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Prcpar:rtion t)f the -!11'diuru l .-nr: [).c.- \ [:-a:;::::eni Stral!'gy (!ffDS) is a requirement under

the PFll4 Ast, 2012 ard is prer:red u,jid:,g 3. set of analytical tools aad procedures in
aocorda:rce rvirh htemational i",esr cracice. i.-.e \{TDS is prepared taking into account the

terms of any borrowing, the r-ipe t-.f bororr'.:--: and the attendalt risks or shocks that may

impact on the government's :biliry to mert.- debt obligations, taking into account global

and domestic economic and nnancial develsnenLs in order to inform the preparation of
MTEF Budget for fiscal years and rhe mediure ;erm.

'lhe MTDS analysis looked ar the cost-risk i::lications of a range of debt strategies which

tvcte lsscs:ed uncicr a sct rr: i:rr:nci ai5rrrr-;--:Lrns on the macroeconomlc env and

outlook as u'e1l as a set of risk scenzrios. i:e implications of possible shocks including

interest and exchange rates on tre preferred cboice of strategy werd tested.

The aim of the M'IDS is ro suopon ihe sovernment's strategy in implementing the

FY2017118 budget and over the me<iiuro ter= by ensuring that the govemment's financial

requirement and payment obligations are uret 3r the lowest cost with prudent degree of risk in

line with PFM Act,20l2.

Consistcnt with the Kenya Con;rirudcr 201 0 and PFM Act" 2012 with respect to

transparency and accountabiliry. rhe \{TDS therefore underscores the Govemment's

commitment to developing and designing a strategy that is evidence based and feasible in

ensuring that public debt levels remains sustainable and supports broad-based and inclusive

growth. The outcome of the IITDS aaall'ses is a stategy of frnancing the fiscal deficit.

'fhe MTDS 2017 recomizes rhat a <iiversi-fre<i debt currency structure and development of the

domestic debt market is important for hedgilg against exchange rate risks on a counEy's

extemal debt. To address this. Keny-a has mede a deliberale effort to diversift our sources of
extemal borrowing, this is becomilg even more urgent now that Kenya has attained lower

middle income country with hardened terms and less concessional borrowing. To address this

we are now accessing intemational capiral markets to diversify her sources of financing

targeting the Samurai bond. Sukuk among others.

At operational level the National Treasur)'*rtl link the MTDS to cash management. In this

regard, the implementation of the MTDS is closely coordinated with cash management to

enable management of liquidit-r' around a targeted balance at a regular basis.

At the domestic level, we are rvell arvare thal broadening Kenyan marketS to include more

Kenyans and in particular the retail segmenl *ill go a long way in not only mobilizing more

resgurces for development but even at lou€r interest rates. TOwards this end the govemment

is in the process of introducing a retail ba-sed product M-Akiba, an initiative aimed at

providing an avenue for investing ia Treasury Bonds conveniently tkough mobile phone



plalforms. 'this will enable Kenyans rvho werc excludcd from the conrcntionul capital
markets to access govemment securitics and will thercby lo*c.r the cost ol'horro*irrg. It is
a.lso consistent with our Vision 2030 objective of mobilizing domesrio savings to support
broad-based and inclusive grouth.

Finally, let me underscore our commitment to prudent debt malagement in accordance rvith
our Constitution and tlre PF'M Acl,2012. We assure public that the National 1'reasury rvill
continue to manage the National debt prudently and help cnsure that rve don't gct into a
situation of debt distress which could overburden our Iuture generations. In the same vein,
we look forward to support from all of residents of Kenya when we institutc rneasures aimed
at curtailing unnecessary and unproductive expenditures.

I'IENRY K, ROTI
CABINET SECRE tiRYY/ THE NATION
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This is the ninth Mediuru'fcrm Debt Management Siratcgy (M1l)S 20171 to hc tabled in
Parliament and the fourth in the series under the requirement ot'Public F-inancc iVlanagement

Act"2012 (PFMA).

the MTDS 2017 continues to play an important role in the achievement of the govem.ment's

goal for public debt management within provided macroeconomic framework to fund

budgetary needs. The MTDS 2017 will guide debt management operations over the medium

term. The preparation of M1 DS is a technical process involving use of an analytical tool to
analyze data inputs to produce scenarios from which an optimal borrowing strategy is

determincrl.

kt me take this opporhrnity to acknowledge the MTDS 2017 Workhg Group composed of
the National Treasury and the Central Bank ol Kenya staff who were involved in the
preparation ofthe Strategy fbr the valuable contribution and dedication to the process.

The preparation of the MTDS 2017 document also benefited tiom the tean at the

lntemational Monetary Fund which provided quality assurance in the process.

In addition, we gratefirlly appreciate the cornments received from Directorates and

Departrnents of the National Treasury, as well as the Central Bank of Kenya in enrichiag the

document. The MTDS 201'7 can be obtained from the National Treasury Website:

www.treasury.go.ke.

DR. KAMA GE, CBS
PRINCIPAI, SECRE'I'ARY/THE NA'I'IONA I, TREASURY



Legal Basis for the Publication of the Debt Management Strate8y

The Debt Management Strategy is published in accordance with Section

33 of the Public Finance Management Act,2072. The law states that:

1) On or before 15th February in each year, the Cabinet Secretary shall
submit to Parliament a statement setting out the debt management
strategy of the national govemment over the medium tenn with
respect to its actual liability in respect ofloans and guarantees and its
plans for dealing with those liabilities.

2) The Cabinet Secretary shall ensure that the medium term debt
management strategy is aligned to the broad strategic priorities and
policy goals set out in the Budget Policy Statement.

3) The Cabinet Secretary shall include in the statement the tbllowing
information:-

a) The total stock ofdebt as at the date ofthe statement;

b) The sources of loans made to the national govemment and the
nature of guarantees given by the national govemment;

c) The principal risks associated with those loans and guarantees;

d) The assumptions underlying the debt management strategy;
and

e) An analysis of the sustainability of the amount of debt, both
actual and potential.

4) Within fourteen days after the debt strategy paper is submitled to
Parliament under this section, the Cabinet Secretary shall submit the
statement to the Commission on Revenue Allocation and the
Lntergovernmental Budget and Economic Council, publish, and
publicize the statement.

I
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EXE(. t't'IvI ril'\I]L\ tt't

An I![DS is a plan aimed at achieving the desired debt ponfolio. (iovernnrcnt dctrt
management is the process of establishing and executing a stategy fbr managing qovemmenl

debt in order to raise the required amount of funding, achieve its risk and cost objectivcs, ald
meet any other debt management goals, such as developing and maintaining an efficient
market for governrnent securities. In this regard, the MTDS 2017 covering the period
FY2017/18- Fy20l9l20 intends to implement governrnent's plan over the medium term in
order to achieve a desired cornposition of the govemment debt porffolio.

Kenya's public indebtedness in nomina.l terms as at end-June 2016 was at 53.1 per cent of
€DP and remains -sustairable. -Ho*evet the seope of-thr-+{TB$ afialFis covcrs total
National govemment external and domestic debt amor:nting of Ksh 3.4 trillion or
US$33.5 billion as at end-June 2016, equivalent to 51.4 per cent of GDP. This takes into
account, extemal debt amounting to 26.3 percent of GDP and domestic debt amounting to
25.1percent of GDP but excludes CBK overdraft, commercial bank advances and Tax
Reserve Certificates.

Because of our success in economic management and implementation of far reaching
structues and institutional reforms, Kenya is now a low'er middle income country but this
comes with its attcndant resp_oqsibilities. Is_[lklya*graduatlon to lorver middle ineome
country status means a move into the (mixture of commercial and concessional financing
terms) ("blend")) window, with finaacial terms that are hard compared to the soft terms in
the concessional window from multilateral agencies. Some bilateral creditors are a.lso

increasingly providing credit on commercial terms. As official sector credit is limited, and

the domestic market faces limits in the medium term, credit from t}le extemal private sector
is increasing. For instance, 2-year US$600 million syndicated loan was contracted h 2012,
followed by 5- and 10-yei US$2.75 billion Eurobond issuances in 2014, and aao ther 2-year
US$750 million syndicated loan in 2015. In June 2016, two additional commercial loans
were contracted; a7 yeau- US$600 million loan &om China Development Bank Corporation,
and a 2 year US$200 million loan from Africa Export-Import (Afrexim) Bank. The iatter was
for on-lending to Kenya Airways.

Kenya's integration with the international capital markets exposes the country to the risks in
the global financial markets. These include, weaker than expected gro*th in the global
economy, continued low demand in advanced and emerging market economies as wetl as the
low cornmodity prices that may impact negatively our exports and tourism activities. Further,
the uncertainty in the global markets due to potential tightening of US monetary policy and
consequent increase in the US interest rates, Britaia's vote to exit the European Union and
persistent uncertainty in the intemational oil markets may have an impact on Kenya's
extemal balance.

tv



[. r'r)'e's public debt is nrznaged prudently to reduce financial vulnerabilities. 'lhc

s.-,r em:rent's medium-term debt management strategy (Ml DS) document is a critical
lsrument. It informs investors and the general public of thc strategic financing plan to meet
'.:1e governrnent's filancing nceds at the lowest cost taking due considerali<ln of the risks,

includiag those arising from global and local furaacial markel volalilities.

fhe debt portfolio as at June 2016 is characterized;

Low but rising annual interest payment as a shiue of GDP

Refinancing risk.

Stable relative exposure to exohange rate risk. The government debt portfolio has

maintained equal proportions in the composition of external and domestic debt during
the same period.

The 2017 Budget Policy Statement (BPS 2017) anticipates continued fiscal consolidation
over the medium term. Over ttre medium term, conmitments to fiscal consolidation, ongoing
revenue reforms and completion ofkey infrastructure projects (such as SGR) are expected to

result in a further reduction in overall fiscal ba.lance. Real economic groMh is expected to

rise over the medium term. Extemal buffers to date have remained adequate with
intemationa.l reserves at above 4.5 months of projected imports. In{lation is expected to stay

\\lurlll ulc &ugsr r tr.xgg ur J pclucul -z.J Psrr.Erll uvcr uls rllsulurrr Lcr[r.

1be govemment will continue maximizing borrowing from external concessional ald semr-

concessional sources. 'lhe domestic debt market is currently constrained in relation to the

size of fiscal deficit.

1 o evaluate the optimal fiscal deficit funding strategy four altemative debt management

strategies were examined:

Strategy 1: This strategy represcnts current policy intent, and will be refened to as the

baseline strategy. As part of lhe 2017 BPS, over the next three fiscal years, the

government aims to finance more than half of the fiscal dellcit by net domestic

borrowing on average. It assumes US$ 3.20 billion as domestic financing while
external commercial borrowirg rvill be US$ 1.5 billion lu:,FY20l7/18, and US$1.25

billion each in FY2018/i9 and US$ 0.53 billion in IrY2019/20. Net domestic

financing is divided 40:60 between T-bills and T-bonds.

Strategy 2: Relative to Strategy 1, it increases extemal semi concessional bonowing,

and instead reduces domestic bonorving.



Strategl' 3: Relativc to Strategy i, it reduces exlemal borrorving, and instead increases

issuance of domestic medirun term dcbt to reducc thc exch:nge rate exp,-r-sures thar

results from external commercial borrorving.

