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FOREWORD | ]

The Medium Term Debt Mana‘gement Strategy (MTDS) is a useful public debt management

tool that recognizes the cost and risk trade-offs in setting sustainable borrowing limits and
. . . | . . :

ensuring that debt is serviced under a wide range of shocks without risk of default.

MTDS 2016 intends to implemént government’s plan over the medium term in order to achieve
a composition of the governmént debt portfolio that captures the government’s preferences to
operationalize debt managemhnt objectives namely, ensuring the government’s financing
needs and payment obligation‘ls are met at the lowest possible cost consistent with a prudent
degree of risk in line with the Public Financial Management Act, 2012.

In an environment requiring ‘increased accountability and transparency, this document,
represents the government’s unwavering commitment to developing and executing fedsible
strategies designed to mainta;‘n public debt at a sustainable level.

[

The analysis looked at the coist—risk implications of a range of debt strategies. These strategies
were assessed under a set of égreed assumptions on the macroeconomic environment and a set
of risk scenarios. The robustn“ess of the analysis was also checked by analysing the implications
of shocks to interest and excbange rates on the preferred choice of strategy.

” |
The Medium-Term Debt Management Strategy 2016 was prepared taking into account the
broad strategic priorities aﬁd policy goals set out in the Budget Policy Statement 2016.

Kenya’s debut internationah sovereign bond issuance in June 2014 was oversubscribed at

favourable lower cost tha-n‘i our peers. The successful issue was an indication of a vote of
confidence in Kenya’s economy. Following the successful issuance of the sovereign bond, the
government plans to laun‘ph the M-Akiba Infrastructure Bond early 2016. The M-Akiba
Infrastructure Bond is a néw initiative to provide an avenue for investing in Treasury Bonds
conveniently through mobile phones. This is a well-timed initiative that wil! enable Kenyans

[
to take part not only in financing on-going infrastructure projects but also build savings for

their future. ‘

| -
It is our hope that this document contributes to the analysis on government debt administration

and that it helps to strengthen Kenya’s s international status as an example of sound debt
| LN .

management. |
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Legal Basis for the h’ubllcatlon of the Debt Management Strategy 7Es

The Debt Management Strategy is published in accordance with Section 33
of the Public Finance Management Act, 2012. The law states that:

1) On or before ISti-x February in each year, the Cabinet Secretary shall
submit to Parharhent a statement setting out the debt management
strategy of the nat10na1 government over the medium term with
respect to its actual liability in respect of loans and guarantees and its

plans for dealmg with those liabilities.

2) The Cabinet Sedretary shall ensure that the medium tern: debt
management str;ategy is aligned to the broad strategic priorities and

policy goals set out in the Budget Policy Statement.

3) The Cabinet Se¢retary shall include in the statement the following

information:-
a) The totaL‘ stock of debt as at the date of the statement,

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

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

d) The assyﬁmptions underlying the debt management strategy;
and |

e) An anal&sis of the sustainability of the amount of debt, both.
actual and potential.

4) Within fourteen days after the debt strategy paper is submitted to
Parliament under this section, the Cabinet Secretary shall submit the

statement to the Commission on Revenue Allocation and the
Intergovemrnﬁntal Budget and Economic Council, publish, and

publicize the statement.

Vi



ABBREVIATIONS AND ACRONYMS

ADB African Development Bank
“ADF African Development Fund
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|
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| .
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EXECUTIVE SUMMARY

An MTDS is a plan aimed at achieving the desired debt portfolio. Government debt
- management is the process of establishing and executing a strategy for managing
- the government’s debt in order to raise the required amount of funding, achieve its risk and
cost objectives, and meet any other debt management goals, such as developing and
maintaining an efficient market for government securities. In this regard, the 2016 MTDS
intends to implement government’s plan over the medium term in order to achieve a desired
composition of the government debt portfolio.

Kenya’s public indebtedness as at end-June 2015 was at 48.8 percent of GDP and remains
sustainable. Despite high real economic growth, the higher pace of debt accumulation has
contributed to a rapid increase in public debt, particularly over the past two years. The main
driver for public debt accumulation in the past two fiscal years is the primary deficit, which
contributed to a 8.8 percent of GDP increase in the public debt level.

The external financing environment facing Kenya is rapidly changing. The secular trend
is a hardening of financial terms as well as reduced access to official sector credit. The terms
of the concessional window of multilateral creditors is hardening. In the specific case of Kenya,
graduation to lower middle income éountry status will close its access to the concessional
window, and it will move into the “blend” window, drastically hardening the financial terms
of credit from multilateral agencies. Some bilateral creditors are ‘also increasingly providing
credit on commercial terms. As official sector credit is limited, and the domestic market faces
limits in the medium term, credit from the external private sector is increasing. A 2-year
US$600 miliion syndicated loan was contracted in 2012, followed by 5- and 10-year US$2.75
billion Eurobond issuances in 2014, and another 2-year US$750 million syndicated loan in
2015. Part of the proceeds of the 2014 Eurobond was used to retire the syndicated loan
maturing the same year.

Kenya’s increasing integration with the international capital markets will expose the
country to volatilities in the global financial markets. Past global financial crisis did not
affect Kenya through the financial channel, but through the trade channel. This will likely have
changed and the contagion risk through the financial channel must be closely monitored.
. Recent events with the lift-off of United States interest rates, slowdown in China, collapse in
oil and other commodity prices, and the resultant dramatic reversal of capital flows from
emerging markets have negatively affected yields of Eurobonds across the emerging and
frontier markets. Although investors are clearly distinguishing credit risk, as evidenced by
tighter spreads for Kenya’s Eurobonds relative to its peers, investors will be scrutinizing
Kenya’s public finances more closely.

Kenya’s public debt, now half the size of the economy must be managed prudently to
reduce financial vulnerabilities. Events in the global financial markets should be closely
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monitored and their implicatidns for Kenya’s public finance regularly anslyzed and well
understood, and that investors are informed how Kenya is mitigating those risks. The
government’s medium-term debt management strategy (MTDS) document is a critical
instrument. It informs investors and the general public of the strategic financing plan to meet
the government’s financing needs. at the lowest cost taking due consideration of the ffsks,
including those arising from glpbal and local financial market volatilities.

The government debt portfolio as at June 2015 is characterized by low but rising cost and
increasing risk, particularly ‘i"eﬁnancing risk. Compared to the period FY2009/10, when the
first MTDS was developed, the government debt portfolio is characterized by:
e A still low but rising annual interest payment as a share of GDP. Annual interest
payments stood at 3.5 percent of GDP at end-June 2015, compared to 2.5 percent of

GDP at end-June 2010.

¢ Rising refinancing ris#{. Total debt coming due within one year stood at 9.2 percent of
GDP at end-June 2015, compared to 6.9 percent of GDP at end-June 2010.

‘s Stable relative exposure to exchange rate risk. The government debt portfolio has
maintained equal prdportions in the composition of external and domestic debt during
the same period. The overall government debt level has remained stable, at 47.1 percent
of GDP at end-June 2010 and 48.2 percent of GDP at end-June 2015, although the debt
level has risen sharpiy in the past two years after reaching a low of 42 percent of GDP

at end-June 2013.

Future financing strategies should therefore be mindful of refinancing risk and exchange
rate risk. Interest rate risk Is also high but this is driven by the high refinancing risk that will
trigger a reset of interest rates. Addressing the refinancing risk will reduce interest rate risk.

The Budget Policy Statement (BPS) covering the remainder of FY2015/16
throughFY2018/19 envisages fiscal consolidation over the medium term. The primary
deficit is projected at 5.1 percent of GDP for FY2015/16, compared to 5.5 percent in the
previous fiscal year. Over the medium term, commitments to contain current spending and
mobilize additional revenue are expected to mitigate excess demand pressures and are expected
to result in a deficit reduction, to 3.9 percent in FY2016/17, 3.0 percent in FY2017/18, and 1.8
percent in FY2018/19. Real economic growth has been revised down to 5.8 percent from 6.5
percent for FY2015/16. H“bwever, over the medium term, growth is expected to rebound to 6.1
percent, 6.3 percent, and 6.5 percent over the subsequent three years. External buffers to date
have remained adequate with international reserves at about 4.5 months of projected imports
in 2016. Inflation is expe“k:ted to stay within the target range of 5 percent £2.5 percent.

