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Abstract

Kenya's Public domestic debt reached a level of K4l.7 billion in March 2008. This paper examinée t
impact of public domestic debt on private investtriemels in Kenya over the period 1967-2007. Arestment

function with four independent variables, namelplpudomestic debt, GDP, interest rate and pulsli@stment
was estimated by analyzing the unit root test améhtegration test. The unit root test revealed #ilavariables

under investigation are integrated of order one amdco-integrated in the long-run. The resultsciagd that
high levels of domestic borrowing have negativatypacted on private investment. The results alsastdhat

the impact of public investment on private investineas not as significant as public domestic d&P and

interest rate variable suggesting that public imesit has not been complementary on private invastm
Interest rates have negatively impacted on priiratestments, while with regard to GDP, economiongiohas

induced more private investments. The findingshif paper call for designing appropriate polidieat deal

with the ever rising domestic public debt and thke ©f domestic debt to donors under the Paris Gfabrella.

The results have important implications for fiso@nagement in the context of the country’s cryilegd to

generate faster employment growth, meet the MillemnDevelopment Goals and attain the Vision 2038lgo
Research results are also of significant valudéceicademia in helping them design other longitlditudies.
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1. Introduction

The overall performance of the Kenyan economy siataining independence in the 1960s has been on a
declining trend. In the period 1964-1973, Gross Bstic Product (GDP) grew on average by 6.6 permgent
year. This rapid growth could be attributed to sheecessful rural development policies that lednreased
agricultural output, import substitution industizaition strategy and good macroeconomic management
(Economic Surveys, various issues). Since the raitD4§, the performance of the economy has indeead \aerg
poor. Positive shocks, like the coffee boom of tid 1970s were perceived as permanent additiosalurees

and not saved but used to finance expanded progean®n the other hand, negative shocks like therisils of

the 1970s were perceived as temporary and theréf@eced without implementing any long-term adjousht.

GDP growth rate declined to an average of 5.2 peper year 1974-1979(Economic Surveys, variousess

The 1980s were characterized by high budget dgfibigh inflation and unsustainable current accalgficits.
These financial imbalances were triggered by, anmthgr things, the erosion of fiscal disciplineldaling an
expansionary fiscal policy implemented after théfem boom of 1977-1978 and severe external shoaks (
shocks). During this period, GDP growth rate dexdiio an average of 4.1 percent per year. The dhidjkits
were financed by a combination of domestic andiforédorrowing, and by 1981 public domestic debGioP
ratio stood at 6.2 percent, up from 2 percent ini7l€learly, this trend of expenditure was not ainstble, and
in 1982 Kenya had to turn to Bretton Woods insiitos to be bailed out. Assistance was conditional o
implementing Structural Adjustment Programs (SARs)market liberalization, privatization, currency
devaluation and reduction of public expenditures.

Between 1990 and 1995, GDP grew by an averagesop&cent per year (Kenya National Development Plan
1997-2001). From 1995, the decline in growth rdt&DP was rapid. From a growth rate of 4.6 perdaeri996,

it declined to 2.4 percent in 1997, 1.8 perceni®98, 1.4 percent in 1999 and 1.8 percent in 2000he
financial year 2000-2001, the Kenyan economy regest a dismal negative growth rate of 0.3 percehis
decline was reflected in almost all sectors ofdébenomy (Economic Survey, various issues).

The debt crisis of the early 1980s turned Kenya ahighly indebted nation. The debt problem wascerbated
by macroeconomic mismanagement in the 1990s, lgadia reduction of donor inflows. The governmémitst
resorted to occasional debt rescheduling and ekpmenshort-term domestic borrowing to finance its
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expenditures. As a result, Kenya today is regastedne of the highly indebted countries in Afrigarethough
she has not qualified for debt relief under thehhigndebted poor countries (HIPC) initiative.

There are two main reasons why the Kenya governbhembwed domestically despite high interest raf@st,
rising external indebtedness, which required faredgchange to service its amortization, greatlyaased the
vulnerability of the country. Secondly, in order limit external vulnerability, many IMF and WorldaBk
supported programmes put a cap on non-concessionawing. Thus where the Kenya government was lenab
to obtain sufficient concessional assistance tot fit@éinancing requirements, it resorted to refally expensive
domestic borrowing.