Strategy 4: Envisages increased jssuance ol extemal commercial borrowing lbr both
Exp<.rrt Credit Agencies (ECA) and Sovereign Bond issuance rvith reduced domestic
net financing.

Strategy 4 focuses on increased issuance of commercial debt in the capital market but
the level of issuance in the domestic market will reduce. Given the two matwities due

in 2011/18 and 201 8/1 9 and the level of domestic debt development, Strategy 4 may

be attainable but this will depend on governrnent efforts to manage its investor

relations.

Given the near term hnancilg constraint, the strategy choices are able to address either -
the risks or costs, but not both:

. -Seakgy 2 +educes- rcfinaneing risk, but +eise+ the €xchange rar€- exposurc ef$re
public debt portfolio. Under an exchange rate shock scenario of 30 percent in FY
2018119, public debt will increase from 53.1 per cent of GDP under the baseline to
59.3 per cent by end-FY2019120. Strategy 2 is to balance exchange rate risk and

refinancing risk, although t}re stategy considers greater exlemal bonowing. Given
the upcoming maturities of the 5-year Eurobond issued in 2014, the syndicated loan
issued in 2015 and the two year on-lent loal issued in 2016, the strategy assumes a

net commercial extemal borrowing of US$1,500 million and US$ 1,250 million il
Fy20l7ll8 and FY201 8/19 respectively. With domestic debt market absorption

act0a !q!s1{ar4! e}te!!al_ gornmglclql b9lrcl4qg-St-l$s,__lSeCn E& will be

necessary to alleviate pressures on the domestic debt market

Strategy 3 reduces exchange rate risk but increases domestic refinancing risk. Debt
coming due in the following year as at end-FY20l9/20 will be I l.l percent of GDP.
This stategy will likely lead to an increase in domestic interest payments given the

fact that domestic interests are high comparcd to extemal rates and the domestic debt

market has not deepened enough to absorb that capacity.

a

C)ptinral Strateg-r-

In selecting the optimal strategy, three key indicators were considered - ratio of interest
payments to GDP (lnterest/GDP), ralio of interest payments to Revenue (lnterest/Revenue)

and PV of Debt to GDP (PV of Debt/GDP)).

T\e MTDS 2017 presents "S2" as the optimal strategy after taking into account both risk and

cost trade-offs, the implied quantity of gross borrowing, the need to develop the domestic

ll-



debt mzrket, thc need to divcrsifl'the lunding sLrllrcc'i :nd ability to implement the stratcgy
over the nredium term.

'l'hc strateirl' compriscs thc l'ollowing aelions

60 per cent extemal borro$ing and -10 per cerl domestic borrowing to finance the
national govemment budget:

Considering macro-economic and drrmestic ruket environment issuance of medium
lcrm domestic debt through benchmark t'onds;. :ecommended;

Of the 60 per cent allocated to exlerEal borrot=,9. it will be comprised of 20 per cent
on concessional terms, 30 per cent on scmi-c.-::cessional terms and 10 per cent on
colnmercial terms.

'I'he Debt Sustainabili[ Analysis (DSAI tbr Kenva's crrrcnt and projected medium term debt
indicates that Kenya's debt is sustainable. ln the long tenr, the PV ofpublic debt-lo-CDP is
expected to be 47.9 percent of (iDP in 2019 while the PV ofpublic debt{o-revenue remains
below the threshold of300 percent througbout ihe p,eriod ofanall'sis.

A domestic borrowing plan anchored on government cash flow requirements will be
developed for implementation, monitoring and eva.luation. The Government rvill also actively
monitor the key macroecononric indicators and interest ratcs against those assumed in the
analysis. Any significant and sustained change *ill trigger the need for revision of the
siraivg.v. Cr-,rrri>isul wilir iirc priuuipics ui pul,iiu iurar.ruv irr iic Culsiiiuiiurr oiKclya,20i0
(Section 201). the Govemment will seek to uiden dissemination of the MTDS 2017. T\e
MTDS 2017 is available in the national treasurl' lebsite rirwv.treasury.go.ke .

!



I. IN'l'ItoDtr('l l()N

L A Medium 'fenn Debt Strategy (N'I'IDS) is a plan aimed at act eving the desired de,bt

portfolio. Government debt management is the process of cstablishing and execulinp
a strategy for managing the govemment's debt in order to raise the required amount of,

fi:nding, achieve its risk and cost objectives, and meet any other dcbt ntanagement goals such

as developing and maintaining an effrcient market for govemment securities zurd

diversificalion of llLnding sources. .4n MTDS operationalizes these objectives and is a plan
that the govemment is implementing over the medium term in order to achieve the desired
composition of the govemment's debt portfolio, wtr-ich captures the government's strategy
with regard t++hee+st-risk tradc-offs,

2. Ttris MTDS rvas prepared in accordance with the intemational practice and in
particular framework developed by the IMF and the World Bank but customized to take into
account the Kenyan economic and structuralized conditions. r\s such it r1'as a collaboralive
effort between the key Departments of National Treasury and other key stakeholders.
The process for developing an MTDS involves eight steps: (i) definition of objectives and

scope; (ii) review of the existing debt management strategy and the cost-risk characteristics

of the existing debt portfolio; (iii) identification of the potential sources of financing;
(iv) revierv of the macroeconomic framework and medium-term projections and risks;
v) identiti cation of structural ) analysis of the cost and risks of altemative debt

management strategies; (vii) review of preferred strategies to ensure policy consistency; and

(viii) approval and dissemination of the debt management strategy.

3. This MTDS report documents the analysis conducted and the recommendations for
future action. The MTDS is structured as follows: Section fI presents the background;
Section III reviews the performance of the MTDS for the FY2015/16. Section [V documents

the debt management objectives and the scope of the MTDS anaiysis. Section V presents the

cost and risks ofthe existing debt porffolio as at end-June2016.In Section VI, the baselinc
macroeconomic assumptions underlying the analysis and key risk to the macroeconomic
projections are discussed. Section VII discusses the potential external and domestic sources

oflinancing. Section VIII presents tle cost and risk analysis of altemative debt management

strategies; Section IX presents debt sustainability; Section X is on implementing the MTDS
and lastly; Section XI is the conclusions.

1
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4, Kenya's economy has remaincd resilient ovcr the lrast tlecadc. Real Ol)P grou.rh is
estimated at 5.8 percent in the FY 2015 16, supporlcd by pul;lic investments in infrastrucrurc
projects particularly i-n rail and rtrad construction and geotherma.l generation.

5. Kenya's public indebtedness in nominal ternls as at end-June 2016 is estirnated at

53. 1 percent of GDP. Real exchange ratc appreciation contribured to a debt reduction oi 0.1
per cent ofGDP, while the real interest rate -real gro\\'th ratc dillerential also contribur:d to
a debt reduction of 1.3 percent of GDP, a-ssisted by the strong grouth perforrlancc.

6. According to the latest DSA, Kenya's public debt is sustainable and expc-cted to
remain sustainablc in the medium termr. 'l}re PV of public tlcbt-to-GDP incrcascs from -l-i.S
per cent in 2015 to 48.3 per cent in 2016 and 48.5 per cenl in 2017 and rcmain at,18.5 per
cenl in 2018 before declining to 47.9 per cent of GI)P by 2019. Overall, the results lrom the
DSA indicate that Kenya's public debt remain sustainable over the medium term.

7. After falling to below 20 percent of GDP in 2013, domestic debt as a percent of GDP
has risen to 27.6 percent as at end-Jule 20i6. In 2016, the domestic debt experienced
significant volatility following tight liquidity conditions in the banking scctor in the first
quarter of the fiscal year. Yields on the 9l-day T-bills rose liom 8.2 percent to 21.6 percent

between July and October 2015, but came down follow'ing issuance of thc slrdicated loan.

Yields stabilized at 7.3 percent as at end of the fiscal year2016.

8. Kenya is ircreasingly integrated into the global capital markets. In 2012, a IJSS600

million 2-yeru syndicated loan was contracted. In 2014, Kenya issued its debut 5- and l0-
year Ewobond totaling USS2.75 billion. Part of the proceecls raised through the Irurobond
was used to retire the maturing syndicatcd loan. ln 2015, the Covernment raised a 2-vear

slrrdicated loan for a sum of US$750 million and a 7 yeas commercial loan of i)SS600

million. Commercial extemal debt outstanding stood arUS$4.11 billion (24.2 per cent of total

extemal debt) as at end-June 2016. However, non-resident participation in the domestic

market has been negligible despite the open capital account.

)

9. Kenya' sovereign credit rating on stable outlook. The rating as at October 2016 by
S&P remains at B+ with a stable outlook. Moody's rating for Kenya stands at Bl r+ith a

stable outiook since November 2012.

rKenya is classified as "sfiong" performer in lerms ofthe quality of its policies and institutions, measurcd by a

three-year average ofthe World Bark's Country Policy and Institutional Assessment (CPIA) I[dex. The index

stands at 3.84. 'l'he relevant indicative debt thresholds to measure cxtemal debt sustainability are: 50 perceut for
the PV ofdebt-to-GDP ratio,200 percent for the PV of debt-to-exports rario. 300 percent fcrr the PV ofdebt-to-
revenue ratio,25 percent for 1tre debt service-to-exporls ratjo, and 22 perccnt lbr the debt sen icc-to-rcvenue

ratio. These thrcsholds are applicable to oublic and rrubiiciy guaraDtced cxlemai debt.
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10. 'l he sirare-11 tor thc ':---:rncial year (FY2015/16 MTDS) emphasized greater reliance
on domcstic horroriinq an,i i..ncessional extemal borrowing. The target for net domestic
financing and e\temal t-rnar; :-r: mi-x rvas 55 percent a1d {-5 percent, respectively. 'l'o reduoe
debt cost ani refin;rci:rs ri-.].- re F\'2015/16 MTDS aimed to limit domestic short{erm debt
issuances (I'-bills) io 1 I per.::-l <.rf total domestic government securities borrowing, whereas
longer matunties (10 -- l0 rcars T-bonds) accounted for about 89 percent. However, the
actual position as ar end Jure 2016 indicates an increase in the proportion of T-bills to 34
percent and 66 per celi for l-bonds. On extemal debt, the FY2015/16 MTDS envisaged
concessionat @r m rhe ::le uf 62 percert-of mtel $oss-(xtemd financrn-g, itie adtu-al-
position as ai end June 20io indicates 40 per cent concessional bonowing. The envisaged
concessional financin*s has r,-;lslated to extemal debt Average Time to Maturity and Grace
Period of 20.-3 r'ears and 6.1 rears as at end-June 2016. This compares with 21.0 years and
6.4 years as at end-Jrme 201-i. I lor.vever, the weighted average interest rate increased to 2.6
per cent from 2.5 percent. retlecting increased commercial borrowing during the year.

Tahle 1: Kenva: -{r erage Te rms of Ne*, Loan Commitmcnts, 2011-2016

Source: Narional Treasun,

Table I b: Kenva: Remaining l\Iaturity of Outstanding l)omestic Debt, as at end-
F\'2015/16-

I 0+ Years tt,192.64
Source; National Treasu]'

Of the total external amount. 0. I percent (or US$ 16.3 million) consists of debt maturing in
less than one year a:rd 87.9 per cent (uS$ 15.4 billion) are mahring in the medilm to long-
term.

