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ABSTRACT
The overall shift of public debt in favour of dortiesdebt in Kenya coupled with the

debt sustainability analysis which showed that dstrnedebt over the period under the
study is not sustainable raises the need for they#® government to formulate and
implement prudent domestic debt management stemtdgi mitigate the effects of the
rising domestic debt levels. The effects of thengsdomestic debts on economic growth
is of main concern. This study seeks to find ogafernment domestic borrowing from
the financial markets has any effects on economowth in kenya in order to be able to
suggest policy measures aimed at debt managemantwibuld promote economic

growth . The Ordinary Least Squares Method (OLS)sed to analyse the yearly time
series data between 1981 and 2012. The Jacque(H&rand the Augmented Dickey
Fuller (ADF) tests have been used in investigative properties of the macroeconomic
time series data in the aspects of normality anidl noot respectively. Cointegration

analysis was conducted using the Engel-Grangerduaki there was evidence of
cointegration at 10% level of significance. Haviaegtablished cointegration an Error
Correction Model (ECM) which links the short runndynics of the model with the long
run was used.

The study shows that domestic debt expansion iny&efor the period of study, has a
positive and insignificant effect on economic growtin view of this, the study

recommends that the Kenyan government should eageuisustainable domestic
borrowing by exploring other avenues of financiig toudget deficit other than just

resulting to more domestic borrowing.



CHAPTER ONE

INTRODUCTION
1.0 Background to the Study

National debt or government debt is the total anh@firmoney that the government has
borrowed from any source. Every level of governméoim national to municipal levels

can have its own debt. All these debts are includdtie total national debt. A national

debt is accumulated borrowing by the national goremt. It is the difference between
all the money that our national government has spent and all the revenue that it has
ever collected since our nation’s inception. Thauah budget deficit is the amount that
our government borrows each year. It is the diffeee between what the national
government spends and the revenue it receivesgariparticular year. So each year’'s
deficit is added to the existing debt. When reveexmeeds spending it’s called a surplus,

which subtracts from the debit.

There are two types of national debt; internal axtiernal. Internal debt is funds
borrowed from sources within the country. -“Publiomestic debt is the debt a
government incurs by borrowing in its own currerfcgm the residents of its own
country”- (Commonwealth secretariat, 1999).The nydioe this type of debt is raised by
selling securities, government bonds and bills.eidl debt is funds borrowed from

foreign lenders, this can include private soura#ber countries and the international



monetary fund (IMF). Other categories of debtsudel secured and unsecured debts,
private and public debts, and syndicated and baatiebts.

Panizza (2007) and Christensen (2005) have shoatnpilblic domestic debt is more
expensive than external debt. This is becauseeaguhlic domestic debt keeps on rising,
governments resort to raising interest rate toinaetattracting investors which raises
cost of public debt servicing. The many initiativbat exist and address external debts
clearly show the great focus that has been givesxternal debt. Such initiatives include
the Heavily Indebted Poor Countries (HIPC) andNhatilateral Debt relief initiative by
the World Bank and the International Monetary F(iMiF). There is therefore the need
to look at the domestic debts. Kenya has been ngnnét repayments of debt for more
than a decade while domestic debt has been acctingutapidly over the years (Maana

et al, 2008).

Further most of the literature on the effects dblpudebts on the economic performance
has been within the context of developed countiié®se done in developing countries
mainly focus on external debts. Little is known abthe sovereign default of domestic
debt. Until recently less attention has been paidamestic debt in low income countries
despite its potential significant effects on gowveemt budget, macroeconomic stability,

private sector lending and ultimately growth pemfance (Christensen, 2005).

UNICEF (1999) argues that debt is killing childrédountries are diverting resources

away from special provisions to repay debt; thosstnaffected are the poor, especially



women and children. UNICEF (2000) attributed th&slof 30,000 children each day due

to poverty as government debt related.

1.1 Kenya'’s debt scenario in relation to economicrgwth
Table 1.1 below highlight the trends of Kenya's R8eoss Domestic Product (RGDP),

external debt and domestic debt for the period 18BI2 in Kshs. billions. It shows that
both external and the domestic debts steadily nogk,the external debt rising from 13.0
billion in 1981 to 749.2 billion in 2012 while tlddmestic debt rose from 10.7 billion to
768.7 billion in the same period.

During the first ten years period 1981-1990, thmdstic debt did not exceed the external
debt and this clearly shows that domestic debiscwas not an issue of concern by then.
This was due to good economic performance, exténflalvs were large due to cold war
and that there also prevailed good economic anitigadlstability in the country. During
this period domestic debt are manageable and stalde the real GDP is good enough
to cover the budget estimates.

In the next ten years period 1991-2000, we seedibmestic debt increase at an
increasing rate and even forming a larger portibthe public debt burden. Whereas the
real GDP has not been steady, the trend in the skisraebt has been increasing.

Much increase in domestic debt is noted duringdbetwelve years period 2001-2012, it
is now at an alarming figure of 1 trillion. In tlearlier years that is 1981 to 1984 real
GDRP is seen to decrease with the increase in damgsbt after which the economic
growth is seen to increase with the increase inedin debt and thereafter decreases
with the increase in domestic debt to its lowesnhpof actually less than one in year
2000. The economy did so well between years 20@D@Y with a significant growth in

domestic debt, declined in year 2008, and thenepitied, still with much growth in the
3



domestic debts. The analysis above triggers thstique what is the effect of domestic

debt on economic growth?

Table 1.1: Stocks of Kenya’s Real GDP, external déland domestic debt in kshs
bn as at the end of F/Y for the period 1981-2012

Year RGDP External Domestic
1981 102.29 13.0 10.7
1982 86.05 17.2 14.5
1983 78.26 23.4 17.9
1984 72.2 30.6 20.0
1985 66.64 30.9 22.8
1986 69.66 40.6 27.3
1987 67.93 45.6 35.1
1988 64.26 54.3 39.2
1989 59.12 54.3 42.8
1990 52.3 68.4 53.1
1991 44.18 89.2 56.1
1992 34.42 122.3 63.0
1993 23.66 273.1 103.6
1994 18.85 208.1 103.2
1995 19.38 246 111.4
1996 18.54 359 110.5
1997 16.73 325.5 130.8
1998 16.19 336.3 145.5
1999 15.66 413.8 150.5
2000 14.33 395.7 163.4
2001 14.06 293.3 164.8
2002 13.87 345.6 200.6
2003 13 353.3 245.6
2004 12.24 443.2 254.6
2005 11.75 434.5 253.5
2006 10.92 431.2 286.5
2007 10.64 397.1 318.4
2008 8.56 424.3 335.0
2009 8.05 517.0 401.7
2010 8.19 548.7 534.0
2011 7.5 697.8 624.8
2012 7.15 749.2 768.7

Source: World Bank data base



1.2 Debt Sustainability Analysis
Sustainable debt is the level of debt which allaebtor country to meet its current and

future debt service obligations in full, withoutcoeirse to further debt relief or
rescheduling, avoiding accumulation of arrears,levhilowing an acceptable level of

economic growth. (UNCTAD/UNDP, 1996)

External-debt-sustainability analysis is generabnducted in the context of medium-
term scenarios. These scenarios are numerical a@ls that take account of

expectations of the behavior of economic varialded other factors to determine the
conditions under which debt and other indicatorsiltabilize at reasonable levels, the
major risks to the economy, and the need and stmpeolicy adjustment. In these

analysis, macroeconomic uncertainties, such asukieok for the current account, and
policy uncertainties, such as for fiscal policypddo dominate the medium-term outlook.

