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ABSTRACT
The study sought to determine the relationship betwdomestic debt and interest rate in

Kenya. There is limited empirical literature on teationship between domestic debt
and interest rate, this study seeks to fill thestaxg research gap by conducting a study to
determine the relationship between domestic dethirgterest in Kenya. The causal study
design was employed in this research. Causal i@sasaiggests causal linkages between
variables by observing existing phenomena and #eamching back through available
data in order to try to identify plausible causahtionships. The population for this study
was 10 years period starting from year 2003 to 9€d12. Secondary data from Central
Bank of kenya was collected on the study variathlese include ,the domestic debt ,
interest rate , economic growth and private sentedit. Data analysis was done using
inferential statistics. The study found that thevas a positive relationship between
domestic debt and interest rate, the study thuscledes that that domestic debt
positively affects the interest rate in the countfige study established that there was a
positive relationship between fiscal deficit and tountry interest rate. The study further
revealed that an increase in foreign exchange paséively influenced increase in the
interest rate in the country, thus the study caetuthat foreign exchanges rate and fiscal
debt positively influence the interest rate in doeintry. The study revealed that interest
rate was negatively related to gross domestic mtooluthe country, the study further
revealed that private sector credit negativelyuiafice the interest rate in the country,
thus the study concludes that gross domestic ptahet private sector credit negatively
influence the interest rate.
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CHAPTER ONE:

INTRODUCTION

1.1 Background of the Study

Government needs resources for public expenditale taxes generally provide the
bulk of the revenue, public borrowings bridge tlesaurce gap between receipt and
expenditure. Public borrowing could be in the doamemarket or abroad. However,
where local markets are not developed, externaicesyprovide the bulk of funding for

the resource gap (Adofu and Abula, 2010).

An emerging economy would therefore begin by tagpioncessional external sources
and choose between domestic and external commdrarabwing to bridge the gap.

Though borrowing increases resource availabilitys ia contractual liability and has to
be repaid. Borrowings overtime leads to accumutatibdebt and increases principal and
interest liability. This study seeks to determirtee trelationship between domestic

borrowing and interest rate.

1.1.1 Domestic Debt

Domestic debt may have positive as well as negatiygacts on economic growth. The
impacts of domestic debt on economic growth carama&yzed in the context of two
different views i.e. traditional and Ricardian view the traditional view, a tax cut
financed by government borrowing would have manfeat$ on the economy. The
immediate impact of the tax cut would be to moevabnsumer spending. Higher

consumer spending affects the economy in both shiorand long run.



In the short run, higher consumer spending woalder the demand for goods and
services and thus raise output and employmenthédsniarginal propensity to consume is
higher than marginal propensity to save, the irgzeia private savings falls short of
government dissaving. This increases the realasteate ian the economy encouraging

capital inflow from abroad.

In the long run, the higher interest rate woulccdigage investment and thus crowd out
private investment. The lower domestic savings neeamaller capital stock. The inflow

from abroad would result in greater foreign delte higher aggregate demand results in
a higher price level that adjusts over time andgbenomy returns to a natural rate of
output. The lower investment eventually leads toveer steady state capital stock and a
lower level of output. Therefore, the overall impaten considering the long run period

would be smaller total output and eventually lowensumption and reduced economic
welfare. This is also referred to as the burdepuddlic debt, as each generation burdens

the next, by leaving behind a smaller aggregatekstb capital (Modigliani, 1961).

In the Ricardian view, government debt is considexquivalent to future taxes (1978).
Bearing in mind that consumers are rational and/dod-looking, the discounted sum of
future taxes is equivalent to the current defigiv, the shift between taxes and deficits
does not produce aggregate wealth effects. Theeaserin government debt does not
affect consumption. The rational consumer facingesu deficits saves for future rise in
taxes and consequently total savings in the econaraynot affected. A decrease in

government dissaving is matched by increase imaf@igavings. In view of unchanged



total savings, investment and interest rates ae ahaffected and so is the national

income.

Proponents of domestic debt stress its positiveaoghpn growth, inflation, and savings
from deeper and more sophisticated capital maridteh increase the volume and
efficiency of private investment. They are of théew that moderate levels of
noninflationary domestic debt exert a positive igtpan economic growth enhancing

private savings and financial intermediation, thagatively affecting interest rate.

1.1.2 Interest Rates

Interest rate is the price a borrower pays for tse of money they borrow from a
lender/financial institutions or fee paid on boremhassets (Crowley, 2007). Interest rate
spread is defined by market microstructure charsties of the financial sector and the
policy environment. A key indicator of financialnf@mance and efficiency is the spread
between lending and deposit rates. If this spredarge, it works as an impediment to the

expansion and development of financial intermedia{Crowley, 2007).