J

JLrn- l-l
r-arSi\'1a 2i.0

Jun-16

20.3

Grace Period (r'ears) 6.2 6.4 6.2

Average Intere$ Rate (oZ') 2.6 2.5 l. t)

Remaining \'Iaruri1 in Years In million US$

Less than I Year I 16.28

ln Percent of Total

0.r%
l -2 Years 886.78 5.1%

2-3 Years 9s3.79 5.4%

3-4 Years 132.70

4-5 Years 116.42

0.8%
0.7%

5-10 Years 4,205.48 24.0%

63.9%

Jun-i 5

18.r



Il. The actual financir.rg outcome presenled in the Annual Rudgcts, horvever, u'as at

variance with the MTDS in FY2012113, FY20l3/14 and F'Y 2014i 15. With cxccption o1'

budget for FY20I1/12, the propo(ion of external linancing in the budget pl:ur has alwals

been higher and domestio debt financing lower than the proportions includcd in thc

respective MTDS documents. For instance, the 2015/ lvfTDS 2016 envisaged external and

domestic financing in the proportion of 45:55 for FY2016/17 whereas the budgot plan was

61:39, respectively (Table 2). The 63 per cent comprised of 22 per cent concessional, 11 per

cent semi-concessional and 30 per cent commercial debt.

Table 2: Kenya: Net l'inancing Planned under the MTDS and the Budget
(In percent)

l0l3/ r { 20t1lt5 201 5/16
45
6l

Deviation -t6
MI'DS 55

BLrd 10 l6 i()

Deviation 0 I9
Source: MTDS, Budget Policy Stalement, National Treasury

12. The increase in commercial borrowing to 30 per cent from the 6 per cent envisaged in

me zur) &tIlrD wits neccssltateu oy ulc Ilgcu ru lguuus Prvssurs ull ulBll uulllcsuu llrrErcsl

rates in the domestic debt market and diversification of financing sources by contracting two

syndicated loans . A 2 year syndicated loan was contacted il November 201 5 while a second

7 year loan was contracted in June 2016. The 2 year syndicated loan had the eft'ect of
reducing the interest rates from 21.0 per cent in October 2015 lo 9.69 per cent in December

201s.

13. The financing outtums relative to the budgetary financing targets have deviated in the

recent past (Table 3). ',Ihe annual outtums for exlemal net financing fell short ofthe budgeted

amounts by an average of Ksh 66 billion or 12 percent of total net financing during the

period FY2009/10 - FY2015/16. Consequently, actual domestic net financing increased by

an annual averagc of Ksh 4 billion or 12 percent of total net financing. The period, however,

experienced total annual net finalcing outtums that are belorv budget plans by Ksh 62 billion
on average. The first quarter of the FY201611'7 financial outtum was below target by Ksh 90

billion or 49 per cent of total net frnancing. The source of the deviation was lower extemal

financing partially due to under repofling in Projects AIA. However, this figure may not be

representative ofthe full year outturn and will be revised.

4

20121t32011/12
['inancing
Source

30
30

0

L,xtcmal \4 I I)S
Bud

10Domestic

.10

6li
3i

+)

51

65

-22 -28

32
60

-19

55

61

l622



I'able -1: F inarrcirrg rrf thc liutlgct: Iludlrtcd :rntl Outturns. Krnr a

llilancing
Source

llxtemal

'l'otul

I- l

I

( F\',1)00/l (

Brrdgel
KSIJ (llillion)

"rt - 51

t- t:Yt0 t 5,'16)

i 0"" ilrti*
i from

udBet

I \:()ib l-r l" {.!urrlsr
[)rr r-.r t;, I

-ob

4

from
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91

53

:.1

-12
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352 )90

_)|

lsl c-1
-L

Source: Budget Policy StatemeEt, National Treasurl
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'I hc \1 tDS is pul,i:rled on thc National Treasury rvcbsitc

15. lhe Jebr manage=:nt objectives are enshrined in the Public Finance Management

(PFM) Act. l0ll. Secrion 5l(3) of thc Act specifics that the debt managelnent objectives are

to (a) minimize the cost of ;ublic debt management and borrowing over the long-term taking

account of risl; (b) promo:: the development of the markct institutions for Govemment debt

securities: and (c) ensure -:re sharing of the benefits and costs of public debt between the

curent and luture ,scneratirrns.

16. lo addition. ar operarional level the IvITDS is linked to cash management to support

I i q ui d i t-v.. man agement aroun d targeted I e ve l.

17. 'l'he rime horizon ol the analysis is the medium term. Projections span three years

from [Y2017i l8 tiuoug-b t-Y2019/20, consistent with the govemment's 2017 BPS. The

slarting point for the analy sis is the existing debt portfolio as at end- June 2016 and the

projected debt for the medium term.

18. 'lhe scope of rhe IITDS analysis is National govemment debt and called up

guaranteed debt. The MTDS analysis thus covers total National govemment external and

dt.rmestic debt amourting of Ksh 3.4 trillion or USS33.5 billion as at end-Jrure 2016,

eouivalent to 51 .,{ per cent of GDP. Extemal debt amounted to 26.3 perccnt of GDP

(lJSS17.0 billion) and domestic debt 10 25.1 percent of GDP (US$16.5 billion).2

19. llxtemal public deL: stock comprises predominantly of loans from multilateral,

bilateral and commercial creditors. Multilateral debt accounted for 46.0 percent of total

extemal public debt. the }argest multilatera.l creditors were IDA (61.4 percent), lbllowed by

AfDB (22.5 percent), IMF (10.7 percent), and EIB and IFAD (3.8 percent). Bilateral debt

accounted lbr 28.6 perceni of extemal public debt slock. 'l'he largest b ateral creditors were

China (63.7 percent) ibllorved by France, and Japan, each accounting for 12.1 and 9.4

percenl, respeclively'. 
-lhe 

USS1.5 billion in commercial loans contracted in FY 2015/16

increased the share of commercial debt to 25. I percent.

20. 'Ihe performilg govemment guara.nteed debt portfolio amounting to 0.9 per cent of
GDP 0JS$0.56 billion) is excluded from the MTDS a-nalysis. The loan guarantees have been

issued on an IDA-hnanced Kenya railways concessionairing (tJS$40.0million) as well as to

investment projecrs financed by the governments of Germany (US$81 million) and Japan

(USS 445mi11ion). The non performing guarantees include loans to Kenya Broadcasting

Corporalion and I ana and Arhi River Development Autlority I'able 5.

2 This amount ercludcs USS397 million in CBK overdraft, commercial baak advances and'fax Resewe

6



21. Domestic public debt comprises predominantly of markrtable securities. 32.2 pcrc:ent

(US$5.3billion) oi'tire tlomestic debr wa-s in'f-biiis w'ith maturiIirs rilo1, 1S]. ar:tl 36.1 dars
while66.2 perccnt (USS I t).9billion) rvas in medium and longcr rerm'l -bonds. including
infrastructure bonds (iFB).3 The govemment's Pre-1997 debt accounted lirr US$ 0.4 biltion.

Table -l: Kcnya: (.overage of Public Debt in the lI'II)S, Find-.lune 2lllfi
A mr[rnt

lnslrurntnt In nrillions
Kcnyan
S h illiu g

of In rnillioos
of
Li.S. dollars

ln pcrrcnl
ot (iDl'

L Domestic Debt (!ncludeLl in MTDS)

T il ls

Banking hsritutions
Others

Treasury Bonds
Banking Institutions
Others

Pre-l 997 Governrnent Debt

531283
3i0,185
207 ,09',t

1,103,053
541,090
561,963

. 5Ji4i _

3,265.9
2,048.4
10,910.5

5,352.0
5,55 8.5

252.8

.s.,1

5.(i

3.I
i 6.7

Li
0.425 559

Sub Total 1,665,895 16,477.7 -).J
IL Extemal debl included in M'IDS)

African Development Fund 179,226.6 1,772.8
488 ?oo I
127,240.8

491,863.9

3,381.0
154,346

2.1

,810? -.-.-_14 _
Other Multilaterals
Bilateral
Non-Performing Guarantees

Commercial Banks (FIoating mte)
Commercial Banks (Fixed rate)

Eurobond 278 031.0 2,7 50.1

1,258.6

4,865.1

33.4
|,526.7

1.9
'7 .5

0.1

2.3

Sub Total '722 4t9.6 17 26.1

III. Excluded from MTDS
Suppliers Credit
CBK Overdraft
Guarantees

83.8

437 .2

565.3

0.1

0.7

0.9

8,469.4
41,204.0
57 t49.9

Sub Total 109,823.3 1,086.3 1.7

TOTAL DEBT Included in MTDS G+il)
TOTAL DEBT (I+II+IIT)

3,3 88,314.6
3,498,137 .9

3t,514.5
34,600.8

51.4

53.1

Source: Nutional Treasury and CBK.

!Government securities consisted ofT-bills, T-bonds and hfrasfuctur€ Bonds.
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'l'ablc 5: Kenyrr: Outslarrding (iorclnnrcnt (;uarlntre(l l)eht (l-nd-.lunt il)16)
(ln nrillion. .rl Kenva Shillings rurLl [].S. I)ollars)

lle'nc lieiar'1 l'rt il1 Ksh million
--i;i-

a,ros
1,157

I .-ri 8

43,199
4.0+1

I SD ::illion
I-+

Kenya Broadcasting Corporatron

KenGen
Tana and Athi Itiver Devclopmcnt Authontl
E:st Aliican Ptrrtlarrd C'ement

Kenya Ports Authority
Kenva Railways
TO'I'AL
Sourcc: Nati()nal freasury.

SI

;l
.-l

.l:0
-10

60.riII
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22. Kenya's ccrst of publio debt is low in relation to revenue (16.1 per cent). Annual

intc:esr pavment was 3.7 percent of GDP, with interest payment on extemal debt accounting

fo1 i percent and interest payment on domestic debt 3.0 percent of (iDP. The lorv interesl
pal:::ent is duc to the large share (approxim ately 75 percent) of extemal concessional

fin=cLng in the existing public debt porfolio. At end-FY 2015116, the weighted average

interest rate on the total debt portrolio was 6.9 percent. The weighted average interest rates

for erremal and domestic debt portfolio were 2.6 percent, and 11.2 percent respectively.

23- fhere is exposurc to refrnancing risk..As at end=.FJ- 2015116r {he {nain refinareiag.
risk is associated with high domestic debt rcpayments falling due in FY2016/17.
43.(' percent of domestic debt will mature in Fy20l6ll7, this is largely composed of treasury

bilL. The average time to maturity (ATM) for domestic debt portfoiio is 4.3 years. Thc
ATi,\{ of external debt portiblio is 11.2 years (Table 7). The long ATIM of the extemai debt

pt-rrrblio is explained by a large stock of concessional component of the extemal debt, which
ha-. relatively long mahrities. The ATM for the total debt portlolio is 7.8 years (Table 7).