The government intends to continue maximizing borrowing from external concessional
and semi-concessional sources. The domestic debt market for Treasury-bonds (T-bonds)
is currently constrained by the size of the domestic institutional investor base. Given the

‘ X
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limits on absorptive capacity of the domestic market, the residual financing needs will have
to be divided between external commercial debt and domestic Treasury-bills (T-bills). This
presents a conflict between the two main risks arising from the existing debt portfolio for
managing exchange rate risk on the one hand, and managing refinancing risk, on the other.
Four alternative debt management strategies were examined:

Strategy 1: This strategy represents current policy intent, and will be referred to as the
baseline strategy. As part of the 2016 BPS, over the next three fiscal years, the
government aims. to finance around two-thirds of the fiscal deficit by net external
borrowing on average. It assumes external commercial borrowing at US$ 1.0 billion in
FY2016/17, and US$1.25 billion each in FY2017/18 and FY2018/19. Net domestic
financing is divided 40:60 between T-bills and T-bonds.

Strategy 2: Relative to Strategy 1, it increases external commercial borrowing by
US%500 million, and instead reduces T-bill issuance.

Strategy 3: Relative to Strategy 1, it reduces external commercial borrowing by
US$500 million, and instead increases T-bill issuance.

Strategy 4: Same external domestic net financing mix as in Strategy 1, but net domestic
financing is divided 20:80 between T-bills and T-bonds.

Given the near term financing constraint, the strategy choices are able to address either of
the risks, but not both:

e Strutegy 2 reduces refinancing risk and is in addition likely to help bring down

doniestic interest rates closer to the inflation target range, but raises the exchange
rate exposure.of the public debt portfolio. Under an exchange rate shock scenario of
30 percent in FY 2017/18, external debt will increase from 58.2 percent of GDP under
the baseline to 66.7 percent by end-FY2018/19.

Strategy 3 reduces exchange rate risk but significantly increases domestic
refinancing risk. Debt coming due in the following year as at end-FY2018/19 will be
in excess of Kshl trillion, representing 11.2 percent of GDP. The volume of T-bill
issuance will be 3.5 percent higher than the estimated absorptive capacity of the market.
This will likely lead to a significant increase in domestic interest rates.

Strategies 1 and 4 appear to balance exchange rate risk and refinancing risk,
although the strategies are already tilted towards greater external borrowing. But
given the assumed commercial external borrowing, the net commercial borrowing in
FYZ017/18 and FY2018/19 is US$500 million each year, as the syndicated loan issued
in 2015 and the 5-year Eurobond issued in 2014 mature. Given the constrained
domestic debt market, external commercial borrowing of this magnitude will be
necessary to alleviate pressures on the domestic debt market.

X1
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o Strategies 1 and 4 differ in the extent to which efforts are made to lengthen
domestic maturities, with Strategy 1 tilted towards greater T-bills and Strategy 4
towards more T-bond“s. The maturity extension helps to reduce 1-bills to levels
similar to Strategy 2 wh‘l’ere Eurobond issuance is increased by US$500 million each
year. The extent to which Strategy 4 may be attainable will depend on simultaneous

government efforts to deepen the domestic debt market.

Recommendations

In selecting the optimal strategy, three key indicators were considered — ratio of.interest

payments to GDP (Interest/GDP), ratio of interest payments to Revenue (/nterest/Revenue)
and ratio of PV of Debt o GDP (PV of Debt/GDP). As anticipated, “S4” cutperforms all

other strategies.

The 2016 MTDS presents 4S4” as the optimal strategy after taking into account both
cost and risk considerations, the need to develop the domestic debt markets and the
feasibility of implementing the strategy over the medium term. The strategy comprises of

the following actions: ‘

|
60% external borrowing and 40% domestic borrowing to finance the central government

budget; ;

| .
Considering macro-eq‘onomic and domestic market environment issuance of medium term
domestic debt through benchmark bonds is recommended;

|

External borrowing will comprise of 24% on concessional terms, 24% on vemi-concessional

terms and 12% comr“nercial.

The latest Debt Sustainability Analysis (DSA) for Kenya indicates that Kenya’s debt is
sustainable. In the long term, the PV of public debt-to-GDP is expected to be 46.0 percent of
GDP in 2018 while the PV of public debt-to-revenue remains below the threshold of 300

percent throughout the period of analysis.

Consistent with the prix‘f:ciples of public finance in the Constitution of Kenya, 2010
(Section 201), the Government will seek to widen outreach of the 2016 MTDS. A domestic
borrowing plan anchored on government cash flow requirements will be developed for
implementation, monitoring and evaluation. The Government will also actively monitor the
key macroeconomic indicators and interest rates against those assumed in the analysis. Any
significant and sustained ¢hange will trigger the need for revision of the strategy.

‘ Xil




I.  INTRODUCTION

1. Ar MTDS is a plan aimed at achieving the desired debt portfolio. Government debt
~management is the process of establishing and executing a strategy for managing
the goverrment’s debt in order to raise the required amount of funding, achieve its risk and
cost objectives, and meet any other debt management goals the government may have set, such
as developing and maintaining an efficient market for government securities. An MTDS
operationalizes the objectives and is a plan that the government intends to. implement over
the medium term in order to achieve the desired composition of the government’s debt
portfolio, which captures the government’s preferences with regard to the cost-risk trade-offs.

2. The National Treasury follewed the MTDS framework deveioped by the IMY and
the World Bank, in developing this debt management strategy.' 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) identitication of the potential sources of financing; (iv) review of the macroeconomic
framework and medium-term projections and risks; (v) identification of structural factors;
(vi) analysis of the cost and risks of alternative 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 has greatly benefited from the joint IMF-World Bank-MEFMI
MTDS Technical Assistance (TA) mission that took place in January/February 2016. The
TA mission focused on capzcity building resulting to a collaborative exercise between the
Mission, NT and CBK to produce the 2016 MTDS.

4. This MTDS documents the analysis conducted and the recommendations for
future action. The MTDS is structured as follows: Section II presents the background; Section
IIT reviews the performance of the MTDS for the FY2014/15. Section IV documents the debt
management objectives and the scope of the MTDS analysis. Section V presents the cost and
risks of the existing debt portfolio as at end-June 2015. In Section VI, the baseline
macroeconomic assumptions underlying the analysis and key risk to the macroeconomic
projections are discussed. Section VII discusses the potential external and domestic sources of
financing. Section VIII presents the cost and risk analysis of alternative debt management
strategies; Section IX presents debt sustamablhty, Section X is on implementing the MTDS;

Section XI is the conclusions.

' IMF and Werld Bank (2009). “Developing a Medium-Term Debt Management Strategy —Guidance Note for

Country Authorities” hitp: www imt.ore/external/np ‘pp/eng/2009 030309a.pdf.

1



II. BACKGROUND |

5. Kenya’s economy grew at a robust pace over the past decade. Real growth averaged
‘ 5.5 percent during the period 2004—15, supported by public investments in infrastructure
projects particularly in road construction and geothermal energy generation. However, growth
for 2015 has been revised den}‘«vard from 7.0 percent to 5.8 percent.
|

6.. Kenya’s public indebt(pdness as at end-June 2015 is estimated at 49.6 percent of
GDP, the highest level seen si‘hce 2004. Despite high real economic growth. the still higher
pace of debt accumulation has contributed to a rapid increase in public debt, particularly over
the past two years. The main d‘river for public debt accumulation in the past two years is the
primary deficit, which Con«tribq‘ted to a 8.8 percent of GDP increase in the public debt level.
Real exchange rate appreciation contributed to a debt reduction of 0.7 percent of GDP, while
the real interest rate —real groWh rate differential also contributed to a debt reduction of 2.2

percent of GDP, assisted by the strong growth performance.

7. According to the lateét DSA, Kenya’s upward public debt trajectory is expected

to continue through 2018%.

