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Abstract
This study aimed at finding out the effects of government borrowings on private credit. Time series data was used covering the period 1970 to 2006. Domestic borrowing was found to have an incomplete crowding out effect on private credit. The study also revealed that the domestic borrowing does not impact on private credit through interest rate and credit availability seem to be more relevant for the case of  Kenya. This was attributed to the fact that government interventions still play a significant role in the financial sector. The study concludes that despite the fact that the ratio of domestic debt to GDP ratio is modest, domestic borrowing still absorbs a large share of financial resources, given the low and under developed financial market. 
Relevance to Development Studies

Kenya government has increasingly been borrowing from the domestic markets. This has serious implication on the country’s development and debt sustainability. There has been a major shift in the composition of overall public debts in favour of domestic debts, these calls for a need to formulate and implement prudent debt management strategies to mitigate undesirable effects associated with domestic borrowings. The effect of domestic debts on private investment and economic growth is of main concern. Credit to the private sector is important in financing short term and long term businesses plans within an economy. Without enough credit, the contribution of private sector businesses to the economic growth will be impaired because they lack enough capital necessary for investment. It is therefore, important to determine the impact of domestic borrowing on private credit. The study is important to policy makers, as the findings can lead to prudent domestic debt management and decision making that may promote private credit. 
Keywords

Domestic debt, domestic borrowing, private credit, crowding out, budget deficit. 
Chapter One

1.1 Introduction and problem Statement

Public debt remains a major economic policy issue in most developing countries. While external debt and its effects on the economy have been extensively debated in the past, not much focus has been given to domestic debts. The debate on external debts has raised concerns among international financial institutions and resulted in successful initiatives aimed at reducing debts burden of most low income countries, such initiatives includes the Heavily Indebted Poor Countries (HIPC) and  the Multilateral Debt relief initiative by the World bank and the International Monetary fund (IMF). These initiatives have however, focussed mainly on external debts.

Most developing countries, especially in Sub-Saharan Africa have been accumulating high stocks of domestic debts following stagnating economic growth and a halt on international financial support in the 1990s among other factors. Between 1995 and 2000, domestic debts accounted for 23 percent of total debt in Sub-Saharan Africa (SSA), up from an average of 20 percent between 1990 and 1994, IMF (2007). Kenya’s domestic debts accounted for an average of 45% of total debts and 24% of the GDP between 2003 and 2008. In recent years several developing countries have adopted aggressive policies aimed at retiring public external debt and substituting it with domestic debt. Kenya for instance has been running net repayments of debt for more than a decade while domestic debts have been accumulating rapidly over the years Maana et al. (2008) implying that domestic debts is used to service external debt.
Further, most of the literature on the effects of public debts on economic performance has been in the context of developed countries, and those done in developing countries mainly focus on external debts. Reinhart and Rogoff (2008) argue that there is rich scholarly literature on sovereign default on external debt while little is known about the sovereign default of domestic debt. Similarly, Christensen (2005) notes “until recently less attention has been paid to domestic debt in low income countries despite its potential significant effects on the government budget, macroeconomic stability, private sector lending and ultimately growth performance.” Even among the developing countries not much attention has been paid to the domestic debts and its potential risks on the economy. This has led to substitution of external debts for domestic debts in some countries.

The question of domestic debts is therefore pertinent to the economies of developing countries given the increased scope for expanding domestic debts following the external debts initiatives. Traditional policy advices, especially to developing countries have sought to limit the accumulation of domestic debts considering low development of the financial markets. However recent studies have increasingly begun to show the importance of domestic borrowing. According to Abbas and Christensen (2007) “Compared to other budgetary finance, market based domestic borrowing is seen to contribute more to macroeconomic stability-low inflation and reduced vulnerability to external and domestic monetary shocks.”

Though  Kenya is a not  HIPC, its debt situation and the performance of its economy has to a large extent not helped distinguish it from other African and underdeveloped countries classified as falling within the HIPC category of debt–relief deserving economies AFRODAD (2005). Debt burden has continued to be a major challenge in Kenya and one of the obstacles in the achievement of developments goals and especially United Nations Millennium Development Goals (MDGs). Debt servicing has crowded out funding for capital and social expenditure such that there are little resources left for government functions such as education, health and other services that ensure an enabling environment for the private sector. The government has long been accused of indulging in excessive borrowing from domestic sources and thus crowding out private investment and in turn stifling growth. The claim requires serious attention in the context of the country’s crying need to generate faster economic growth. This study therefore, aims to examine the impact of domestic debts on private credit.
1.2 Rationale and Policy Relevance 

Kenya’s rising domestic debt has serious implications on the country’s development and debt sustainability. There has been a major shift in the composition of overall public debts in favour of domestic debts, these calls for a need to formulate and implement prudent debt management strategies to mitigate undesirable effects of the rising domestic debts on the economy. Servicing of Kenya’s domestic debts has been crowding out funding for capital and social expenditure. This is because as a significant proportion of the government budget is allocated to servicing public debts every financial year, leaving inadequate financial resources for development activities. Domestic interest payment as a percentage of total government expenditure was 8.4 percent in 2004/05 and increased to 8.8 percent in 2006/07. Interest payments on domestic debts as a percentage of government revenue accounted for about 10% in 2006/07.

The effect of the rising domestic debts on private investment and economic growth is of main concern. Credit to the private sector is important in financing short term and long term businesses plans within an economy. Without enough credit, the private sector businesses contribution to the growth of the economy will be impaired because of lack enough capital necessary for investment. Studies on the effects of public debts on the economy in developing countries and in particular Kenya are scanty, as most studies have mainly focussed on developed countries. Further, studies on public debt and its impact on private investment have focussed on external debt. The research paper aims to fill the gap by using times series data from 1970 to 2006 to analyse the impact of domestic debt on private credit in Kenya.

The objective of this study therefore, is to find out if government domestic borrowing from the financial markets has any effect on the credit supply to the private sector in Kenya. The study is important to policy makers as the findings can lead to prudent domestic debt management and decision making that may promote credit supply to the private sector. 

1.3 Research Question

Does domestic borrowing by government crowd out private credit in Kenya?
Specific Questions

i. How does government finance its budget deficit? 

ii. How have the domestic debts in Kenya evolved in the recent past?

iii. Considering Kenya’s financial market development, what are the effects of domestic borrowing on private credit? 

Hypothesis

Domestic borrowing by government crowds out credit to the private sector.
1.4 Methodology and data information

Government borrowing domestically affects the credit supply to private sector and can crowd out private investment. In order to examine this effect, both descriptive and econometric methods are applied in the study. For the descriptive analysis a bivariate correlation table was used in order to establish the relationship between the variables that relate to private credit. For the econometric analysis variables are first tested for stationary using the Dickey-Fuller (1979) techniques. The Johansen co- integration techniques (Jahansen, 1998; Jahansen and Juselius, 1990) are then used in order to estimate the long-run impact of domestic borrowing on private credit. Time series data was used covering the period 1970 to 2006. Detailed analysis of the variables is discussed in chapter five.

This study is based on secondary data sources. The main sources of the data are World Development Indicators (WDI) (2008), African Development Indicator (2003), International Financial Statistics (IFS), Central Bank of Kenya (CBK) Annual Reports, Annual Public Debt Management Reports in the Ministry of Finance, and Global Development Finance (GDF) (2008) of the World Bank. 


1.5 Structure of the study

The rest of the paper is organized as follows: Chapter two gives background information of the Kenya’s economy, financial and capital market development and the evolution of domestic debts. Chapter three discusses the literature review, the analytical framework and the empirical studies. In chapter four, descriptive data analysis is done, while chapter five presents the regression analysis of impact of domestic borrowing on private credit. Chapter five also discusses the results and provides policy recommendation.

Chapter Two

This chapter provides some background information on the Kenyan economy, the financial and capital markets development, the evolution of domestic debts and the composition of domestic debts between 1996 and 2008. 

2.1 Background information on Kenya’s Economy

Kenya registered an impressive economic growth immediately after independence with; Gross Domestic Product (GDP) growing at an annual average rate of 6.6% from 1963 to 1973. However, this could not be sustained due to macroeconomic imbalances caused by the oil crises (1973-74, 1979, 1990-1991, and 2003); droughts (1979, 1984, 1992, 1994 and 2004); withdrawal of donor support (1992, 1997 and 2001) as well as political instability. These lead to increased current account deficit, exchange rate depreciation, and high rates of inflations and unfavourable balance of payment. Between 1973 and 1983, real GDP growth averaged 5.2% while, from 1990 to 2005 real GDP averaged 3.0% (Economic survey various issues). Fiscal imbalances also exerted pressure on domestic credit. Domestic credit provided by the banking sector increased from 12% of GDP in 1966 to a peak of 56 % in 1992, and then declined to 37 % by 2006. Domestic credit to the private sector on the other hand expanded form 12% of the GDP in 1960 to 34% in 1992 before declining to 25% of GDP in 2006, WDI (2008)
There was a major economic realignment after the election of new government in 2002, with real GDP increasing gradually. In 2007 the country registered a 7% economic growth rate, the highest ever over a period of two decades. However due to the post election violence that locked the country in January 2008, the growth rate went down to 1.7% Economic Survey, (2009). Table 2.1 shows some of the key economic variable since 2000 to 2008
Table 2.1: Economic Indicators 2000-2008
	
	2000
	 2001
	2002
	2003
	2004
	2005
	2006
	2007
	2008

	Real GDP growth 
	0.6
	4.7
	0.3
	3.0
	4.9
	5.8
	6.1
	7.0
	1.7

	Interest rate
	15.3
	17.8
	17.3
	9.1
	4.6
	6.2
	6.1
	6.9
	8.6

	Inflation rate
	10.0
	5.8
	2.0
	9.8
	11.6
	10.3
	14.5
	9.8
	26.2

	Gross domestic savings (% of GDP)
	9.4
	11.4
	12.8
	13.0
	12.2
	13.4
	14.9
	13.1
	14.8

	Gross Domestic Investment(% of GDP)
	17.4
	19.3
	16.4
	17.5
	18.1
	16.6
	19.3
	19.4
	19.5

	Exchange rate(KShs Per US Dollar) 
	76.2
	78.6
	78.7
	75.9
	79.2
	72.6
	72.1
	67.4
	70.17

	Exports of goods and services (% of GDP)
	21.6
	22.9
	24.9
	24.0
	25.8
	27.8
	26.2
	26.6
	26.3

	Imports of goods and services (% of GDP
	29.6
	30.8
	28.5
	28.4
	33.6
	35.2
	36.0
	38.8
	41.7

	Domestic public debt (% of GDP)
	26.5
	21.9
	23.0
	27.9
	25.3
	23.4
	23.2
	22.1
	21.2

	External public debt (% of GDP)
	50.9
	40.7
	36.8
	39.2
	36.6
	32.2
	27.9
	49.5
	49.9


Source: Economic surveys. 
2.2 Financial and Capital Market Development in Kenya
(i) Financial markets

Kenya has a range of financial institutions comprising commercial banks, non-bank financial institutions (NBFI’s), building societies, saving and credit societies, insurance companies, hire purchase and a stock market. By 2007, there were 45 financial institutions comprising 42 commercial banks, 2 mortgage finance companies and one Non Bank Financial institution (NBFI)
 (Central Bank Annual report 2007). 
Kenya’s financial system is believed to be well developed compared to many African countries, but compared to other regions of the world it is still under developed, Odhiambo (2008). Similarly, Christensen (2005) found Kenya to be among the countries with the “deepest” financial sector where the broad money summed up to about 50 percent of GDP in the late 1990s. The development of the Kenyan financial market can be analysed in terms of two major periods i.e. the pre reform period and period of liberalized financial market. They are discussed as follows;
 Pre- reform period.