(IMF, 2000)

World Bank and IMF hold that "a country can be s&d achieve external debt
sustainability if it can meet its current and fet@xternal debt service obligations in full,
without recourse to debt rescheduling or the acdatiom of arrears and without
compromising growth”. According to these two ingdiiins, "bringing the net present
value (NPV) of external public debt down to abo& Jercent of a country's exports or
250 percent of a country's revenues” would helmiakting this "critical barrier to

longer-term debt sustainability”. High external tisbbelieved to have harmful effects on

an economy.



There are various indicators for determining aanable level of external debt. While
each has its own advantage and peculiarity to wéhlparticular situations, there is no
unanimous opinion amongst economists as to oneigdieator. These indicators are
primarily in the nature of ratios i.e. comparisoetvieeen two heads and the relation
thereon and thus facilitate the policy makers mirtlexternal debt management exercise.
These indicators can be thought of as measurdseatduntry’s “solvency” in that they
consider the stock of debt at certain time in retato the country’s ability to generate

resources to repay the outstanding balance.

Examples of debt burden indicators include; deb&GP ratio, foreign debt to exports
ratio, and government debt to current fiscal reeenatio. This set of indicators also
covers the structure of the outstanding debt inolythe share of foreign debt, short-term

debt, and concessional debt in the total debt stock

A second set of indicators focuses on the shomt-tequidity requirements of the country
with respect to its debt service obligations. Theskcators are not only useful early-
warning signs of debt service problems, but alsghlight the impact of the inter-
temporal trade-offs arising from past borrowing idems. Examples of liquidity
monitoring indicators include the debt service tDRGratio, foreign debt service to
exports ratio, and the government debt serviceutoent fiscal revenue ratio. The final
indicators are more forward looking as they poiat bow the debt burden will evolve
over time, given the current stock of data and ayerinterest rate. The dynamic ratios

show how the debt burden ratios would change inalbgence of repayments or new



disbursements, indicating the stability of the dalnden. An example of a dynamic ratio
is the ratio of the average interest rate on ontbtey debt to the growth rate of nominal
GDP.

Faced with increasing expenditure pressures amndeslgrowth in revenues the Kenya
government has borne huge budgetary deficits, whashmainly been financed through
borrowing. But heavy borrowing particularly fromrdestic market carries the danger of
crowding out the private sector from credit andoting the country’s debt to gross
domestic product (GDP) ratio out of proportion.

According to Parliamentary Budget Office (PBO) thevernment expenditures have
more than quadrupled over the last ten years wiiddl government spending rising by
350 percent to Shs.1.2 trillion in the 2012/20X&ficial year from Shs.264.1 billion in
2002/2003 financial year.

A review of our current public debt indicates thia government has in the recent times
financed its deficit with an increasing proportieihdomestic debt and this represents the
risk that the country may find it difficult to sece the debt in future under modest
economic growth rates, underperformance of revetarge contingent liabilities and
increasing fiscal pressures. Tax experts warn lileatvy borrowing from the domestic
market will crowd out the private sector from ctedi

As at June 2013, Kenya is reported to have a deptass domestic product (GDP) ratio
that is higher than the internationally acceptesh@ard of 45 percent. At the current debt
levels Kenya is reeling from high cost of servicidgmestic debt, a situation that is
slowly pushing borrowing to unsustainable levelsl & likely to stoke interest rates.

Cumulative interest and other charges on domestit fdr the period July, 2012 to May,
7



2013 in the 2012/13 fiscal year amounted to Sh.®ll®n compared with Shs.69.9
billion during a similar period of the previousda year (CBK, 2012). The current debt

level of 48.9 percent of GDP is unsustainable @f&tl Treasury).

1.3 The Research Problem
Public debt in Kenya has been on upward trend ésdpeéor the last ten years (CBK,

2012). In 2010 the country’s total public debt amed to Kshs.1.2 trillion with a major
shift towards the domestic debts. The effect of tiseng domestic debts on private
investment and economic growth is of main concdngh domestic debt induces
uncertainty and negatively affects investments ligh interest rates which reduce
investments and consequently slows down econonowthr Domestic borrowing in
Kenya crowds out private sector (Maana et al,20@8gdit to the private sector is
important in financing short term and long term ibasses plans within an economy.
Without enough credit, the private sector businessmtribution to the growth of the
economy will be impaired due to lack of enough tamecessary for investments. This
is of much importance if Kenya is to achieve hesiom 2030 ambitious goal of
increasing her annual GDP growth rates to an aeesa0%.

Maana et al (2008) found out that heavy domesticomong in Kenya bids up interest
rates which is a disincentive to investment andi (d€895) alludes that this leads to slow
economic expansion. Domestic debt service (intenedtprinciple payments) may lead to
debt overhang in which the returns of investmeat'@xed away’ by creditors, (Classens
S. 1996). Domestic debt channels resources away fpooductive sectors of the
economy hence crowding out private investment amsequently a decline in growth.

8



Increased domestic debt also reduces the countmgdit-worthiness hence scaring
potential investors and foreign lenders. The stulgrefore seeks to find out if
government domestic borrowing from the financialrkets has any effect on the

economic growth of Kenya.

1.4 The Research Objectives

1.4.1 Overall Objective
The overall objective of this study is to empirlgaéxamine the relationship between

domestic debt and economic growth in Kenya forpdeod covering 1981 to 2012.

1.4.2 Specific Objective
1. To investigate the trends in domestic debt and @min growth in Kenya for the

period 1980-2012.

2. To analyze the relationship between domestic delot ather correlates on
economic growth in Kenya.

3. To suggest policy measures aimed on debt managethantwould promote

economic growth.

1.5 Research Justification
Kenya’s rising domestic debt has serious implarsion the country’s development and

debt sustainability. There has been a major shifthe composition of overall public
debts in favour of domestic debt. A significant podion of the government budget is
allocated to servicing public debts every finangrelr, leaving inadequate financial

resources for development activities. Domesticregepayment as a percentage of total



government expenditure was 8.4 percent in 2004/ iacreased to 8.8 percent in
2006/07. Interest payments on domestic debts asr@emage of government revenue
accounted for about 10% in 2006/07, (IMF 2007).