The election of a new government in 2002 led toomaconomic re-alignments meant to resuscitate the
economy. The re-alignments were spelt out in theegument's Economic Recovery Strategy for Wealtd an
Employment Creation (ERS) formulated in 2003, ah@ tountry’s strategy to meet the Millennium
Development Goals as spelt out in the 2002 MillarmiDeclaration. Positive results were realized tas t
economy registered real GDP growth rates of 2.8qurin 2003, 4.9 percent in 2004, 5.8 percentOid52and
6.1 percent in 2006 (Economic Surveys, variousassu

By 2008 public domestic debt had reached unsudilEiravels and for that reason the Kenya governrhast
been looking for solutions to reduce the domestistdvhich has impacted negatively on growth. Heclstof
domestic debt stood at Ksh 206.1 billion in June@Ksh 211.8 billion in 2001; Ksh 236 billion i®@2; Ksh
289.5 billion in 2003; Ksh 306.2 billion in 2004;sK 315.5 billion in 2005; Ksh 357.8 billion in 2Q0&sh
404.7 billion in 2007 and Ksh 444.7 billion in Mar2008. Domestic debt as a percentage of GDP w22.at
percent in March 2008 (Central Bank of Kenya, Depaients in Public Debt, 2008). In 1967 domestictdeb
stood at Ksh 19 billion and as a percentage of ®@@% at 1.3 percent (Ministry of Finance and Plagnibebt
Report 2001). The high level of domestic debt caeklilt into a decline in investment through cravgdout of
private investment due to high interest rates.

1.1 Investment

Investment is a key variable to economic growtnc8iKenya started implementing Structural Adjustimen
Programs in 1986, the Kenya government has pulaitepseveral policies to promote investment. Tlesede
tax incentives to local and foreign investors, atnéning of investment code, improvement in the ibess
environment (rules, procedures, and infrastructate¢ngthening of Investment Promotion Center {|JfERXport
Promotion Council (EPC) and the Export ProcessingeZ(EPZ) in coordinating and monitoring of locada
foreign investment in the country (National Devetemt Plan, 1997-2001). In 2004, the government fitaitad
the Private Sector Development Strategy (PSDS)thadnvestment Climate Action Plan (ICAP) to sugpor
private investment and address insecurity, impramagls, rationalize licensing procedures, improvsir®ss
registration and improve customs and tax admiristra

Kenya'’s total real investment has been on a degjibiend since 1971. The decline was particulaglyese after
1978 following the collapse of the coffee boom #mel East African Common Market. Total real investirfell

by 12 percent of the GDP between 1967 and 200& #sare of real GDP, it was 9.5 percent in 2004k to
10 percent in 1988, 17 percent in 1978 and 22 peinel971 (IMF, 2008).

Private real investment was 5.2 percent of GDPOiB62as compared to 5.8 percent in 1988, 14 pencet71
and 10.8 percent in 1967. Private investment inhimecy and transport equipment has born a disptmmate
share of the burden of this decline. It has faftem around 7 percent of GDP to 3.5 percent betwi¥8Y and
2006. Thus the share of equipment in Kenya'’s peivavestment has declined from 66 percent to Sértemt
over the same period (IMF, 2008).

Despite the efforts made to enhance private investim the country, investment has not been fortling. The
response of private investment to government imeesithas been lower than expected. This trend iivater
investments levels has become a major source a@ecorio policy makers and academics. In light &f,thh was
imperative to focus on the relationship betweenliputtomestic debt and private investment in Kenga d
given period of time. As a result, the aim of tsiady was to investigate the impact of public dainedebt on
private investment in Kenya.

1.2 Statement of the Problem

The persistent increase in the stock of domestit Has negatively impacted on private investmewngl&in
Kenya. It has reduced the current and future imzest through increases in the cost of capital iwing by the
private sector). It has also affected the currknw bf resources available in the economy when dimeebt is
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used to service external debt. These claims desemneus attention in the context of the countoylgng need
to generate faster employment growth, meet theelfililum Development Goals and attain the Vision 2030
goals.