Kenya at independence (1963), inherited a financial system that lacked monetary financial independence, this lead to establishment of the Central Bank of Kenya in 1966, which was given the supervisory powers over the commercial banks and financial institutions. This allowed the country to operate in a more independent way. The government adopted a low interest rate policy by setting the minimum and the maximum lending and saving deposit rates. Though the low interest rates enabled the government finance it deficit cheaply, this discouraged savers since the interest rate were too low.
While in 1960s and 1970s, the financial sector was dominated by foreign banks, this changed in the 1980s. There was a deliberate move by the government to encourage local ownership of the financial institutions. This was done by relaxing the minimum capital requirement, which resulted in mushrooming of locally incorporated banks. These institutions had low asset ratio compared to the foreign banks.  The low capital requirement also encouraged the formation of Non Bank Financial Institutions (NBFIs). However, the NBFIs were formed without adequate capital base. Government also applied discriminative interest rate policy which enabled NBFIs to attract long term deposits and set higher lending rates. These enabled them to undertake long term and often unsecured loans, Ndung’u and Ngugi (1999). Commercial banks lending policies, on the other hand, concentrated on few sectors and firms that mainly relied on overdraft financing. This did not give the commercial banks the incentive to broaden their loan maturities or seek new borrowers. By late 1980 and early 1990s, the sector faced insolvency, which led to some institutions ceasing their operation. According to Ngugi and Kabubo (1998) the bank crisis of 1986 was mainly due to under capitalization. 

The financial market then was characterised by limited financial assets portfolio, limited government securities that were composed of short term treasury bills and limited long term maturity bonds with low rate of return while at the same time the capital market was under developed. There were no secondary markets for securities and the available assets were illiquid. The main policy tools included treasury bills, liquidity ratio and credit ceilings, Ngugi (2000).  Credit control took the form of selective restrictions whereby banks were instructed to divert credit to specific sectors for example agriculture which limited the available credit for the private sector. According to Ndung’u and Ngugi (1999) this showed “financially repressed system with heavy government involvement, weakness in the prudential and regulatory framework and the financial institutions, uncompetitive banking sector and under developed money and capital markets which were not entirely integrated with each other.”

Liberalization of the Financial Markets

Comprehensive financial reforms in Kenya were launched in 1989. They consisted of both policy and institutional reforms. The policy reforms were aimed at removing distortions in mobilization and allocation of financial savings and developing more flexible monetary instruments, while institutional reforms were intended to restore public confidence in the financial system as well as upgrade the skills to supervise and regulate financial institutions, World Bank (1992). 
As the reforms measures were instituted there was an increase in assets and liabilities in the banking sector. The M3/GDP ratio increased from an averaged of 36% in 1980-89 to 45% in 1990-99 before declining to 39% in 2000-2006, WDI (2008). This implies that during the implementation or the financial reforms the supply of money was quite high. There was also a shift in liabilities as NBFIs’ converted to commercial banks. The ratio of NBFIs deposit to commercial bank deposits reduced from 54% in 1990 -1996. The deposits liabilities of commercial banks increased from an average of 10.25%, 15.7% and 26.4% in 1980-44, 1985-91, and 1992-95 respectively, Ngugi and Kabubo (1998).

There were a number of factors that hampered the reform process. The main factor was the failure of  government to put in place the prerequisites for financial liberalization, literature suggest that sequencing of financial reforms, is first the attainment of macroeconomic stability and then liberalization of other sectors before financial liberalization (Montiel (1995); Mirakhor and Villanueva (1993)). This however was not the case in Kenya, by the time financial sector was liberalized, macroeconomic stability was yet to be achieved, trade liberalization and other reforms were done after financial liberalization, fiscal deficit was increasing and mainly financed from sale of treasury bills, and credit control was relaxed before sterilization of excess liquid in the economy, Ngugi and Kabubo (1998). The effectiveness of monetary policy which entailed interest liberalization in 1991 and replacement of direct control on lending with open market operations was hindered by the fact that the sector was still dominated by few banks not competing against each other and the fact that the financial sector was still segmented. According to Ndung’u and Ngugi (1999) the reforms did not achieve much. 
There are doubts whether liberalization indeed improved the efficiency of credit allocation. Major concerns have been raised which show that the financial system is still operating in oligopolistic manner. The National Development Plan (1997-2001:39) points out that the central bank will introduce “regulations to check the oligopolistic tendencies in the sector...” Similarly, Ndung’u and Ngugi (1999) note “The sector is still oligopolistic in nature with few banks working together with conservative lending practises.” They show in their study that even after liberalization interest rates have not been market determined. 

 While Kenya’s financial sector is viewed as substantially diversified, it is still dominated by banking institutions which are still not able to provide long term capital adequately Ngugi et al. (2009). The financial market is still low and under developed, according to Ngugi and Kabubo (1998) “financial markets are still in their infant stages and central bank has not yet gained independence in its independence” The sector still remains vulnerable to government influences and inadequate supervision. 
Capital market

Capital market development is an important component of financial development and supplements the role of the banking system. Capital market in Kenya comprises the stock market, bonds market, development financial institutions and pension funds. The capital market is relatively small weak and inefficiently regulated
.  The capital market is still narrow and thin. Government indicated its commitment in facilitating growth of the capital market in the Sessional paper No.1 1986. However the implementation has been slow.
Kenya’s stock market has been in existence since early 1960s however its rate of growth has been slow, the market has just about 50 listed firms, far below what the country inherited at independence (1963). In January 1990, capital market authority was set up in order to regulate the operations of the market. Although the overall capitalization of the market has been growing, the stock market still remains underdeveloped and illiquid. 
The bonds market in Kenya traces its origin to the 1980s when the government first launched a bid to use treasury bonds in order to finance government deficit. The government revitalized the bond market by re-launching treasury bonds in 2001. After 2001, the bond market has been relatively more active and an increased number of bonds issue has been made. By the end of 2005, there were 65 treasury bonds listed at the Nairobi Stock exchange.

The corporate bonds were first introduced in the market 1996, when the East African Development Bank (EADB) bond was issued. Since its inception there are only five corporate organizations that have listed their bonds in this market. Ngugi and Agoti (2007) point out that the growth of the market has been hindered mainly by information asymmetry, a high and unstable interest rate regime and crowding out effects of the domestic debts. Table 2.2 shows some of the stock market development indicators

Table 2.2 Stock market Development indicators 
	Indicator
	1987
	1991
	1996
	2004
	2006

	No of listed companies
	53
	53
	56
	48
	48

	Market Capitalization

(US $ mn)
	424
	453
	1732
	3864
	10,984

	Value Trading(US $mn)
	-
	11
	69
	281
	506

	NSE stock index

(Base Jan 1966=100)
	3115
	3117
	3114
	2946
	3973


Source: Nairobi Stock Exchange (NSE)
Though NSE market is considered more active and liquid compared to other East African countries, by the international standards it is still small, volatile and illiquid with respect to prices and returns. The secondary bonds and equity market are particularly marked by low liquidity.  According to Kibuthu (2005), only about 15 companies out of the 48 listed companies are regularly traded, for the rest of the companies trading is irregular and done haphazardly. The turnover ratio is less than 5 percent; this could be attributed to the fact that only 35% of market capitalization is available for trading. There are high incidences of “buy and hold” among institutional investors who hold about 60% of the equities listed in NSE, Kibuthu (2005).
2.3 Evolution of Domestic Debts in Kenya: 1996-2008

In Kenya domestic debts is defined as the central government debt incurred internally through borrowing in the local currency from residents. Government domestic borrowing comprises of government securities, overdraft at central bank and commercial banks advances. Government securities comprise Treasury bills, treasury bonds and long term stocks.

Due to lack of data it is not possible to review the evolution of domestic debts in details, over a long period; hence the focus will be on the period 1996 -2008 where detailed data is available. During this period, the government domestic borrowing was mainly through government securities, overdrafts at the Central Bank of Kenya (CBK) and advances from commercial banks. 
From table 2.3 below, total debts as a percent of GDP have been falling from 67.8% of the GDP in 1996 to 42.3% of GDP in 2008, with an increase in 1999 and 2000 to 78.7% and 77.4 % of GDP respectively. External debts show quite some improvement, external debts as a percentage of GDP declined from 50.3% to 21.1%. This can be attributed to the fact that Kenya has been servicing its debts regularly and also as a result of limited access of borrowings from external sources. On several occasions Kenya has been suspended from receiving external funding (1991, 1997, and 2001) due to government failure to maintain a satisfactory macroeconomic framework. Kenya’s income level led it to be considered for HIPC initiative but did not qualify since its debt levels are below the HIPC initiative thresholds. 

Domestic debts as a percentage of GDP on the other hand rose from 17.5 % in 1996 to 27.9 % in 2003 but have since then been falling; this could be due to higher economic growth that the country registered since a new government took over power in 2002. However the level of domestic debts in 2008 is still above that registered in 1993. From the above analysis the domestic debts are still within sustainable level, and do not seem to pose a threats to the country’s economy. However, considering the low and underdeveloped financial markets, as discussed earlier, even a small claim by the government will have negative effects on the private credit.
Table 2.3: Evolution of Public Debts (US$ Billions) and % of GDP 
	
	Jun-96
	Jun-97
	Jun-98
	Jun-99
	Jun-00
	Jun-01
	Jun-02
	Jun-03
	Jun-04
	Jun-05
	Jun-06
	Jun-07
	Jun-08

	External Debts
	6.06
	5.24
	5.36
	5.80
	5.19
	5.02
	4.80
	5.36
	5.60
	5.75
	5.98
	5.9
	6.1

	Bilateral
	2.11
	2.71
	2.84
	2.48
	2.71
	2.70
	3.00
	3.81
	3.87
	4.18
	4.96
	2.0
	2.1

	Multilateral
	2.24
	1.94
	1.79
	2.10
	1.82
	1.68
	1.65
	1.88
	2.06
	2.09
	2.15
	3.6
	3.7

	Commercial Banks
	0.51
	0.45
	0.66
	0.51
	0.33
	0.37
	0.30
	0.05
	0.04
	0.02
	0.02
	0.004
	0.004

	Export Credit
	0.02
	0.06
	0.01
	0.06
	0.02
	0.05
	0.02
	0.36
	0.21
	0.25
	0.27
	0.3
	0.3

	External Debt as % of GDP
	50.3
	42.2
	39.9
	55.1
	50.9
	40.7
	36.8
	39.2
	36.6
	32.2
	27.9
	21.7
	21.1

	External Debt as % of Total debt
	74.2
	65.9
	65.3
	70.1
	65.7
	65.0
	61.5
	58.4
	59.1
	57.9
	54.7
	49.5
	49.9