8. Domestic debt as share of GDP is rising. After falling to below 20 percent of GDP in
2013, domestic debt as a perfcent of GDP has risen to 24.2 percent as at end-June 2015. In

2015, the domestic debt mark‘iet experienced significant strains as inflationary pressures built

up and the CBK raised the monetary policy rate twice. Successive auctions saw under-
subscriptions resulting in high volatility on yields. Yields on the 91-day T-bilis rose from &.2
percent to 22.1 percent betwq‘en July and October 2015.

9, Government succes#fully contracted a syndicated loan in October 2015. This has
reduced pressure on domesth“g interest rates with the 91 Days T-bill yield dec!ining from 19.5
per cent to 13.8 per cent. Talks of the syndicated loan created expectations that pressures on
the domestic debt markq‘t would be relieved. In November, following months of
undersubscribed auctions, 9Ji—day T-bill yields fell from 19.5 percent in the previous week, to
13.8 percent in a heavily ov#rsubscribed auction of over 10 times cover. Howzver, subsequent
auctions reverted to undersubscribed outcomes, as rates declined to about 10 percent but are
once more on a rising trend. Yieids on longer term bonds also saw some volatility but not as

marked as those of the T-bﬂlls.

2 Kenya is classified as “strong’f performer in terms of the quality of its policies and instituticns, measured by a
three-year average of the World Bank’s Country Policy and Institutional Assessment (CPIA) Index. The index
stands at 3.84. The relevant indjcative debt thresholds to measure external debt sustainability are: 50 percent for
the PV of debt-to-GDP ratio, 200 percent for the PV of debt-to-exports ratio, 300 percent for the PV of debt-to-
revenue ratio, 25 percent for the debt service-to-exports ratio, and 22 percent for the debt service-to-revenue
ratio. These thresholds are applicable to public and publicly guaranteed external debt.

|
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10. The supply of concessional external financing is declining. In 2004, concessional
financing comprised 95 per cent of new external debt disbursements. By 2014, concessional
financing had dwindled to 45.3 percent of total external debt. As a result, the average term of
new loan commitments have hardened significantly (see Table 1). Kenya reached a lower
middle income country (LMIC) status due to strong economic performance over the past years,
and therefore its access to highly concessional loans will be reduced. Coupled with Kenya’s
increased reliance on access to international capital markets, and the hardening of the lending
terms of ioans provided by traditional concessional creditors (regardless of the change in
income status), Kenya’s financing cost will see an increasing trend over the medium term.3, ¢

Table 1: Kenya: Average Terms of New Loan Commitments, 2013-2015

‘ Jun-13 | Jun-14 Jun-15
Average Maturity (years) 33.7 . | 18.1 21.0
Grace Period (years) 8.0 6.2 6.4
Averagz Interest Rate (%) 1.2 2.6 2e
Grant Element (%) 68.6 63.9 63.2

Source: National Treasury.
Note: Discounted at 5 percent.

11. Kenya is increasingly integrated into the global capital markets. In 2012, a US$600
million 2-year syndicated loan was contracted. In 2014, Kenya issued its debut 5- and 10-year
Eurobond totaling US$2.75 billion. Part of the proceeds raised through the Eurobond was used
to retire the maturing syndicated loan. In 2015, the Government raised a 2-year syndicated loan
for a sum of US$750 million. Commercial external debt outstanding is US$3.5 biilion (23 per
cent of total external debt) as at end-December 2015. Non-resident participation in the
domestic market has been negligible despite the open capital account.

12. Kenya’ sovereign credit ratings are on negative watch. Until early 2015 ratings
review, Kenya was rated B+ with a stable outlook by both Fitch and Standard and Poor’s.
However, the rating agencies revised the outlook to negative in July/October 2015 due to
worsening public finances, mounting debt stock and increasing external vulnerability.
Moody’s rating for Kenya stands at B1 with a stable outlook since November 2012.

3 In June 2015, the World Bank reclassified Kenya as a lower middle income country. Since Kenya’s per capita
GNI is abovu the IDA operational cutoff for LICs, its access to highly concessional resources will be reduced.

“ For instance, the standard term of an IDA loan is now 5 year grace period and 38 year final maturity with an
interest rate of 2 percent. This no longer qualifies as concessional, defined as grant element of over 35 percent.
This compares with concessional terms of 10 year grace period and 40 year final maturity with an interest rate
of 0.75 percent.
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13 Strengthening cqpacity‘\‘ at the National Treasury’s Debt Manageme:t Department
is a priority in the context of f_the IMF’s Stand-By Agreement (SBA) with Kenya.® High
staff turnover has eroded capaq‘ity, while poor inter-institutional coordination has resulted in
the unintended occurrence of te¢hnical external debt arreays in the recent past. Notwithstanding

the capacity constraints, Kenya has been the only low income country that has continuously
produced an MTDS on arolling annual basis and tabled to Parliament together with the budget.

5. In order to support govemn‘Pent efforts, the IMF Executive Board approved a SDR 352.82 million Stand-By
Arrangement and a SDR 135.7 million arrangement under the Stand-By Credit Facility (SB.A/SCF) for Kenya

for a combined SDR 488.52 million on February 2, 2015. The one-year arrangements are intended to mitigate
being pursued, thereby supporting continued economic

the impact of exogenous shocks while the reforms are
|

growth. ‘
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HI.  REVIEW OF THE FY2014/15 MTDS AND ITSIMPLEMENTATION

14. The strategy for the ongoing financial year (FY2015/16 MTDS) emphasized
greater concessional external borrowing with reduced reliance on domestic financing.
The target for external and domestic net financing mix was 45 percent and 55 petcent,
respectively. To reduce debt cost and refinancing risk, the FY2015/16 MTDS aimed to limit
domestic short-term debt issuances (T-bills) to 11 percent of total gross domestic borrowing,
whereas longer maturities (10 — 30 years T-bonds) accounted for about 51 percent. This has
translated into a decline in the proportion of T-bills to 22.5 percent of total domestic debt as at
end-June 2015 from 23.3 percent end-June 2014. Proportionately, the share of T-bonds in total
domestic debt increased to 72.9 percent from 71.2 percent during the period. On external debt,
the FY2015/16 MTDS envisaged cortcessional financing to the tune of 62 percent of total gross
external financing. The envisaged concessional financing has translated to lengthening of
external debt Average Time to Maturity and Grace Period to 21 years and 6.4 years as at end-
June 2015. This compares with 18.1 years and 6.2 years as at end-June 2014. However, the
weighted average interest rate increased to 2.5 percent from 1.7 percent, reflecting increased
commercial borrowing during the year.

L The actual financing mix presented in the Annual Budgets, however, did not
reflect the MTDS. With exception of budget for FY2011/12 and closely for FY2014/15, the
proportion of external financing in the budget plan has always been higher and domestic
financing lower than the proportions included in the respective MTDS documents. For
instance, the FY2014/15 MTDS envisaged external and domestic financing in the proportion
of 40:60 for FY2014/15 whereas the budget plan was 68:32, respectively (Table 2).

Table 2:.Kenya: Net Financing Planned under the MTDS and the Budget
(In percent) "

Financing 2000111 2011/12 2012/13  2013/14  2014/15

source

External  MTDS 25 30 35 40 45
Budget 44 30 57 68 46
Deviation  -19 0 -22 -28 -1

Domestic  MTDS 75 70 65 60 55
Budget 56 70 43 32 54
Deviation 19 0 22 28 1

Source: MTDS and Annual Public Debt Reports, National Treasury.