Several studies on private investments in Kenya Hseen carried out previously. These include ccosstry
studies by Blejer and Khan (1984), Greene and &filirm (1991) and Oshikoya (1994). Kenyan specifidist
have included Wachira (1991), Matin and Wasow (19B®%ire (1992), Ronge and Kimuyu (1998) and Kariuk
(2003). Interestingly, none of these studies attethpo investigate the impact of domestic publibtden private
investment. Against this backdrop, an empiricallgsia of impact of public domestic borrowing by tkenyan
government on private investment was urgently néetlee study focused on filling up the gap.

1.3 Objective of the Study

The objective of this study was to investigateithpact of public domestic debt on private investtiewels in
Kenya. Variables that were investigated includellipudomestic debt, real GDP growth rates, rearimt rates
and public investments.

1.4 Hypotheses of the Study

Ho: Domestic public debt is negatively related toraté investment levels within the country.
H,: Public domestic debt in Kenya does not affectaig investment levels within the country.
1.5 Scope and Limitation

The study investigated the impact of public doneed&bt on private investments over the period @&712007.
Variables such public investment, real GDP grovates and interest rates were analyzed as welldardp
determine their impact upon private investment.

The study utilized pure secondary data from sevswalces which might be ingrained with some ereord
therefore might affect the findings from the purebponometric methodology utilized.

1.6 Justification

This study is important because attempted to exanhie impact of domestic public debt in the detaation of
private investments in Kenya. Firstly, policy makdrave to know whether domestic public borrowing is
followed by any crowding-out effect on investmetfirough whatever channel, as is argued by theickdss
Secondly, the findings of this research will hameortant implications on fiscal management esplycél the
moment when the government embarks on implemeiatinigitious projects such as free primary and seaegnda
education, universal healthcare, expanded traregjmmt infrastructure across the country, job coeatand
alleviation of poverty. Private sector investmestsould also be an important issue as the government
implements its “Vision 2030” which is intended tarisform Kenya into a middle-income country by yiear
2030. Lastly, the study might be of significantir@st to the academia as they design other longélstudies.

1.7 Theoretical Framework

Excessive domestic debt affects the interest mtdsinterest rate structure. When the governmembtvs from
the domestic market, there emerges a fund crisis {0 excess demand) which raises interest ratesinterest
rate is an important determinant in investment slens, so high interest rates reduce profit margims deter
investment especially since retained earnings mimportant source of finance.

The second impact is through taxation. Debt halsetgaid and the economy has to generate the revd¢aue
service debt through taxation. A high debt burdends signals on the magnitude of government ligbéind
thus the taxation expectations for debt servicghHaxes are a disincentive to investment.

Lastly, domestic debt cannot be defaulted, unliktermal debt. This is because domestic debt islynbstd by
the banking sector and default may trigger a bankiisis. Hence, rising domestic debt levels insesadefault
risk in the financial sector players who in turerease interest rate levels on funds loaned tptliate sector.

2 Literature Review
2.1 Impact of Public Domestic Debt on Private Inkrent

The Commonwealth Secretariat (as cited in Ndun@@Q1) defines public domestic debt as “the debt a
government incurs through borrowing in its own euaay from residents of its own country”. On theasthand,
“private investment refers to the accumulation Gwes by firms of real capital goods (that is, theg# yield a
future flow of services) (Levacic and Rebmann, 2001

The major preoccupation of literature has been ow o manage debt, either domestic or external debt
(Ndung'u, 2001). However, domestic debt literatisefairly recent and the theoretical framework ¢ t
investigation of the impact of domestic public delgon private investment originates from the défer
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viewpoints held by classical and Keynesian econtsmi#/hile classical economists take a much conseeva
stance on public borrowing, the Keynesians areeextty flexible towards the same. The classical envsts
suggest keeping public undertakings such as bongws minimum as possible. In their view by borrayvi
public authority accumulates resources for its ayge leaving private sector with less. This phenameis
popularly termed as crowding-out of private investin(Roger and William, 2002).