	Domestic Debts
	2.11
	2.71
	2.84
	2.48
	2.71
	2.70
	3.00
	3.81
	3.87
	4.18
	4.96
	6.0
	6.1

	As % of GDP
	17.5
	21.8
	21.2
	23.6
	26.5
	21.9
	23.0
	27.9
	25.3
	23.4
	23.2
	22.1
	21.2

	As % of Total debts
	25.8
	34.1
	34.7
	29.9
	34.3
	35.0
	38.5
	41.6
	40.9
	42.1
	45.3
	50.5
	50.1

	Total Debts
	8.16
	7.95
	8.20
	8.28
	7.90
	7.71
	7.79
	9.17
	9.47
	9.93
	10.94
	11.9
	12.3

	As % of GDP
	67.8
	64.0
	61.1
	78.7
	77.4
	62.6
	59.8
	67.1
	62.0
	55.6
	51.1
	43.8
	42.3


Source: Ministry of Finance and Central Bank of Kenya

The composition of public debts has changed significantly with the share of domestic debts increasing from 25.8 percent of the total debts in 1996 to around 50 percent in 2008. While domestic debt as a percentage of the total has been rising, the external debts as a percentage of the total debt declined from 74.2 percent in 1996 to around 50 percent in 2008. According to the annual Debt Management report (2008) the shift in the composition of debt during the period is attributed to reduced access to external funding from multilateral and bilateral agencies and increased domestic borrowing to close the shortfall.
2.3.1 Trends on the stocks of Public debts
From figure 2.1 below, domestic debts as a percentage of the total debts have been increasing over the period under review, while external debts as a percentage of the total debts has been declining and were almost at the same level by 2008. The gap between external debts as a percentage of the total debts and that of domestic debts as a percentage of the total debts has widened gradually, meaning external debts are being replaced by domestic debts replace. This is confirmed by the Annual Debt management report (2007) which reports that the shift in the composition of public debts has been as a result of limited access to external financing hence government resorts to domestic borrowings in order to finance its deficit. It follows therefore, that the trends in the availability of external finance are important in determining the trend in domestic borrowings and this in turn affects credit availability to the private sector since government and private sector compete for the limited resources in the domestic market.

Figure 2.1: Domestic Debts and External Debts
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Source:Central Bank of Kenya 
2.3.2 Trends Domestic debts and Domestic borrowing

Domestic debts as defined earlier, are government debt incurred internally through borrowing in the local currency from residents. While domestic debts are accumulation of government borrowing over the years, domestic borrowing reflects what the government borrows in each particular year. Domestic borrowing in Kenya includes the sum of net short term borrowing and net long term borrowing. In principle the changes in domestic debts for a particular year should be equivalent to domestic borrowing. However in particular instances there are discrepancies. Due to lack of consistent data on domestic debts, our analysis in this study will make use of domestic borrowing instead of domestic debts. Moreover, use of domestic borrowing is more likely to reflect the effects of government borrowing on private sector credit since borrowing are for a particular year while domestic debts are accumulated over the years. The following figure presents changes in domestic debts and domestic borrowing expressed as a percentage of GDP. 
Figure 2.2: Changes in Domestic Debts and Domestic Borrowing
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Source: Economic surveys and Annual debt Management report 
2.3.4 Composition of Domestic Debts by instruments

From table 2.4 below the composition of domestic debts portfolio by instruments changed significantly from 1996 to 2008. The change was in favour of treasury bonds and a substantial decline in treasury bills. The proportion of treasury bonds to the overall domestic debt rose from 7.1 percent in June 1996 to 73.2 percent in June 2008. Treasury bills on the other hand, dropped from 65.2 percent in June 1996 of the total domestic debts to 17.7 percent in June 2008.

A remarkable change is especially noticed from the year 2002 where treasury bonds rose to 45 percent of the total domestic debts from 21 percent of the overall debts in June 2001. This shows there was a deliberate effort by the government to replace short term dated treasury bills with long term dated treasury bonds. According to the annual debt Management report of June 2008, the shift in the composition of domestic debts in favour of the longer dated instruments followed the government initiative in May 2001 to restructure public domestic debts and develop the domestic debt market. The report notes that the reason for restructuring from short term dated treasury bills was to reduce the risks associated with short term borrowing.

The proportion of the CBK overdraft to the government also changed. A weak fiscal framework in the early 1990s led to excessive borrowing by the government from the CBK through the overdraft facility. The proportion of the government overdraft at the CBK to the overall domestic debt dropped from 20 percent in 1996 to zero in 2008.This could have been as a result of improved fiscal discipline but also due to amendment of the CBK Act in April 1997 to limit the overdraft level to 5 percent of the latest audited ordinary government revenue. Figure 2.2 clearly shows the shift in the composition of the domestic debts portfolio.

Table 2.4: Trends in the Composition of Gross Domestic Debts by instrument 
(% of the Total)

	Instruments
	Jun-96
	Jun-97
	Jun-99
	Jun-99
	Jun-00
	Jun-01
	Jun-02
	Jun-03
	Jun-04
	Jun-05
	Jun-06
	Jun-07
	Jun-08

	Total stock of Domestic debts(A+B)
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0
	100.0

	A. Government Securities
	76.1
	87 .3
	83.1
	94.8
	92.6
	94.1
	96.1
	96.2
	94.5
	95.8
	97.7
	99.6
	99.2

	1.Treasury Bills(excluding Repo Bills)
	65.2
	62.4
	60.7
	55.5
	55.4
	55.0
	34.8
	27.2
	20.6
	22.8
	26.5
	23.3
	17.7

	     Banking institutions
	37.5
	33.7
	26.1
	32.4
	30.1
	25.6
	12.9
	12.5
	13.8
	10.4
	13.1
	11.2
	6.6

	     Others*
	27.7
	28.8
	34.6
	23.0
	25.3
	29.4
	21.9
	14.7
	6.8
	12.4
	13.3
	12.1
	11.1

	2. Treasury Bonds
	7.1
	22.4
	20.2
	16.2
	17.9
	21.0
	45.0
	55.8
	61.6
	61.3
	61.0
	67.3
	73.2

	      Banking Institutions
	0.4
	14.4
	15.3
	2.9
	4.2
	6.2
	20.0
	25.7
	29.1
	28.4
	28.0
	35.0
	37.6

	 Others
	6.7
	8.0
	4.9
	13.3
	13.7
	14.8
	25.1
	30.1
	32.5
	32.8
	33.0
	32.3
	35.7

	3.Long Term Stocks
	3.8
	2.5
	2.2
	2.0
	1.5
	0.7
	0.6
	0.4
	0.3
	0.3
	0.3
	0.2
	0.2

	      Banking Institutions
	0.1
	0.1
	-
	-
	0.1
	-
	-
	-
	-
	-
	-
	-
	-

	     Others
	3.7
	2.4
	2.2
	1.9
	1.4
	0.7
	0.6
	0.4
	0.3
	0.3
	0.3
	0.2
	0.2

	4. Pre-1997 Government        Overdraft
	-
	-
	-
	21.2
	17.9
	17.4
	15.6
	12.8
	12.1
	11.4
	9.9
	8.8
	8.0

	 Repo T/Bills
	2.2
	10.9
	9.8
	2.9
	8.2
	8.2
	15.3
	9.3
	12.0
	11.4
	9.9
	8.8
	8.0

	B.Others**
	23.9
	12.7
	16.9
	5.2
	7.4
	7.4
	3.9
	3.9
	5.5
	4.2
	2.3
	0.4
	0.8

	Of which CBK overdrafts to Government
	20.0
	-
	3.2
	3.2
	3.2
	3.2
	-
	1.5
	3.0
	1.7
	1.5
	-
	-


Source: Central Bank of Kenya

* Others include NBFIs, insurance companies, parastatals, building societies, pension funds and a very small proportion of the general public.

**Others includes Government overdraft at CBK, clearing items awaiting transfers to PMG, commercial bank advances and tax reserve certificates 
Figure 2.2: Treasury Bonds and Treasury Bills
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2.3.5 Maturity Structure Domestic Debts

The maturity structure is an important factor to consider while looking at government debt portfolio. When domestic debts are comprised of short term securities, the government may encounter risks such as vulnerability to sudden increase in interest rates in case of frequent roll over as well as high administrative costs. The maturity structure is also important for the investors because it is important for them to diversify their asset portfolios. This is mainly important in many African countries where apart from lending to the private sector investment in government debts is a major opportunity, Gelbard and Leite (1999).
During the period June 1996 to 2008, treasury bills were issued in maturities of 91days and 182 days and were not tradable in the secondary market. Treasury bonds on the other hand were issued in maturities of between one and ten years and were tradable in the secondary market. The types of bonds issued during the period were fixed rate, floating rate, fixed coupon discounted, zero coupon, and special fixed rate bonds.

The Government, introduced longer dated Treasury Bonds to lengthen the maturity profile of the debt. In addition, the Treasury Bonds began to trade at the Nairobi Stock Exchange. The Central Bank of Kenya Act (Cap 491 Laws of Kenya) was also amended to limit the overdraft to 5 percent of the latest Government audited revenue in order to curb inflationary pressures resulting from monetised borrowing through Government direct borrowing from CBK.
2.3.6 Domestic Debts by investor

The figure below shows the trend of domestic debt by holders as a percent of the total domestic debt. While domestic debt held by central bank have been declining over time there seems to be a trade off by domestic debt held by the commercial bank and domestic debts held by non banks.
Figure 2.3: Domestic debts by Holders (% of the Total) 

[image: image4.emf]
2.4 Conclusion

The chapter began with a brief background of the Kenya’s economy which reveals that the country’s economy is still characterised by macroeconomic imbalances. A look at the financial and capital markets development showed the markets are still low and underdeveloped. The capital market is at its infant stages, still thin and narrow. The evolution of domestic debts also revealed some salient issues. First, the levels of domestic debts as a percentage of GDP are still modest; however considering the fact that the financial market is still low and underdeveloped as presented in section 2.2, even a small claim by the government from the domestic market is likely to bring undesirable effects. Second, there seems to be a trade off between external debts and domestic debts. This could imply that trends in external borrowing are important in determining trends in the domestic borrowing and in turn affect private credit. Lastly, the proportion of CBK overdraft to the government has disappeared over time. This has monetary implications, when government borrows from the CBK; this raises the money supply and inserts liquidity in financial markets which in turn increases the ability of the banks to create private credit. These issues will be discussed further in the following chapters.

 Chapter Three

3.0: Literature Review and Analytical Framework

The chapter begins by looking at the reasons why government borrows domestically. It also presents some of the argument for and against domestic debts. Theoretical aspects of deficit financing and its impact on private credit are also discussed using four views that include crowding out hypothesis, Ricardian equivalence proposition, loanable fund model and credit rationing model. The chapter also presents an analytical framework in which the relationship between the main variables are discussed and finally a review of previous empirical studies. 
3.1 Why Domestic Debts

Debt financing is one of the alternatives available to government to finance its budget deficit. Borrowing is not necessarily harmful nor does it automatically lead to slow economic growth. However, inappropriate and excessive borrowing in absence of prudent debt management policies leads to debt servicing obligation, which constrains future economic growth.  