The magnitude of interest rate spread, howeverevarcross the world. It is inverse to
the degree of efficiency of the financial sectohiat is an offshoot of a competitive

environment. The nature and efficiency of the fitiahsectors have been found to be the
major reasons behind differences in spread in c@snacross the world. In economies

with weak financial sectors, the intermediation tsoghich are involved in deposit



mobilization and channeling them into productivesjsare much larger (Hall and Henry,
1999).

Crowley (2007) states that the issue of exposuilgoth exchange rate and interest rate
risk is of importance to individual investors aiuns. For example, changes in exchange
rates and interest rates can affect an investdlirpla portfolio consisting of securities
from different countries. Changes in exchange ratesuld naturally impact the cash
flows of a multinational firm with operations inffirent foreign locations, importers and
exporters and even solely domestic firms. SimilaHgnges in interest rates will alter the
firms’ financing costs, affecting the amount of noaterest and principal payments and

impacting cash flows of the firm.

Economic development critically hinges on patteand levels of resource mobilization
and allocation in any country. Resources are ngdlthrough savings which at the level
of macro economy pave way for the allocation ofoueses for the purpose of
consumption and investment. Similarly, investmegpehds critically on banking credit
and the underlying lending system which enablesmnhestors to borrow for the purpose
of investing in real capital to enhance existingibasses or for establishment of a new
business entity. In this way banking credit conttés to the generation of economic

activity and eventually leads to higher nationalome and growth.

Therefore, all economic players including housesplalisinesses and public sector are

sensitive towards the efficient flow of resourcesni surplus to deficit units. Analysis of



resource transfer through operations of bankintesystherefore, has to contend with the

price structure prevailing in the credit marketq@ley, 2007).

The strong correlation of banking system stabiltith the economic growth and
development of any country has only recently bggpreciated. A glance at the recent
economic history reveals that weaknesses in tlanéial systems were the root cause of
the economic woes of most of the economies. Thersigory authorities around the
world are striving to ensure safety and soundnés$isedr respective financial systems so
that they can play an active role in the economsietbpment of their countries (Hall and
Henry, 1999). Kenya’s interest rates were fairgb$t before 1990s due to a combination
of price controls and banking controls in the coyninterest rate volatility quickly set in

after 1992 multiparty elections.

1.1.3 Relationship between Domestic Debt and Interest Rate

The proponents of free market argue that governimé&vention in the economy should
be minimal as state activities compete with privsgetor for scarce funds in the economy
thereby driving price up. The end result is cravgdout of private investments by public
sector projects. Hall and Henry (1999) were of vidat faulty domestic policy which
ranges from project finance mismatch, inappropriatenetary policy and fiscal policy

are responsible for domestic borrowing problem.

Abbas and Christensen (2010) traces the originigéa debt problem to the collapse of
the international oil price in 1981 and the peesistsuffering of the interactional oll

market and partly due to domestic lapses. As dtrekthe debt problem, credit facilities

9



gradually dried up, which led to a number of prtgebeing stalled. He advocates the
revival of the economy growth as the best and rdosible solution to the debt burden.
The needed growth however is disturbed by two faatdhich include limitation imposed

by inappropriate domestic policy and the exteraatdr, which are beyond the control of

the economy (Christensen, 2010).

1.1.4 Domestic Debt and Interest Ratein Kenya

Many developing countries like Kenya have been lenabconstrain the growth of their
public domestic debt to ensure that sufficient ness remain available after debt service
payments to finance other vital government recurard development expenditures.
Stagnating real revenue receipts, unending expeedpressures and reduced external
donor support especially in the 1990s among otheofs, have resulted in accumulation
of high stocks of domestic debt in developing caest (World Bank, 2010). According
to the IMF (2007), domestic debt accounted for 2Bcent of total debt in sub-Saharan
Africa between 1995 and 2000, up from an averag20opercent between 1990 and
1994. Furthermore, the domestic debt to GDP ratip these countries increased

considerably from 12 percent to 16 percent in Hraesperiod.

Domestic debt in Kenya is defined as the centralegument debt incurred internally
through borrowing in the local currency from resitte Government domestic borrowing
comprises of government securities, overdraft @aiGbntral Bank of Kenya and advances
from commercial banks (RoK, 2012). Review of Kesyadebt level:In the 1980s and

the years preceding, Kenya was among the majoregigients in Africa, largely to put
6



up infrastructure so as to integrate the largel mzanomy into the then emerging import
substitution Kenyan economy.

The 1990s witnessed a steady decline in developassistance to Kenya occasioned by
a perception of poor governance and mismanageménpublic resources and
development assistance. Other factors includertdeoéthe cold war and the collapse of
the Soviet Union. These led to a debt crisis incinntry in the early 1990s which turned
Kenya into a highly indebted nation. The detafienya's debt burden continue to be
disheartening, as of August 2008 the public detbdtat Kshs 867 billion in a country
with a population of 36 million people with numesothallenges (Government of Kenya,

2012).

Furthermore, if the rollover amounts are quite éarthe government is also faced with
the risk of defaulting on servicing the debt dueutwavailability of adequate funds.
Frequent rollovers of domestic debt could also Itasuhigher interest rate. This study

analyses the relationship between public domestit dnd interest rate in Kenya.