The effect of the rising domestic debts on privateestment and economic growth is of
main concern. Credit to the private sector is ingoarin financing short term and long
term businesses plans within an economy. Withowugh credit, the private sector
businesses contribution to the growth of the econatiii be impaired because of lack of
enough capital necessary for investment. Studiethereffects of public debts on the
economy in developing countries and in particulany@a are scanty, as most studies have
mainly focused on developed countries. Furthedistuon public debt and its impact on
private investment have focused on external defit fiesearch paper aims to filling the
gap by using time series data from 1980 to 201determine the effect of domestic debt

on the Kenyan economic growth.

The study therefore seeks to find out if governméamestic borrowing from the
financial markets has any effect on the economiowtr of Kenya. The study is
important to policy makers as the findings can leagrudent domestic debt management

and decision making that may promote economic growt

10



CHAPTER TWO
SURVEY OF LITERATURE REVIEW
2.0 Introduction
This chapter reviews previous theoretical and eicgdistudies on domestic debt and its
relationship to economic growth. The theoretictrliture review has concentrated on
two different contrasting views to domestic deldttts the traditional and the Ricardian

view. Finally an overview of literature is writtem the empirical studies.

2.1 Theoretical Literature Review
The impact of domestic debt on economic growth lmaranalyzed in the context of two

contrasting views; traditional and the Ricardiagws.

In the traditional view an increase in the governtrebt is a burden on the economy. In
the short run, in view of increase of the governtraebt, the consumer would consider
being wealthier and therefore would resort to higgpending. The increased demand for
goods and services, in view of sticky prices in #tert run, will raise output and
employment. As the marginal propensity to consumehigher than the marginal
propensity to save, the increase in private savialis short of the government dissaving.
The real interest rate would rise in the econongoaraging capital inflow from abroad.
In the long run the higher interest rate would disage investment and thus crowd out
private investment. The lower domestic saving meamaller capital stock which would
lead to domestic debt burden as each generatiatebsirthe next by leaving behind a

smaller aggregate stock of capital.
11



Theoretically the process of crowding out arisesrfithe fact that once the government
borrows heavily from the domestic market, a shatad funds arises prompted by
increased demand for investible funds which drivgerest rates up leading to the
reduction of private borrowing and hence limitimgvpte investment. Nevertheless, other
channels of crowding out exist for example the tgpgublic investment has important
bearing on private investment. This has been agtasgument in both economic theory
and policy as to whether public and private investta are substitutes or complements.
The proponents of free markets argue that goverhnmearvention in the economy
should be minimal. In this regard, they view statévity as competing with the private
sector for the scarce resources in the economyhande driving prices up. This is so if
public sector investments are financed by borrowwigch drives interest rates up
thereby raising the cost of capital for the prive¢etor. The end result is crowding out of

private investments by public sector investments.

In the Ricardian view, government debt is considezquivalent to future taxes, Barro
(1974). Considering that consumers are rationalfarvdard looking, the discounted sum
of future taxes is equivalent to the current defidihus the shift between taxes and
deficits does not generate aggregate wealth effebk®e increase in government
consumption does not affect consumption. The raticonsumer facing current deficits
saves for future rise in taxes and therefore wa&ings in the economy are not affected.

A decrease in government dissaving is matched byagaase in private savings. In view

12



of unchanged total savings, investments and irtteaéss are also unaffected and so also

the national income.

It is also argued that public investment may indeedeneficial for the development of
the private sector. The spill-over from expensiubliz investment that require long lead
time to yield profits (such as infrastructure podg may benefit the private sector. This
is because an economy with world class transpalttcammunication system reduces the
cost of doing business and hence profitabilityatidition public investment in human

capital and health care services improves thessaiid quality of life of manpower in the

economy hence raising productivity. Thus public estvnent may not necessarily
compete with the private sector for scarce ressur&®me private sector investment
might not be financed if financial markets are mell developed as in the case of
developing countries. As such, public investmentobges handy in the provision of

much needed and otherwise expensive investments.

2.2 Empirical Literature Review

In less developed and developing countries, thenfiral markets and credit markets are
still low and under developed. The government heimg therefore may have negative
effects on private credit more than it would in otries with well developed market

economies. A number of studies have been undertekexamine different aspects of

these issues and the relationships between vaviausbles that include private credit,

public debt, budget deficit, interest rates andairdn. This section reviews some of the
relevant studies.

13



Christensen (2005) analyses the role of domesht markets in 27 sub-Saharan African
countries (including Kenya) based on the data spgrthe period 1980-2000. The study
sought to establish whether domestic borrowing dexhout private sector lending in the
period. The study found that domestic debt marketthese countries were generally
small, highly short term, and had a narrow invesi@se. The use of domestic debts was
also found to have significantly crowded out prévaector lending. The findings in this
study in respect to Kenya may not hold at the mdamgeren that a lot of reforms have
been implemented in the management of domesticsdabt in the financial sector as a
whole, since then. Apart from the robust perforneaotcthe economy and the broadening
of the investor base in government securities, ritagurity profile of domestic debts
increased significantly during the period. Christem (2005) observes that by borrowing
from the domestic market, government taps into daimerivate savings that would
otherwise have been available to private sectois Hiffects the private investment
negatively since interest rates go up (if they Hexible). However according to
Beaugrand et al (2002), when interest rates argralted by government, domestic
borrowing by government has a more direct crowdingeffect on private investment by
reducing the amount of credit available to privegetor. Beaugrand et al. (2002) viewed
domestic debt as more expensive than concessi@xéeynal financing. As a result the
interest burden of the domestic debt absorbs sigmf government revenues that would
otherwise be allocated for development activities.

Abbas and Christensen (2007) analysed optimal diendsbt levels in low income

countries (including 40 sub-Saharan Africa cousjriand emerging markets between
14



1975 and 2004 and found that moderate levels ofketaole domestic debt as a
percentage of GDP has significant positive effectseconomic growth. The study also
provided evidence that debt levels exceeding 3&gmerof total bank deposits have
negative impact on economic growth. However, caogiols pertaining to Kenya based
on this study could be obsolete since a lot of gments have been witnessed in the
management of domestic debts since then. The goafdo witnessed an accelerated
economic growth between 2005 and 2007 which wascaptured in the above study.
Abbas and Christensen (2007) argue that the cadbrokstic debts may rise sharply due
to time inconsistency problems when governmentibilggt is low. If the state has weak
(direct) tax collection, as the case in most Lowoime Countries (LICS), the state will
have a strong incentive to monetise (the) deficd ase net domestic financing window
to both generate seigniorage and reduce the redebuwf existing domestic debts. It is
also argued that where lending to the governmemyisly attractive providing a constant
flow of earning, it may crowd out riskier privaternowers, Hauner (2006). This makes
the banks complacent about costs and they enddueirg their motivation to mobilize

deposits in order to fund risky private sector pcts.