16. The financing outturns relative to the budgetary financing targets have deviated
significantly in the recent past (Table 3). The annual outturns for external net financing fell
short of ths budgeted amounts by an average of Ksh47 billion or 15 percent of total net
financing during the period FY2009/10 — FY2013/14. Consequently, actual domestic net
financing increased by an annual average of Ksh 26 billion or 15 percent of total net financing.
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The period, however, experienced total annual net financing outturns that are below budget
plans by Ksh 21 billion on averaée.
Table 3: Kenya: Financing of d‘he Budget, Budgeted and Outturns

Financing | Units Average (FY2009/10 -
Source FY2013/14) FY2014/15
Budget Actual Deviation | Budget Actual Deviation
Extermal | KSH (Billion) 111 64 471 301.9 240 61
Percent 46 32 15 48 47 1
. KSH (Billion) | 109.8 136 -26 | 3237 266 58
Doemestic ‘
Percent | 54 68 -15 52 53 -1
Total KSh
(Billion) 221 199 21 626 506 119

Source: Annual Public Debt Repoﬁts, National Treasury.
|




IV. DEBT MANAGEMENT OBJECTIVES, AND SCOPE OF THE MTDS
ANALYSIS '

17. The debt management objectives are enshrined in the Public Financial
Management (PFM) Act, 2012. Section 62(3) of the Act specifies that the debt management
objectives are to (a) minimize the cost of publi¢ debt management and borrowing over the
long-term taking account of risk; (b) promote the development of the market institutions for
Government debt securities; and (c) ensure the sharing of the benefits and costs of public debt
between the current and future generations. -

18. The PFM Act mandates the development of the medium-term debt management
strategy. Section 33 states: (1) “On or before the 15th February in each year, the Cabinet
Secietary shall submit io Parliament a statement setting out the debt management stiategy of
the national government over the medium term with respect to its actual liability and potential
liability in respect of loans 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 (BPS).
The MTDS is published on the National Treasury web site.

19. The time horizon of the analysis is the medium term. Projections span three years
from FY2016/17 through FY2018/19, consistent with the government’s 2016 BPS. The
starting pcint for the analysis is the debt portfolio as at end-June 2015, which is the end of
FY2014/15.

20. The scope of the MTDS analysis is central government debt and called guaranteed
. debt. The MTDS analysis thus covers total central government external and domestic debt in
the amourt of Ksh 2.8 trillion or US$28.2 billion as at end-June 2015, equivalent to
48.8 percent of GDP. External debt amounted to 24.6 percent of GDP (US$14.2 billion) and
domestic debt to 24.2 percent of GDP (US$14.0 billion).%, 7 External guarantees amounting to
0.8 percent of GDP (US§$0.45 billion) were excluded from the MTDS, as these are contingent
liabilities that are currently performing (Table 4).

2l External public debt stock comprises predominantly of loans from multilateral
and bilateral creditors. Multilateral debt accounted for 51 percent of total external public
debt. The largest multilateral creditors were IDA (60 percent), followed by AfDF (22 percent),
IMF (12 percent), and EIB and IFAD (4 percent). Bilateral debt accounted for 29 percent of
external public debt stock. The largest bilateral creditors were China (60.5 percent) followed

¢ This amourit excludes US$397 million in CBK overdraft, commercial bank advances and Tax Reserve
Certificates.

7 For analysis of cost and risks of the PPG, only the outstanding balance of guarantees serviced ‘assumed’ by
the Central Government were included.



|
by France, and Japan, each accounting for 12 and 11 percent, respectively. The US$2.75 billion
in international sovereign bond increased the share of commercial debt to 20 percent.
|

22.  The performing gov#rnment guaranteed debt portfolio is excluded from the
MTDS analysis. The loan guarantees have been issued on an IDA-financed Kenya railways
concessionairing (US$45.0 q&illion) as well as to investment projects financed by the
governments of Canada (US$3 8 million) and Japan (US$396.6 million).

23. Domestic public del?t compnses predominantly of marketable securities. 23
percent (US$3.2 billion) of the domestic debt was in T-bills with maturitics of 91, 182, and
364 days and 77 percent (US$10 5 billion) in medium and longer term T-bonds, including
infrastructure bonds (IFR).3 T?he government’s Pre-1997 debt arr‘ounted for 17S$0.3 billicn.

Table 4: Kenya: Coverage qf Public Debt in the MTDS, End-June 2015

‘ Amount

\

Instrument | In millions of Tomillions of s goa
| Kenyan Shilling  U.S. dollars

I. Domestic Debt (included in MTDS) ,

Treasury Bills \‘ 318,929 3.2 5.6
Banking Institutions \ 217,742 2.2 3.8
Others | 101,187 1.0 1.8

Treasury Bonds “ 1,035,662 10,499 18.2
Banking Institutions J 510,228 5,173 8.9 .
Others ‘ 525,434 5,327 92

Pre-1997 Government Dlebt 26,676 270 0.5

Sub Total ‘ 1,381,267 10,772 24.2
II. External debt (included ‘\in MTDS) :

African Development Fund 159,030.1 1,612 2.8

International Development Association 424,265.1 4,301 7.4

Other Multilaterals | 127,634.0 1,293 2.2

Bilateral | 409,922.2 4,156 72

Non-Performing Guarantees 3,575.76 36 0.1

Commercial Banks (Floating rate) 5,969.7 61 0.1

Commercial Banks (Fnked rate) 407.4 4 0.0

Eurobond | 271,258.4 2,750 4.8

Sub Total j 1,402,062.7 14,213.00 24.6
ITI. Excluded from MTD$

Suppliers Credit | 13,956.1 141.5 0.2

CBK Overdraft “ 36,494 370 0.6

Guarantees \ 40,357.8 409.1 0.7

Sub Total J 90,807.9 920.6 1.5
TOTAL DEBT Included‘ in MTDS (I+1) 2,783,330.7 24,985.2 48.8
TOTAL DEBT (I+II+11I) 2,874,138.6 25,905.8 50.3

Source: National Treasuﬂ{y and CBK.
|

I

|
¢ Government securities consi%ted of T-bills, T-bonds and Infrastructure Bonds.
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Table 5: Kenya: Outstanding Government Guaranteed Debt End-June 2015.
(In millions of Kenya Shillings and U.S.Dollars)

Beneficiary Entity Lender Ksh USD million
million

Telkom Kenya L.td Canada 375 -4
Kenya Broadcasting Corporation | Japan 2,404 24
KenGen Japan 18,230 182
Tana and Athi River

Development Authority Japan 1,172 12
East African Portland Cement Japan 1,457 15
Kenva Ports Autherity Japan 15,856 161
Kenya Railways IDA 4,439 45
TOTAL 445

43,934

Source: National Treasury.
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V.  COST AND RISK OF THE EXISTING CENTRAL GOVERNMENT DEBT PORTFOLIO, AS AT
END- FY2014/15 |

‘ ;
24. Kenya’s cost of public debt is low. Annual interest payment was 3.5 percent of GDP,
with interest paymént on external debt accounting for 0.6 percent and interest payment on
domestic debt at 2.9 percent of GDP. The low interest payment is due to the large share
(approximately 80 percent) of external concessional financing in the existing public debt
portfolio. At end-FY 2014/15, the weighted average interest rate on the total debt portfolio was
7.3 percent. The weighted aver e interest rate of external debt portfolio was 2.6 percent, and

for the domestic debt it was 11.9 percent.
|

25. The exposure to lcfim?‘ncing risk is significant. As at end- FY 2014/15, the main
refinancing risk is associated with large domestic debt repayments falling due in FY2015/2016.
US$ 4.9 billion (or 35.2 percent) of domestic debt will mature in FY2015/16. Of this amount,
66 percent (or US$ 3.2 billion) ‘w‘consists of maturing T-bills and the remaining US$ 1.7 billion
are maturing medium- and long-term T-bonds. 50 percent of total existing domestic debt will
mature in the next 3 years (See Table 6). The average time to maturity (ATM) for domestic
debt portfolio is 5.3 years. The ATM of external debt portfolio is 12.1 years (Sze Table 7). The
long ATM of the external debt ‘\‘portfolio is explained by a large concessional component of the
external debt, which has relatively long maturities in the existing portfolio. Nevertheless, there
are large refinancing needs falling due in FY2018/19 (US$ 1.3 billion) and in FY2023/24 (US$
2.5 billion), mainly associated with a repayment of the international bond. The ATM for the

total debt portfolio is 8.7 years“s. Sée Figure 1.