1.2 Research Problem

Domestic debt may have positive as well as negatiygcts on economic growth. The
immediate impact of the tax cut would be to moevabnsumer spending. As the
marginal propensity to consume is higher than mailgdbropensity to save, the increase
in private savings falls short of government digsgvThis increases the real interest rate
in the economy encouraging capital inflow from autoln the long run, the higher

interest rate would discourage investment and ¢howd out private investment.
7



Buchanan (1958) suggests that the incurrence of edtien debt results in the
postponement of the tax liability from current tature generations, which positively
affect the interest rate. Barro (1978) who invesdtd the effect of domestic debt on
economic growth using the unanticipated componéuibmestic debt, or the debt stock
and growth. Charan (1999) investigated the ratatiqp between domestic debt and
economic growth for India, Christensen (2010) usedoss country survey of the role of
domestic debt markets in sub-Saharan Africa. Aldra$ Christensen (2010) analyzed
optimal domestic debt levels in low income courstrincluding 40 sub-Saharan Africa
countries) and emerging markets between 1975 afd. 2@atilloet al. (2002), in their
study assessed the non-linear impact of exterrisl @e growth using a panel data of 93
countries over 1969-98 employing econometric mettagies. Adofu and Abula (2010)
investigated the relationship between domestic ezwhomic growth in Nigeria for the

period 1986-2005.

Locally Maanaet al. (2008) did a study on the impact of domestic delthe Kenyan

economy using the Barro growth regression modehuvidu (1984) looked at the debt
management strategies for Kenya, Ng'eno (1991)ddakt the external debt problem of
Kenya while Ochieng (1991) looked at the determimanf the external debt burden and
Mutiso (2001) looked at the determinants of extedsdt in Kenya. Koech (2012) did a

study on theleterminants of Kenya’s external debt sustaingbilit



There is limited empirical literature on the redaship between domestic debt and
interest rate, this study seeks to fill the exptiesearch gap by conducting a study to
determine the relationship between domestic debtiaterest in Kenya, it will seek to

answer the following research question, does tagi® a relationship between domestic

debt and interest in Kenya?

1.3 Research Objective

To determine the relationship between domestic detitinterest rates in Kenya.

1.4 Value of the Study

The study will be used as an indicator of how wed Kenyan economy is faring and,
particularly, how well the Kenyan government is tirggits revenue needs to achieve its
development goals. The Kenyan Government espedia#yMinistry of Finance and
Planning will use the findings of this study to d®p policy recommendations that will
assist the policy makers in coming up with regulatoeasures and guidelines of internal
borrowing.

The Government will also use this study to identi&terminants that ensures better debt
management and that can be used as benchmarkdfdotive debt borrowing and
management. The findings of this study will be ub&b Researchers and academicians
who will use this study as a source of theoretinbdrmation on relationship between
domestic debt and interest rate also to add toe#igting body of knowledge on this

topic.



CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This section provides a review of the theoretig&rdture on the relationship between
domestic debt and interest rate in Kenya. This\stoelins the theoretical principles
underlying domestic debt and interest rate and thetusses the empirical literature and

finally the summary of the literature and reseagaps.

2.2 Theoretical Review

2.2.1 Debt Overhang Theory

The most well-known theory explaining the sustailitgbof external debts comes from

the debt overhang theories developed by Barro,8)1Bé defines the “debt overhang” as
the presence of an existing inherited debt sufiittyelarge that creditors do not expect
with confidence to be fully repaid. These theosesw that if there is some likelihood

that in the future debt will be larger than the mioy's repayment ability; expected debt-
service costs will discourage further domestic fndign investment. The existence of a
potential debt overhang tax may affect the incestiof policymakers, but also those

facing the private sector.

Adofu and Abula, (2010) a heavy foreign debt burdeina developing country
government impedes economic growth through sewdrahnels. Higher debt tends to

undermine macroeconomic stability by increasing daddeficits. If debt service is
10



covered by higher taxes rather than by an increaselfjet deficit, the high rates of
taxation tend to undermine growth by introducingiaes distortions in the economy,
including heightened barriers to trade (via tradees), capital flight, tax evasion and
reduced work effort. Charan, (1999), provide a tygy of debt crises including the
following categories: Debt overhanthe burden of debt is so heavy that future grawth
the economy is effectively compromised. The debtamtry cannot invest, and so cannot

meet future debt obligations without new loans a#l as debt relief.

Another strand of the debt overhang theory empbadize point that large debt stocks
increase expectations that debt service tends tiinheced by distortionary measures,
(Ali, Malwanda and Sliman, 1999). According AdofadaAbula (2010), the uncertainty
about future taxes for private domestic agents radyersely affect the domestic
economy, over and above any disincentive effectpalitymakers. In order to address
this issue, several approaches to analyze extededl sustainability have been
extensively discussed in both theoretical and eogliliterature. The key determinants of
such analyses include the prevalent stocks of mattetebt, the dynamics of fiscal and
external repayment abilities that are linked to #eonomic growth and access to

additional external financing.

