Improve the investment climate, including by facilitating FDI and making the playing field more level.

Reduce restrictions on trade in services and investment, especially in restricted services subsectors,
and implement the EAC joint services “offer” as part of the AfCFTA.

- Reviewing in particular, with a view to limiting, current data localization requirements, to ensure that
Kenya can participate in a single regional data market and take advantage of emerging global digital
services trade opportunities.

Implement the EAC E-commerce Strategy and regional harmonization measures.

Improve and streamline domestic regulations, especially in areas such as paperless trade and consumer
protection.

@ SECURE - by leveraging the potential of services to provide better jobs for,
and to meet the needs of the poor and vulnerable

Making the services sector work better for low-earners, many of them employed in this sector, and poor
and vulnerable households, is key to improving livelihoods. This involves building skills but also increasing
the reach of technologies with the potential to increase inclusion:

Improve skills development, not only at the tertiary level but also at secondary levels, with a focus on
basic digital skills and soft skills, and strengthen TVET.

Expand digital connectivity, including to disadvantaged regions.
Support implementation of extension support services and other technologies in agriculture.

Support the building of firms' capabilities and technology adoption of MSMEs, while also ensuring a
well-targeted approach.

Improve access to credit, including to MSMEs.
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Progress in many of these policy areas could be complementary, yielding gains across
multiple dimensions.

Macroeconomic stability and economic policy clarity, predictability, and consistent implementation, are
foundational to achieving inclusive, sustainable growth, including through the further development of
services. Without these, it would likely prove difficult to achieve any of the shift, link, boost, trade or secure
dimensions of the agenda. Similarly, making Kenya's economy more open to regional and global trade and
investment is directly relevant to the trade dimension, but also likely essential to make progress on shifting
to higher productivity activities, strengthening linkages, boosting efficiencies, and opening up more and
better economic opportunities across the skills spectrum in Kenya’s labor force.

Strengthening Kenya's skills base would enable global innovator services to accelerate, helping to generate
needed growth, revenues, and exports, while also reinforcing the “secure” dimension through increasing
the capabilities of lower-skilled workers to work in related areas and to benefit from digitally-enabled
services.

Addressing constraints to competition by lowering regulatory barriers and addressing the role of
the businesses of the State will not only boost efficiency and encourage innovation, but may address
bottlenecks in the shift of Kenya's economy toward higher productivity activities, and support more trade-
orientation and increased private investment.

The policy agenda arising from the analysis of the growing role and potential of services in Kenya’s
economy is consistent with and contributes to the Government’s “bottom-up” economic strategy. It
points to the need for a major focus on skills development, which builds on Kenya's already considerable
progress and regional lead in human capital development (achieving the highest Human Capital Index
score in continental sub-Saharan Africa), and is essential in equipping all Kenyans with the capabilities
needed to participate in a changing economy. It recognizes that services-related work is already how a
growing plurality of the population earn their living, and seeks to uncover the ways to leverage this to
further expand opportunities.

Closer examination of the evolving role of services in Kenya's economy also adds to a growing body
of research and global evidence that shows that choosing between services and industrialization is a
false dilemma. Growing services can be very much in support of further industrialization and enhance its
productivity and scope to be traded. The same is true of the potential of services to support livelihoods
in agriculture, across the income spectrum from small-holders benefiting from extension services to
high value-added commercial agriculture producing for export, which relies on sophisticated market
information, transport and logistics. Services form important inputs to other sectors in the economy.
Manufactured goods are also increasingly bundled with services—a process known as the servicification
of manufacturing. Seizing the services momentum—as this report examines—will provide growth
opportunities across the entire economy.
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