Most developing countries borrow both from external and domestic markets. External debts allows a country to invest and consume beyond its current domestic production, it also enhances capital formation by tapping savings from capital surplus countries. However, the enhancing of capital formation depends mainly on whether the borrowed money is used to finance investment expenditure or current expenditure. Foreign finance also increases foreign exchange which is important in meeting import requirements, Christensen (2005). However, foreign borrowing has a “currency risk which may increase along with foreign indebtedness given that foreign debt service increases the demand for foreign exchange.” Christensen (2005). 
 There are a number of reasons why government borrows domestically despite the attractiveness of foreign borrowing. First the supply of external financing depends on the donor’s budgets and their judgement of the recipient country’s economic performance, Christensen (2005). This has affected Kenya on several occasions, funding was suspended in 1991, 1997 and 2001 due to macroeconomic mismanagement. The other reason is that most often foreign aid is linked to project financing and therefore, to finance the recurrent budget and capital projects the government resorts to domestic borrowing. 

Given that interest payments on domestic debt are higher than interest accruing to foreign borrowing, servicing of domestic debt can consume a considerable part of the government revenues. Domestic borrowing can also crowd out private investment. This is because government tap into domestic private savings that could otherwise have been available to private sector. It is worth noting that domestic borrowing has different implications from external borrowing and in order to decide the optimal structure of public debt, debt managers should consider the tradeoffs between the cost and risk of alternative forms of financing and the role of externalities, Panizza (2008).

Different authors argue that domestic debt has different effects on the public financial sector and economy as a whole. The following section looks at some of the arguments for and against domestic debt.

3.1.1 Arguments for domestic debt

Government mainly resorts to domestic borrowing to finance deficit not fully financed by foreign resources. Abbas and Christensen (2007) argue that the domestic debt market can help strengthen money and financial markets, boost private savings, and stimulate investment. Government securities are also a vital instrument for the conduct of indirect monetary policy operations and collateralized lending in interbank markets which help reduce the need for frequent central bank interventions.

The availability of domestic instruments can provide savers with an attractive alternative to capital flight as well as lure back savings from the non-monetary sector into the formal financial system, IMF (2001). Domestic debts also provides banks with a steady and safe source of income, holding of government securities may serve as collateral and encourage lending to riskier sectors, Abbas and Christensen (2007). This is mainly because many developing countries face inherently risky and unpredictable business environments.  In other words, holding of government debt may compensate for the lack of strong legal and corporate environments, Kumhof and Tanner (2005). 

Similarly, (Moss et al. (2006); Abbas (2005)) argue that increasing the reliance on domestic financing may help mitigate the problems of external borrowing, a government which raises a substantial proportion of their revenues from external borrowing are less accountable to their citizens. 
3.1.2 Critics of domestic debt

Majority of the critics of domestic debt focus on the macroeconomic risks associated with domestic debt financing. Abbas and Christensen (2007) note that the critics of domestic debt are mainly concerned with private sector lending, fiscal and debt sustainability, weakening bank efficiency and inflationary risks.
A major risk of domestic debts is that, it can have crowding out effects on the private investment. When government borrows domestically, they utilize domestic private savings, hence this savings are no more available for private sector lending and as a result the pool of loanable funds reduces, Diamond (1965). Abbas and Christensen (2007) argue that this raises the cost of capital for private borrowing and in turn leads to a reduction of private investment demand and capital accumulation. 
For Chirstensen (2005) when borrowing from the domestic market, government taps into domestic private savings that would otherwise have been available to private sector. This affects the private investment negatively since interest rates goes up (if they are flexible).  However according to Beaugrand et al. (2002)  if interest rates are controlled by government, domestic borrowing by government has a more direct crowding out effect on private investment by reducing the amount of credit available to private sector.
Domestic debt is viewed as more expensive than concessionary external financing Beaugrand et al. (2002). As a result the interest burden of the domestic debt absorbs significant government revenues that would otherwise be allocated for development activities. Abbas and Christensen (2007) argue that the cost of domestic debts may rise sharply due to time inconsistency problems when government credibility is low “if the state has weak (direct) tax collection, as the case in most LICS, the state will have a strong incentive to monetise [the] deficit and use net domestic financing window to both generate seigniorage and reduce the real burden of existing domestic debts.” It is also argued that where lending to the government is highly attractive providing a constant flow of earning, it may crowd out riskier private borrowers, Hauner (2006). This makes the banks complacent about costs and they end up reducing their motivation to mobilise deposits in order to fund risky private sector projects.
3.2 Theoretical Aspect of Financing of the Government Deficit

There are mainly three sources that every government uses to finance its expenditure. They are taxes, printing money and borrowing. Historically and practically, tax revenues are the main sources of government expenditures. For one reason or the other, government expenditures often exceed tax revenues, and therefore government has to find a way of financing the deficit. There are three sources available to finance the deficit: by levying new taxes or raising the existing tax rates, printing money, or borrowing. Tax revenues are not sufficient and levying new taxes or increasing current taxes are not politically desirable. The printing money option to finance this excess spending is not desirable for fear that it could lead to high inflation. This leaves borrowing as the only option available for the government to finance its deficit. Since there is limited amount of funds available in the economy, it is logical to think that government borrowing will have some effect on the private sector.
 While theories suggest financing of budget deficit through domestic borrowing reduces the loanable funds leading to higher interest rates, and a reduction on the private investment. Others see some complementarities between government borrowing and private investment. Government expenditure may help in stimulating private investment and promote economic growth. Ahmed and Miller (2000) found government investment in infrastructure to induce private investment in developing countries. Increase in private investment boost the economic growth which enhances the ability of the government to service its debt in future. Therefore domestic borrowing per se may not be harmful but it is important to determine its effect on the economy. There are mainly four views in the literature that provides theoretical basis. These are: crowding out hypothesis, Ricardian Equivalence Proposition (REP), loanable fund model and credit rationing model.
3 .2.1 Crowding –Out Hypothesis

Buiter (1990:163) refers to crowding out as “the displacement of private economic activity by public economic activity”. It is the reduction in private consumption as a result of increased government spending. Financing of increase in government expenditure through tax reduces private consumption. If government does not increase the taxes then it resorts to borrowing which lead to increase in interest rates and a reduction in private investment. There is yet to be an agreement in modern macroeconomics on the subject. Those who claim that government debt impact on private sector supports the crowding out hypothesis, while those who claim that government debt have no net impact on private sector, support Ricardian equivalence proposition.

Government borrowing can, either partially or completely crowd out private investment. The following figures demonstrate crowding out effects graphically; this is drawn from Gumus (2003). In order to show this it is assumed that private investment is a function of interest rate only, I=I(r), where I is investment an r is interest rate. The investment is negatively related to interest rate because as interest rates increases it becomes less profitable to invest due to the higher costs of borrowing. S is savings and it is assumed to be either positively related to interest rate or insensitive to interest rates, so that savings increases with the increase in the rate of return, or change in rate of return will have no effect on saving respectively. 

(i) Partial Crowding Out Effects

Figure 3.1 illustrates the case of partial crowding out, where I=I(r), S=S(r), I’(r) <0, and S’(r)>0. Increase in government debt causes interest rates to increase from r0 to r1, increase in interest rate  in turn causes private investment to decrease from I0-I1=-∆I. In this case the crowding out is partial because the amount of crowding of private investment is smaller than the amount of government debt issue.
Figure 3.1: Partial Crowding out case
[image: image5.emf]
Source: Gumus (2003)

(ii) Complete crowding out 

Complete crowding out occurs if change in interest rate does not lead to changes in saving i.e. S=S0. This is demonstrated in the figure 3.2 below.
Figure 3.2: Complete crowding out case

[image: image6.emf]
Source: Gumus (2003)

In this case, increase in government debt issue causes interest rates to increase from r0 to r1. However, since savings are insensitive to interest rate, government debt crowd out private investment by the same amount. It is complete or full because domestic borrowing displaces a similar amount of private investment. In the real world, savings do respond to changes in interest rate; an increase in interest rate is believed to have a positive effect on savings, this may in turn increase the supply of loanable funds. Hence, a case of complete crowding out is unlikely. Complete crowding out is an extreme case as Gumus (2003) notes, contrary to Buiter (1990) who notes that in an open economy facing perfect international capital mobility with freely floating exchange rate, crowding out is complete.

One argument is that higher government borrowing from banking sector has a significant effect on private credit and crowds out private credit. The other possibility is that access to safe government assets discourages the banks from lending to risky private sector. Emran and Farazi (2009) argue that if the banking sector is populated by “lazy banks” then a one dollar government borrowing may result in more than one dollar crowding out of private credit.

(iii) Crowding in Effects
In order to demonstrate the crowding in effects, we assume that private investment function is sensitive to the interest rate and also depends on income level. The new investment function will be I=I(r, y), assuming I’(r) <0 and I’(y)>0. Given that S=S(r) and S’ (r)>0, then effects of government borrowing positively changes the private investment leading to crowding in effect. This is illustrated by the figure 3.3 below;

Figure 3.3: Crowding in effect

[image: image7.emf]
Source: Gumus (2003)

Government borrowing causes interest rates to increase to r1, this reduces private investment, and the new equilibrium is point b. At b, we introduce income level into the equation. The issuing of government debts results to higher income level, which in turn increase private investment. 
The common argument is that when the banks have excess liquidity, a higher lending to the government may not result in any significant reduction of credit to the private sector. On the other hand, it has also been argued that holding of government securities actually induce the banks to lend more to the riskier sector, Kumhof and Tamar (2005). In such a case the bank will tend to crowd in private investment and at least offset the crowding out effects.

Others have shown that government investment is likely to be a compliment rather than a substitute to private investment. Harrod (1964) found government spending on infrastructure spurring of economic growth. Similarly according to Aschauer (1989), public capital particularly infrastructure capital such as water systems, highways, airports and sewers is likely to have complementary relationship with private capital. The higher public investment, increases the marginal productivity of private capital and as a result crowd in private investment. 
3.2.2 Ricardian Equivalence Hypothesis 

The Ricardian equivalence theorem stipulates that an increase in government expenditure results in an identical increase in private savings and consequently has no real interest rates effects and a lasting impact on the real economy. The argument is that government may either finance their spending by taxing current taxpayers, or they may borrow money by issuing bonds. If the government issues bonds, they must eventually repay this borrowing by raising taxes above what they would otherwise have been in future. The choice is therefore being taxed now or later. According to the Ricardian paradigm, rational consumers are mindful of the present value of the future taxes implied by current deficits, and they increase their savings accordingly to fully offset the new government borrowing.