lyoha (1999) found out that mounting external deédpresses investment through both a “disincentafégct
and a “crowding out” effect. Osei (2000) also obserthat the debt service constitutes a considersiirre of
the budget in many countries and also imposes fgignt constraints on domestic investment. Accaydio
Ajayi (2000), the rising debt service levels selelimit the ability of the country to finance ddal imports and
new development projects. This happens throughwass. First, this happens through illiquidity effeahich
arises from limited resources to be divided amoagektic consumption, investment and external teaasb
service the debt. Secondly, this happens throughdigincentive effect due to the expectation offtitare tax
burden. Future debt burden tends to reduce ineerfiv current investment. According to Metwally and
Tamaschke (2000), in their study of the foreigntdetoblem of North African countries, there is agatve
relationship between debt service and economic tjrdfarough its adverse effect on investment andogxp
multiplier for all the countries they tested.

As against the classical view, the Keynesians sedarm in public borrowing in case of necessityeifh
argument is based on the principle of the multiptigat explains how a change in the public expendit
generates a greater change in output. They, howavernot unaware of the crowding-out effects obljgu
borrowing. Keynes (1936) himself hinted at sucle&! in“The General Theory’by mentioning the multiplier
limitation arising from adverse reactions on prévatvestment, “confused” business psychology, atehdency
of the marginal propensity to consume to declinehwises in employment. However, their treatmenthof
crowding-out effect is quite different from thatthie classicals. The Keynesians consider the if&suensuring
the smooth and optimum performance of the borroventjvities of government. The classicals, by casttr
raise the issue against undertaking any extentloligpborrowing.

Kariuki (2003) studied the determinants of grosedi capital formation in Kenya and found that irses in
real interest rates do not deter private investmilatwang'a (2000) found that debt service ratigataely
influence private investment. Miguel (2000) in htudy on Mexico found public investment causing a
crowding-in rather than a crowding-out effect oivate investment. Crowding-in the antonym of cromgdbut,
meaning that expansion of private investment inst#fareduction prompted by domestic public borrayvii
similar result was found by Bazaumana (2004) indase of Senegal. Cruz and Teixeira (2001) examined
temporal framework with Brazilian data for 1947-7%nd showed that although a crowding-out effectioed
due to public investment in the short-run, a reseeppeared in the long-run effect of public innesnt.
Chibber and Wijenbergen (2002) argued in their wtwith Turkish data that large budget deficit ficad by
borrowing domestically slowed down private investingausing real rate of interest to increase.

According to the neo-classical investment theotgo(&nown as the “accelerator effect”), privatedatment is
influenced by the growth rate of real GDP and therwcost of capital (Jorgensen 2002). The growt cauld

be construed as a proxy for expectations aboutrdutiemand and returns from the output of investment
(Jayaraman 2001). Neo-classical theory also sugdfest, as high interest rates discourage investmeraising
user cost of capital, private investment is negdyivelated to interest rate. However, the interat can have a
negative effect through the saving channel (McKm2000; Shaw 2002). Low interest rates discouragag,
which would reduce the amount of resources forstwent.

2.2 Impact of Public Investment and Other Varialde<Private Investment

It is recognized that private and public investmem related. However, there is considerable uaicgytabout
whether, on balance, increases in total publicosettvestment raises or lowers private investmardn(
Furstenberg and Malkiel 1999). Empirical evidenemains inconclusive. This is because public investnn
production and in infrastructure can have oppafiiects on private investment.

It is being increasingly acknowledged that publitvestment in infrastructure is more likely to be
complementary to private investment because iesaike productivity of private capital. Severaldés have
examined this empirically (Aschauer 1992, Sundgaarand Thakur 1990, Blejer and Khan 1984, Chilzvet
Van Wijnbergen 2002). Only a few studies find evide of a significant complementary relationshippublic
investment in infrastructure and private investmar complements, we would expect that the coefiicbf
adjustment of private investment would become laagethe rate of public investment in infrastruetincreases,
implying a faster response of private investment.
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One of the principal constraints on investment @valoping countries is the quantity, rather tham ¢bst of
credit. The rates of return on investment in themantries typically tend to be quite high, wherezel interest
rates on loans are kept low by governments forreetyaof reasons (Note that Kenya’s economy isrhlized;
therefore, interest rates are determined by denaswsdsupply of funds). In such circumstances thestor
cannot be expected to equate the current margiodlpt of capital to its service cost. Indeed, bseathe total
amount of financing is limited and the price medbanis not allowed to operate smoothly, it woulcree
legitimate to argue that the private investor indeveloping country is generally restricted by tbegel of
available bank credit. An increase in real credithe private sector encourages real private imest as is
confirmed by several empirical studies (Blejer &iin 1984, Fry 1990, Tybout 2000).