- Figure 1: Kenya: Debt Rédemption Profile, as at end-FY2014/15
. \
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Table 6: Kenya: Remaining Maturity of Outstanding Domestic Debt, as at end- FY2014/15

Remaining In Percent In  million
Maturity in Years  of Total US$
<1Y 35% 4,927
between ) .
2-3Y 15% - 2,156
4-5Y 11% . 1,561
6-10Y 18% 2,581
11-15Y 12% 1,641
>03Y 8% 1,138
Total 100% 14,003

Source: National Treasury

26. The interest rate risk is similar to the refinancing risk. Although 94 percent of the
public debt portfolio has a fixed interest rate, the interest rates of approximately one quarter of
outstanding debt will re-fix in FY2015/16. The weighted average time to re-fixing (ATR) for
“external debt portfolio is 10.9 years. 14.5 percent of outstanding external debt will re-fix in
FY2015/156. The main external debt exposure to interest rate re-fixing, is due to variable rate
loans coupled with a small share of external debt maturing in the next twelve months. In the
case of domestic debt, 100 percent of domestic debt has a fixed interest rate, nevertheless
352 percent of the domestic debt portfolio will be re-fixed within a year because of
predominance of short-term debt. ATR for the domestic debt is 5.3 years.

27. Approximately half of the total government debt portfolio is exposed to exchange
rate risk. The main exposure to foreign currencies was to the U.S. dollar (60 percent of the
total external debt portfolio), followed by the Euro (23 percent), and the GBP and JPK each
accounting for 6 percent. Recent depreciation of KSH against the US$ highlights a potential
exchange rate risk impact on the budget and the rise in external debt service payment in
domestic currency, as well as on the total debt levels. See Figure 2

28. In sum, the existing debt portfolio as at end-FY2014/15 exhibit low cost but
embodies significant risks (See Table 7). The stock of debt has low cost due to the
predominance of concessional external loans in the existing portfolio. However, the terms of
new disbursements are hardening, therefore, the cost is expected to increase over the medium
term. Refinancing risk appear to be the risk priority for Kenya, as the volume of T-bills
issuance had been increased in the past year, and significant volumes of external commercial

11



debt will come due in FY2OI8/1“9 % Exchange rate risk is significant, but it is assisted by the
low cost of the public debt, wlmch offsets the depreciation risk. Interest rate risk will be
addressed if refinancing risk is e‘iddressed Future debt management strategy should therefore
strive to reduce refinancing rlsk,“ while being mindful of exchange rate eXpOsurgs, particularly

on external debt on commercial ﬁnanmal terms.

Table 7: Kenya: Cost and Rlsk Indicavors of Existing Debt, as at end-FYZ014/15

| External Dcmestic Total

_ Risk Indicators | debt Tty debt
Central government debt (in billions cf KSH) 1,400.7 1.381.2 2,780.0
Central government debt (in billions ofUSD) 14.2 14.0 28.2
Central government debt as percent of GDP 24.6 24.2 48.8
Present value of debt as percent of GUP 18.5 24.2 v 42.7
Public and publicly guaranteed debt (m billion USD) 147 14.0 28.7
Of which guaranteed debt'? (in bllllOn\USD) ' 0.5 - -
Public and publicly guaranteed as percent of GDP ; 25.4 24.2 49.7
Of which Guaranteed debt as percent ¢ 6f GDP 0.8

Interest payment as percent of GDP 0.6 2.9 ciN:
Cost of debt Interest payments ad percent of revenues 2 12.6 153
Weighted average mterest rate in percent 2.5 119 12
Average time to ma}tunty (ATM in years) 12.1 5.3 ; 8.7
Reﬁnancmg Debt maturing in 1 B/ear as percent of total 2.7 35.2 18.8
risk Debt maturing in 1 year as percent of revenues 2.9 37.1 40.0
Debt maturing in 1 \yeax as percent of GDP 0.7 8.5 9:2
Average time to re¢ﬁx1ng (ATR in years) 10.9 53 : 8.1
Ix'lterest e Debt re-fixing in 1 fyear as percent of total 14.9 352 25.0
risk Fixed rate debt as percent of total debt 87.7 100.0 63.8
Exchangefirkde Foreign currency debt as percent of total debt 50.3
i . Short term forelgp currency debt as percent of 54

reserves iy

Source: National Treasury ‘

9In October 2015, Kenya contracted a two-year US$750 million syndicated loan at LIBOR plus 520 basis
points that will mature in Octobbr 2017.
19 This includes performing guafrantees Non-performing guarantees are mcluded in the central government

external debt stock. ‘
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Figure 2: Kenya: External Public Debt, as at end-FY2014/15

Composition of Currency

Composition of Creditors

Export Credit

International 0.02%
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Commercial .
Bank
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CNY Others
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GBP
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JPK
USD 6%
60%

Source: National Treasury
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VI. BASELINE MACROECONQMIC ASSUMPTIONS AND KEY RISKS

|

A. Baseline Macroeconomic Assumptions”
|
|

25, The medium-term macroeconomic framework is anchored on the Second Medium
Term Plan of the Vision 2030. ﬁhe key objectives on the GOK’s medium term agenda include
enhancement of business environment for job creation; improvement of productivity and

competitiveness in domestic and international markets; reduction of cost of unemployment and

strengthening devolution. |

30. The 2016 BPS covering the period FY2016/17-FY2018/19 operationalizes the
medium-term fiscal frameworl:, The baseline assumptions are summarized below (See

Table 8).

Real Sector |

31. Economic activity is ‘pxpected to slow down in the short run, but still remains
robust. Economic growth is estimated at 5.8 percent for the FY 2015/16, revised down from
7.0 percent in the Budget. On the production side, growth is driven by electricity generation,
constructions, services, and ‘febound in agriculture. Ongoing infrastructure projects have
catalytic impact on economi¢ activities. The performance of the tourism sector is stable,

although persistence of security threats could have an adverse effect for this sector over the

medium term. |

32. Over the medium term, economic expansion is again expected to pick up. Growth
rate of 6.1 percent is expected to be achieved in FY 2016/2017, reflecting GOK’s commitment
to reform process and expe&ted fiscal consolidation, before accelerating to 6.3 percent and
6.5 percent in FY2017/18 and FY2018/19, respectively, driven by positive effects emanating
from infrastructure investments, further strengthening of construction and tourism sectors, as
well as robust growth in agri“culture, supported by significant irrigation programs.

Fiscal policy ‘

33. The expansionary f‘iscal policy of the last two years is being reversed. The primary
deficit increased from 2.7 percent in FY2012/13 to 5.5 percent in FY2014/15, but is projected
to fall to 5.1 percent in FY2015/16. The completion of the SGR project is expected to reduce
fiscal pressures on the central government’s budget, as well as boost economic activities due
to improved transportation means. The devolution has put additional fiscal pressures on the

budget execution, but mai“n reasons behind the sharp increase in fiscal giap are linked to

|
|
|
|
|
|

11 The macroeconomic assumptions are based on the Government’s medium-term macroeconomic framework
embodied in the draft 2016 BPS“puinshed on January 27, 2016 for public consultation.
\
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deceleration in tax revenues (such as VAT and customs tax collections) and sigrificant
infrastructure investments by the central government. ~

34. Over the medium term, the primary deficit is projected to narrow significantly.
By FY2017/18, the primary deficit is projected at 3 percent of GDP and at 1.8 percent of GDP
by FY2013/19. Fiscal consolidation is expected to be driven by: (ij’further improvement of
revenue collection, as well as continuous tax reforms, including higher petroleum levy; (ii)
expenditure measures, including elimination of overlapping functions at the central and county
levels, as well as continuation of civil service reform.

External balance

35 The current account deficit is expected to decline gradually. The current account
deficit peaiced at 9 percent in FY2013/14, driven by expansionary fiscal and monetary policies,
but is projected to decline to 7.5 percent in FY2015/16. Exports of goods and services continue
to lag imports, reflecting on Kenya’s subdued performance in merchandise exports, while
imports are driven by robust demand in machinery and equipment. Recent declines in oil prices
so far had limited impact on external balance, but are expected to be more visible over the
medium term. With expected tightening of fiscal and monetary policies, the current account
deficit is forecast to improve to 5.8 percent of GDP in 2017/18.