Figure 3.4 below represents the Ricardian equivalence proposition. Increase in government debt is equal to the rightward shift in savings; there is no changes both in interest rates and private investment hence no crowding out.
Figure 3.4: Ricardian Equivalence (No crowding out)

[image: image8.emf]
Source Gumus (2003)
The Ricardian Equivalence theorem where private sector response offsets precisely the government actions may not hold, especially in the context of developing countries (Fielding (2007), Khalid (1996)). There is not much empirical evidence for the Ricardian Equivalence hypothesis. In addition the theory’s assumptions of perfect capital market may not hold in most developing countries including Kenya where the capital market is underdeveloped. It also assumes that consumers are rational and will save when there are high budget deficit to offset future taxes. In most poor countries, most people spend their incomes on current expenditure and have little to save hence the budget deficit is likely to affect the interest rate. The study therefore hypothesizes that increase in budget deficit raises interest rates and that the Ricardian hypothesis may not hold for the Kenyan economy.
External borrowings and Crowding out

Tax revenues are in most cases less than government expenditure, especially in developing countries, owing to the fact that financial markets are low and underdeveloped, government finances its budget deficit mainly by borrowing abroad or/and monetary financing. Although foreign borrowing does not affect domestic interest rates and supply of loanable funds as discussed above, it may also crowd out private investment through its impact on prices, Beaugrand et al. (2002). Gray and Woo (2000) argue that if a budget deficit stems from the expenditure on locally produced goods, foreign borrowing brings about an appreciation of the real exchange rate that has a crowding out effect on exporters and some domestic producers. 

On the other hand though interest payment on external debt are low compared to domestic debt, servicing of relatively large amount of external debts can as well crowd out private credit. Were (2001) examines the impact of external debt on economic growth and private investment in Kenya and found that servicing of large amount of external debt crowded current investment. 
3.2.3 Loanable Funds Model

Loanable funds theory of the interest rates hypothesis that interest rates are determined by the supply and the demand of loanable funds in the capital market. The theory states that the supply of loanable funds is positively related with the interest rate and the demand for loanable fund is negatively related with the interest rates, Gary (1999). The theory suggests that investment and savings determine the long term level of interest rates whereas short term rates are determined by financial monetary conditions in the economy.  Interest rate is the price of the loan and it represents the amount that borrowers pay for loans and the amount that lenders receive on their savings. Demand and supply of loanable funds determine the interest rate. This is illustrated by the figure 3.5 below;

Figure 3.5: Loanable Funds Model
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Source: Gary, (1999)

The demand curve represents the demand for credit by borrowers and the supply curve represent the supply of credit by lenders. Demand and supply of credit equilibrate at interest rate ‘r’ with amount of credit ‘Vo’. 
The following section looks at the effect of budget deficit and open market operations and how these affect interest rate and availability of loanable funds.

(i) Effects of budget deficits on interests rates

Government borrowing to finance its deficit reduces the supply of loanable funds available to finance investment. A large government budget deficit financed through the sale of government bonds and treasury bills is seen to cause high interest rates. High interest rates in turn lead to a reduction in private investment, which adversely affects economic growth. High budget deficit decreases the loanable funds supply and shifts the supply curve to the left. As a result the equilibrium interest rate increases and the equilibrium quantity of loanable funds reduces. However, one can only conclude that there is a tendency of large budget deficit to raise interest rates since there could be other factors likely to offset this effect. 
(ii) The effects of open market operations on interest rates

The central bank has the ability to increase the amount of credit available to the economy through policy expedient called open market operations. Tight monetary policy may lead to the crowding out of private credit by increasing interest rates and reducing money supply. This could in turn lead to a fall in demand and supply of credit as well as private investment. Some economists stress the importance of bank credit transmission process of monetary policy. 

The transmission process of bank credit under the credit view describes how tight monetary policy affects the real economy by shifting credit supply curve of the loanable funds to the left Suzuki (2004). Credit channel is composed of two different views: the lending view and the balance sheet view. Bernanke and Blinder (1988) formalised the lending view channel of monetary policy, they show that draining bank reserves reduces the amount of loanable funds and forces those who depend on banks for loans to contract investments. The lending view implies that banks cut back on lending because they have less money to lend as a result of tight monetary policy Suzuki (2004). Lending view therefore shows that under the assumption of imperfect substitution between bank loans and bonds, tightening monetary policy leads to reduction of bank reserves and thus reduces the credit supply.

 On the other hand balance sheet view as formalised by Bernanke and Gertler (1989), shows that monetary tightening weakens enterprises balance sheet and makes lenders to shift funds from risky loans to safe bonds, forcing the enterprises to give up their investment plans hence decreasing the aggregate demand. The two credit view implies that tightening of monetary policy leads to a shift of the supply schedule in the credit market.
Though the loanable fund theory has until recently remained the foundation for most theoretical analysis and empirical inference on the relationship between interest rates and credit. Ikhide (2003) points out that there are some considerations that make this simplistic approach to the credit, investment and interest rates rather inadequate especially for the developing countries. One is the assumption that a decline in interest rates will lead to a rise in the demand for loans by investors or a rise in interest rates will lead to more lending by banks. Given the low levels of financial development in most developing countries bank credit does not always form the basis of investment decisions. Similarly the interest rate may not equilibrate the supply and demand for bank loans as commercial banks may ration the available credit. If the interest rates are not determined by the market clearing, then the ‘availability of credit’ will be more important in understanding the effects of government borrowing on credit supply. 
In the same vein although financial liberalization policies have been implemented in most of the developing countries, including Kenya in the recent years, government intervention still remains significant in many countries. Even where the banking sector is fully liberalized, the effect of government borrowing on the private investment in developing countries might still be mediated primarily through the credit availability given that the credit markets are less developed and credit rationing might be more important (Ghosh et al. 2000; Ray 1998).
Most theories discussed above implicitly assume that credit markets are perfectly competitive and banks have perfect information. This is however far from the way credit markets operate in reality. Credit markets are not perfect, they are characterised by information asymmetry and adverse selection problems. The following section looks at credit rationing model.
3.2.4 Credit Rationing Model

Stiglitz and Weiss (1981:394) defines credit rationing as “.....circumstances in which, either (a) among loan applicants who appear to be identical some receive a loan and others do not, and the rejected applicants would not receive a loan even if they offered to pay a higher interest rate; or (b) there are identifiable groups of individuals in the population who, with a given supply of credit, are unable to obtain loans at any interest rate, even though with a larger supply of credit, they would.” The fact that the interest rate might not equilibrate the demand and the supply of credit raises the chances that there might be genuine borrowers that may not have access to credit due to some form of rationing, Ikhide (2003). 
Due to the fact that banks face adverse selection and imperfect information, actual credit may decrease as interest rate increases owing to the fact that the expected returns on lending is expected to fall. Stiglitz and Weiss (1981:394) note that “the expected return by bank may increase less rapidly than interest rates and beyond a point may actually decline.” The idea is that there are safe and risky borrowers in the market. Safe borrower’s project has low risk but lower returns while riskier borrower’s projects have high returns and high risks. Increasing interest rate leads to adverse selection problem, safe borrowers drop out of the market leaving only borrowers whose project earn high return and who are more likely to default on the loans. Thus bank lending may not increase monotonically as interest rate increases. This is shown in the diagram below. The relationship between expected bank return and interest rates is an inverted U- shaped.
Figure 3.6: Expected Returns and Lending Rates
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Source: Stiglitz and Weiss (1981)
From the figure 3.6 above and according to Stiglitz and Weiss (1981), there is an optimal value of interest rate r* at which the expected return to bank will be maximum. As interest rate increase beyond r* default on loans may increase thus lowering expected returns.

It is argued that the supply of credit with respect to interest rate is backward sloping. From figure 3.7 below, R is the optimum level of interest rate at which bank maximizes their expected returns, above this level the supply of credit falls. At point R the bank will be willing to supply cr but the amount of credit demanded is Cd, thus there exists a credit rationing equal to Cd-cr.

Figure 3.7: The Backward sloping supply curve for credit
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Source: Oruko (2000)
Credit rationing may also occur due to other non price factors such as collateral requirement, Baltensperger (1976). In this case a borrower is turned down because he does not have sufficient collateral to support the loan request. Similarly some categories of borrowers may be excluded completely from credit market. This occurs because borrowers do not have enough cash flow or security to match their demand for credit. This is commonly referred to as redlining.
 Therefore, in order to examine the effects of government borrowings on the supply of credit to the private sector in the case of Kenya, it is worth looking at the nature of credit market in order to see the main channels through which domestic borrowings impact on private credit. Contrary to interest rate liberalization theory, that implicitly assumes that credit markets are perfectly competitive and have perfect information, the reality is that credit markets are imperfect Oruko (2000). Credit market are characterised by information asymmetry and adverse selection. 

Credit creation in Kenya operates on a fractional reserve system where banks are required to hold a fraction of the amount of deposits in the reserves at the Central bank. This ratio is referred to as cash ratio. It is the ratio of bank balance at the central bank to their deposit liabilities. If the cash ratio requirement is reduced, each bank that was maintaining the minimum requirement will now have excess reserve and will be in a position to issue more credit. Raising cash ratio, on the other hand, acts as a means of restricting credit by banks. The Central bank also uses the reserve requirement as a necessary tool to control the amount of money and credit in the economy. Apart from the reserve ratio, banks are also required to hold a minimum ratio of liquid assets to total deposit liabilities. 

Certain interventions in the financial sector by the government may limit contribution of the private sector to the economy. Such interventions include, controlled lending and deposit rates, mandatory credit ceilings, directed and mandatory borrowing. Before financial sector liberalization “credit controls took the form of instructions to banks to divert their credit to identified sectors and limiting the total credit to the private sector.” Ngugi (2000:61). Even after interest rates were liberalized the market is still not competitive, it is dominated by few banks and is still vulnerable to government controls as discussed in chapter section 2.2. Ndung’u and Ngugi (1999) conclude that in Kenya, even after liberalization, interest rates are still not market determined.
3.4 Analytical Framework

From the above analysis, it follows that there are different channels through which government borrowing from the domestic market impacts on credit to private sector and this forms the basis of our testable hypothesis. The analytical framework looks at how the various variables are related.