21. However, the refirancing needs falling due in FY2017l18 is IJS$ 1.4 billion, in FY
2018/2019 is US$ 1.6 billion, in FY202312024 is US$1.4 billion and in FY2024l25 is US$

--76billion, mafrly assocrated witl-a repaymeEt of'tFe Synctrca:teclloan-, commercfalloan anil
the international bonds. (Figure l).

l'igure 1: Kcnya: Debt l{edemption Profile, as at end-FY20l5/16
(ln millions of Kenyan Shillings)

900,000

800,000

700,000

600,000

500,000

400,000

100,000

200,000

100,000

0 _t_ --- T -_T- -r - -- -_r_____r_

rrI;tl,l, ..1
.rN6+fi
Fl .^J .l N .{ooooo

Source: National freasury and Central Bank ofKenya

rrF(oc,o
ltrlrlrl..l
a.l a.l .{ N .{

9

)

l
l



'l'ahlc 6: Kcnya: Rcntaining llaturity of ()utst:rnding Domcstic l)clrt, as al tnrl-
t-Y20 r 5/16-

Remaining Maturity in Years ln Percent of l'otal In million USS

<1Y
z- ) |
4-sY
6-l0Y
11- 15 Y
>15Y

43

14

l1
l8
9

5

7,409

2,399

1,856
3,1r9
1,509

919
'l'otal 100 17,1il

Souce: !-ational Treasury

25. Although 95.2 percent ofthe public debt portfolio has a fixcd intercst rate, the interest
rates of approximately one quarter of outstanding debt will re-fix in FY2016/17. 'lhe

weighted average time to re-fixing (ATR) for extemal debt portfolio is 11 years. 12.0 perccnt
of outstanding extemal debt will be re-fixed in FY2015/16. The main exlernal debt exposure
to interest rate re-fixing, is due to variable rate loa:rs coupled rvith a small share of extemal
,^L+ 

-^+.,;-- 
:- +L^ -^-+ +.',-1"- 

-^-+L- 
I- rL6 ^-.6 ^f ,^B-.+:^ J-Ll I nn --,^6-r ,,f

l/!A!..i..,r

domestic debt has a fixed interest rate. Nevertheless 43 percent of thc domestic debt porttblio
will be re-fixed within a year because of predominance of short-1erm debt. ATR tbr the

domestic debt is 4.3 years.

26. Approximately halfofthe total government debt portfolio is cxposed to exchaJrge rate

risk. The main exposure to foreign currencies was to the U.S. dollar (60.4 percent ofthe total

extemal debt portfolio), followed by the Euro (22.1percent), and the GBP and JPY
accounting lcrr 4.8 percent and 8.7 per cent respectively. Possible rate hikes hy the US Fed in
the lourth quarter of 2016 and uncertainties in the fi-nancial markets following the Brexit pose

a potential exchange rate risk impact on the budget and the rise in extemal debt service

payment in domestic currency, as well as on the total debt levcls. (Figue 2)

27. Overall, the existing debt portfolio as at end-IrY2015/16 exhibit low cost brrt

embodies interest rate, exchange rate and refinaocing risks (Table 7). The stock of debt has

Iow cost due 1o the predominance of concessional extemal loans in the existing portfolio.
However, the lerms of new disbursements are hardening, tlercfore, the cost is expected to

increase over the medium term. Refmancing risk appear to be the risk priority for Kenya, as

43 percent of domestic debt is falling due in one yezu and part of commerqial debt will bc due

10



ii

in t-Y2017i lSt . I-xchange rate risk is :i:lijca:T'- rui s assisted by the lorv cost of the
cooccssional del;t ir thc public dcbr p,rnt,rlio. ri'hi.'n c =;Ls the depreciation risk. Interest
rate risk rrilI be addrcsscd if rctinancing risk is adc;ess.-:. F'urure debt managelnent strategy
should therc'fure slrivc to reducc rcllnancing risli. *'h': beirg mindful of exchange rate
exposures, particulnrly on extemal commercial debt.

28. Instr-ument risks: 'l'he 2015 syndicared loan : i I SD 750 million carries an

acceleralion clause in case the goventrnenr serdes t-or:--- inlemational debt capital market
issuance during or after the fiscal year ending J'rne l,-r17. This is because, the National
Treasury will be liable ro repay the 2015 s1'ndicated loan ar amount equal to 100 per cent.

'l'lble 7: Kcnya: Cost aod llirk Inr]iqrtors of [.rirting []r:ht. irs at cnd-]:Y2015/l(r

Risk lndicators

Cost of debt

Refinancing risk

Source: National Treasury

'ln October 20 15, Keuya cortracted a nvo-year L1SS750 miJlioo syndiceted loan at LIBOR plus 520 basis points

that will mature in October 2017.

Exteinal debt Domestic debt Total debt
7,740,72a.9

76,477.70 34,600.8

25.3 51.4

Amount (in mili ons of KSH)

Amount (in millions of USD)

Nominal debt as % GDP

PV as % of GDP

:7,036.8
26.\

' 1.. tt ,453.8

26.4 47.O

lnterest payment as % GDP 0.7 3.0 3.7
13.0 16.1rest payment as % Total Revenue

Weighted Av. lR (%) l 2 6
_lnle 3.1

71.2 6.9

ATM (years) 71.2 4.3 7.8
Debt maturing in 1yr (7. of totall 4.0l 23.3
Debt maturing in 1yr (% of total revenue) 4.8 49.9
Debt maturing in 1yr (% of GDP) r.7 11.4 72.5

ATR (years) 10.9 7.6
Debt refixinB in 1yr (% of total) 12.O 43.0 27 .3

lnterest rate risk

Fixed rate debt (% of total) 90.5 100.0 95.2

FX debt (% of total debt) 50.7FX risk

ST FX debt (% of reserves) 9.5

t1

----------------
I

3,521,582.7

43.0



Iigure 2: Kenva: Ertcrnal l'ublic I)elit,:rs at tntl-l'\'2015i l(r

Conrposition of Creditors Composition of Currency

Source: National Treasury

29, The currenoies mix is a reflection of tle source of funding. Kenya's external debt is

highly diversified in terms of currency and creditor. A diversified crurency struchue is
important for hedging against exchange rate risks on a country's extemal debt. Therefore,

going forward effort will be made to further diversifr and sustair Kenya's debt currency mix.
To manage the currency exposue the National Treasury will seek to malch its extemal

liabilities with currency composition of Kenya's forex inJlows, intemational reserves, and

cost of borrowing in each curency emd on relations among the cost of borrowings in
cllferent currencies.
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VI. BAst-t.r\1. II.r <,-nrlt:r'o\orl r( \ssL\ ' o\s \\D K[.\ lUsli\

A. Baseline Nlacroeconomic Assumptionss

30, The medium-temr macroeconomic fiamework uscd in th.is document is dcrived frc,m
the macroeconomic framework in the 201 7 Budget Policy Statcment (BPS) whose targets 3re

anchored on the priorities of Jubilec Administration and the Sccond Medium Temr Plan oi
the Vision 2030. The key objectives on the GOK's medium term agenda ilclude
enhaocement of business environment for job creation; improvement of productivitl and
competitiveness in domeslic and intcmational markets; rcduction in unemployment and

Sf_en_gXbe[ung-devolulrqn

31. The baseline assumptions as tabulated in the 2017 BPS are summarized below (See

Table 8)

Table 8: Kcn,y'a: Baselinc Macnrrconomir ,\ssurnptions

Unit

Kshs hillion 0tl

J6

zt7

266

-4 I

-0.8

171 6

.,1

Souce: National Treasury, 2017 BPS

32. Over the medium term, real GDP growth is projected at 6.6 percent in FY 2019120
while the primary deficit is projected at 3.0 percent of GDP in FY2017118 and at 1.9 percent
of GDP by Fy20l,8l19.lnJlation is expected to remain n'ithin the current allowable marqin
of 2.5 per cent on either side ofthe target band of 5.0 per cent in the mediLrm term.

5 Tte macroeconomic assumptions are based on the Govemment's medium-term macroeconomic &amework
embodied in tbe 2017 BPS published for public consultation.

r0l41l5 201i,,16 2016!17 201?,'t 8 2018/19

GDP(cuncnt priccs) 5.81I 586 6.:8.11 9,258.8

Rcal GDP 5.5 6.0is 6.3 65

GDP Dcflator Pcr c.nt 8.6 6l 5.4

Cceemla+ri€cledrx{a}-)-- - PGr Gaf,r

76

53
Rcvanue Pcr ccni of

GDP

19.1 20.1 2A4 141

Expcndjture Par ccnt of

GDP

?'t I 21 6 27.5 26.4

Ovcrall Fiscal Balancc Pcr ccnt of

GDP

-8.4 -7.5 -69 -6.4 -5. r

Primary fiscat balancc Pcr cent of

GDP

,5.1 42 -J.8 -l 9

Rcvcnue KSh billion 1.t07 8 |,237.9 l.t0l l r.694 t 1,919.3

ErDcnditurc t-640 0 r.7sl.9 2.018I 2,4.18.5

Ov.rall Fiscal Balancc KSh billion -54.1.1 ,547.5 -581 I -529 2

Primary fisca.l balancc KSh billron -315.3 -276I -284 8 -246.3 -173 8 \l:
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Ii. liiskr to the llrrsrlinc \ I ac rocco lrourie 1.tun)ptiults in thc 2{)l7 \'ll DS

33. As articulatotl in the BPS 2017. thc ::.:croeconomic flmrework is exposed to a

rrrrnrhcr of dorvlrside risks. N,{ajor risks 10 l.hc' m:,iueconomic framework include:

Weaker than expecled go\\1h in thc' robal cconomy, continued low demand in
advanced and emerging markel economi;s as well as the low commodity prices that

may impact negativell' our exports and:..rurism activities and leadilg to higher debt

sen'ice/e.rport ratio.

The uncertainty in the global markels c'.re to potential tightening of US monetary

policy and corscquent increa:;e in the LS intercst rates, increasing thc refinancing
risks of extemal debt.

The economl, is exposed to risks includirtg any occurence of adverse weather

conditions that may affect govemment revenue and lead to high debt service/revenue

as a nleasure of sustainabiliq .

Contingent liability risks. Direct and indirect guarantees to state-owned enterprises

(SOEs) and the likell issuance of guarantees to counties pose fiscal risks 1o the

govcrnment. Realization of conti,ngent liabilities would increase national government

debt stocks and servicing costs as indicators of sustainability.

PPPs- Support lbr Public Private Partnerships (PPPs) project through issuance of
Lctters of Support constitules al implied fiscal risk to the govemment. This form of
government support to I'PPs has in turn ci.'ated the need to more explicitly manage

fiscal risks in the form of l'iscal Commitrnents and Contingent Liabilities (FCCL) for
the GOK. The govemment w-ill. houever, continue to monitor the above risks and

rvill undertake appropriate measures to safeguard debt sustainability.

3.1. The macroeconomic outlook under the N{TEF anticipates prudent debt management.
'this will be achieved tkough issuance of medium to long term domestic securities to

lcngthen the average maturity, rvhich *ill reduce the pressr[es on the domestic debt market.