Monetary policy

30 Inflationary pressure is expected to persist over the short term. Inflation reached
7.3 percent in Nevember 2015 and 8 percent in December 2015, driven by rising tax rates for
processed food and import prices due to the depreciation of local currency. In 2015, CBK’s
efforts to contain inflation through increases in the policy rate and reserve requirements for
deposit money banks led to tightening the growth of private sector credit. Following CBK
commitment to achieve price stability, inflation is expected to moderate in 2016 and stabilize
at 5 percent over the medium term.

15



Table 8: Kenya: Baseline Miﬁcroeconomic Assumptions

12013/14 |2014/15 |2o15/16 T2016/17 [2017/18 I’2018/19 lLong{erm

BPS 2016/17 |
(billions of Kenyan sh'illings) \‘
GDP(current prices) II 1 5,044 I 5,703 ] 6,443 I 7,260 I 8,153 ‘ 9,148 I
(% Change) Tj
Real GDP J 5.5 5.9 S.8 6.1 6.3 6.5 6.5
GDP Deflator [ 6.3 72 6.8 6.2 5.6 54 5.9
Consumer Price Index (av.) ; 7.1 6.6 56 5.0 5.0 5.0
(% of GDP, unless otherwise indicated) \‘
Current Account Balance (incl. grants) L\T -9.0 -8.9 -1.5 -6.0 -5.8 -6.2
Gross international Reserves (mn of import cciye;) 41 146 48 ]l 53 S4
Revenue | 19.3 19.4 20.3 20.8 21.1 21.4
Expenditure {L 25.8 28.7 29.6 28.5 27 26.5
Overall Fiscal Balance [ -5.9 -8.6 -8.1 -6.9 -5.8 -4.3
(billions of Kenyan Shillings) | N
Revenue l 974.4 1,106.4 1,311.1 1.511.1 1,721.3 1.955.7
Expenditure | 1,300.6 1,639.2 1,906.8 2,071.9 2,257.1 | 2,423.2
Primary fiscal balance | -164.4 -315.9 -329.2 -281.2 -242.8 -160.2
Overall Fiscal Balance E [ -326.2 -532.8 -595.7 -560.8 -535.8 -467.5
|

Source: BPS FY2016/17 ‘ '

\
|
B. Risks to the Baseline Mm‘croeconomic Assumptions

|
37 The macroeconomic framework is exposed to significant downside risks (Table 9).

. ’ | . :
Major risks to the macroeconomic framework include:
|

\
° Fiscal risks. Another round of security and/or weather related shocks could negatively
impact revenues, while postponement of fiscal consolidation reduces policy buffers to

respond to exogenous shocks.

|
o Growth deterioratii)n. Macroeconomic risks emanating from the FX market
volatility, also affected by expected tightening by the US Fed and fiscal policy concerns
could feed into further inflationary trends, reducing the consumptiorn and investment
spending. Lower growth would reduce revenue collection and create demands for new

expenditures to prote‘pt the poor, expanding financing needs. Downside risks to growth

could also emanate fjom adverse weather / droughts, security concerns and commodity

price shocks. ‘
\

|
Inflation risks. Suﬁ»ply side shock, such as deterioration in agrictltural output or
exchange rate pas# through, may lead to increased inflation expectations and
|
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accelerating inflation, which could increase domestic debt service costs. Fiscal

slippages could also feed into increased inflationary expectations. ‘

. Contingent liability risks. The portfolio of explicit and implicit guarantees to counties
and state-owned enterprises (SOEs) generates fiscal risks. Realization of contingent
liakilities would increase central government debt stocks and servicing costs.

. .PPPs Following the shift in the 1990s from concessionary funding for power projects

toward private sector participation in infrastructure and a wave of sector reforms,
Independent Power Producers (IPPs) first began to be introduced in Kenya in 1996 to
meet Kenya’s energy demands totaling to the current thirteen (13) active IPPs. To
increase investor confidence and accelerate the financial closure of these private sector
investment dealis.
The Government has in the past used multiple instruments of support, and in particular,
binding Letters of Support (LOS). This form of government support to PPPs has in turn
created the need to more explicitly manage fiscal risks in the form of Fiscal
Commitments and Contingent Liabilities (FCCL) for the GOK. Consequently, the
government in collaboration with the World Bank and the PPP unit, has established a
FCCL unit within the Directorate of Public Debt Management Office to implement the
FCCL management framework for managing and evaluating these fiscal risks for the
Government.

38, GOK’s macroeconomic program with its risks tilted towards the downside
suggests the need for a prudent debt management strategy. In the short term, the priority
to achieve macroeconomic stabilization will require steady fiscal consolidation. This should
be coupled with increasing average maturity of domestic securities over the medium term,
which will reduce the pressures on the domestic debt market. With the winding down the US
monetary stimulus, the flow of cheap capital is expected to reduce further, and the cost of
borrowing at the international capital markets is expected to rise. Thus, debt portfolio
composition has to be planned taking into account changing market conditions.
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Macrq‘)economic Risks and Implications for  Debt

Table 9: _Kenya:
Management Str#ltegies _
|
|
Risks Likelihood of Risk | Implication for Debt Management

Fiscal Sector

Event .
\

Weather related shock, high
corruption and weak tax
collection, inefficient transfer
system to county governments
lead to unsustainable deficits

|
High

Continued expansionary fiscal policy
increases financing needs and drives up
domestic debt service cosis

.

Real Sector

investment and commodity
price shocks ‘

Slower growth due to reduced | Medium Reduced confidence or external shocks |

confidence and security | slow  growth, reducing  revenues,

concerns or external shocks. increasing demand for social expenditures,
| and expanding the fiscal deficit.

Inflation ]

Supply side shock’ lead to ‘( Medium A higher inflation rate increases nominal

accelerating  inflation  and debt servicing costs.

currency depreciation ‘\‘ A higher depreciation increases external
| debt service burden.

Balance of Payments |

Declines in foreign direct | Medium Balance of payments shocks may increase

external borrowing need to support foreign
exchange reserves

Financial System ‘

Overall condition, coupled with Low Any deterioration in the stability of the
pace of US policy for exitidg domestic financial sector reduces the
from unconventional monetary domestic investor base and increases
policy and raise interest rates;“‘ borrowing costs.

Increased FX exposure of the

corporate sector |

Contingent Liabilities }

Realization  of conting¢nt Medium Realization of contingent liabilities would
liabilities  associated ~ with increase debt stocks and servicing costs
explicit lending or implicit

guarantees to coub’ty

governments and SOEs ‘

Source: National Treasury |
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VII. POTENTIAL SOURCES OF FINANCING
A. External Sources

89, Official sector creditors are expected to continue to dominate the GOK’s external
financing. The World Bank, through International Development Association (IDA), has been
the major external official source, financing development projects and programs (Table 10).

" During the last four financial years (FY2011/12 — FY2014/15), disbursements from IDA
increased to US$1,025 million, from USD266 million, accounting for an average of one-third
of total official disbursements annually. Other multilateral and bilateral Paris Club creditors
have also contributed to the GOK’s external financing, accounting for about 32 percent and 13
percent, respectively, of total official creditor disbursements. The non-traditional ‘bilateral
non-Paris Club’ official créditors 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 23 percent of total official creditors per annum during the period. The
disbursemcats of about US$1.6 billion by China to finance the construction of the Standard
Gauge Railway (SGR) in FY2014/15 increased the proportion from these creditors to 50
percent of total official disbursements (Figure 3).

Table 10: Disbursements by Official Creditors (Millions of USS)

Creditor - 2011712 2012/13  2013/14  2014/15  2015/16  2016/17  2017/18  2018/19
category Actualg Projections* '

IDA 266 467 482 1,025 645 765 527 126
Non-Paris s

Club 298 181 98 1,626 1,476 1,302 633 71
Other

Multilaterals 551 498 445 444 401 459 368 72
Paris Club 201 198 230 166 478 804 337 .20
Total (USD) 1,317 1,345 1,255 3,260 3,000 3,330 1,866 289

*Projections only include credit that is contracted but is not yet disbursed. It does not include new
pipeline credit.
Source: The National Treasury.