An empirical study done in Kenya by Maana, Owind &tutai (2008) sought to analyze
the impact of development of public domestic debtkats in Kenya for the period 1996
to 2007 and provide policy recommendations on hawirhprove domestic debt
management in Kenya. The study adopted Barro grogdhession model used by King
and Levines (1993). The composition of public debkenya was found to have shifted

towards public domestic debt. The study concurrath vChristensen (2005) that
15



significant rise in public debt implies higher dastie interest payments. Regression
analysis indicated that public domestic debt exjpenkad a positive but insignificant
effect on economic growth during the period. Nodevice was found in crowding out
private investors was established. Unlike this wtbg Maana et al, Chirongo C.J.O,
(2003) in his study sought to examine the stru¢tur@gnitude, level and determinants of
public domestic debt in Kenya for the period 1992001. He further examined the trend
and impact of domestic debt directly on the ecomognowth, and indirectly on capital
formation and private cum public sector investméhtie study employed time series data
and found out that the then domestic debt serviaingwded-out private sector

investment though the effect was not significanatathen.

Adoufo and Abula (2010) like Onyeiwu (2012) both Nhigeria analysed causes and
effects of rising public domestic debt on the Nigereconomy. Both studies applied
Ordinary Least Squares (OLS) technique. Adoufo ahdla (2010) established that
domestic debt in Nigeria serve three main purpolsedget deficit financing, monetary
policy tool and development of financial sector.y®wu (2012) showed that the
domestic debt holding of the Nigerian governmens fea above threshold of 35 percent
of bank deposit and this presented evidence of adirgyvout of private investment. In
both studies regression results showed that pdbinestic debt had negatively affected

growth of the Nigerian economy.

Tayaraman and Choong (2006) examine the nexus betdebt and growth in Fiji. They

employ the bivariate model which is likely to suffeom deficiencies arising from the
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omission of relevant explanatory variables, forsththey considered adding two
explanatory variables that is real Treasury biierand the ratio of wages and salaries to
total expenditure which they considered essentiakkplaining the growth in debt. The
paper employed the bounds testing approach to eeathe relationship between Fiji's
economic growth, public debt, real interest ratd #me ratio of government recurrent
expenditure to its total expenditure. Their empirianalysis revealed that economic
growth had a long-run relationship with public del#al interest rates and ratio of
government recurrent expenditures to total exparelitJust like the above Nigerian
studies by Adoufo and Abula (2010) and Onyeiwu @0tlebt influenced growth both in

the short run and in the long run.

Siddiqui and Malik (2002) examine the impact ofrmgsdebt burden on economic growth
of South Asian countries by considering three déife critical ratios which could help in
determining debt burden of the countries, thedegatere debt-export ratio, debt-output
ratio and debt servicing to export or output. Thbtdsituation was found to have changed
and was becoming critical for some countries and assult it could generate negative
impact on economic growth. They examined the impzcexternal debt on growth
through debt-growth ratio and also tested for mmdrities in the relationship. All the
indicators of debt burden, included in the studghhghted the importance of improving
the economic management through improved efficiavfcthe resource use so that the
burden can be effectively reduced. The effect gbybation growth was found to be
negative and this can be controlled by reducingufamn growth rate and improving

human capital which has been omitted in the amalysi
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An empirical study by Singh (1999), investigates thlationship between domestic debt
and economic growth in India. He employs Cointagratest and the Granger Causality
test to explore the relationship between debt armvily, which both support the
Ricardian Equivalence Hypothesis between domestit dnd growth. This is, perhaps,
the only study that was found to support the RieerdEquivalence Hypothesis.

Ricardian Equivalence implies the neutrality of ckstic debt to growth.

Were (2001) in her study of Sub-Saharan Africa (SAted that SSA is still plagued by
its heavy external debt burden compounded by masgeverty and structural

weaknesses of most of the economies, which hagf@ddeconomic growth.

More recently, K.Putunio and M.Mutuku (2013) diekithresearch on domestic debt and
economic growth nexus in Kenya and empirically exet the issue using advanced
econometric technique and quarterly time seriea dpainning from 2000 to 2010. The
study found that domestic debt expansion in Kemyattie period had a positive and a
significant effect on economic growth and in viefattas the study recommended that the
government of Kenya should encourage sustainalteedioic borrowing provided that the

funds are utilized in productive economic avenues.

Sheikh et, al (2010) applying OLS technique for pleeiod 1972-2009, observe that the
stock of domestic debt affects economic growth tpasy but domestic debt servicing is

inversely related to economic growth in Pakistan.
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Wheeler (1999) investigates the macroeconomic imspaf government debt in US by
applying variance decompositions and impulse respdanctions for the period of the
1980s and 1990s. The author tests the Ricardiaiv@ignce hypothesis by examining
the impact of government debt on output price lera interest rates. The results of the
study show that government debt has a negativesigmificant impact on interest rates,
price level and output. Bildirici and Ersin (200&xamine the relationship between
domestic debt and inflation and the findings showleat, the cost of domestic debt
increases on account of inflation and the increpsimst of borrowing are due to non-

Ricardian fiscal policies.

Obi and Nurudeen (2009) determined the effectdsoff deficits and government debt
on interest rates in Nigeria by applying a Vectat@éregression approach for the period
of 1981 to 2006. The findings of the study showt fiszal deficits and government debt
have a positive impact on interest rates. The asthoggest that the government should

increase the revenues and should decrease unngcgssading.

Kannan and Singh (2009), trace out policy conduadtstability of public debt in India by
capturing the dynamic interaction of deficits anebtd with macroeconomic variables
such as inflation, interest rates, trade gap arnpublby applying a 2SLS simulation
technique for the period of 1971 to 2006. The stiinlys out that fiscal deficits and debt
have an adverse impact on all macroeconomic vasabhder consideration in the

medium to long run.
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Jahed, Ramzam and Tarig in the paper domesticatebtnflationary effects: Evidence
from Pakistan investigates the impact of domesgiot dn inflation in Pakistan for the
period 1972 to 2009. The study observes that domesbt and domestic debt servicing
enhance the price level in Pakistan. The effecthef volume of domestic debt and
domestic debt serving on price level is found topbsitive and statistically significant.
Interest rates (cost of borrowing) or debt sengdmfound to be one of the major reasons
for budget deficits in Pakistan. The study propgsagies to reduce the domestic debt,

enhancing the tax base and lowering expendituresigh structural reforms.

Trang and Hien in the paper effects of populatioowgh on economic growth in Asian

developing countries conclude that, higher popoitagrowth rates can lead to a decline
in economic growth that is gross domestic prodectgapita. The main reasons for these
negative effects are capital dilusion, standarddivahg, shallow resources and age

structure.