2.2.2 Interest Rate Parity Theory

Concept that any disparity in the interest ratesvad countries is equalized by the
movement in their currency exchange rates (HuaB84)1 This theory states that the

interest rate differential between two countrieedgial to the differential between the

11



forward exchange rate and the spot exchange ragrekt rate parity plays an essential
role in foreign exchange markets, connecting isterates, spot exchange rates and

foreign exchange rates (MacKinnon, 1991).

Exchange rate changes can impact the level of ctitimpaess of firms that are exposed
to exchange rate risk, or affect the value of ssets denominated in foreign currencies.
This may indirectly affect the portfolio value oftks or financial institutions that
finance or insure these firms. An additional souoderisk is the exchange rate risk
associated with currency activities, predominamtlythe un hedged positions held by
these institutions in investment and financing\aiiéis on international capital markets.
Wetmore and Brick (1994) empirically test the tregmal model of Mosley, Hundson
and Horrell, (1987), and confirm that US commerbiahks are exposed to exchange rate
risk resulting from their increasingly uncoveredeign loans. MacKinnon, (1991), found
that one-third of US large banks are sensitivextthange rate risk, while such is the case

for only a few Japanese banks.

2.2.3 Arbitrage Pricing Theory

The underlying principle of the pricing theory idves the recognition that the
anticipated return on any asset may be chartedliasa calculation of relevant macro-
economic factors in conjunction with market indiqddosley, Hundson and Horrell,
1987). It is expected that there will be some @teehange in most if not all of the
relevant factors. Running scenarios using this mbe#ps to arrive at a price that is
equitable to the anticipated performance of theta@gacKinnon, 1991). The desired

result is that the asset price will equal to thécgrated price for the end of the period
12



cited, with the end price discounted at the ratelied by the Capital Asset Pricing
Model. It is understood that if the asset pricesget course, that arbitrage will help to

bring the price back into reasonable perimeters@ideand Juselius, 2000).

This model was in the study to determine the sertgiof Kenya banks' stock returns to
interest rate and exchange rate changes. Althougs well-known that unexpected
changes in interest rates induce risk, market atetast rate risks are not the only risks
faced by banks. They may also be affected by exgghaatte risk, which increases as their
international activities, and those of their clgntincrease. Notwithstanding the
increasing volume of banks’ international actiatifew studies have attempted to
consider the exchange rate as a determinant osbatdck returns (Hendry and Juselius,

2000).

2.3 Empirical Review

Keynes (1929) studies the impact of alternativecddinancing strategies on economic
growth for sixty six low-income countries and emeggmarkets for the period of 1979-
1993. The study shows that market based domedticigliance is the least cost method
of financing the budget deficit as contrasting wattternal borrowing and seignorage. All

of these methods reduce growth, domestic savinggnanease inflation.

Keynes, (1929) explores the relationship betweenedtic debt and economic growth in
India by applying co integration technique and @eancausality test for the period of
1959-1995. The author considers two theoreticavsief domestic debt and economic

growth one is traditional view of long-run negativ@pacts of domestic debt on

13



economic growth and second is Ricardian Equivaldnygmthesis that shows neutrality
of domestic debt to growth. The results of the Ef@Fanger co integration test indicate
that the domestic debt and economic growth andcaentegrated. The study supports

the Ricardian equivalence hypothesis between daocraeddt and growth in India.

Were (2001) explains the debt accumulation andrifgications for growth and poverty

in Pakistan. The study shows that debt accumuldtiemestic and external) and debt
servicing affects the poor adversely. The findin§she study illustrate that even though
debt burden as a percentage of GDP of Pakistaredsdbat of all South Asian countries
but it is not still so high as to go for debt writéf. This means that Pakistan has the

capacity to service the debt.

Granger (2003) investigates the quantitative effeot public debt (domestic and
external) and economic growth on poverty in Nigdryaapplying the per-capita income
approach using annual data of 1970 to 2002. Thaystges growth and debt variables
and suggests that these variables have playedvitalyole towards poverty acceleration

in Nigeria.

Charan (1999) observes the relationship betweessggovernment debt and per capita
GDP growth in developed countries. The resulthefgaper show that there is no strong
evidence of a statistically significant relationshbietween gross government debt and per

capita GDP growth for a sample of 24 industrialrdaes with data from 1970 to 2002.

14



Abbas and Christensen (2010), highlight the impafcdomestic debt on economic
growth for ninety three low-income countries frone tperiod of 1975-2004 by applying
Granger Causality Regression model. The analyssvshthat moderate levels of
marketable domestic debt as a percentage of GDP significant positive, non-linear
impacts on economic growth, but debt levels excegthirty five percent of total bank

deposits have negative impact on economic growth.