40. Based on commitments, the bilateral non-Paris Club creditors will continue to
contribute significantly to the financing of projects over the medium term. During the next
three years (FY2015/16 — FY2017/18) disbursements from bilateral non-Paris Club creditors
will. account for about 40 percent 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 country which is expected to reduce financing from
concessional multilateral sources. Nonetheless, IDA and Paris Club will continue to contribute
to an average of 24 percent and 19 percent, respectively, of total official financing during the
next three financial years, albeit at less favorable terms compared to the past.
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Figure 3: Kenya: Composition of Official Financing B
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41. GOK successfully issued its debut Eurobond in the international sovereign debt
markets in 2014. The issuance comprised a US$ 500 million 5-year maturing June 2019 with
a coupon rate of 5.875 percent and a US$ 1.5 billion 10-year maturing June 2024 with a coupon
rate of 6.875 percent. The issue received over 500 per cent subscription with total demand
amounting to USD 8,800 million. Part of the proceeds from the issuance was used to refinance
a maturing US$600 million syl‘r‘1dicated loan originally contracted in 2012.

Source: National Treasury

s |
42. GOK subsequently ré-opened the S5-year and 10-year Eurobonds in November
2014. The 5-year was reopene‘d for US$ 250 million at a yield of 5.0 percent and the 10-year
was re-opened for US§ 500 ‘w‘million at a yield of 5.90 percent. The re-opening operation
increased the outstanding stoqk of 5-year and 10-year bonds to US$ 750 million and US§$ 2

billion, respectively. |

43.  In October 2015, GOK accessed the international syndicated lozn market. The
terms of the loan are a US$ 750 million 2-year maturity with a floating rate priced as a credit
spread of 520bps over the 6-month LIBOR rate.

|

44, GOK intends to ma#ntain its presence in the external sovereign bond markets as
a source of financing. The éovemment plans to refinance the 5-year Eurobond maturing in
FY2018/19, in the internatimpal capital markets. A further objective is to build up and develop
the government’s international yield curve so as to provide a benchmark for pricing credit
worthy Kenyan corporate and state owned enterprise’s potential debt issuance in the
international capital markets. Syndicated loans will also continue to be part of the menu of
financing options. Alternative sources of financing, through the sukuk market, the Samurai
market, Panda bonds and di%&spora bonds are contemplated over the medium ferm.
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B. Domestic Sources

45."  Kenya’s domestic debt market is currently shallow and constrains GOK access to
domestic savings. Deepening the domestic debt market is a priority. Heightened volatility in
emerging market debt has increased the uncertainty of access to and costs of external
borrowing at market rates. Increased use of longer-term domestic debt instruments would help
mitigate exposure of the government debt portfolio to foreign currency risk and contribute to
reducing domestic rollover risk. A liquid government debt market would also provide reliable
pricing reterences for other risk assets in the Kenyan economy and accommodate more
efficient monetary policy transmission.

Recent Developments in Domestic Debt

46. Commercial banks dominate the domestic investor base for government
securities. As at end-January 2016, commercial banks owned 49.5 percent of total outstanding
T-bonds and T-bills. Other main holders are pension and trust funds, and insurance companies
at 30 percent and 10.3 percent, respectively. Non-resident and individual holdings contributed
4.2 percent and 2.6 percent, respectively.

47. However, over the past 4 years, there has been progress in investor diversification.
Commercial bank holdings as a proportion of total government domestic debt have declined
marginally since 2011, as holdings of pension and other trust fund assets have grown more
rapidly. Commercial bank holdings of government bonds and bills have gfown at an average
annual raie of 14 percent over the past four years, marginally slower than the domestic
marketable debt stock (16 percent).

Figure 4: Kenya: Holders of Domestic Government Debt Securities

=

Holders of Domestic Government Holders of Domestic Government
Debt Securities - January 2016 Debt Securities- December 2011
2.6% o (A2%

% Banks

= Trust Funds ® Banks
Insurance Companies = Trust Funds
® Co-op & other Insurance Companies
® Individuals ® Other
= Non-bank | 2 Non-Resident

Non-Resident

Source: CBK

Source: CBK.

438. Pension and other trust funds currently hold 30 percent of the outstanding stock
of government securities. This compares with 23 percent in 2011. Industry estimates suggest
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that the total size of pension assets is now approximately Ksh 1 trillion, 40-50 percent of which
is invested in government securities. Government securities held by the pension sector are
estimated to have been growing at an average annual rate of 24 percent.

49. Insurance company net holdings of government bonds and biils have grown
broadly in line with the domestic debt stock over the past 4 years. Growth has been
supported by annual increases in insurance premiums, averaging 15 percent in life insurance

and 18-20 percent in non-life. |

50. Foreign investors hav% a relatively small presence in Kenya. Foreign investor
holdings of T-bills and T-bonds accounted for 4-5 percent of the total outstanding, although
this has grown significantly from I percent in 2011. Foreign investors beld honds in nominee
accounts at the commercial banks, so a detailed analysis of the distribution of holdings is
unavailable. CBK statistics show holdings to be predominantly (97 percent) in government
bonds, with only Ksh1.8 billion in T-bills.

|

; : ' ‘
Domestic Financing Prospects |
|

| .
51. The Kenyan banking sector is expected to generate continued new demand for

government securities. Rismg customer deposits are expected to support robust growth in
bank assets. However, the share of assets held in liquid instruments may gradually decline over
" the medium term. Over the longer-term, however, as the level of domestic retail banking
penetration begins to plateau, customer deposit growth may be expected to slow more in line
with the growth in employment earnings, which over the past 3 years has 1veraged 15.2%.
Continued strong growth in credit to the private sector, at 19.5% in the year to October 2015
following 23.6% the previous year is also likely to lead to.a reduction in the share of new
deposits that are backed with government bonds. These effects may result in a slowing in the
rate of growth of bank net new purchases of government securities from the recent 14% annual
|

pace. ‘

32, Banks typically prefgr government bills and bonds up to S-year maturities though
they will buy longer dated Fecuntxes to generate higher interest incoms. In the Kenyan
banking sector, approximately one third of all private sector deposits are at cail and so are best
matched by short-dated securutles such as T-bills. The remainder is time and zavings deposits,
typically matched by longdr dated bonds. CBK data shows commercial bank holdings
distributed in broadly even parts between T-bills, under 5 year Treasury bonds and longer than

5 year bonds. w
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Figure 5: Kenya: Distribution of holdings by Tenor of Domestic Government Debt
Securities (In percent of total domestic government securities outstanding) '
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33 Occupational and individual pension funds are expected to continue to show
robust growth in the medium term, with new voluntary schemes opening each year. The
estimates for potential annual net new pension fund demand for government bonds is
conservatively assumed at 15 percent in the MTDS period, in excess of nominal GDP growth
but slower than the 24 percent annual expansion seen in the past 4 years.

54. Pension fund natural demand is for long maturity bonds. However, funds have been
buying sherter dated paper owing to the relative scarcity of long dated issuance and to avoid
the mark-to-market volatility of longer dated bonds. Fund managers suggest that the lack of
secondary market liquidity and dearth of traded prices in long maturity bonds creates pricing
and portfolio valuation uncertainty which act as disincentives to holding long bonds.

=H Net new demand from insurance companies is expected to continue to grow
broadly in line with the growth in domestic debt. Growth of insurance premiums remains
particularly buoyant in the non-life sector, which accounts for a little more than half of total
premiums written. Future premium growth is expected to be at least as fast as the growth in
nominal GDP, supported by new products and new technology.