Klasen and Lawson in the paper the impact of pdajusgrowth on economic growth
and poverty reduction in Uganda examined the liekMeen population and per capita
economic growth and poverty using panel data. Bb#oretical considerations and
empirical evidence suggested that the high pomugbiuts a considerable break on per
capita growth prospects and significantly contrdglito low achievement in poverty

reduction.
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Rodrik and Kennedy in the paper real exchangeaateeconomic growth showed that
devaluation of currency (A high exchange rate) states economic growth and this was

particularly for developing countries.

2.3 Overview of the literature

Most of the literature available is seen to conaton the external debt and or total
public debt however there are a number of studiespublic domestic debt and in

literature above three cases have been reviewécoya.

The review is marked by conflicting results andréfi@re no consensus reached as far as
the effect of domestic debt on the economic grawtienya is concerned. It is shown in
a number of studies that while domestic debt isartgmt in fiscal policy, excess of
cumulated debt negatively affects growth througimgeting private sector on local
resources consequently raising the costs of bomgpwihe studies in particular Kenya
could also be obsolete in the sense that the dud@mestic debt exceeds the external
debt and is also seen to be greater than econaalthly range of domestic debt to GDP
ratio of 45% and hence the need for a study toucapghese dynamics in domestic debt in

Kenya.

This study will utilize appropriate econometric odo analyze the effect of domestic

borrowing on economic growth in Kenya. This studil wse the most current and large
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data, that is, from 1981 up to year 2012. It witlally give policy implications towards

domestic debt management that will promote econgmuwth in Kenya.
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CHAPTER THREE

METHODOLOGY

3.0 Introduction

This chapter provides the methodology used to uaklerthe study and the data
requirement. It starts with conceptual frameworKofwed by model specification in
which the expected signs of the variables are lggtdd. Test for data appropriateness is
discussed under diagnostic and Cointegration tbégthnare expected to be undertaken.

Data source is finally provided in this section.

3.1 Theoretical Model
The Harrod—Domar Growth Model

This growth model was developed by Sir Roy Harnod Bvsey Domar in the 40s. Itis a
long run version of the Keynesian model.
The main prediction of this model is that GDP grovwd proportional to the share of
investment spending in GDP.
It assumes a Leontief or fixed coefficient prodatfunction.

Y = Min {BL ¢ VKo (1)

v, b are constants
Assume that labour is in surplus and capital isc&aa typical characteristic of an LDC.

The production function becomes
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By augmenting equation 2 above to include otherabées that are not included the
equation becomes;

Y = F (DD PCINEL, PG)..ovveee oo A3)

3.2 Model Specification
This study adopts the Traditional view on governtrabt. This theory emphasizes on

aggregate demand in the short run and crowdingrotite long run. According to this
view the issuance of government debt stimulateseggge demand and economic growth
in the short run but crowds out the capital andicegd national income in the long run.
The preferred method of analysis is OLS. This meéthmgy was also employed by
Onyeiwu (2012), Adoufu and Abula (2010), Siddigndavialik (2002) and Were (2001).
For purposes of this study, we adopt the model bye@dvu (2012).
The general regression model is given by;

Y = Bo+ Pr X1+ PaXo +P3XaFeuwiiieaennnnn, Bk XK Eiveeeeeeeeaeeeeinnns (5)

g satisfies all the OLS assumptions.

3.2.1 Estimable Model
We are going to estimate the following OLS model;

RGDP= B+ p1DD + B2 PC +B3 INFL+ B4 PG +& ..covvvvvveeeeeiieaennnn.. (6)
Where;

RGDP — Real Gross Domestic Product in Kshs.bn

DD — domestic debt as in KShs.bn

PC — Private Sector Credit as a percentage of GDP

INFL — rate of inflation (reflects macro-economtalsility)
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PG — population growth rate

& . stochastic variable (error term)

Bo- intercept

B1,B2, Bs, Ba— slopes
Real GDP is taken as the dependant variable toypsmonomic growth and four
independent variables are used in the study withlipudomestic debt as the major
variable and private sector credit, inflation ratel population growth rate as the control
variables. Other variables like foreign exchange,rbudget deficit and Mwhich also
affect economic growth were found to be highly etated with domestic debt and hence
eliminated. Human capital could only affect econogriowth in the long run and hence

could not be incorporated in a short run model.

Table 3.1 Variables and their expected signs

Variable Expected sign
DD -+

PC +

INFL -+

PG -

These expected signs on variables are from theatitee reviewed from other research
papers. Some papers have found domestic debt éota#Conomic growth negatively
while others have found domestic debt to affecheaac growth positively and the same

for inflation. Literature reviewed has it that pate sector credit and investment affects
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economic growth positively while population growshseen as a burden to the economy

and therefore affects economic growth negatively.

3.3 Diagnostic Tests
Diagnostic test establishes whether the model msistent or not. These tests include,

test for normality, serial correlation and heteextksticity test. To test for normality,
Jarque-Bera statistics is used to determine wheteeresidual variances are normally
distributed.

Serial correlation tests are used to establishivenehe residual variances are correlated.
Test of heteroskedasticity is also conducted amslithto determine whether the error
terms have equal variances or not. Heteroskedgstscpresent if the variances are not
constant.

The Ramsey RESET (regression Specification Errat)Tie also conducted in order to

determine whether the functional specificationhe# tnodel is appropriate.

3.3.1 Unit Root Test
Before estimation, test for stationality is carriedt to avoid spurious regressions and
inconsistent results. The first step is to condurgt root tests on the variables used using

the Augmented Dickey Fuller Test.

The augmented Dickey Fuller test is used to cantyuait root tests to establish the order
of integration of the individual series. This stugliyploys the Augmented Dickey Fuller
test on each variable in the specified model. bk hypothesis of this test is the

existence of a unit root (non-stationary). The &lisovalue of the ADF test statistic
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should be greater than critical ADF test statigticeither, 1%, 5% or 10% levels of
significance for the null hypothesis to be reject€de null hypothesis of this test is the
existence of a unit root (non-stationary). The &lisovalue of the ADF test statistic
should be greater than critical ADF test statigticeither, 1%, 5% or 10% levels of

significance for the null hypothesis to be rejected

3.3.2 Cointegration Analysis
Cointegration analysis is a long-run concept thaiws that group of variables move

together. The idea behind Cointegration is thatoalgh macro-economic variables may
trend together overtime, groups of variables mafy trgether. Variables are said to be

co integrated if a linear of these variables assumlewer order of integration

3.4 Estimation Technique

The main tool of analysis is the Ordinary Least&qa (OLS).
Before estimation, the data is subjected to rigereconometric tests to deal with the
problems of stationality and correlation. The msaftware used in this analysis is Stata

12.