35. The graduation of Kenya to a lower middle income country in 2015 has resulted in a

shifl fionr concessional funding to blend financi-ng liom both World Bank and Alrican
Development Bank. In addition. the cost of borrowing at the intemational capital markets is

expected to rise should the USA Federal interest rates increase. As a result of the changing

intemational market conditions, Kenya wiil put in place more emphasis on 1tre domestic debt

market development.

l4
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A. Exte rlrll So u rees

36. Oflicial sector lNlultilateral and lJilateral) creditors continue to dominate the G(lK's
extemal financing.'l'he World Bank, through Intemational Development Association
(IDA), has been the major extemal official source, financing development projecls and

programs (Table 9). Disbursements from IDA increased by 33.5 per cent to USS6-17

million in FY 2015116 tiom US$ 467 million inFY 7012113, accounting for 20 per cent of
total official disbursements . In the FY 2015116, other multilateral and bilateral Paris Club
creditors have also contributed to the GOK's external financing, accounting for about 7.3

aercent andi5-O perced-respectively- of lotalofficial creditor disbursemenls- The norL-

traditional 'bilateral non-Paris Club' offlcial creditors have gained significant position in
financing development projects in Kenya as has been the case in most developing

countries. Financing from bilateral non-Paris Club averaged 37.3 percent of total official
creditors during the period. (Figure 3).

'I'able 9: Disburseme nts by Official Creditors (Millions of USS)
2012/13 2013/11 2014/15 20t5n6 ?016n7 20t7n8 20t8/r9 2019/?0

Actuals Projectktns*
It) t 461 482 t,025 641 1,t99 911 784 391

Club

Other
Multilaterals

Prris CIub

181 98 r,626 1l8l 1,239 1,736 1,009 766

498
198

445
230

444
t66

3't3 464
730

663
842

230
1,106

283

3,586 3J4l 3,258 1264
rProjections only include credit that is contracted but is not yet disbursed. It does not include new
pipeline credit.
Source: The National Treasury.

37. Based on commitments, the bilateral non-Paris Club creditors will conti-nue to
contribute significantly to the financing of projects over the medium term. During the next
three years (FY2017l18 Fy2019120) disbursements from bilateral non-Paris Club creditors

will account for about 32 per cent of annual disbursements. This is partly to complete the

ongoing infrastructure projects. Another major reason is the fact that Kenya has been

reclassified as a lower-middle income counfy which is expected to reduce financing from
concessiona.l multilateral sources. Nonetheless, IDA and Paris Club creditors will continue to

contribute to an average of27 percent and 24 percent, respectively, of total official financing
during the next three financial years, albeit at less lavorable terms compared to the past.

15

rotal Cu''sp) 1,3,15 1,255 3,260 3,1q"L



Figure -1: Kcn\ a: ( om;losil iorr of Ollicial I'in:rue in:l

I lCXr%

90%
ae/"

[tg n n--r{r--}-
7oyo

E 60%

! sora
L 4OYo

3OY"

ze/o
10%
o%

I

)
I

-r-

zordte 2or.3l""a ,6rrl!5 ,o19116 .6r61'J 2or]l}s 1$tlae 1c}9i1o

)

L

Es IDA r Other Mrlltilate.als Non-Paris club :3 )aris Club

Source: National 'I rcasurv

38. GOK contracted USD$I.5 billion in extemal comnrercial loans in the l;Y 2015/16.
In October 2015, the Government contracted a 2 year syndicatcd loan of LIS$ 750 million
priced at a 520bps above 6-months LIBOR. In addition, in June 2016, a 7 year commercial
loan of US$600 million rvas contracted lrom China Development Bank Corporation priced at
495 bps above 6-monih LitsOii anci a 2 ye'ar commerciai iozrn of ijSS 200 miiiion from
Aliican Export Import (Afrexirn) Bank at a floating rate of 3 rnonths LIBOR plus a margin of
575bps which was on leDt to Kenya Airways.

39. GOK intends to maintain its presence in thc intemational capital markets to achieve
its objective of diversifoing its sources of financing and to develop the (lovcrrulent's
intemational yield curve. 'l he govemment plans to refinance the 2 year sladicated loan
maturilg inFY20l7/18 and the 5-year Eurobond rnaturing in FY20l8/19, in the intemational
capital markets. Altemative sources of financing. through the Islamic financing in-struments,

the Samurai market, Panda bonds and diaspora bonds are contemplated over the medium
term.

B- Domcstic Sou rces

40. Kenya's domestic debt market is relatil'ely sha.llorv and constrains GOK access to
domestic savings. Deepening the domestic debt market oontinues to be a priority, and to this
end a Joint Technical Working group, drawn from the National Treasury, Central Bank of
Kenya and Capital Markets Authority has been constituted 1o spearhead reforms.

41. Ileightened volatility in emerging markct deht has incrc'ased the uncertajnt-v r:rf access

to and costs of extcmal borrowing at market ratcs. Increased use of longer-terrr domestic
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dcbt insrurr::--< ritrriu .rei: 
:idgate e\posurc of the govemment debt portfolio to foreign

currenc)'risi aaJ;.,;:rrihut:': reduci::g dornestic rnllover risk. A liquid govcrnment debt
market u.oulC. ai;'-r pr,,r id.- ::liable pricing refcrences for other risk assets in the Kenyan
eeonomy arld 3ccomrnlr&te r-.rrc ctlicient monetary policy transmission.

Recent DerJi.)pmtnts in Dctn:stic Dehl

47. Comnercial banlis c.r::inue to dom.inate the domestic investor base for govemment
securities. As at end--lune li,i6, commercial banks held 57 percent of total outstanding T-
bonds a-nd T-bills. Other mair holders are pension and trust fimds, and insurance companies
at 27 perceni and 7 percen- respectively. Non-resident and other holdings which include

- - -aJooag othea; some- ip:seis= ;*+i$ri€ns af,d-stat€ orim€d es+eryris€s ee*ributed +-perceEt - ,. -

and 9 percen..- respectir-el)-.

43. Ho*ever. over the F...i 5 years, there has been progress in investor diversi-fication.
There has been grou,th in the pension sector due to increased pension contributions.

Figurc {: Kcnr e: IIoldr:rs of l)omestic (iovcrnment Dcht Securities
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44. Pension and olher trust fiinds currently hold 26 percent of the outstanding stock of
govemment debt securiries. This compares with 19 percent in 2012. Industry estimates

suggest that the total size of pension assets is now approximately Ksh I trillion, 40-50
percent of rvhich is invested in govemment securities. Covernment securities held by the
pension sector are estimated to have been growing at an average annual rate of25 percent.
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45. Insurancc company net holdings of go'r,emmr-nt bonds and bills have gro*l Lrroadll'

in line with the domestic debt stock over the past 5 ycars in nominal tenns. Grorllh has becn

supported by amual increases in insurancc premiums rcvcnues, averaging l5 percent in litc
insurance and I 8-20 percent in nonlifc.

46. Foreign investor holding is relatively small. F'oreign investor holdings of T-bills and

T-bonds are estimated to account for less than 1 percent of the total outstanding. Foreign

investors hold bonds in nominee accounts at the commercial banks, so precise information
about their holdings incomplete.

D ome s t ic l- inanc i ng P ro spe c l.s

47 . The Kenyan banking sector is expected to sustain new demand for -eovemment
securities. Banking sector customer deposits increased by 8.73 pcr oent from Ksh.2.29 trillion
in December 2014 to Ksh.2.49 trillion in December 2015.'.lhis growth is attributed to the

increased deposits mobilzation by banks as they expanded *reir outreach and leveraged on

mobilc phone platforms to mobilize lower cost deposits. The recent capping of interest rates

is expected to increase the appetite for govemment securities by comrnercial banks in a bid to
secure risk free income streams. Interest rates spikes in the fourth quarter of20l5 resulted in
the shrinking ofprivate sector credit as banks became more cautious on lending. The private

sector credit gap (actual credit advanced to private sector minus the targeted credit allocation
required to support economic growth) widened rapidly liom December 201 5.

48. Commercial Banks continue to prefer shorter dated sccurities compared to longer

dated government securities to best match their cash flow requirements on cuslomer dcposits.

How-ever, long term securities are held to leverage on thet retums. Data from CBK indicate

that the balk holdings are broadly distributed between T-bills, less than 5 year'I'reasury

bonds and over 5 years. (Figure 5).
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49. Pension fi:nds are expected to continue to show robust gorllh il the medium term,
of new-products'each-year?emion-indmtr-T irretati\et!--Tebte-dld-hr---

witnessed ksmendous gowth in the recent past. Pension assets have ntainl.v invested il
governrnent securities especially longer dated T-bonds and quoted equiries. Various
imovations like introduction of new products such as post- retirement medical schemes and

new asset classes like real estate investunents trusts (RIiITs). private equit_v and venture

capital are likely to see the industry grow in future and hence make the sector a potential

source of domestic'tinance:

50. Demand for governmcnt securiiies from insurance sector contjnues to grow.
lncreased capital requirements introduced by lnsurance Regulatory Aurhoritl'(IRA) could
lead to consolidation and restructuring in the medium term hence improving capacity,

stability and higher investrnent retums. Non-lif'e sector premiums remain buoyant and

accounts for 65 per cent oftotal premiums. Fulure premium gro$th is erpected to be at least

as fast as the growth in nominal GDP, supported by new products such as micro-insurance
targeting low income eamers and agricultwal insurance as w'e[l as, ne*' technology and

adoption of new distribution channels like bank assurance.

51, Non-life insurance demand for securities is expected to be skes'ed to T-bills and

medium term bonds. General insuralce have conditional liquidit_v requirements and thus

prefer holding shorter term and more liquid securities. Lil'e insurance demand is growing
slowly due to the nature of their products.
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52, Non-;esi,ienL.. rlough an important souce, is not expected to provide significant

source of demzrrd to: govcmment securities due to their lorv basc over the medium term.

Reduced liquidit;- a--..j lack of transparencf in pricing in the secondary market raises the costs

of rransaction and ti-:s discourages foreign investors {iom participating in the domestic debt

market.

53. The seconda4 market in Kenya continues to grolv. The amual tumover of Treasury

boncls wonh Ksh 34-t.l billion was traded in the FY20t5l/16.The most active bonds during

the pcriod ulder reri<rv were infrastructure Bonds.

5d. The government is committed to its objective of developing the financial market

tfuough ir:uoduction of new products aimed at ensuring financial inclusion and also

prornoti-ng the savi-ng culture for its people. I-n this regard thc Nationa.l Treasury plans to

introduce retail based product M-Akiba aur idtiative aimed at providing an avenue for
inr estine in Trcasur]- Bonds conveniently tfuough mobile phonc platlbrms. 'lhe product

aims at promoting rhe saving culture as the govemment w'idens its investor trase in
govemment securities. This is in line with the second medium term objectives of stimuiating

long term savings and reduces vulnerability.

55, Grorlh prospects of the domestic market. f-he government has been undertaking

reforms in the finaurcial sector spearheaded by the National Treasury. Recently, the Central

bank of Kenya in collaboration with the National Treasury initiated the process of ensuring

the'r is 11 nla,-e_ an issrrance calendar to he nosted on the National Treasury website. an

electroaic trading platlbmr of government seculities and a vibrant over the counter

Govemment bond maiket. The govemmcnt is also in the process of segmentilg the securities

market into retail and riholesale in order to develop a strong base for primary dealership.