 3.4.1 Domestic borrowing and Private credit

When government borrows from the domestic market in order to finance its budget deficit, it reduces the supply of loanable funds available to the private sector. This happens, especially when the financial market is low and underdeveloped, and a small claim by the government affects the supply of credit to the private sector. Kenya’s financial market is still less developed and has limited supply of credit; therefore a small claim by the government adversely affects private credit. We therefore, expect that domestic borrowing will crowd out private credit.  From chapter two tables 2.4, we observe that about 45% of the domestic debts in Kenya are held by banks and the rest by non banks. It is the part held by banks that affects private credit directly, while total domestic debts held both by the banks and non banks may affect private credit through interest rates.
3.4.2 Budget deficit and interest rates

A large government budget deficit financed mainly through the sale of treasury bills and government bonds is perceived to lead to high interest rates. At high interest rate, banks are expected to lend more loans. However, there are a number of reasons why bank lending may not monotonically increase with interest rates. One may be because the expected returns by banks may increase less rapidly than interest rates as observed under the credit rationing model. Credit availability may also limit the banks from increasing loans. Also, at higher interest rate banks may shift their loanable funds to government securities as it is safer than lending to private sector. From chapter two, it was noted that the period before interest rate liberalization in Kenya, was characterized by financial repression and credit control.  Even after interest rates liberalization, the sector is yet to become competitive. Based on this, it not clear whether interest rates reflects market conditions and not possible  to predict what would be the likely effects of interest rates on private credit. 
3.4.3 Budget deficit, monetary financing and inflation 

Government deficit is argued to be a primary cause of inflation and has been a hot debate in the literature. In developing countries, especially where the tax base is narrow and financial markets are less developed, government resorts to monetary financing (printing money) which has the effect of increasing inflation. Sargent and Wallace (1981) points out that central bank will be obliged to monetise the deficit either now or in the future. The monetisation results into an increase in the money supply and inflation in the longer run. 
 Inflation discourages savings because money is worth more now than in the future, high inflation leads to a reduction in savings which in turn leads to a decline in the amount of loanable funds. Inflation also causes uncertainty about future prices, interest rates and exchange rates this in turns increases risks among the investor, which may make banks shift their loanable funds to government securities as they are safer than lending to private sector. It is therefore, expected that inflation will have adverse effect private credit.
3.4.4 Money Supply and Private Credit

Expansionary monetary policy increases the supply of loanable funds. When the central bank uses monetary policy tools namely, reserve ratios, the discount rate and open market operations, this increases money supply and inserts liquidity in the financial market. Decrease in the reserve ratio and discount rate increases money supply and enhances the ability of the banks to create private credit. Buying of securities by the central bank increases the money supply and thus increases supply of credit. Weak fiscal framework in the early 1990s in Kenya led to excessive borrowing by the government from the CBK through the overdraft facility. This led to excess liquidity in the economy but may not have resulted to an increase in private credit supply due to higher inflations among other factors.
3.4.5 External borrowing and private credit

Due to underdeveloped financial market and narrow tax base, the government may finance its deficit through external borrowing. Increase in inflows and grants may lead to appreciation of the real effective exchange rate and in turn lead to crowding out effects on exporters. Lack of access to external borrowing, sometimes makes the government result to domestic borrowing. We observe in chapter two that, in Kenya there seem to be a tradeoff between domestic debt and external debt. The composition of public debts has changed in favour of domestic debt. It follows therefore that availability of external finance is important for the trends in domestic borrowing and private credit. Borrowing from abroad may also lead to increase in reserves and money supply and enhance the ability of the banks to create private credit.
3.4.6 GDP per capita Growth rate and Private credit

Rapidly growing economies are more likely to have greater demand for and supply of credit. A given budget deficit is more likely to be sustainable when the economy is growing. Increase in Real GDP per capita growth increases demand consumption and savings which in turn increases the availability of the loanable funds. Real GDP growth is argued to be positively related to private credit expansion. Hofmann (2001:4) notes that in “episodes of strong credit expansion coincide with robust GDP growth, while slowdowns in credit growth are accompanied by downswings in economic activity.” Similarly Ngugi (2000:61) makes the following observation in reference to Kenya: “The low economic growth rate was accompanied by a decline in per capita income. This indicated an accelerated incentive problem in the credit market. As a result, commercial bank charges a higher premium for loans and there is a decline in the supply of credit.” Therefore one can argue that higher economic growth leads to credit expansion. Banks will be willing to lend more during periods of good economic performance since borrowers are better placed to service their loans. 
3.5 Empirical studies

In less developed and developing countries, the financial markets and credit markets are still low and under developed, therefore  government borrowing may have negative effects on  private credit  more than it would in countries with well developed market economies. A number of studies have been undertaken to examine different aspects of these issues and the relationships between various variables that include private credit, public debt, budget deficit, interest rates and inflation. This section reviews some of the relevant studies.

3.5.1 Ricardian Equivalence proposition

Giorgioni and Holden (2001) provide empirical evidence on the validity of Ricardian Equivalence Proposition (REP) for a sample of six countries. Their result suggests that an increase in real government revenue which is equivalent to  increase in taxation  holding GDP constant does not produce significant negative effects on real private consumption. They conclude that deficits would not have a positive effect upon private consumption hence providing support for Ricardian Equivalence Proposition. 

Carroll and Summers (1987) finds evidence to support the Ricardian equivalence hypothesis, they observe that there is a one to one link between the government deficit and private saving. Similarly Kormendi (1983), Evans (1988), Seater (1993), Boyoumi and Masson (1998) found evidence in favour of Ricardian Equivalence while Khalid (1996) found mixed results for REP after testing a sample of 17 developing countries. 

3.5.2 Budget deficit and interest rates

Canto and Rapp (1982) examine the relationship between budget deficit and interest rate. They perform both Granger and Sims tests to determine what effects, if any, changes in the budget deficit have on interest rates. Their empirical results based on the Granger test indicated that increasing budget deficit was not necessary linked with increased interest rates. On the other hand, results based on Sims test showed that changes in the current year’s budget had no statistical significance association with the changes in the interest rates in the future. They conclude that “Budget deficit have not been a consistently accurate predictor of interest rates. Changes in interest rates cannot be shown to have caused changes in real budget deficits. Changes in interest rates have, however, partially explained changes in nominal budget deficit” Canto and Rapp (1982). 

Evans (1985) found no support for the proposition that federal deficits affects interest rates. Similarly Mukhtar and Zakaria (2008) found that budget deficit do not have significant effect on nominal interest rates for Pakistan. Their results reveal the existence of the Ricardian deficit neutrality. Knot and de Haan (1999) used deficit announcement effect methodology to examine the relationship between budget deficit and interest rates over the period 1987-93 in Germany. They found out that, the positive relationship between budget deficit and interest rates is due to fear that government debt may crowd out private investment.
Vamvoukas (2000) examined the linkage between budget deficit and interest rates in Greece over the time periods 1949-1994, 1953-1994, and 1957-94. The empirical findings show a positive relationship between budget deficit and interest rates.
3.5.3 Budget Deficit and inflation.

Sargent and Wallace (1981); Dywer (1982); Miller (1983); found budget deficit to be the main cause of inflation. Sargent and Wallace (1981), argued that Central Bank will be obliged to monetise the deficit either now or in later periods leading to an increase in the money supply and the rate of inflation in the long run. Sowa (1994) in his study of Ghana found inflation to be influenced by more volatility than by monetary factors either   in the long or short run. Darrat (2000) found budget deficit to have played a major role in the Greek inflationary process. 
3.5.4 Crowding out/in effects

There is no conclusive empirical finding on whether government borrowing or additional public expenditure lead to crowding in or crowd out. Majumder (2007) investigate the crowding –out effect of public borrowing on private investment in Bangladesh. His main finding provides evidence on the crowding in effect. Similarly Miguel (1994) in his study on Mexico found public investment causing a crowding –in effects on private investment. 

Gochoco (1990) tested crowding out effects for Philippines. She used Huang (1986) methodology to estimate the crowding out effects. Her results indicate that crowding out effect is relevant in the case of Philippines. She points out that crowding out is understood to be pertinent in less developed countries. 
Ahmed and Miller (2000) examined the effects of disaggregated government expenditure on private investment by applying fixed and random effect methods in the case of some developed and developing countries. They found out that government expenditure on transport and communication in developing countries lead to crowding in-effect while expenditure on welfare and social security leads to a decline in private investment. 
Christensen (2005) findings also supported the crowding out hypothesis. He based his panel regression analysis on 27 countries from the Sub Saharan Africa covering the period 1980 to 2000. He found that domestic debts were modest and short term in nature with a narrow investor base. He also found that despite that fact that domestic debts are small compared to foreign borrowings; the interest rates payment on domestic debts places a major burden on the government budget.

 Abbas and Christensen (2007) found evidence that beyond 35% of bank deposits, government borrowing starts to undermine growth. Their database covered 93 emerging and low income countries over the period 1975-2004. They conclude that moderate levels of domestic debts and bank deposits impact positively on economic growth.
Blanchard (2007) concludes, it is surprising that there is little evidence of the effects of government debts on interest rates from both across countries and from the last two centuries. Emran and Farazi (2009) further  explains that there are a number of reasons why the relationship is even weaker in developing countries, one being the fact that most developing countries’ financial markets are still under heavy government interventions and also because in most cases interest rates are set by the central bank administratively. As pointed out above if the interest rates are not determined by the market then, the ‘availability of credit’ will be more important in understanding the effects of government borrowing on private credit. 
3.6 Conclusion

The relationship between government borrowing and private credit is usually thought of as a negative one in the policy discussions. Most popular discussions on crowding out are based on the fact that if government borrows one dollar more from the banking sector, the banks are left with one dollar less for the private sector. Some also think that government borrowing leads to more private credit. There is therefore no reliable answer. Emran and Farazi (2009), notes that the degree of crowding out depends on the nature of the endogenous response of the banks to higher government borrowing. While some people argue that access to safe government assets allows the banks to diversify their risks and thus increase their lending to the private sector, others think that it may create moral hazard and thus discourage the banks from lending to the risky private sectors. This paper seeks to find an answer as to whether domestic borrowing crowds out private credit in Kenya.
Chapter Four
4.0: Descriptive Analysis
This chapter looks at how the main variables are related with a help of a bivariate correlation table and interpretation is done in view of our discussions in the theoretical and analytical framework. The results in this chapter will be useful in informing the econometrics analysis in the next chapter.

The results of the bivariate correlation are presented in table 4.1 below. A lag of domestic borrowing (DBr (t-1)) has also been included to see whether government borrowing would have delayed effect of other variables. The results show that government borrowing has delayed effects on domestic credit expansion, while the correlation coefficient between domestic borrowing and domestic credit expansion is insignificant, the coefficient of lagged domestic borrowing and private credit expansion is significant at 10 percent level. 
Table 4.1 Bivariate correlation  
                   DCE        DBr(t)           DBr(t-1)            Rint             Inf              M3           RGD

      DCE |   1.0000 

   DBr(t) |  -0.0008       1.0000

DBr(t-1) |  -0.3209*    0.4895***     1.0000 

       Rint |  -0.2436      -0.4785***    -0.4831***   1.0000 

         Inf |   0.1081      0.3570**      0.3574**       -0.3356**     1.0000    

M3 |   0.4580***   0.4428***    0.4406***     -0.3861**   0.4765***   1.0000      

     RGD |   0.0744       -0.0181          0.0030           0.0655         -0.2670       -0.1270   1.0000 

*** p<0.01, ** p<0.05, * p<0.1 indicate rejection of the null hypothesis at 1, 5 and 10% level of significance.
Where,
DCE:   Domestic credit expansion

DBr(t):  Domestic Borrowing  in period t
DBr(t-1):  lag of Domestic Borrowing 

Int:    Real interest rates

Inf:   inflation rate

M3:   Changes in money supply

RGDP: Real GDP per capita growth rate

The bivariate correlation coefficients show that domestic credit expansion is negatively related to domestic borrowing and positively related to changes in money supply. The coefficients between domestic credit expansion and inflation, and domestic credit expansion and real interest rates are however insignificant. 