3.5 Data Type and Source

The study uses secondary annual time series dathdqgeriod covering 1981 — 2012.
All the data as obtained from the World Bank dataeband harmonized with the data
extracted from the economic surveys and statistiemitracts published by the Kenya

National Bureau of Statistics (KNBS) in order tsere the data is correct.
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CHAPTER FOUR

DATA ANALYSIS, RESULTS AND DISCUSSION

4.0 Introduction
In this chapter, the empirical results are analysed presented. The chapter is divided

into three sections; descriptive statistics sectibe regression results section and the
discussion of the results section. The sectionhenrésults discusses the results in line

with the objectives of the study.

4.1 Descriptive Statistics and Diagnostic Test Relssi
The table 4.1 below shows the descriptive statisifdhe data used in this study.

4.1.1 Descriptive Statistics

This section provides the descriptive analysishefdata. The means, standard deviations

minimum and maximum statistics are reported inftfiewing table 4.1 below.

Table 4.1: Descriptive Statistics

Variables Observations Mean Std. Dev.  Minimum Naoam
RGDP 32 33.3306] 28.4428 7.15 102.29
DD 32 181.55 186.3077 10.7 768.7
PC 32 30.0688| 3.8035 24.6 42.3
INFL 32 10.3188| 7.6490 0.9 42

PG 32 2.8906 0.6218 11 3.8

Source: Author

It is observed from the table 4.1 above that tlaé GDP for Kenya has a mean of 33.33

and a standard deviation of 28.44 over the studyogheof 32 years. RGDP had a
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minimum value of 7.15 and a maximum value of 10228mestic debt over the same
period had a mean of 181.55 with a standard dewiatf 186.31. This variable had a
minimum of 10.7 and a maximum of 768.7 with 32 abatons. During the 32 years
observation private sector credit had a mean d@73With a standard deviation of 3.80,
the minimum observed value of this variable wa$ Zhd a maximum of 42.3. Inflation
rate had a mean of 10.32 with a standard deviatiah65. This variable had a minimum
of 0.9 and a maximum of 42 with 32 observationg. apulation growth rate the mean
was 2.89 with a standard deviation of 0.62, a mummof 1.1 and a maximum of 3.8 with

32 observations.

Out of the table 4.1 above it is clear that theadsd thirty two observations for every
variable. The mean of the real GDP was 33.33 aatldh domestic debt was 181.55,
their respective maximums werel02.29 and 768.7 wklwows that both RGDP and
domestic debt grew over time, though domestic gebéen to grow at a higher rate than

real gross domestic product.

Time plots of variables can also be used to shaavttend of the variables over the
sample period of thirty two years. Figure 4.1 shéme domestic debt has been trending
with external debt, the graph shows that since ¥8&é&rnal debt was more than domestic
debt and this is seen to change after year 2010ewdi@mestic debt is seen to exceed
external debt the reason why this work is concernddoking at what then is the effect

of this increasing domestic debt is to the realgnoof the economy.
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Figure 4.1: External Debt and Domestic Debt in Keng (1981-2012)

o

T T T T
1980 1990 2000 2010
Year

ED

DD

Source : Author

There seem to be a higher preference for domestit tthan external debt which could

imply domestic debt is being used to service extelrbt.

Figure 4.2 shows how domestic debt has been trgnitth real gross domestic product,
between 1980 and 1990 real GDP is higher than dionaésbt and thereafter domestic
debt is more than real GDP up to year 2010 whesk G®OP is seen to diminish with

domestic debt increasing at an increasing rate.
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Figure 4.2: Real Gross Domestic Product and DomestDebt in Kenya (1981-2012)
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From the figure 4.2 above domestic debt and red? G2 seen to equalize in the year
1990 after which real GDP decrease with every sms@an domestic debt which would

imply that the economy has gone way above thelnebdtel of domestic debt holding.

Figure 4.3 shows that from 1980 to 1990 domestit d&s increasing slowly after

which up to year 2010 it increased rapidly and ewene rapidly after 2010.
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Figure 4.3: Domestic Debt in Kenya (1981-2012)
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The government seems to borrow more internally fitancitizens a situation that

would imply lack of foreign donors and other nasonilling to lend. It would also

imply that external borrowing could have becomeyepensive.

Figure 4.4 shows a scenario whereby at the beginoinl980s private sector credit
was more than domestic debt and soon after dom@sticovertook the private sector
credit which is seen to even stagnate with moreease in domestic debt. There seem

to be no much change in private sector credit wiérise in domestic debt.
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Figure 4.4 Domestic Debt and Private Sector Credih Kenya (1981-2012)
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Figure 4.5 shows a steady rise in domestic delbt the rate of inflation not varying
much. This shows that there is no relationship betwdomestic debt borrowing and the

economy’s prevailing rates of inflation.

Figure 4.5: Domestic Debt and Inflation in Kenya (281-2012)
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Source: Author
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Figure 4.6 shows domestic debt steadily rise withnmuch change in population

growth rate. From the graph there seems to be latarship between domestic debt

growth and population growth rate. For the govemitne borrow internally it does not

seem to consider its population growth rates.

Figure 4.6: Domestic Debt and Population Growth Bte in Kenya (1981-2012)

B

Source: Author
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4.1.2 Diagnostic Test Results

Table 4.2: Correlation Matrix

2010

DD PC INFL PG
DD 1.000
PC 0.4124 1.000
INFL -0.1696 0.1059 1.000
PG 0.2189 0.1376 0.0521 1.000

Source: Author
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Table 4.2 above presents the results of Multicedlinty test. The correlation matrix is

used to test for multicollinearity which shows tletationship between the explanatory

variables. The relationship between domestic dptwate sector credit, inflation and

population growth rates is tested. Multicollinearivill be severe if the correlation

coefficient is greater than 0.8.

The results presented shows that domestic dehtatprisector credit, inflation and

population growth rates all have a correlation fioeint of less than 0.8 amongst

themselves implying that there is no severe Muliroearity.

Table 4.3 Unit Root Test

Variables Optimum Test 1% 5% 10% P-value Decision
Lags Statistic Critical Critical Critical
Value Value Value

RGDP 2 -3.908 -3.716 -2.986 -2.624 0.0020 Statipnar
1)

DD 1 -6.814 -3.723 -2.989 -2.625 0.0000 Stationary
2)

PC 1 -5.777 -3.716 -2.986 -2.624 0.00Q0 Stationary
1)

INFL 1 -8.395 -3.716 -2.986 -2.624 0.000pD Statignpr
€]

PG 4 -5.295 -3.716 -2.986 -2.628 0.00Q0 Stationary
)

Source: Author

The results of the Augmented Dickey Fuller (ADF3ttare presented in the table 4.3

above and they show that the real gross domegiatupt, private sector credit, inflation

and population growth rates are all stationary sigdificant at first difference, that is,

integrated of order one, | (1), that is, the RGBdute test statistic value of 3.908 is

greater than all the critical values at all leveissignificance. It's also significant since

the p-value of 0.0020 is less than the criticalaptg of 5%. Domestic debt is stationary
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and significant at the second difference, thahiegrated of order two, | (2). Its absolute
test statistic of 6.814 is greater than the ciitiedues at all levels of significance with a
p-value of 0.0000 which means it's significant. viate credit sector, inflation and
population growth rates are all significant witleithp-value of 0.0000 being equal, their
respective absolute test statistic are, 5.777,588% 5.295 respectively which are all
greater than the critical values at all levels ansicance and hence statistically

significant.