2.3 Implications of the Literature Review

The above discussion suggests that there is ndusive theoretical or empirical finding on whetldaymestic
public borrowing crowds-out private investment at.nThe impact of public investment, external dahtd
foreign aid is also open to debate. On balands, perceived that the impact of domestic publicrwing on
private investment varies from case to case depgrat the socio-economic setup.

3.0 Resear ch M ethodology
3.1 Research Design

Domestic public debt figures were analyzed agginstate debt investment figures to identify if tads any
correlation between them. A private investment fiomcwas estimated considering domestic public dwimgs,
weighted average interest rate and GDP as explanesoiables. Theory suggests that while the coieffits of
GDP and the interest rate are expected to assuspeatively positive and negative signs, that of dstic
public borrowing would be either positive or negatdepending upon the liquidity position in the mmmic
system, the nature of the loan backed public expamed psychological impact on private investord #me like.
3.2 Study Area

The study was conducted in Kenya. Data was colfiefttam the headquarter offices of the Ministry dfidce,
Ministry of Planning, Investment Promotion Centie Central Bank of Kenya and Central Bureau ofisties,
all located in Nairobi.

3.3 Data Collection

The study used data collected from secondary seuNa&rious issues okenya Monthly Economic Review
published by the Central Bank of Kenya provided G interest rate data, while public borrowingufies
were derived by using data published by Brepartment of Debt Managementthe Ministry of Finance. On the
other hand, private investment data were pickeffap the Economic Surveys. The investments figaresthe
fixed capital formation observations for Kenyalie tperiod 1967-2007.

3.4 Data Analysis

The equation of private investment considered i plaper extended the neoclassical flexible acaglemodel
(Jorgensen 1967) by taking into account variousttamts faced by private investors in developingntries.
Natural logs of the variables were taken for thénestion of the model (see Ouattara 2004, Servai a
Jayaraman 2001). The model is expressed as ari@yaatfollows:

LRPRINV =40 + ¢1LRGDPG +4d2LRINT +43LRDDEBT +¢4LRPUBINV +=...... (1)
Where,

LRPRINV: Logarithm of real private investment as a percgmiaf GDP
LRGDPG: Logarithm of real GDP growth rate
LRINT: Logarithm of real interest rate

LRDDEBT: Logarithm of real domestic public debt
LRPUBINV: Logarithm of real public investment

d0: Intercept
al toad4. Parameters
& Error term

3.5 The Variables
3.5.1 Real GDP Growth Rates
An economy that exhibits an increasing growth ofaed by investors who foresee increased prdiitthe
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future. Output growth increases consumption denamt savings, and therefore funds for investmenitraio
and Vergara (1993) posit that there is a positelationship between output growth and private itmesit.
Therefore real GDP growth rate is expected to laapesitive coefficient.

3.5.2 Interest Rate

High interest rates mean high cost of capital, beaccrowding-out effect on private investment. Bhedy
incorporates the real interest rate to captureetfiet. A negative sign of the coefficient is egfeal (:2<0).
3.5.3 Domestic Public Debt

The coefficient of domestic public borrowing wilkkeither positive or negative depending upon theidity
position in the economic system, the nature oflten backed public expenditure, psychological impat
private investors and the like;3 # 0).

3.5.4 Public Investment

There is considerable uncertainty about whethehalance, increases in total public sector investmases or
lowers private investment. Empirical evidence ramainconclusive. This is because public investmant
production and in infrastructure can have oppasfiiects on private investment. Therefore, the sifjthe public
investment coefficient cannot be determined a primut an effect is envisaged due to the high prio of
public investment to GDP in Kenya4 # 0).

