
ABSTRACT  
 
The role and effectiveness of foreign aid in promoting economic development in the recipient 
countries has been a matter of controversy. The available empirical studies are notable for their 
conflicting findings on the impact of foreign aid on these economies. The answer to this 
controversy depends to a larger extent on how the recipient Central Government uses the foreign 
capital inflow in the public expenditure budget. This study investigates Kenya's fiscal adaption to 
foreign aid inflows by analyzing whether foreign assitance provided for development 
expenditures is fungible. The study considers whether foreign aid reduces the tax effort of the 
government. It also analyzes the impact of total foreign aid and macroeconom.ic reforms on 
public expenditure budget. The study considers whether foreign aid reduces tax effort of the 
government. It also analyzes the impact of total foreign aid and microeconomics reform on 
public expenditure. The study estimates a structural model using the simingly Unrelated 
Regression (SUR) estimation technique. The technique  increases the efficiency of the OLS 
estimators by considering the  cross equation error correlation. Econometric results show that 
both GDP and foreiqn aid stimulates all categories of government expenditure. The results also, 
show that the existernce  of fungibility of foreign aid leads to diversion of aid to expenditures 
other than those that  were  intended to finance. The empirical analysis further shows  that 
despite the existence of fungibility, the availability of foreign aid does not reduce government 
tax effor. LastLy  the results show that the macroeconomic reforms do not reduces recurrent 
expenditure, but has on contrary leads to reductions in development expenditure.The study 
recommends that government enact, policies to reduce the over dependence on foreign aid, to 
guard againat effects of fungibility and to review the adverse effects of 
 macro-economic on the development expenditure, 