56. In summa4 , tle net new dernand for govemment bonds and bills that could

retsonabll be drarm upon to meet net domestic dcbt financing targets is summarized

according to investor npe below (Table l0). Residual financing requirements are expected to

be hnanced through additional T-bills:

I'able 10: Kenya: Sources of Net New Potential Demand (Ksh million)

20r6fi7

Other 14,000

2017 /lu 207U119 2019t20

'l'rcasu lt ills 56,000 62,000 52,000 39,000

167,000Ire;tsu llonds ?iR 000 262.000 :l) 000

Ila n ks 105,000

91 ,000

116,000

100,000

3 1,000

98,000 13,000

l't n sions 86.000 64,000

I nsurance Cos. 28,000 26,000 20,000

10,000

Sourcg: Narional Treasur)
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VIII. C'os.r'-Rrsh..\\ tr.ysrs ()f -.\r.l.r.R_\,\r'r\EI)Lllti\l.r\t(;t.trrri Srnrir.r:rr:

A, Bascline-Pricing Assumptions and Description of Shock Sccnarios

57. The plising assumptions for interest rates and the erchange ratc' Llndcr thc basrrlinc
pricing assurnption are presented belorv.

Concessional cxtemal loans are priced at a fixed rate of 0.75 percent. with a 30-l,eru
or 40-ye& tenor and a 10-year grace period. I'he terms of concessional borrowings
from IDA will heLrden due to Kenya's graduation from a lorv i:rcome to lower middle
income country6.

curve, which is based on the underlying forward US Treasury curves plus an assumed
credit spread as discussed below.

58. Future baseline interest rates are projected based on the observed U.S. Ireasury.
interest rates hFY2016117 .

The future interest rates are calculated by projecting the implied fonvard rates from
the observed rates. For instance, given the observed 1- and 2-year interest rates, the
implied forward l-year rate one year from today can be calculated, assuming no
arbitrage conditions. This methodology is applied to determine the future 1-year
reference rates.

Semi-concessional loans are assumed to be contracted from official c,reditors.'fhese
loans have a fixed i:rterest rale of 2.5 percent, a maturity of 25 years including a 5-
year grace period; this ilcludes loans from IBRD and ADB hybrid basket which
Kenya is expected to draw iiom after graduation from a low income to lower mir.-ldle

income country.

Commercial borrowings utilizing the intemational syndicated loan market are priced
at 6-month I,IBORT plus 520 basis points (bps).

The future interest rates of market-based fixed-rate debt instruments in the
international capital markets are based on the currently prevailing interest rates,
which are derived by first adding a credit spread of700 bps to the U.S. Treasury spot

6 The new financial terms Aom IDA applicable from 2018 will be 2 percent interest rate, 25 year final maturity
and 5 year grace period

7 London Interbank Offered Rate.
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yicld cun e, and thc li.trrvard yield cun'e is dcrir e.i usi-ng ihc s'-:re methodology

described above.s

'lhe forwar<I yield cLulc for the Ksh denominatc-d borrtrs'ing is ca--':-ilated further by

adding the difl-erence in the intlation rates bet\4een Kenl'a and &e Unitcd States of
7.0 percent and 2 pcrcent in 2016, respectively, thus deriving an a,J:itional 5 percent

inflation rate differential spread. 'fhe Ksh yield cune as of end-Dec:inber 2015 is flat

to do*nward sloping reflecting the expectation thai inflaiion sill c.'=e dorm over the

mcdium-term.

Chart l: [.S'frcasur-v Aclual .t F<rnrrrtl Yicld (]uncs
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<o lhe baseline erchange rate assumptions are as follows: Under the baseline scenario,

L:.: is assurned to depreciate 5 percent against thc ti,S. dollar n,2017,2018 and2019,
ri::ch is consistent with prevailing government's macroeconomic framervork and reflecting
t: : intl ation difl'erential.

6l). l-hc interest rates may increase unexpectcdly relative to the baseline projections. For
<:--rple. the ll.S. interest rates could increase taster than expected, Kenya's credit risk

F:r-mium could increase, or Kenya's inilation expectation may not be anchored. The

robustness ofthe strategies must therefore be examined against possible interest rate shocks.

61. the follo*'ing interest rate and exchange rate shock scenarios forFY2017/18-
F\ l01920,are--eonsidered against the baseline inte+est +ate sheek seenari,os. Tkee risls 

-- 

- -
s::narios are analyzed,, including a combined exchange-rate and interest-rate risk scenario, a

s.:.nd-alone risk scenario for interest rates, and a stand-alore risk scenario for the exchange

rale. as follows:

. The first risk scenario assume that U.S. Treasury rates increases faster than expected

b1 2018, it increases by a moderate shock of 3 percent and remains constant thereafter
(Chart 3). Domestic interest rates also receive a moderate shock of: (i) l0 percent for 'l'-

bills; (ii) 6 percent for 2-year; (iii) 3 percent for 5-year; and (iv) 2.5per cent for lO-year and

longer (Chart 4). This interest rate risk scenario is combined with the l5 percent exchange
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. fte second risk scenario assumes U.S. Treasury rates ircreases laster than expected
by 2017, it increases by an extreme shock of 4percent over the baseline projections and
remains constant thereafter (Chart 5). Domestic interest rate also increases in an extreme
shock of: (i) 15 percent for T-bills; (ii) i0 percent for 2-year. and (iii) 5 perccnt lbr 5-year
and longer bonds.
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. -,\ sland-:rlonc e\chimge ri.i.-'i-isk shiick :r-e:-::ier is applied rvhere by the Ksh declines
by an aggrcssire depreeiation shoc\ .ri I j arJ i0 FC !.enr against the US$ in 2018 compared
1o the biLseline exchangc rate proiecrions. (Chafi 6)

('he rt (r : Kcrtr an Shillirrg I:rchan::e R:rte ['roiectrll I)eD rcciatirin ct Shock Scrnarios
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62. The domestic interest rate shocks are more severe in the short end compared to the

long end. Historically, shzLrp interest rate shocks in Kenya are most severely felt in the short
end of the yield curve, i.e., l-year and less, *'hile longer rates e.g. 5-year plus remain
relatively stable. Thus the trvo scenarios will w'itness a sharp increase in short-term rates and

a moderate increase in medium to Iong-term bonds causing a severe inversion of the yield
curve or a downward sloping yield cun'e.

li. l)tscri;rtiorr of .\llrrnltir.c l)rbt ,\lanagtmrnt Strnlegic\

63. Four strategies 'rvere considered for rhe \fTDS 2017. These strategies reflect
altemative ways to meet the borrowing requirement during FY2017l18-FY20l9/20. The
strategies combine different mix of srylized instruments that reflect the potential sources of
finaacing outlined in Section Vtr. The $rategies are built first on the spLit between net

extemal and domestic financing (Table 11). and then on the share of T-Biils used for net

domestic financing (Table l2).
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. Strategy I (S1): Status quo. This strategy represents current policy intent, and \yill
be referred to as the baseline strategy. lJnder this strategy, as part of tle 2017 BPS, over the
next three fiscal years, more than half of the fiscal deficit rvill be met hy net domestic
borro"ving on average. Considering shorter maturities of the domestic debt, this is equivalent
to a split of 55:45 betrveen extemal and domestic borrorving in gross terms. This
composition is to be achieved by extemal commercial bonowing 6f l55rring US$ 1.5 billion
inFY2017/18, US$1.25 billion in FY20l8/19 and US$ 0.53 billion Fy2019/20, in addition
to the contracting of credit from concessional sources. On the domestic side, the objective is
to reduce the share of T-Bills in total net domestic financing. However, under this strategy,
T-bill issuance rvill continue to be high inFY2017l18 as a result of the issuance outcome in
Fy2016/17, at a T-bill to T-bond net hnancing mix of 59:41. In a three year period, the

share of 'l'-Bills in net domestic financing is to be reduced to a level around 55 percent from
the current level of 59 percent.

. Strategy 2 (S2): More semi-conoessional loans each year. This strategy increases the
siz.e of exlernal borrowing by increasing the amount of loans from the semi concessional

sources ir each of the three years, as compared to S1. The increase in semi concessional

external bonowing will help in reducing the issuance of T-Bills and T-Bonds volumes as in
sl.

. Strategy 3 (S3): Increased Issuance of Domestic medium term debt. As opposed to
52, this slrategy reduces the volume of external semi concessional and commercial
borrorving every year. The resu.lting financing gap is to be met mainly by T-Bonds, keeping
their share in net domestic borrowing to around 70 percent and to reduce exchange rate

exposrrle-

. Strategy 4 (S4): Increased Issuance of commercial borrowing. This stategy asslunes

accelcrated borrowing from capital market or other commercial sources, while maintainilg
presence in the domestic market through issuance ofT bills and T-Bonds, maintaining their
share in net domestic irnancing at 59:4ipercent in FY2017liE of the stategy.
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64, The gr,rss issuance lolurnc's of the instrurnents are dcrir,ed b1' ldding the uctuai ::d
projected rcdemptitus to th!'nct tinancing. '1'hc shrrc (tt injtrunlcnts in grtrss lgrencing li''r

each year for each strategl, is tlcpicted in l'ablo ll. \\hilc 'l-llills dominate the grr-,ss

financing prohle (Figure 6 and 7). the concessional antl nc,n-concessionrrl lcrans are stiil ''ie
main sources ofnet financing. (l;igure 6 and 7).

Table l2: ('omposition ofNet l)onrcstic llorrouing (ln ptrernt of tot:rl nct horrorlingl

:t,I .,

Figure 6: (lross Issuancc bv Inslrurrrcnl. l)\ Strxtegl, lrr Year (ln [rilliolrs ol Kcnyan Shilling)
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C. Cost-Risk Analysis of .AJteraative Debt Management Strategies

65. -fhe perlbrmance of the selected lbur strategics was assessed under both the baseline

zlrd shock scenarios. Several cost and risk indjcators were computed to determine how the

strategies respond to a set of shocks. Upon the input of existing debt and applying the

alternative f-nanoing strategies. usiag the baseline projections for relevant macro-fiscal and

nrarket variables, the MTDS Aaalytical Tool generales future cash flow and provides

information on future debt composition and size, i.e. at the end of the chosen time horizon

whiclr in this analysis covers the period FY2017i 18'FY2019120.

Baseline resuhs

66. 'I'he financing policies to be pursued during FY20l7l18-FY2019/20 will have an

important effect on the portfolio composition. The near-to-medium term redemption profile

is Co:ninated by rlomestic repalments and extemal commelcial debt maturing during
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Fy2017118 and F'Y2018/19. 'lhis underscores the importancc of a rnedium-term approach to
debt management. The resuhs ofpursuing altentetive debt management strategies in tenns oi
composition of the debt at end-FY 2019/20 is presented in Table 13. I'he table shou.s rhe
ultimate impact of tIe borrowing policies.

Tahle I3: Conrposition of Debt hl lnstrument under Altcrnativc Slrartrgies, as at rnrl-
FY2019120 (in percent of outstanding portfolio)

As at end FY2019|2O
IrY201 5/16
F)xistin.q Debt S3 \l

22

s-l

67. The baseline strategy (S1) foresees an increase in the share of external debt. Although
in terms of gross financing, the weight is greater on domestic borrowing, the picture is
reversed in net financing. The long maturity profile of extemal debt, due to outstanding
concessional and semi-concessional loans, means that the gross extemal bonowing wilJ he
much greater than maturing debt. Therefore, net extemal financing will be higher than net
domestic financing. This will eventually lead to an increase in the portion of extemal debt.