3.6 Estimation Issues

Time series properties of the variables and theimtegration characteristics were tested befoeeettimation
of Equation 1 above. Unit root test (test of stadigty) and Johansen co-integration test were ustda view to
estimating the long-run impact of domestic publ@rbwing on private investment. Next, the errorreotion
method was applied to find out the speed of adjestrthe variables follow towards the long-run eguilim

path in response to any divergence occurred irstiogt-run. The whole process of estimation washwrhe
fourth version of the packadgonometric Viewghat is,EViews 4

3.6.1 Unit Root Testing

Non-stationary data used in estimation producegliafe t-statistics of the estimated coefficients that have
theoretically infinite variances. Unit root testemn used to test for stationarity or order of ingign of each
series of the variables. Two tests are involved:

(i) The Augmented Dickey Fuller (ADF) test (Dickey dndler, 1979)
(i) The Phillips-Perron (PP) test (Phillips and Per#88).

The two tests were used so that the deficienciesrémt in either are overcome. A problem with tH2FAtest is
that it involves the inclusion of extra differencéerms in the testing equation. The power of theting
procedure is reduced due to the incurred loss gffedxs of freedom. PP test suffer severe size tmterwhere
autocorrelations of the error term are predomilyamtigative, with the actual size much greater themominal
size (Campbell and Perron, 1991).

3.6.2 Co-Integration Tests

Co-integration tests were conducted in case ofstatienarity of the series to ensure long-run i@festhips. The
long-run equilibrium relationship among the var@blwas tested via the Johansen approach. The misthod
superior to the Engle-Granger (1987) two-step ptaoe in the estimation of long-run relationshipsisis
applicable in a multivariate case that might be&diuh by more than one co-integrating vector. Theadebn
approach also determined the number of co-integgatectors and provided estimates of these vetbdgether
with estimates of the adjustment parameters.

4.0 Results and Discussion

Summary statistics of the model variables are prtesein Table 1.
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Table 1: Summary Statistics

Variable M ean Median Maximum Minimum Sd. Dev. Skewness Kurtosis
LRPINV 2.56867 2.587187 2.914294 2.20982 0.163043 .391B34 2.755095
LRGGDPG 1.340496 1.614675 2.212023 -4.65122 1.181851-3.459351 17.11797
LRINT 3.08538 3.335889 3.927244 -5.56196 1.451701 .66%/96 34.18467
LRDDEBT 3.489483 3.632683 4.656151 2.633659 0.506683-0.094505 2.177398
LRPUBINV 2.146082 2.248545 2.558722 1.573455 0.265297-0.669539 2.725001

Unit Root ResultsUnit root tests of the variables in the analyses gitown in Table 2.

Table 2: Unit Root Test Results

Variable Levels First Difference Level of Integration
ADF PP ADF PP

LRPINV -1.435 -2.132 -4.427 -7.795 I(1)

LRGGDPG | -2.931 -3.632 -5.934 -8.236 I(1)

LRINT -0.303 -0.212 -6.686 -15.877 I(1)

LRDDEBT | -1.262 -1.246 -4.672 -6.884 (1)

LRPUBINV | -0.442 -0.785 -3.766 -6.686 I(1)

Two unit root tests have been used, that is, AugeseBickey-Fuller (ADF) and Phillips-Perron (PP3teeThe
tests were carried out with a constant and no trémuke critical values were as follows:

(i) 1% Critical Value -3.656
(i) 5% Critical Value -2.969
(iif) 10% Critical Value  -2.626

As shown in the Table 2, all the variables aregrdated of order one (I(1)) and become stationatgraf
differencing once. The decision is clear especialth regard to 1% significance level.

Co-Integration ResultsThe co-integration test results obtained using dséia are reported in Table 4.3. Both
the Trace and Max-Eigen statistics reported in thide indicate that there are at least three tagmating
vectors between LRPRINV, LRGDPG, LRINT, LRDDEBT ahRPUBINV at both 1 and 5 percent levels of
significance. Thus it can be claimed that there itong run equilibrium relationship between realvate
investment, real GDP, real interest rate, real diimelebt and real public investment.