Domestic borrowing on the other hand is negatively related to real interest rates and positively related to inflation and changes in money supply. The coefficient between domestic borrowing and real GDP per capita is insignificant. Real interest rates are negatively related to inflation and money supply, while inflation and money supply are positively related. 
 Interpretation of the results
The section mainly focuses only on the interpretations of the correlations between our main variables of interest. 
4.1 Domestic borrowing and Real interest rates
Domestic borrowing and real interest rates are negatively related according to the bivariate correlation, this is surprising because according to theory increase in domestic borrowing pushes interest rates upward. Large budget deficits financed mainly by borrowing in the domestic market, through the sale of treasury bills and government bonds increases interest rates.
 In the theoretical framework interest rate was one of the main channels through which domestic borrowing was expected to impact on private credit. But in this case domestic borrowing leads to a decrease in interest rates, it therefore follows that domestic borrowing does not impact on private credit through interest rates as hypothesised. This could probably be because, even though interest rates are liberalized, government interventions still play a major role. There is very little that has been done to achieve competitiveness and the financial market is still seen as oligopolistic in nature as discussed in Section 2.2.
4.2 Domestic Credit Expansion and Domestic Borrowing 

The bivariate correlation shows that domestic credit expansion and domestic borrowing are negatively related. This confirms our prediction and hypothesis that government borrowing from the domestic markets reduces the supply of loanable funds. This is especially because Kenya’s financial sector is still low and underdeveloped, and a small claim by the government affects private credit negatively. According to our theoretical framework domestic borrowing can impact on private credit either through interest rates or availability of credit and from our review of the correlation between domestic borrowing and interest it is unlikely that this happens through interest rates as discussed above.

4.3 Money supply and Domestic Credit Expansion
Money supply and domestic credit expansion are positively related according to the bivariate correlation. This means that an increase in money supply enhances bank’s ability to create credit. The relationship is in line with our expectations in the analytical framework and with the earlier discussions. As noted in chapter three, Central Bank has the ability to increase amount of credit available through open market operations. If central bank implements tight monetary policy this may lead to the crowding out of credit to the private sector by reducing the money supply.
 A discussion on the bank credit transmission process of monetary policy showed that tight monetary policy shifts credit supply curve of the loanable funds to the left. Draining of the bank reserves also reduces the amount of loanable funds as banks are forced to cut down on lending because they have less money. Banks in Kenya are required to hold a fraction of the deposit in the reserves at the Central Bank as well as hold minimum liquid assets to total deposit liabilities. 
4.4 Money supply and inflation

The correlation between money supply and inflation is positive. This is in accordance with our hypotheses that if government resorts to monetary financing in order to finance the budget deficit, this leads to increase in money supply and a rise in the inflation rate in the long run. In Kenya the government resorted to direct borrowing from the Central bank which led to high rate of inflation especially in the 1990s. In order to curb the inflationary pressures the Central Bank Act (Cap 491 Laws of Kenya) was amended in 1997 to limit the overdraft to 5 percent of the latest government audited revenue. Kenya’s current monetary policy has been to maintain inflation rate at less than 5% through control of money supply. This is yet to be achieved; inflation rate was above 20% in 2008 as shown in table 2.1.
4.5 Real GDP growth rate and Domestic Credit Expansion
The bivariate correlation of Real GDP per capita growth and domestic credit expansion is insignificant, contrary to our expectations. An increase in economic performance is expected to lead to an increase in per capita income, which in turn, may increase savings and the availability of loanable funds. Banks are also expected to be willing to lend more when the economy is doing well since the rate of defaulting is low. This is probably because the economic performance has been unpredictable due to external shocks as a result of the oil crises, drought, and withdrawal of donor funds as well as unstable political environment.
4.6 Conclusion

The chapter has presented and discussed the correlation between our main variables. While most correlations were as expected, it was surprising that domestic borrowing is negatively related to interest rate contrary to our hypothesis. This analysis will be useful while analysing the results of the regressions in the following chapter.  
Chapter Five

 5.0 Econometric Analysis

This chapter presents a regression analysis of the impact of domestic borrowing on private credit. The analyses in this chapter are drawn from the theoretical and analytical framework as well as the bivariate correlations of main variables discussed in chapter four.

The study sought to investigate the relationship between private credit and domestic borrowing. The theoretical and analytical framework has enabled us have an understanding of the various channels through which domestic borrowing impacts on private credit. Higher government borrowing from the domestic market as a result of budget deficit has significant effect on private credit. In order to estimate this effect, we need to control for other important variables that affect the supply of private credit. These will include money supply, real interest rates and real GDP per capita.

The inclusion of money supply is important because as discussed in chapter three, increase in the money supply, either through monetary financing (printing money) or expansionary monetary policies enhances the ability of the banks to create credit. The domestic credit expansion and money supply are positively related as shown by Table 4.1. Interest rates on the other hand are key determinant of supply of private credit as well as demand for credit, an increase in lending interest rates implies banks will be willing to lend more. However though banks may be willing to offer more credit the private sector may demand less credit.  The sign of interest rate is therefore uncertain and may be the reason why the bivariate correlation coefficient of interest and domestic credit expansion was insignificant. We use real interest rate which is the lending interest rate adjusted for inflation by the GDP deflator. Real GDP growth rate is also important because rapidly growing economies are more likely to have greater supply of credit. Increase in Real GDP growth increases demand consumption and saving, and in turn increases the supply of loanable funds. 

5.1 Data sources and descriptions

Time series data has been used covering the period 1970 to 2006. All the data have been obtained from World Development Indicators 2008 apart from domestic borrowing data, which was obtained from Kenya Economic Surveys of various years. Domestic credit to private sector is used to proxy private credit, which is our dependant variable.  Private credit can be defined as the claims on private sector by deposit money banks and other financial institutions. Since it is a stock variable we use the Domestic Credit Expansion (DCE), which is the change in private credit expressed as a percentage of GDP.

Data on domestic borrowing will be used instead of domestic debt as noted in chapter two section 2.3.2, mainly because of two reasons: one is lack of reliable and consistent data prior to 1990s; and secondly, use of domestic borrowing is more likely to reflect the effects of domestic borrowing on private credit since borrowing is for a particular year while domestic debt is accumulated over the years. Domestic borrowing includes the sum of net short term borrowing and net long term borrowing. Money supply (M3) has also been expressed as a flow by calculating the changes in the money supply and expressing it as a percentage of GDP. 

Theory suggests that, while coefficients of money supply and real GDP growth per capita are positively related to private credit, that of domestic borrowings can assume either a positive or a negative sign depending on the nature of crowding out. In this case our hypothesis is that there is a crowding out hence we expect domestic borrowings to assume negative sign. The sign of the real interest rate is also uncertain as discussed in section 5.0 above. The relationship between the variables is also reinforced by the bivariate correlation presented in table 4.1 which shows that domestic borrowing is negatively related to domestic credit expansion while money supply is positively related to domestic credit expansion. The bivariate correlation coefficient of real interest rate and private credit was insignificant.
From the above analysis therefore, we can arrive at a functional form of variables to use in the econometric analysis as follows;
DCE =β0+ β1 DBr +β2 Rint + β3 M3+ β4 RGDP +Dummy+εi

Where, 

DCE: Domestic Credit Expansion as a % of GDP
DBr: Domestic Borrowing as a % of GDP

Rint: Real interest rates (%)
M3: Changes in M3 as % of GDP 

RGDP: Real GDP per capita growth (%)
Β0 to β6: parameters

εi: error term
5.2 Test for Stationary and Cointegration

Before any model specification, standard practice in time series literature requires a check for unit root.  This is because estimations based on non-stationary variables may lead to spurious results. The Augmented Dickey Fuller (ADF) test is used to test for stationary, Dickey and Fuller (1979). If the variable is stationary the test requires that the absolute value of the Dick-Fuller Test statistic be greater than the critical values. If the condition is not met, then the variable is said to be non-stationary. Table 5.1 below shows the results of the unit root test.

Table 5.1: Test for Stationary at Levels and Cointegration

	Variables
	Test  Statistic     
	1% Critical Value             
	5% Critical value
	10%  Critical Value
	Decision

	DCE
	-4.812***               
	-3.675            
	-2.969            
	-2.617
	Stationary

	DCE (Trend)
	-5.190***            
	-4.279            
	-3.556            
	-3.214
	Trend Stationary

	DBr
	-3.400**            
	-3.675            
	-2.969            
	-2.617
	Stationary

	DBr (Trend)
	-4.091**           
	-4.279            
	-3.556            
	-3.214
	Trend Stationary

	Rint
	-3.208 **           
	-3.675            
	-2.969            
	-2.617
	Stationary

	Rint (Trend)
	-3.855**            
	-4.279            
	-3.556            
	-3.214
	Trend Stationary

	M3


	-4.259***            
	-3.675            
	-2.969            
	-2.617
	Stationary

	M3 (Trend)
	-4.248**            
	-4.279            
	-3.556            
	-3.214
	Trend Stationary

	RGDP
	-4.801***            
	-3.675            
	-2.969            
	-2.617
	Stationary

	RGDP, (Trend)
	-5.328***
	-4.279            
	-3.556            
	-3.214
	Trend Stationary


*** p<0.01, ** p<0.05, * p<0.1 indicate rejection of the null hypothesis at 1, 5 and 10% level of significance.
The results show that all the variables are stationary at levels. Domestic credit expansion and Real GDP growth per capita are stationary at 1% level of significance, while domestic borrowing, real interest rates and changes in money supply are stationary at 5% level of significance. Hence, these variables are considered as integrated of order zero I (0).  From the unit root test, we observe that all the variables are trend stationary. According to Woodbridge, (2003:334) one has to be cautious to allow for the fact that unobserved trending factors that affect the dependant variable may also be correlated with the explanatory variable. He notes “The phenomenon of finding a relationship between two or more trending variables simply because each is growing over time is an example of spurious regression” Wooldridge, (2003:335). It is necessary, therefore to add a time trend in our cointegration regression in order to solve this problem. 

5.2 Cointegration Tests

Based on the regression of all the variables integrated at order I (0) a residual was obtained and tested for unit root for cointegration using MacKinnon critical values of integration. If the residual is found to be stationary, the variables in question form the cointegrating regression; but if found to be non stationary then there is no long run relationship between the variables. The Johansen co integration results are presented in the Table 4.2 below. The results indicate that there is long run relationship between domestic credit expansion, domestic borrowing, changes in money supply, real interest rates and real GDP per capita growth.