Adofu and Abula (2010) examine the roles of exteamal domestic debt in Indonesia’s
macroeconomic situation. The authors have appliedinary least square (OLS)
estimation using annual data from the period 1992006. The study shows that the
rising trend of external debt has become a cemindity to overcome deficit. It has
created positive effects on both investment andv@cuoc growth. But aside from these
positive effects, the policy produces domestic eney depreciation. Conversely, rising
trend of domestic debt discouraged private investrdae to crowding-out effect, which

reduces capital stock and total production.

Adofu and Abula (2010) investigate the effectsising domestic debt on the Nigerian
economy by applying OLS technique using time sedata from 1986-2005. The

findings of the study reveal that several fact@sponsible for rising domestic debt in
Nigeria are high budget deficit, low output leveicreased government expenditures,
high inflation rate and narrow revenue base. Thadyais shows that domestic debt has
negatively affected the growth of the economy awmbmmends that government should

made efforts to resolve the outstanding domestit. de

15



Feyzioglu, Swaroop and Zhu (1998) determine theamesimpact of government debt on
per capita GDP growth for twelve euro area coustdeer a period of about 40 years
from 1970-2009. The channels through which goventniebt impact the economic
growth are private savings, public investment potidity and real interest rates. The
study shows non-linear negative impact of goverrintgbt on economic, total factor

growth.

Maanaet al (2008) analyze the economic impact of domestic delbiKenya’s economy.
Authors examine the impacts of domestic debt omapei sector lending by applying
ordinary least square technique using annual deta the period 1996 to 2007. The
study finds that domestic debt does not crowd owafe sector lending in Kenya during
the period due to substantial level of financiale&lepment in Kenya. The study also
examines the effects of domestic debt on real auipwsing a modified Barro growth
regression model. The results indicate that inereasdomestic debt has a positive but
insignificant effect on economic growth during tperiod. The study suggests that
government should employ wider reforms that proniotestment in treasury bonds and

encourage institutional investors.

Manundu (1984) looked at the debt management gtestdor Kenya; Ng'eno (1991)
looked at the external debt problem of Kenya wi@lehieng (1991) looked at the
determinants of the external debt burden and M{#601) looked at the determinants of

external debt in Kenya. Koech (2012), did a studytbe determinants of Kenya’s

16



external debt sustainability, the study found ttre various determinant of countries
external debt sustainability are gross domestidye country export, domestic debt and
external debt. The study found that external delot domestic debt negatively affects
external debt sustainability in Kenya, it was ferthevealed that gross domestic product

and countries export positively influence the exéidebt sustainability in Kenya.

Gikandu (2008) did a study on the relationship leetv domestic debt and economic
growth in Kenya. The study utilized data on voluofielomestic debt as well as domestic
debt by instrument, real GDP and real GDP growti, & twelve year period from

1999/2000 to 201012011 financial years to estalilghrelationship between the two

variables.

The research methodology adopted was descriptisgymevith use of secondary data
from the CBK, MOF and annual economic surveys. dahalysis of data was done using
Spearman's rank correlation to establish the oglahip that exists between domestic
debt and economic growth in Kenya. The resultspaesented in tables and graphs. The
analysis performed revealed a weak positive reiatigp between the two variables. This
means that the use of domestic debt has some sligihtitibution to economic growth.

The study recommended that though the relationshppsitive, the government needs to
use domestic debt with care so that the interdbth®rein does not have a negative

impact on economic growth.

17



2.4 Summary of Literature Review

Past research has focused on external debt for remsons; first, while external
borrowing can increase a country’s access to ressurdomestic borrowing only
transfers’ resources within the country. Hencey @xternal debt generates a “transfer”
problem (Keynes, 1929). Second, since central ben#isveloping countries cannot print
the hard currency necessary to repay external deliernal borrowing is usually

associated with vulnerabilities that may lead tbtdeises (Panizza, 2009).

In almost all of sub-Saharan Africa there is a hidggree of indebtedness, high
unemployment, absolute poverty and poor economifopeance despite a previous
culture of massive foreign aid. There is scantylitefrature on relationship between
domestic debt and interest rate, most of empirig&rature have reviewed the
relationship between domestic debt and econommwtyravith most researchers focusing
on external debt. This study seeks to the fill thgearch gap by conducting a study to

establish the relations between domestic debtredeist rate in Kenya.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

The chapter presents the research design, populaficghe study, sample size, data

sources and data analysis procedure together kagtmbdel specification.

3.2 Research Design

Crowley (2007) notes that a research design issthecture of the research, it is the
“glue” that holds all the elements in a reseapzbject together. The causal study design
was employed in this research. Causal researchestgggausal linkages between
variables by observing existing phenomena and #eamching back through available
data in order to try to identify plausible causalationships. It was concerned with
determining cause and effect relationship and tetstand which variable is dependent
and which is independent. This research design tlwasbest in explaining if two

variables are related or if they vary. This will lestablished by use of enough
information and data for testing cause and effetdtionship. It aimed to explore the

relationship between domestic debt and interes matKenya and help answer the

research questions.