68. Demand for longer term T-Bonds will increase gradually. The sizes of the extemal
commercial borrowing will therefore deterrnine the share of T-bills and T-bonds in the debt
portfolio. In 52, u,here semi concessional borrowing is increased, T-Bonds will meet the
fi:rancing gap; T-Bills are envisaged to be used on-1y to manage the cash-flows within the
budget year, without the need for raising funds for the overall financing. The reliance on T-
Bills can be still is reduced by issuaace of medium term bonds, as in 53 to reduce the
refinance risks.

69. As the porrfolio composition changes, the cost and risk indicators will also charge.
Table 14 depicts how these indicators result under each of the stmtegies, compared to current
status. Under each strategy, the debt to GDP ratio increases as a result ofthe assumptions lor
fiscal policy and economic growth. This is an outcome of the macro-economic policies,
which is not within the scope of decision making for the debt strategy. The baseline interest
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RefinlIlcrDg risk

lnterest rate risk
Debt rcfi{
,\IR

tixcd rate debt

i)l I 644 56r 51.{I

costs of allernirtive statcgies are also cuntplrilble, rcllecting Kenya's crcdil sprcad in ihe

domestic and extcrnal m.ukcts, and thc c\pcctcd path of depreciation lirr the local currencr .

'Iable 14: Cost and Risk Indicators under Alternatir c Strategics (Iind-t \'2019i20)
(Ilaseline Scenario)
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'70. Should the domestic interest rates increase, the cost of financing will be immediately-

reflected on the T-Bills and T-bonds. In such a case, Stratcgy 2 can be more resilient, as there
c-,-r :.- .r-.-a- -:-^ ll---.--L -^-wlll u9 lg55 utiuL lu uc l(i_llllgu 1rr urru j/sdr Ltrtlll<1l9\r !u uLlr(.L ,)L1dru5rs5 uruu*u !ur

comparable to the current portfolio. It does, on the other hartd, increasc the growth rate of the

share of extemal debt to total debt. This rvould lead to a high exchange rate risk.

11. Refrnancing risk rvill still be dominated by the short maturities of domestic debt.

Strategy 2, encompassing increased semi concessional loans, has one of the longesl averagc-

time-to-maturity (ATM, and the lou'est ralio of debt maturing within the next year.

'72. The maturity profile provides nrore detailed inforrnation about the evolution of the

exposue to refinancing risk. As depicted in Figwe 8. as the share of T-Bills continue to

dominate the financing mix, near tcrm redemption levels u'ill be elevated as in Strategies I

and 3. This would be allevialed by incrcasing the share of extemal debt Strateg)' 2 and

issuance of medium to long term T-Bonds which will smoothen the redemption profile.
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Impact of market shoc':

73, The periorrnances of the four altemative debt management strategies were also
evaluated under the shock scenarios. Among a number of cost and risk indicators considered

as part of *lc scenario analysis, three key indicators, debt/GDP and interest
payments8 evenues and interest payments/GDP rvere computed to determine the cost of
various strategies under'.he baseline pricing scenario and shock scenarios. fusk for a given
financing strateg,l. is the difference between its cost outcome under a risk scenario (i.e., one

with a shock to the baseline) and under the baseline scenario. The worst-case outcome across

the three stress scenarios described above is used to quanti-ry the risk associated with each of
the strategies.

74. The debr/GDP ratio illustrates changes in the size of the outstanding debt under the

baseline and market shock scenarios. The variations are mainly due to exchange rate

fluctuations and the cumulative impact of higher interest payments, primary deficit, and
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rcfinancing of maturing debt and relinancing of the liscal rleficit at hi3her interest rates.

Extemal debt can be issued at lo*'er interest rates, and thus thc real etlict of an increasc in
the exchange rates is captured more effectively by aaalysing the chartges in the level of
outstanding debt, rather than interest payments. On the other hand, this measure does not

account for the debt service costs as depictcd in the govemment budget or in terms of
'freasury cash-flou's.

75, Intcrest payments,,'rcvenue md interest pal"ments/CDP measures cach stratcgy in
tcrms of direct interest costs. Thcsc measures capture thc outcome of rising interest rale

levels, as reflected in the actua.l cash-flows. The burden of interest senice on the hudget is

reflected by the ratio of interest divided by revenue or GDP. IJorvever, this measure does not

reveal the full cost associatcd with exchange rate variations.

76. The outcome of the analysis identifies the trade-offs betrveen costs and risk, even

though the strategies can be more and less efficient .This means that a better resull camot be

achieved in either cost or risk without losing on either. The resuhs with respect to dilferent
indicators can also pose a differenl picture about the ranking of the skategies. As dillerent
indicators capture different features, t}e three measures discussed above as well as the other

risk indicators in Table l5 rvere used together to enable a more completo evaluation ofcosts
and risks. The results are depicted in Figure 9.

77. The ranking of the strategies is alrnost reversed with respect to the ttlo indicators.

While 53 seems to dominate other strategies rvith regard to the debtiGDP indicator, it
performs the worst when taking into account the interest/revenue ard interest,GDP ratio.
Reduced extemal borrowing decreases the level of exchange rate risk, but the resulting

increase in the issuaoce of T-Bonds and T-bills exposes the govennnent 10 interest ratc risk.
The opposite argument holds for 52, while 54 is more costly due to the commercial nalure of
the loans. It should also be emphasized that srrategies 54, 53 and Si are close in terms oflhe
risks, therefore other considerations, including the redemption profile, market outlook
implemeDtation practicability etc., a.lso need to be taken into account in making a decision.
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78. Liir:n ihc i.mitations in the dornestic debt market, Kcnla will have to divcrsify its

funding sou,-ces t(, r,itigate refrnancing risk. In this regard, the (iovemment should maximize
the utiliz-ation ol' :<mi concessional and concessional financing. The utilization of available

rnultilat.-ral and h:..:i.:ral loans help rcduce refinancing and iltereslrate risk, without adding

to the cLrst.

i9. Retiucin-e tle share of extemal debt would help to mitigate the exchange rate dsk.
\\hiic increasing ti.e size of borrowing through semi concessional loans (S2) leads to a lower
interest cost Ju: ic the lorver coupon rates, this would increase the exposure of the debt

portfolio to exchange rale fluctuations. In the event of a shock, the debt/GDP ratio will
increase. ri,hich il:)' intensify the risk perception in the markets with regard to debt

sustainabiLirl.

80. .,\ s'ell-mai-,:ged extemal borrowing program will help in reduci:rg the pressures in
the domestic debt market. Fiowever, the Govemment will need to have a view on the targeted

lelel of debt portlblio composition in lerms of the share of extemal debt taking into account

the extemal factors *'hich may impact the level of debt/GDP ratio. Mainta.ining a certain

volume of presence in iltemational markets, as part of a well-designed borrowing progmm,

u,ill enhance the predictabilily and credibility of the sovereign, leading to improvement in the

bonowing terms. 'lhe preparation of such a program sbould be accompanied by improved

market investor relations as well as s enhanced commr:nication wilh infomration disclosure
policies w-ith regard to the debt strategy, fiscal and macro outlook etc.

81. Gradual reduction of reliance on T-Bills will not only improve the redemption profile,
but also mitigate inlerest rate risk. l'he near term refinancing profile is determined by the

composition oI dom,:stic debt, and changing it would help contair the risks. Strategies 1 and

4 have diflerent speeds of achieving a finanoing mix that would increase the share of net

fina.r:cing raised h1 T-Bonds. Ideally, T-Bills should be uscd lor cash management purposes,

rvhile long term financing needs are met by T-Bonds. While increasing the share of T-Bonds

rather rapidly, as in 54, would lead to better debt management environment, the final
decision on the path of achieving this end rvill depend on the demald side constraints

discussed in Section ill b. Maintaining a certain volume of presence in the lbreign bond

markel will also hclp achieve this objective.

82. In conclusion. taking rnto account both risk and cost trade-offs, the implied quantity

of gross borro*.ing, the need to develop the domestic debt market , the need to diversify the

funding sources and ability to implement the strategy, the MIDS 2017 proposes Strategy 2

(S2) as the optimal strategy. 'l'he results of the cost and risk analysis (Tables 15, 16 and 17;

Figures 10, 1l and l2) reveal that the.4{TDS 2017 is still the most favorable going forward in
terms of interest palments to GDP ard revenue .This strategy is realistic in terms of
managing the large repayments falling due for both domestic and extemal debt in 2017/18.
'i'he strategy also prrlr ides an opporlunitl to extend the dcbt maturities for the overall debt

uhich will improi.c'the average time to matu.rity of the overall debt.
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83. Strateg! 2 involvc.s increased borrorving of semi cllrrcessional loans. Ihis str3!eg)
decreascs thc sizc of domestic bond issulurce in each ol thr.. thrcc ycars, as ccrrnirarcd ro S l.
Concessional extcrnal borrowing provisions remain the sarnc as in thc baseline - 'fhc c.xtcrnal
debt comprising 63 per cent ofgross borrorving u'hile 47 pcr ccnt comprise ofthc domestic
bonowing. on the extemal fiont concessional is proposed al22 per cent, semi-concessional
22 per cenl and commercial 19 per cent. In this stratcgv-, 'l'-bonds will be thr lnain source of
net domestic financing, while T-bills vl'ill primarily be an instrument to manage govcrnrnent
cash position. Considering the macroeconomic and domestic market environment issuance of
medium terrn dourestic debt tkough benchmark bonds is recommended.

84. The comparison between 2016117 aLntl,2011ll8 MTDS: The analysis below gives the
- €omearkon o,n fisrcconnnendedsrdtcfin zOffilf€Oi6|M'lDS rcpresented by St: slatus

quo strategy and fie 2017/18 (2017) MTDS recommended strategy which is represented by
S2: More semi concessiona.l bonowing.

Table 15: Ciost and Risk Analysis: M'['DS 2016 vis-i-vis NI'IDS 20I7: lntercsr ro (iDp
as at 2019

Scenarios

Source: National'I'reasurv

M'|DS 2016

%

MTDS 20 i 7

Baseline 3.67 3.4 8

3.95 3.77

lnterest rate shock I (Moderate Shock) 4.86 4.5 0

Interest rate shock 2 (Exheme Shock) 5.52 5.06

Combiaed shock (157o depreciation and interest rate shock l) 5.01 4.6'1
Max Risk 1.85 r 58
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ligure l0: lrrtcrcst I'atntenls lo ('l)l'llalirr as a t cnrl I \'lt) l9rlLI

lnterest Paynlents to GDP Ratio 2s at end 2019
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'l'ahle I (r: Cost and Risk Anah sis: M'I'DS 201(r vis-rt-\'is -\l'tDS 201 7: l'\' of Debt to
GDP as at 2019
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l'igure ll: PV of I)ebt to Gl)[, liatio as at cud [ \'2019./](]

PV of debt ro GDP Ratio as at end 2019

51.93

s1.92

57.92

51.91

I
2017 MTD-s

o

5191

51,90

I 2O15 MTDS

6.?t) 6.-10 6.40 6.50 6.60 6.70 6,80 ,)0

l%
6

Risk

Source: National Treasurv

Table 17: Cost and Risk Anal;,sis: NITDS 2016 vis-ir-vis MTDS 2017: Interest to
Revenue Ratio as at 2019

Scenarios i\t't'l)S 20 t{r IUTDS 2OI7

9

t6.32 15.45

17.(3 16.'7 6

Interest rate shock I (Moderale Shock) 21.57 19.98

Interest rale shock 2 (Extreme Shock) 24.52

Combined shock (15% depreciation and interesr rate shock 1) 22.2't 20.'14

N{ax Risk 8.20 1.03

Baselire

Exchange rate shock (30%)

Source: National Treasurv
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Irr Re r rnue llatio as at 2019

lnterest payment to Peveriue as at erlcj 2019

2016 M I DS

20I7 MTDS
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IX. I)talt't st st \t\ \BIt.I.f\

85. 'l'he Gorcrmtent rccogaizes rh: inlp,;n-.le oi managing debt prudently to avojd
unrvarrzurted ilebt burden ro the tuiurc' gencraii,,a and reduce the risk of macroeconomic
instabilitl'. Signilicant effon has b('c'n clad. r.r imfrove the institutional arrangement ior debt
management as well as s4p4ci1t ro assess risk.