The null hypothesis of this test is the existenteaaunit root (non-stationary). The
absolute value of the ADF test statistic shouldjtEater than critical ADF test statistic at

either, 1%, 5% or 10% levels of significance fce thull hypothesis to be rejected.

Breusch-Pagan / Cook-Weisberg test was conductéestdor heteroskedasticity. This
tests the null hypothesis that the residuals vaeas homogenous. From the table 4.4
below the p-value of 0.0039 suggests that thelydbthesis is rejected at all levels (1%,
5%, 10%) of significance since its less than thécat value of 5% above which we
accept the null hypothesis. This implies that tagables do not have a constant variance,

that is, they are heteroskedastic. Robust staretands are used to correct this problem.

Table 4.4: Breusch — Pagan / Cook — Weisbergst for heteroskedasticity

Breusch — Pagan / Cook — Weisberg testdteroskedasticity
Chi2(1) =8.35
Prob > chi2 = 0.0039

Ho: Constant variance

Hi.: No constant variance

Source: Author
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Breusch-Godfrey LM test of autocorrelation was aaridd on the residuals of the model.
Breusch-Godfrey LM tests the null hypothesis thedré is no serial correlation in the
residuals. Form the table 4.5 below the p-valueO@f288 indicated that the null
hypothesis could not be rejected at all levels (B%, 10%) of significance as it is
greater than the critical value of 5%. This implig@t there was no serial correlation

amongst the variables.

Table 4.5: Breusch — Godfrey LM test for autocwelation

Breusch — Godfrey LM téstautocorrelation

Lags (p) Chi2 Df Prob > chi2

1 0.626 1 0.4288

Ho: no serial correlation

Hi: Serial correlation

Source: Author

The Ramsey RESET (Regression Specification Errat) Tiest was used to determine
whether the functional specification for the modelappropriate. From the table 4.6
below the p-value of 0.5416 from the output indksathat the model does not suffer from
functional misspecification as the p-value from thdput is greater than the critical p-
value of 5% thus the null hypothesis of no omitidiables is not rejected. This result

implies that the model is correctly specified mlihear form.
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Table 4.6: Ramsey Reset test for Model Speciiton

Ramsey ResedtT

F(3,18)=0.74

Prob > F = 0.5416

Ho: Model has no omitted variables
H,: Model has omitted variables

Source: Author

4.2 Regression Results

4.2.1 Cointegration Analysis

The Engel-Granger two steps test for Co integrasoemployed to test whether there
is a long run relationship among the variablest thawhether the variables at levels
are co integrated. The first step is to run a =gom with the variables at levels after
which the residuals are generated from the co iateg regression and finally test the
stationarity or the non-stationarity status of tesiduals using the ADF unit root test

for stationarity.

The results of the Engel-Granger two test for @mrdtion in table 4.7 below indicated
that the residuals were stationary and statisyicalignificant at 10% level of
significance and this implied that the variablesleminvestigation were co integrated,
thus a long run relationship exists between theedéant variable and the independent

variables. The absolute value of the test statisti2.923 which is greater than the
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critical value of 2.623 at 10% level of significand he Error Correction Model (ECM)

is therefore used to obtain the short run dynamics.

Table 4.7 Engel-Granger two steps test for Cointegtion

Engel-Grangeo steps test for Cointegration

Dickey fuller test for unit root Number of obsernaais = 31
Interpolated Dickey — Fuller
Test Statistic 1% Critical 5% Critical 10% Ceritical
Value Value Value
Z(t) -2.923 -3.709 -2.983 -2.623

MacKinnon approximate p-value for Z(t) = 0.0427

Source: Author

4.2.2 Error Correction Model
Having established Cointegration, an error coroectnodel which links the short run

dynamics of the model with the long run was cortséd by regressing the differenced
dependent variable against the differenced expdayatariables. An ECM investigates

the presence of equilibrium or disequilibrium betweshort run dynamics and long run
equilibrium values. This dynamic system works way that the deviation of the current

status from its long run relationship is fed in®short run dynamics. Residuals from the
Cointegration regression are used to generateran @rrection term (lagged residuals)
which is then inserted in the short run modelble 4.4 below shows the results of the

ECM.
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Table 4.8 ECM Estimation Results

Number of obs =27

F( 5,21) = 4.04

Prob > F = 0.0100

R-squared = 0.5256

Adjusted R-squared  =0.4126

Root MSE =2.595

L2rgdp Coef Robust |t p>|t| [95% Conf. Interval]
Std. Err

L1dd .0077875 | .0155187 0.50 0.621L -.0244854 .04B06

Llpc .0182374 | .2212117 0.08 0.935 -.44179y5 .42827

L1infl .0564611 | .0567537 0.99 0.331 -.0615648 .Be#

L4pg -.7155732| .028855 | -0.7Q0 0.494 | -2.855193| 1.424047

Llerroru .6803985| .1579118 4.31 0.000 .3520028 8r90

_cons -.4244302 2.71336)/ -0.16.871 | -6.067185| 5.218325

Source: Author

Table 4.8 above represents the ECM regressiontsesuere the F statistic is 4.04
with a p-value of 0.0100 implying that the independ variables, domestic debt,

private sector credit, inflation rate and populatgrowth rate jointly determines the

dependant variable real gross domestic product.

The regression result indicated that the measumgootiness of fit, the R-squared is

0.5256 and the Adjusted R-squared is 0.4126, imglyihat 52.56% of the variations in
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the RGDP are explained by the independent variabbes is, domestic debt, private
sector credit, inflation rate and population growdke. From the regression results it is
evident that domestic debt, private sector creditation rate and population growth

rate are all statistically insignificant in detemmg real gross domestic product of the

economy. On the other hand the ECM error corredgom is statistically significant .