3.3 Target Population and Sample Size

The population for this study was 10 years peri@dtieng from year 2003 to year 2012.
The study period was selected since it was the tien there was so much internal

borrowing in the last 10 years. Target populatidrousd have some observable
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characteristics, to which the researcher intendgeteeralize the results of the study. The

sample of this study was 10 years period from weeo®mndary data was selected.

3.4 Data Collection Procedure

Secondary data from Central Bank of kenya was ciglte on the study varible,these
include, the domestic debt , interest rate , ecoa@rowth and private sector credit.

The study collected secondary data for the lasgteHds starting year 2003 to 2012.

3.5 Data Analysis Techniques

Data analysis was done using SPSS Version 20 wphanédyential statistics was applied
whereby a multiple regression model will be emptby&nalysis of Variance (ANOVA)
is used to test for differences between the meamsooe than two groups, and can be
used in designs with more than one independenabari In the present study, ANOVA
was used to test the mean score differences betmesgage financing and profitability
of commercial banks in Kenya and to test for sayfice at 95% confidence level and 5%

level of significance.

To test the relationship between domestic debtiatedest rate in Kenya. In line with
past studies and to better analyze the relatiortsttipeen domestic debt and interest rate,
the multivariate statistical model specificatioredsvariables like domestic credit and
interest rates that have been shown empiricallybéo robust determinants in this
relationship. The study therefore proceed by usinghodified version of Adofu and

Abula (2010) Classical Linear Normal Regression MIld@LRM) of the following form:
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Int Rate =B + Bo GDrate +3¢Pcredit+BoFXrate +po Ddebt +poDfcit + U

Where:

Int Rate = is the interest rate, which will be mead through the country average
interest rate per year.

Ddebt = is the domestic debt, which was meskas absolute data of Gross
Domestic Product obtained from Central Bank of keny

GDrate = is the Gross Domestic Product, Wés measured by the actual data
obtained on the country GDP growth rate

P credit = is the private sector credit whicaswneasured by the amount of Private
Sector CreditO

FX rate = is the foreign exchange rate whicls weeasured by the Growth in Foreign
Exchange rate

D fcit = is the fiscal deficit which was nsemed as percentage of GDP

U, = Stochastic variable (error term)
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CHAPTER FOUR

DATA ANALY SIS RESULTSAND DISCUSSION

4.1 Introduction

This chapter presents the data findings to detegrthie relationship between domestic
debt and interest rate in Kenya. These data weltected from the Central Bank of

Kenya and Kenya National Bureau of Statistics. Begjon analysis was done for the
periods to determine the relationship between domdsbt and interest rate in Kenya.

The study covered a period of 10 years from ye@826 2012.

4.2 Regression Analysis

Table4.1: Descriptive Data

YEAR | GDP Ln  (Private | Ln (Domestic |Ln (Fiscal | FX rate I nterest
Rate Sector Credit) | Debt) deficit) Rate

2003 2.7% 6.42 7.68 8.72 81.42 13.91%
2004 | 4.6% 6.53 7.79 8.83 81.56 13.90%
2005 5.9% 6.54 7.91 8.84 83.75 14.13%
2006 6.3% 6.46 8.15 8.77 85.82 14.32%
2007 6.9% 6.50 8.17 8.80 87.04 14.79%
2008 1.5% 6.61 8.33 8.92 96.26 15.21%
2009 2.6% 6.63 8.52 8.93 96.52 18.51%
2010 4.9% 6.71 8.41 9.01 99.77 19.54%
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2011 | 5.5% 6.73 8.56 9.04 99.83 20.04%

2012 | 4.2% 6.76 8.57 9.07 105.96 20.27%

In this study, a multiple regression analysis wasdeticted to test the influence among
predictor variables. The research used statigti@ekage for social sciences (SPSS V 20)

to code, enter and compute the measurements ofdligle regressions.

Table 4.2: Model Summary

Model R R Squares Adjusted R Square Std. ErroneBstimate

1 .869 .755 .746 .33868

Adjusted R squared is coefficient of determinatigich tells us the variation in the

dependent variable due to changes in the indepéndeiable, from the findings the

study found that the value of adjusted R squaresl Wa46 an indication that there was
variation of 74.6% on interest rate dues to chaimgdomestic debt , gross somestic
product , private sector credit , foreign exchargge and fiscal defict at 95% confidence
interval . This shows that 74.6 % change in intera® could be accounted for by change
in domestic debt , gross somestic product , prigatdor credit , foreign exchange rate
and fiscal defict. The study revealed that thera strong relationship domestic debt and

interest rate in Kenya as shown by a strong cdroelzoefficent of 0.869.
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Table4.3: Anova

Model Sum of Squares df Mean Square F Sig.
1 | Regression 0.292 2 0.146 1.059 .032
Residual 0.296 8 0.037
Total 0.588 9

From the ANOVA statistics in table above , the gssed data, which is the population

parameters, had a significance level of 3.2% wishbws that the data is ideal for

making a conclusion on the population’s parametdaha value of significance (p-value )

is less than 5%. It also indicates that the medd statistically significant.