Table 5.2: Test for Cointegration

	Variable
	Test Statistics
	1%
	5%
	10%
	Decision

	Residual
	-6.980***

(0.0000)       
	-3.675            
	-2.969            
	         -2.617
	Stationary

	Residual (Trend)
	-6.871***

(0.0000)            
	-4.279            
	-3.556            
	-3.214
	Trend Stationary


*** p<0.01, ** p<0.05, * p<0.1 indicate rejection of the null hypothesis at 1, 5 and 10% level of significance.
5.4 Model Specification

Having conducted the stationary test and co-integration test and established that all the variables are stationary and co integrated, we can therefore specify our estimation model as follows; 

DCE =β0+ β1 DBr +β2 Rint + β3 M3+ β4 RGDP +Dummy+εi
Where, all the variables are as previously defined. 
The following section present the results followed by the interpretations.
5.5 Results
From the results, the Durbin Watson Statistics shows a presence of autocorrelation. This was corrected using Prais Winston transformation. The results of the transformed model, which are based on the long run and short run relationship, are presented in Table 5.3 and table 5.4 respectively. Appendix I and II presents both models i.e. model with autocorrelation and the transformed model based on the short run and long run relationship. 
For the long run relationship the results show that the model explains 50.4% of the factors that affect domestic credit expansion. Only two variables are significant: that is, domestic borrowing and changes in money supply. They are both significant at one percent level.
Table 5.3 Long Run Relationship (corrected for autocorrelation)

	Variables
	Dependent Variable: DCE
	Std Error

	DBr
	-0.522***
	(0.168)

	Rint
	-0.00538
	(0.0488)

	M3
	0.491***
	(0.115)

	RGDP
	-0.0113
	(0.0797)

	dummy
	-1.243
	(1.051)

	time
	-0.0463
	(0.0512)

	Constant
	95.6
	(101.5)

	Observations
	36
	

	R-squared
	0.504
	


Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 indicate rejection of the null hypothesis at 1, 5 and 10% level of significance.
 In the short run R- squared is 52.1% implying that the short run model explains 52.1% of the changes in the domestic credit expansion. The lag of error is 57% meaning that if there is shock in the economy that affects domestic credit expansion 57% of the shock will be corrected in each year.
Table 5.4: Short run Relationship (corrected for autocorrelation)
	Variables
	DCE
	Std Error

	DBr
	-0.475***
	(0.172)

	Rint
	-0.023
	(0.0575)

	M3
	0.329***
	(0.111)

	RGDP
	0.0509
	(0.143)

	timesquare
	-2.54E-05
	(1.56E-05)

	lagerror
	-0.566***
	(0.168)

	Constant
	104.1
	(61.6)

	Observations
	35
	

	R-squared
	0.521
	

	Dwatson
	1.9176
	


Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 indicate rejection of the null hypothesis at 1, 5 and 10% level of significance
On the overall, results show that, both in the long run and the short run, domestic borrowing and changes in money supply impact on domestic credit expansion as hypothesised, while interest rates and real GDP per capita are insignificant.
5.6 Interpretation of the Results

The long run coefficient of the domestic borrowing by government which is the main focus of the study is negative and significant at one percent level.  This implies that, in the long run, one percentage increase in domestic borrowing to GDP ratio reduces domestic credit expansion to GDP by 0.52%. The coefficient of domestic borrowing in the short run relationship is also negative and significant at one percent level. This means that one percentage increase in domestic borrowing to GDP ratio reduces domestic credit expansion to GDP ratio by 0.48% in the short run. The impact however is less in the short run than in the long run.
The result confirms the research paper hypothesis that domestic borrowing crowds out private credit. This is also in line with the bivariate correlation coefficients which showed that an increase in domestic borrowing reduces domestic credit expansion. In the theoretical framework, we discussed different cases of crowding out: that is, the government can either partially or completely crowd our private credit. Partial or incomplete crowding out occurs when the amount of private credit crowded out is less that the amount of domestic borrowing while complete crowding out occurs when a decrease in private credit is equal to or greater than the increase in domestic borrowing. Our results show a case of partial crowding out. 
Christensen (2005) arrived at similar results, his panel regression analysis based on 27 countries from Sub Saharan Africa for the period 1980 to 2000 showed that, across countries, on average, 1% expansion in domestic debt relative to broad money lead to 0.15% decline of private sector lending as a ratio of broad money. According to the study South Africa seemed to be the only exception, in which private credit was increasing despite increase in domestic  borrowing, this could be attributed to the fact that the financial market is more developed compared to the other countries in the  sub Saharan Africa. On the contrary, a more recent study by Emran and Farazi (2009) that was based on panel data on 60 developing countries, showed that $1.00 of government borrowings lead to $1.40 decline in private credit. This demonstrates a case of complete crowding out. Other studies in Kenya that have supported the crowding out effect include Matin and Wasow (1992); in their econometric estimation, they found a negative relationship between the size of the deficit and the bank credit to private sector. They note that if the fiscal adjustment is successful in reducing deficit this will help in improving the availability of private sector credit.
Having found out that domestic borrowing crowd out private credit, it becomes imperative to establish the channels through which this occurs. The results show that both the long run and the short run coefficient of the real interest rates are insignificant. This implies that interest rates cannot explain the changes in domestic credit expansion both in the long run and in the short run. This is surprising because according to the theoretical framework there were mainly two ways through which domestic borrowing impact on private credit i.e. through interest rates and credit availability. The bivariate correlation also showed a negative relationship between domestic borrowing and real interest rates. From these results, we can conclude that domestic borrowing does not impact on private credit through interest rates and hence credit availability channels is more relevant in the case of Kenya. 
This could be explained by fact that even though interest rates were liberalized government intervention still plays a significant role. A review of the financial market development revealed that there are still doubts on whether liberalization indeed improved credit allocation efficiency and major concerns have been raised, which show that the financial market still operate in an oligopolistic nature with only a few institutions controlling the financial sector. According to Beaugrand et al. (2002) if interest rates are controlled by government, domestic borrowing has a more direct crowding out effects on private credit by reducing the amount of credit available to private sector.
Blanchard (2007) also arrived at similar results as he concludes: “…the effect of government debt on interest; empirical from both across countries and from the last two centuries, shows surprisingly little relation between the two.”  This implies that there is a weak relationship between government borrowings and interest rates. Emran and Farazi (2009) in addition note that there are a number of reasons why the relationship between domestic borrowing and interest is even weaker in developing countries, they cited the fact that interest rates are set administratively by the central bank and the extensive government interventions as the main reasons.
The long run coefficient of changes in money supply (M3) is positive and significant at 1 % level. This implies that an increase in changes in the money supply to GDP ratio by one percent leads to an increase in domestic credit expansion to GDP ratio by 0.49%. The short run coefficient of M3 is also positive and significant at 1% level. This means that an increase in changes in money supply by 1% increases domestic credit expansion by 0.33%. Central Bank has the ability to increase amount of money supply through open market operations. As discussed in chapter three, expansionary monetary policy leads to an increase in money supply which in turn increases the ability of the banks to lend more to the private sector. 
The Kenyan government in most cases resorted to borrowing from the central bank in order to finance the budget deficit during the period under review. This as presented in chapter two has monetary implications; when government borrows from the CBK, this raises the money supply and inserts liquidity in financial market, which in turn increases the ability of the banks to create private credit. It was not until 1997, when the CBK Act was amended to restrict government borrowing from the CBK, after excessively government borrowing directly from the CBK in the 1990s lead to inflationary pressure.
The long run and short run coefficients of real GDP per capita growth are negative and insignificant. This implies that in this case real GDP per capita growth does not explain the long run and the short run changes in the domestic credit expansion. The bivariate correlation coefficient between domestic credit expansion and real GDP per capita growth rate was also insignificant implying that there is a weak relationship between the private credit and growth rate in Kenya.
5.7 Conclusion 
The aim of this paper was to examine the impact of domestic borrowing on private credit. In order to do so, the research paper set out to answer three specific questions. We conclude by revisiting these questions as outlined in chapter one. 
The first question concerned how government finances its budget deficit. Our discussion showed that government mainly finances it deficit through tax revenues, printing money and borrowing. But owing to the fact that Kenya tax base is narrow and printing of money is not desirable for fear of high inflation, and also due to the fact that there has been reduced access to external funding, the only option available to the government to finance its budget deficit, in this case, is to resort to domestic borrowing. This has led to accumulation of domestic debt over the years.
The second question focused on how domestic debts have evolved in the recent past. The study revealed that there has been a major shift in the composition of public debts with significant rise in the share of domestic debt and a decline in external borrowing. This shows a trade off between domestic debt and external debt. However, though domestic debt has been rising the level is still modest in relation to GDP and below the HIPC threshold. 
Finally the study aimed at finding out the effects of domestic borrowing on the private credit considering the financial market development in Kenya. A look at the financial markets showed that the financial markets are still low and underdeveloped. This means that even a small claim by the government impact negatively on the private sector. This was confirmed by the econometric analysis which showed that indeed domestic borrowing crowd our private credit.

We therefore conclude that despite the fact that the ratio of domestic debt to GDP ratio is modest as presented; domestic borrowing absorbs a large share of financial resources, given the low and under developed financial market. This has led to crowding out of private credit in Kenya.

5.8 Policy Recommendations

There is need to develop the financial market as well as ensure competitiveness in the financial sector. This will enhance flow of credit to the private sector. Although efforts have been made to liberalize the financial sector, not much has been achieved. Appropriate monetary policies and stable macroeconomic environment should accompany the implementation of the wider financial reforms.
 There is also need to develop the capital market. Capital market development is imperative in order to mobilize long term financing. For equity and bond market to contribute significantly to the economic process there is need for the market to be liquid, with minimal volatility and cater for diverse risk preference. This calls for sound monetary and fiscal policies.
Prudent debt management strategies need to be formulated and implemented. Though the study has shown the levels of domestic debt as modest in relation to GDP, the country is still vulnerable to external shocks and the recent improvement in economic performance cannot be guaranteed. I addition efforts of restructuring domestic debts from short term treasury bills to long term treasury bonds need to be enhanced too.

 The study has found the money supply to be an important factor in enhancing private credit. Government should therefore ensure adequate liquidity in the financial markets; this may include encouraging saving through cutting down of high taxes on business transaction as well reducing high income taxes.
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Appendices

Appendix I: Long run Relationship: Both Autocorrelated and transformed regression

	
	With Autocorrelation
	Corrected for Autocorrelation

	Variables
	DCE
	Std Error
	DCE
	Std Error

	DBr
	-0.513***
	(0.176)
	-0.522***
	(0.168)

	Rint
	-0.0182
	(0.0468)
	-0.00538
	(0.0488)

	M3
	0.451***
	(0.118)
	0.491***
	(0.115)

	RGDP
	0.0236
	(0.0703)
	-0.0113
	(0.0797)

	dummy
	-1.259
	(1.178)
	-1.243
	(1.051)

	Time
	-0.0321
	(0.0527)
	-0.0463
	(0.0512)

	Constant
	67.54
	(104.5)
	95.6
	(101.5)

	Observations
	37
	
	36
	

	R-squared
	0.433
	
	0.504
	

	dwatson
	2.278
	
	1.958
	


Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 indicate rejection of the null hypothesis at 1, 5 and 10% level of significance.
Appendix II:  Short run relationship:  Both Autocorrelated and transformed regression

	
	With Autocorrelation
	Corrected for Autocorrelation

	Variables
	DCE
	Std Error
	DCE
	

	DBr
	-0.468**
	(0.177)
	-0.475***
	(0.172)

	Rint
	-0.0168
	(0.0537)
	-0.023
	(0.0575)

	M3
	0.424***
	(0.118)
	0.329***
	(0.111)

	RGDP
	-0.0212
	(0.0838)
	0.0509
	(0.143)

	timesquare
	-2.29e-05**
	(1.02E-05)
	-2.54E-05
	(1.56E-05)

	lagerror
	-0.182
	(0.195)
	-0.566***
	(0.168)

	Constant
	93.91**
	(40.5)
	104.1
	(61.6)

	Observations
	36
	
	35
	

	R-squared
	0.449
	
	0.521
	

	Dwatson
	1.8036
	
	1.976
	


Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 indicate rejection of the null hypothesis at 1, 5 and 10% level of significance.
Appendix III: Avplots
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� NBFIs thrived in the 1970s and 80s but most of them converted into commercial bank during the liberalization period. 


� Available � HYPERLINK "http://www.heritage" �http://www.heritage� .org/index/country/Kenya.
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