Domestic debt has a coefficient of 0.0078 with wafue of 0.621 which is statistically
insignificant at 5% level of significance. This ifigs that holding all factors constant a
one unit increase in domestic debt will increasg eeonomic growth by 0.0078 units.
Private sector credit has a coefficient of 0.018hwa p-value of 0.935 which is
statistically insignificant at 5% level of signifince. This implies that holding all other
factors constant a unit increase in private sectedit will increase real economic
growth by 0.018 units. Inflation rate has a coaédint of 0.056 with a statistically
insignificant p-value of 0.331 at 5% level of sifigance; holding all other things
constant this implies that a unit increase in tidlawill increase real economic growth
by 0.056 units. Population growth rate has a coieffit of -0.716 with a p-value of
0.494 which is statistically insignificant. This mires that holding all other things
constant a unit increase in population growth wécrease the real economic growth

by 0.716 units.

Finally but not the least the error correction teas a coefficient of 0.680 with a
statistically significant p-value of 0.000. Holdiad} other factors constant, this implies
that a unit increase in the error correction terith wcrease the real gross domestic

product in the short run by 0.680 units.
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4.3 Discussion of the Results

This chapter outlined the tests that were carriatlio order to determine the effect
domestic debt has on real gross domestic produbteinya. The variables used in the
study were all found to be stationary at the fddterence except domestic debt which

was stationary at the second difference.

The variables were found to be co integrated dfgeng subjected to Engel-Granger two
steps test of Cointegration. This means that th@hi@s in the model have a long run
relationship and therefore need to test short rymachics. The ECM was used in the
study and a one lag error correction term coefficigas found as 0.6804 and statistically
significant at the 5% level of significance at whiall other variables were statistically

insignificant.

The regression results indicates that 42.44% ofetk@anatory variables explain the
dependant variable holding all other factors camtstaith a 1% increase in domestic debt
increasing real GDP would increase by 0.78% wimscstatistically insignificant at 5%
level of significance. Private sector credit anfiation are also statistically insignificant
at 5% level of significance and positively affecegml GDP, Population growth rate is
seen to negatively affect real GDP though not steslly significant at 5% level of

significance

The first objective was to investigate the tremdgdamestic debt and economic growth in
Kenya for the period 1981 -2012 and the regresegsnlts for the period under study
indicates that domestic debt is positively thougsignificantly related to real economic

growth this concurs with the findings of Maana ke{2008) who empirically sought to
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analyze the impact of development of public doncedebt markets in Kenya for the
period 1996 to 2007. These results also agreedmora recent study done in Kenya by
K.Putunui and M.Mutuku (2013), Domestic Debt Ecomoi@rowth Nexus in Kenya.
K.Putunui and M.Mutuku found out domestic debt e tperiod to affect economic
growth positively and significantly. Analysis ofetlrelationship between domestic debt
and other correlates on economic growth in Kenydicates that, domestic debt and
private sector credit are negatively related asvshio figure 4.4, an increase in domestic
debt reduces private sector credit. This concutis thie Kenyan study by Chirongo C.J.O
(2003) which sought to examine the structure, ntagei level and the determinants of
public domestic debt for the period 19990 to 200fere the study found out domestic
debt servicing to crowd out private sector investm&he regression results also clearly
indicate that domestic debt for the period undedptaffects economic growth positively
and private sector credit as well positively aféececonomic growth. Both domestic debt
and private sector credit are statistically indigant at 5% level of significance. These

findings are also in line with Abbas and Christengz007).

Like Klasen and Lawson in the paper the impact gbypation growth on economic
growth and poverty reduction in Uganda, this resegraper found out that population
growth negatively affects economic growth thougddtistically insignificant at 5% level
of significance. Also Siddique and Malik (2002dafrang and Hien in the paper effects
of population growth on economic growth in Asiarveleping countries found out that

high population growth rates lead to decline inrecoic growth, that is, gross domestic
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product per capita due to negative effects fromitahglilusion, standards of living,

shallow resources and age structure.
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CHAPTER FIVE

CONCLUTIONS AND POLICY RECOMMEDATIONS

5.0 Introduction
This chapter contains the conclusions drawn frone tlindings, the policy

recommendations and also highlights the areasrtifdustudy.

5.1 Conclusion

This study attempted to fill the gap that existsthie formal study of the effect of
domestic debt on economic growth in Kenya. It cedethe period 1981 — 2012. The
overall objective of the study was to empiricallyamine the relationship between
domestic debt and economic growth in Kenya wheedfitidings in this study showed
that domestic debt expansion had a positive angnificant effect on economic
growth; this is consistent with the findings of Adsband Chritensen (2007), Maana,
Owino and Mutai (2008). A sustainable domestic debuld positively and maybe

significantly promote economic growth.

The study also revealed that population growthsratepacted economic growth
negatively and this is consistent with the findirggsSiddiqui and Malik (2002) the
impact of rising domestic debt on the economic ghowf South Asian countries.
Private sector credit and Inflation which is taka®m a measure to macroeconomic
stability are also found to affect economic growitbsitively though not significant.

The signs of the variables are as they were exgpetctebe from theory and other
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research works with the coefficient of domestic tdeéing positive that of private
sector credit being positive and that of inflaticate being positive as well. The
population growth rate coefficient was found tortegative which was also expected

as high population growth rate is deemed to berddwuto the economy.

5.2 Policy Recommendations

The major policy recommendations are as follows;

From the findings it was clear that domestic ddfecéed economic growth positively
though insignificantly. From the debt sustainapilénalysis it was also clear that

Kenyan domestic debt was unsustainable.

The regression results showed that a 1% increas®mestic debt would lead to a
0.77% increase in real GDP. Kenya's debt-GDP rstiémd at 48.9% (CBK 2012) is
above the internationally accepted standard of 45%d unsustainable. Therefore,
corrective measures are necessary. The governrheatdsexplore other avenues of
financing the budget deficit by improving on theegent revenue base other than just
resulting to more domestic borrowing. The governirsdrould therefore diversify its
sources of revenue and reduce too much domestiovilog. Non-debt creating
sources of revenues include grants and foreigrcdremittances that improve credit

flows in LDCs.

It's alluded from the literature reviewed that datie borrowing is more difficult to
solve as compared to external debt as the borr(yeeernment) cannot default as this

would result to crowding out of the private sectoedit which is a major drive to
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economic growth. The regression results showedaht# increase in private sector
credit leads to 1.82% increase in real GDP. Theeetbe government should avalil
funds to private investors from jobs creation arydnbt borrowing too much from

internal sources. They should also promote a goddsacure investing atmosphere.

5.3 Areas of Further Study

This study focused on the effect of domestic deb¢@nomic growth in Kenya.

Consistent questions during the study were; Iomestic debt or the repayment and
the interest accrued on it that posses more thoeatonomic growth? What is the
healthy ratio between the governments’ domestiaddwang and the private sector
credit available that would enhance a healthy ecoagrowth? And finally what uses

that the government puts the domestically fundsdald promote economic growth?

Out of the above questions future studies shoutdiSoon domestic debt repayment
burden (principle and interest), effect of domedgbt on private sector credit and the

uses into which domestic debt is put and how g&f economic growth.
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