Table 4.4: Coefficients

Model Unstandardized Standardized | T Sig.
Coefficients Coefficients
B Std. Error | Beta
1| (Constant) .786 .730 1.275 710
Domestic Debt 138 .072 -.290 -1.931 .032
Gross Domestic Product -131] .064 -.264 -2.050 .048
Private Sector Credit -.286| .123 -.347 -2.317 .026
Foreign Exchange Rate .093 .060 -.184 -1.546 .031
Fiscal Deficit .204 .240 .230 .850 .028
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The established regression equation is

Y =0.786 + 0.138 X- 0.131 % - 0.286 % + 0.093 X + 0.204 X%

From the above regression equation it was revaai@dholding domestic debt , gross
somestic product , private sector credit , foregxthange rate and fiscal defict to a
constant zero, interest rate in kenya would be. 26) a unit increase in domestic debt
would lead to increase in interest rate in Kenyaalfactors of 0.138, unit increase in

gross domestic product would lead to decreasenterast rate in Kenya by a factors of
0.131, a unit increase in private sector creditldidead to decrease in in interest rate by
a factor of 0.286, a unit increase in foreign exgearate would lead to increase in in
interest rate in Kenya by a factor of 0.093 andgtuely revealed that a unit increase in
fiscal deficit would lead to increase in interesterin Kenya by a factors of 0.204 . All

the p-value was found to be less than 0.05 an atidic that all the variables were

statistically significant influencing interest rateKenya.

4.3 Summary and Interpretation of Findings

From the finidngs the study revealed that thers avaariation of 74.6% on interest rate
dues to change in domestic debt , gross somestdupt , private sector credit , foreign
exchange rate and fiscal defict. The study reve#iat there is a strong relationship
domestic debt and interest rate in Kenya as showa $&trong correlation coefficent of
0.869.From the findings on ANOVA, the study revealed ttie¢ sigficance level was

3.2% which shows that the data was ideal for makirgpnclusion on the population’s
parameter as the value of significance is less #anThis is an indication that domestic
debt , gross somestic product, private sector treftireign exchange rate and fiscal

defict signficantly influence the interest rate time country.The study revealed that
25



interest rate was positively related to domestiotdreign exchanges and fiscal debt.
The study revealed that interest rate was neggtiethted to gross domestic debt and

private sector credit.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Summary of Major Findings

From the finidngs the study revealed that thers svaariation of 74.6% on interest rate
dues to change in domestic debt , gross somestdupt , private sector credit , foreign
exchange rate and fiscal defict. The study reve#iat there is a strong relationship
domestic debt and interest rate in Kenya as showa $&trong correlation coefficent of

0.869.From the findings on ANOVA, the study revealed ttie¢ sigficance level was

3.2% which shows that the data was ideal for makirgpnclusion on the population’s
parameter as the value of significance is less ®§anThis is an indication that domestic
debt , gross somestic product, private sector Gréalieign exchange rate and fiscal

defict signficantly influence the interest ratelwe country.

The study revealed that holding domestic delstbsgysomestic product , private sector
credit , foreign exchange rate and fiscal deficatconstant zero, interest rate in kenya
would be at 0.786, a unit increase in domestic debtld lead to increase in interest rate
in Kenya by a factors of 0.138, unit increase insgrdomestic product would lead to
decrease in interest rate in Kenya by a factbs181, a unit increase in private sector
credit would lead to decrease in in interest te factor of 0.286 , a unit increase in
foreign exchange rate would lead to increase inniterest rate in Kenya by a factor of

0.093 and the study revealed that a unit increagiedal deficit would lead to increase in
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interest rate in Kenya by a factors of 0.204. Fhely revealed that interest rate was
positively related to domestic debt, foreign exaemand fiscal debt. The study revealed

that interest rate was negatively related to gdossestic debt and private sector credit.

5.2 Conclusion

From the findings of the study revealed that domektbt was positively influencing the
interest rate, the study thus concludes that tlwamestic debt positively affects the
interest rate in the country. An increase in domestbt influence the commercial banks
to leads to the government through bonds and tre&dlis other than other loans leading
to increase in interest rate of the amount of lo#ared by the banks thus the positive

relationship between domestic debt and interestércountry.

The study established that fiscal deficit in therdoes expenditure positively affect the
country interest rate. Increase in fiscal defib#ad to the government borrowing from
other source including domestic debt which leadsigh interest rate since the banks are
willing to lead to the government other than prévaectors thus positive relationship
between fiscal deficit and interest rate in Kenyae study further revealed that an
increase in foreign exchange rate positively inflced increase in the interest rate in the
country, thus the study concludes that foreign erges rate and fiscal debt positively

influence the interest rate in the country.