86. The latest (llarch 20 16,r Debr Susuin::::iii)- Analysis (DSA) update for Kenya
indicates that Kenl-a's dcbr is susainable. Tlc DSA compares debt burden indicators to
indicative thresholds over a 20-r'ear proiection peiod. A debt-burden indicator that exceeds
its indicative threshold suggests a risk ol experiercing some form ofdebt distress. There are

- four rati.ngs for rherisk of crtemaldehr .li<tres<:

. Low risk- when all the debr burden indicators :re well below the thresholds;

. Moderale rrsl - when debt burden indicaiors ere below the thresholds in the baseline
scenario, but stress tests indicate ihat rhreshoi.ls could be breached if there are external
shocks or abrupt changes in macroeconomic policies;

. HiSh ri.r,t - when thc baseline scenario and iress tests indicate a protracted breach of
debt or debt-service thresholds. bur rhe clrunr,v does not cunently face any repayment
difficulties; or

. In debt distress - when the counr) is alreadl havi-ng repayment difEculties.

87. Countries are classified into one of rhree policy performance categories (strong,
medirun, and poor) using the World Bank's Counhy Policy and Institutional Assessment
(CP[A) index, which uses different indicarive thresholds for debt burdens depending on the
qualit1, ofa country's policies and institutions. Kenya is rated a strong policy country and as

such is subject to the lollorving tbresholds:-

Table 18: Kcnl'a: Extcrn;rl Debt sustainabilitl thresholds
(lhssificetion Nl)\/ ol llrternal I)ebt in ptr ccnt

of:
I.lrtcrnal I )cbt Serwir:r,

in percent of:

Strong Policy
Performer

GDP Erporls Rer cnue Expofis Revenue

50 100 300 25 22

Source: IMF Country Repon No. l6185, March 2016

Externul debt sustainabili{':l

88. Given the above thresholds, under the baseline scenario, Kenya's debt ratios listed in
Table 19 indicates that extema-l debt is withi-n sustainable levels for a country rated as a
strong performer. The debt sustainability indicators show that Kenya faces a low risk of
extemal debt distress. This is attibuted to the hi,eh level of concessionality of current
extemal debt and the positive outlook in otler macroeconomic indicators.
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-I'.rble l(): l.,rtcrnal dcbt sustainabililr

I ntl iea to r
PV ofPP(i
External debt to-
GDP ratio (50)

PV ofPPC
External debt-to-

exports ratio
(200)

PV ofPPG
Extemal debrto-
revenue ratio
(300)

2015 20I6 2()l; 20t9 2015

21.7 24.8 2,1.8 21.4 2.r.u

I 18.5 1-+0.9 l3t3.u I i4.3 130.:i

1 09.5 122.2 1 18.6 I 14.5 109.3

PPG Extemal
Debt service-to-
exports ratio (25)

PPG Extcmal
Debt sen'ice-to-
revenue ratio

5.9 12.7 1i .9 8.1

Source: IMI'Counlry Report No. 16185, lllarch 2016

b. fublrc debt sustr rnabrlrty

89. Kenya's public debt sustainability threshold on PV of DebVGDP as a stong
performcr and a low middle income country is 74 percent. Ilowever, Kenya endeavors to be

u,ithin the East African Community convergence criteria for PV of Debt to CDPe.

90. Under the baseline scenario shorm in 'Iable 21, the PV of public debt-to-GDP

increases from 45.8 per cent in 2015 to 48.3 per cent in 2016 and 48.5 per cent in 2017

before declining to 47.9 per cent of GDP by 2019. ln the long term, the PV of public debt-to-

GDP is expected to decline further to about 40.9 percent by 2025. The PV of public debt+o-

revenue ratio is expected to gradually decline from 231.8 percent in 2015 to 224.5 percent in

2Ol9.Gcring forward, the debt seryice-to-revenue ratio is expected to decline ftom 29.7

percent in 2015 lo 29.4 percent in 2016 before increasing to 31.6 per cent in 2019. Overall,

the results fiom the DSA indicate that Kenya's public debt remain sustainable over the

medium tenn as long as fiscal corsolidation remairx on course.

sThe 
EAc public debt convergence criterion for PV of Debt/GDP is 50 percent

(r4 lJ.0 14 ti It e 9.7

6.9
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I'ahlc l(l: I'uhlic dcht sustainuhilitr

Inrlir:rtor
(1 hmsholtl)

I lr)t: lrlt6 -lr) I ? I0l 9 l{)t5

PV ofpublic secarr
debt to CDP rario
(74)
PV of public sector

debt-to-revenue
mdo(-?00)

,15 . ri .ts.i .+s. i ]l.t) .1it. o

23l.ti 237.8 I I1.0 I Lt < i s7.6

Debt service-to-
rerenue andgrants
ratio (3 0)
Source: IMF Country Report No. t 6/85, March 2016

91. in l'able 21, a worst-case scenario, a "borrowing shock'' scenario is presentcd rvhich
assumes Government borrowing increases by l0 percent of GDP in FY2ol6l17. "I'he results
indicate that in the medium term, the debt burden indicators do not breach any of the debr
sustainability thresholds.

Tablc 21: Sensitivity Anllvsis for Key Indicators ot'Puhlic Debt
I ndicator hnpact of l0% of GDP

increasc in borrowing
in 2016 on debt

indicators in 2 017
PV of Debt as % of GDP 48.3 58

PV off)ebt as % of
Revenue

23 t.8 772

Debt Service as % of
Revenue

30.4 i4

Source: IMF Countr) Report No. t6l85, March 2016 and Nation:rl Trcasury

92. It is also notewortly that the 10 percent shock is way abovc the planned borrowing.
ln FY20l7/18, the Govemment plans to borrow, on a net basis amount equivalent to 6.9 per
cent ofGDP to finance the budget. The net borrowing is expected to decline to 4.1 percent of
GDP in FY2019/20.

93. The sustainability of Kenya's debt depends on macroeconomic performance and a
prudent bonowing policy. Recourse to significant uptake of domestic debt financing could
fi:rther increase the domestic interest rates, and put pressure on the debt sustainabilin.
position. ln addition, non-concessional extemal financing carries an inherent foreign
exchange risk, worsens the PV of debt and therefore increases the risk of debt distress. The

2t).7 19.4 34.l 31.6 1

201 6 ratiosThrcshold

30

11

i00

4l



Lr,rr,r',r'in-e envisagod ultdcr thu -111rS

lirckrrs inlo account-

r rvili bc Lrndcrtrrken riith caution taking lhesc

4)



-i

x. t]\tpt.l_1il.\'il\(; 1Ilt.. \t'il)s2017

94. Thc Gcr'ernmcnt rvill prcparc a borrolving pla. to accomp at\\ rhc ,v r D\ )ri r 7
(Strategy 2) and meet the linancing requirement lor the tinancial year 20l7i1ti. the
bonowing composition assumed in the lvlTDS analysis together rvith the Goyeluuenl cash
flow plan provides the basis for the projected annual borrowing plan. 'lhe Govemment r.vill
communicate the domestic borrorving plan to the market participants tlrrough the
Cowultative Forum for Domestic Debt Market (CDDDM).

95. The tWDS 2017 provides a clear set of assumptions and some information on key
risk parameters that are associated with the Strategy (S2) (Table 9). These provide the basis

--on ]l&ich fhe implement:rtion nf &e.strategy +i]t be me+ite+e& and repo*e+lf t]rere isa
significant and sustained deviation in the outtum relative to that assumed in the MTDS
analysis, the strategy will be reviewed and revised.

96. Debt management strategy development needs a robust lcgal framervork. 'lhe
Govemment has enacted legislation goveming both extemal and internal bonorving under
the Public Finance Management Act, 2012 rvith provisions that are in line with the
requirements ofthe Constitution of Kenya, 2010 and best intemational practice. In atldition,
the institutionai arrangcment lor public debt management will continue to be strengthened
taking into account the provisions for the establishment of a public Debt Management office

e new sy enl o evo ve government.

97. comprehensive, accurate and timely information on public debt is critical in
managing investors' sovereign risk assessment and the cost of debt. Public debt information
will be published more regularly to enhance transparency on debt management in accordance
with best intemational practice.

continued collaboration with partners, such as the US Treasury, the IMF, the world Bank,
tFC, MEFMI and the Commonwealth secretariat will be encouraged in developing the
Govemment and corporate bond markets and capacity building in debt management. Recent
experience in issuance of a Euro bond will enhance capacity ia future issuances. 'lhe debt
recording system has been upgraded but is yet to be integrated with IFMIS, additional skilled
staffposted to PDMO while training in debt management techniques is on-going.
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98. The M'! l)S' 2(tl7 is a robust liarr)ework ti'r' Prudent rJcbt nranagcmeni. It prolides a
slstematic approach to decision makilg on the appropriatc composition of ertcrnal and

domestic borrorving to lmancc the budget in the finani.rial year 20i7i 18, takins into account

botlr cost and risk. Thc cost-risk trade-off o1'the 2017ltTDS has bcen cvaluated ir iihur the

medium term contert.

99, The debt stategy colnplements the l)S;\. a lbrward-looktlg framesork concerned

with long-term sustainability ofdebt. Whereas Kc'nya's curenl debt level is sustainable, it is

imperative that thc Govemnent continues to intplernent prudent dcbt maragement practices

and policies supported by sustained macro-economic stability.

100. Tbe MTDS 2t)17 ha; considercd the currcnt rnacro-ecr'rttontic environmc'nt both at the

Ioca.I and intemational scene and the related vulncrabilities. -fhe 
rec:ommendc'd straiegf is

one that seeks the issuance of medium 1o Jong tcrm dotnestir: dcbt, and conlracting of
extemal concessional debt.

101. This is the ninth time that the Govemtnent is formally presenting the Nledium Term

Debt Management Strategy and the fourth time it is being presenled in accordance rvith the

PFM Ac! 2072. As requted under the Act the Stategy is in line u'ith the Budget Policy

Statement and Estimates presented to Parlia:nent. Going tbrward, the Govemment Nill
implement mea.sures aimed at enhancing the transp:rency and accoultabilitl, in public debt

management.
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