The Long-Run EquilibriumJohansen co-integration method provided a reldtipnahich may be represented
by the following equation:

LRPRINV=11.822 + 1.346LRGDPG — 0.063LRINT — 0.71DBEBT + 0.793LRPUBINV
tvalue  [14.07] [3.63] -9[46] [1.28]

According to the equation, in the long-run, GDRgiast rate and public domestic borrowing seemateeh
statistically significant impact on private investm, whereas the impact of public investment onshee is
found to be statistically not significant.

Overall Results InterpretationThe long-run model results conform to the studyd hypothesis, which is:
Domestic public debt is negatively related to pidvanvestment levels within the country. Factorsitth
significantly influence private investments are GiDferest rates and public domestic debt.

Interest rates have a negative impact on privatestments in Kenya. A 1% increase in interest rigeds to
approximately 0.05% decrease in private investnierthe long-run. For a long time Kenya had a cdtecb
interest rates regime. Interest rates were litlzdlin 1991. With increasing liberalization andvatization the
Kenyan economy has witnessed high interest ratgsgbignificant crowding-out effect. By increasstgcks of
public domestic debt, the government crowds outapei investment via rising interest rates. A 1%éase in
domestic debt leads to a 0.17% decrease in plivedstments.
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With regard to GDP, the results show that econamievth induces more private investments. A 1% iaseein
real GDP leads to a 0.09% increase in investmentha long-run. This is the “accelerator effect”rapidly
growing economy would be expected to boost expecsand hence investments.

The impact of public investments on private invessits was found to be not as significant as theipubl
domestic debt and interest rate variable. This suaprising, given that the Kenyan economy has dégeon
public investments as the engine of growth forragltme. The government virtually invested in evaspect of
the economy including banking, textile, transpatr,(marine, railway and pipeline), communicationeat
processing and housing. Increased public investriantconomic and social services were thought avéadd
to a crowding-in effect on private investments.ded, this was so but not statistically significastdomestic
debt and interest rate variables.

Conclusions

The study was conducted with a view to examinirgyithpact of public domestic debt on private investtrin
Kenya over the period 1967-2007. To accomplishtéis&, a model for investment function has beeniipdc
and estimated considering public domestic debgrést rate, GDP and public investment as indepénden
variables. A long-run relationship has been esthatnd analyzed by performing unit root test and co
integration test. The main findings of the studyfaon with statistical significance that increasiteyels of
domestic public debt crowd-out private investméhivate investment is positively and negativelyeaféd by
GDP and interest rates respectively.

Recommendations

The Kenyan debt problem has been under discussiohscal and international forums and therefore the
importance of this empirical study. A high level ddbmestic debt induces uncertainty and affectsapegiv
investment via high interest rates. High intereges dictate that a large proportion of expendimrest be
allocated to interest payments. Thus it distores dconomy and complicates macroeconomic management.
Domestic debt also forces the government to im@obégh tax burden on private investments and hénee
disincentive to investment. This is because a ligmestic debt level is construed by investors dstare
taxation of income to service the debt and alssigisaling macroeconomic uncertainty.

Though Kenya does not qualify for debt relief, miehe options that can be pursued by the goverhmehe
sale of domestic debt to donors under the Parib Gbrella. External debt sustainability is defirzedthe ratio

of Net Present Value (NPV) of external debt to etgpat 150 percent or to government revenues ap2ient.
Those highly indebted poor countries (HIPCs) witias above these levels have been given reliefibg these
ratios down to these levels, provided they dematestr a track of economic and social reform. Kengalct
benefit from this scheme if it converts its puldlmmestic debt into external debt.

Over 70 percent of interest payments are for damdsbt though the stock of domestic debt is oflypércent

of the total debt. Negotiations towards the lengthg of debt maturities and writing-off of Kenyaéxternal
debt need to be prioritized by the government. Beli¢f measures should be undertaken within taenéwork

of the Paris Club and through their cancellatiod equivalent relief of bilateral official debt.

Suggestions for Further Research

The following aspects may be taken up by futureaeshers as extensions of the present study:

« Empirically examining the effect of domestic pulifierrowing on poverty reduction in the context afriya;
« Decomposing private investment by category anchtpitiem as separate dependent variables;

»  Finally, splitting domestic public borrowing by soas and taking all of them as explanatory varigble
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