The study revealed that interest rate was neggtiedhted to gross domestic product in
the country, the study further revealed that pevsdctor credit negatively influence the

interest rate in the country, thus the study cahetuthat gross domestic product and
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private sector credit negatively influence the riegt rate. An increase in the country
GDP reduce the government domestic debt and fasfatit which means there will be
reduction in government borrowing which will leathee banks to lead to private sector

alone thus decrease in interest rate .

5.3 Policy Implications

From the above discussion and conclusion the stectynmends that for the country to
be able to control interest rate, the policy makarshe government must address the
domestic borrowing by the government as this welphthe country to control the interest
rate through domestic borrowing, reduced domestitowing means that commercial
bank will be ready to offer loans to private sestitrus leading to decrease in interest rate
in the Country. There is need for the policy maikedesign various monetary policies
that will help in reducing the exchange rate thosoaraging foreign direct investment

which will help in improving the country economiogvth thus decrease in interest rate.

There is need for the policy makers in the govemtrb@ control interest rate, exchange
rate and also the fiscal deficit and private sectedit as they affect interest rate in the
country. The study also recommends that the govenbitihrough it various agency that
deal with country debt should churn from usiiigernal debt as this will negatively
affect the country’s interest rate. There is ndedintroduce various fiscal policies that
will help in stabilizing the country interest rate encourage private sector investment
which will help in enhancing the gross domestictloé country thus reducing the

government borrowing .
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5.4 Limitations of the Study

The study was limited testablish the relationship between domestic debtiaterest

rate in Kenya, where private sector credit , gdssiestic product , foreign exchange
rate and fiscal debt were used as the contrablviagr , other aspects that influence
interest rate were not considered in this studyltipla regression analysis was used to
test the relationship between the study variableevwer the study did not check for

multicollinearity between the study.

The study was also limited to the degree of preniif the data obtained from the
secondary source. While the data was verifiableesih came from the Central Banks
website, an assumption had to be matlkee study was limited by the availability of data
relating to the relationship between domestic defat interest rate in Kenya. Thus the

study could not include the relationship betweengtudy variable and other variables.

The study was also limited to 10 year period stgrform year 2003 to year 2012. The
study was based on 10 years. A longer duratioheftudy would have captured periods
of various economic significances such as boomsereksions. This may have probably
given a longer time focus hence given a broadeedsion to the problem. Longer period
of time could have captured the different era offggnance and thus broaden the
understanding whether country governance influetiee the relationship between

domestic debt and interest rate in Kenya.
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5.5 Suggestion for Further Research

The study sought to determine the relationship betwdomestic debt and interest rate in
Kenya, the study recommends an in-depth study dhbal done on the relationship

between domestic debt and inflation rate. The saldg recommends an in-depth study
should be done on factors influencing domestic delitenya. Further studies should be
done to investigate effects of domestic debt omeneetric growth in Kenya.

The issues should be examined empirically usingaaded econometric model

techniques and quarterly time series data spar2®@ to 2012. Finally the study also

recommends further studies to be done on the dessddeoff between domestic and
external borrowing and point out whether switchiogvards domestic borrowing can

play a positive role in reducing the risk of sovegnefinance.
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APPENDICE

Appendix L:Introductory L etter

George Karanja Kariuki
University of Nairobi
P.O Box 30197-00100

Nairobi.

To whom it may concern
Dear Sir/Madam

RE:RESEARCH PROJECT

I am an MBA student at the University of Nairobidentaking a research project as part
of the requirements of the degree of Masters inr@ass Administration.The topic of my
research is to determine the relationship betwemnedtic debt and interest rates in
Kenya.” Your institution has been selected to fqrant of the study.l kindly request your
assistance by availing time to respond to the lattdcdata sheet.Any information
provided will be treated with utmost confidentigliand used solely for academic
purposes. A copy of the final report will be madaikable to you at your request.Your

assistance will be highly appreciated.Thanking iyoadvance.

Yours faithfully

George Karanja Kariuki
MBA student
D61/72404/2011

Tel: 0725743409
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Appendix | :Data

YEAR | GDP Private Sector Domestic Fiscal deficit | FX rate | Interest
Rate Credit (Billion ) Debt(Billion ) ( Billion) Rate

2003 2.7% 612 216.1 612.2 81.4208 13.91%
2004 4.6% 686 241.2 686.2 81.5611 13.90%
2005 5.9% 691 272.5 691.6 83.7514 14.183%
2006 6.3% 642 346.2 642.7 85.8292 14.32%
2007 6.9% 662 351.6 662.2 87.0422 14.79%
2008 1.5% 746 413.2 746.1 96.2694 15.21%
2009 2.6% 754 503.9 754.8 96.5222  18.51%
2010 4.9% 818 450.2 818.1 99.7783  19.54%
2011 5.5% 839 522.4 839.7 99.8319 20.04%
2012 4.2% 866 526.2 866.7 105.961  20.27%
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