56. Demand from non-life insurance companies will be skewed towards bills and
shorter boiuds out to 5 years. General insurance will have contingent liquidity needs and so
will look to meet these by holding shorter dated, more liquid securities. Life insurance
companies typically have structural demand for longer dated government bonds, though
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| :
market penetration in the life sector remains low at approximately 1% and iz growing slowly
relative to non-life premiums. ‘\‘

D1k Non-resident demand, rthough growing from a very low base, is unlikely to provide
a sngmﬁcant' source of demand for government bonds over the MTDS period. Poor
liquidity and lack of price transparency in the secondary market raises the costs of transacting
in Kenyan domestic debt and a&:ts to dissuade foreign investors from participating

58. In summary, the net new demand for government bonds and bllls that could
reasonably be drawn upon tb meet net domestic debt financing targets is summarized
according to investor type bélow (Table 11). Remdual f'mancmg requirements are expected

to be financed through add‘t‘opal T-bills:

Table 11: Kenya: Sources‘ of Net New Potential Demand (Ksh million;j

| 2016 2017 2018

Treasury Bills 40,000 55,000 60,000
Treasury Bonds | 170,000 185,000 150,000
Banks 75,000 75,000 75,000
Pensions 65,000 80,000 85,000
Insurance Cos. C 20,000 20,000 20,000
Other | 10,000 10,000 10,000

Source: National Treasury
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VIIL

CoST-RISK ANALYSIS OF ALTERNATIVE DEBT MANAGEMENT STRATEGIES

A. Baseline-Pricing Assumptions and Description of Shock Scenarios

59.

The pricing assumptions for interest rates and the exchange rate under the

baseline pricing assumption are presented below.

60.

Concessional external loans are priced at a fixed rate of 0.75 percent, with a 30-year or
40-vear tenor and a 10-year grace period. The terms of concessional borrowings from
IDA will harden due to Kenya’s graduation from a low income to lower middle income
country!?,

Semni-concessicnal Icans are assumed to be contracted from official creditors These
loans have a fixed interest rate of 2.5 percent, a maturity of 25 years including a 5-year
grace period.

Commercial borrowings utilizing the international syndicated loan market are priced at
6-month LIBOR!3 plus 520 basis points (bps).

Accessing the international capftal markets is priced-off the assumed effective yield
curve, which is based on the underlying forward US Treasury curves plus an assumed
credit spread. This is discussed below.

Futare baseline interest rates are projected based on the observed U.S. Treasury

interest rates in FY2015/16.

The future interest rates are calculated by projecting the implied forward rates from the
obs:rved rates. For instance, given the observed 1- and 2-year interest rates, the implied
forward 1-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.

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 of 700 bps to the U.S. Treasury spot yield curve, and the
forward yield curve is derived using the same methodology described above. !

The forward yield curve for the Ksh denominated borrowing is calculated further by
adding the difference in the inflation rates between Kenya and the United States of

'2 The new firancial terms from IDA will be 2 percent interest raté, 25 year final maturity and 5 year grace

period

¥ London Interbank Offered Rate.

!4 Based on secondary market spreads of the 2019 and 2024 Eurobond as at February 1, 2016.
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7.0 percent in 2015 and épercent in 2016, respectively, thus-deriving an additional
5 percent inflation rate differential spread. The Ksh yield curve as of end-December
2015 is flat to downwarq sloping reflecting the expectation that inflation will come

down over the medium-term.
i

61. The baseline exchange rate assumptions are as follows: Under the baseline scenario,
Ksh is assumed to depreciate 5 p%rcent against the U.S. dollar in 2016, 2017, and 2018, which

is consistent with the macroeconomic framework.
|

6.2 The interest rates may increase unexpectedly relative to the baseline projections.
For example, the U.S. interest rates could increase faster than expected, Kenya’s credit risk
premium could-increase, or the inflation expectation may not be anchored. The robustness of
the strategies must therefore be é‘:xamined against possible interest rate shocks.

\

63. The following interest rate and exchange rate shock scenarios for FY2016/17—
FY2018/19 are considered ag%inst the baseline interest rate shock scenarios. Three risk
scenarios are analyzed, including a combined exchange-rate and interest-rate risk scenario, a

stand-alone risk scenario for interest rates, and a stand-alone risk scenario for the exchange
|

rate, as follows: |

. The first risk scenario a‘ssume that U.S. Treasury rates increases faster than expected
by 2016, it increases by a moderate shock of 2% percent and remains constant thereafter
(Chart 3). Domestic int#rest rates also receive a moderate shock of: (i) 10 percent for
T-bills; (ii) 4 percent for 2-year; (iii) 3 percent'for 5-year; and (iv) 2.5% for 10-year
and longer (Chart x). This interest rate risk scenario is combined with the 15 percent
exchange rate depreciation.

P .

° The second risk scenario assumes U.S. Treasury rates increases faster than expected by
2016, it increases by an“extreme shock of 4% over the baseline projections and remains
constant thereafter (Chart 4). Domestic interest rate also increases in an extreme shock
of: (i) 15 percent for T-bills; (ii) 6 percent for 2-year; and (iii) 5 percent for 3-year and
longer bonds. “ o

E

° A stand-alone exchange rate risk shock scenario is applied where by the Ksh declines

by an aggressive deprq‘ciation shock of 30 percent against the US$ in 2017 compared

to the baseline exchange rate projections. (Chart 6)
\

64. The domestic interest rate shocks are more severe in the short end compared to
the long end. Historically, sharp interest rate shocks in Kenya are most severely felt in the
short end of the yield curve, i.e., 1-year and less, while longer rates e.g. 5-year plus remain
relatively stable. Thus the twq‘ scenarios will witness a sharp increase in short-term rates and a
moderate increase in medium to long-term bonds causing a severe inversion of the yield curve
or a downward sloping yield curve. '

|
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Chart 1: US Treasury .Actual & Forward Yield Curves
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Chart 3: Kenva Domestic Projections & Forward Yield Curves
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Chart 4: Kenya US$ Proiection$ & Forward Yield Curves (Shock Scenario 1)
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Chart 5: Kenya Domestic Spot & Forward Yield Curves (Shock Scenario 2)
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Chart 6: Kenyan Shilling Ethange Rate Projected Depreciation & Shock Scenarios
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B. Description of Alternative Debt Management Strategies

G Four strategies were considered for the 2016 MTDS. These strategies reflect
alternative ways to meet the borrowing requirement during FY2016/17-FY2018/19. The
strategies combine different mix of stylized instruments that reflect the potential sources of
financing outlined in Section VII. Common to alt strate‘g'les is the amount of borrowing from
“concessioral and semi-concessional sources. The strategies are built first on the split between
net external and domestic financing (Table 12), and then on the share of T-Bills used for net
domestic financing (Table 13)

Table 12: Net Borrowing (In percent of GDP)

| Strategies | 2015 2016 2017 2018
Fiscal Deficit S1 8.0% 1 7.6% 6.9% ' 5.9%
S2 8.0% 7.6% 6.9% 5.8%
S3 8.0% 7.6% 6.9% 5.9%
S4 1 8.1% 7.4% 6.7% 5.7%
External net borrowing S1 5.4% 4.8% 4.0% 3.9%
S2 5.4% 5.5% 4.7% 4.6%
S3 5.4% 4.0% 3.3% 3.3%
S4 5.4% 4.8% 4.0% 3.9%
Domestic net borrowing S1 2.6% 2.8% 2.9% 1.9%
S2 2.6% 2.0% 2.1% 1.2%
S3- 2.6% 3.5% 3.6% 2.7%
S4 2.7% 2.6% 2.7% 1.8%

o Strategy 1 (S1): Status quo. This strategy represents current policy intent, and will be

referred to as the baseline strategy. Under this strategy, as part of the 2016 BPS, over the next
three fiscal years, around two-thirds of the fiscal deficit will be met by net external borrowing
on average. Considering shorter maturities of the domestic debt, this is equivalent to a split of
40-60 between external and domestic borrowing in gross terms. This composition is to be
achieved by external commercial borrowing of issuing US$ 1 billion in FY2016/17 and
us$1.25 billion in FY2017/18 and FY2018/19, in addition to the contracting of credit from
concessional and semi-concessional sources. On the domestic side, the objective is to reduce
the share of T-Bills in total net domestic financing. However, under this strategy, T-bill
issuance will continue to be high in FY2016/17 mimicking the issuance outcome in
FY2015/16, at a T-bill to T-bond financing mix of 60:40. In a three year period, the share of
T-Bills in net domestic financing is to be reduced to a level around 9 percent from the current
level of 45 percent. This corresponds to a share of T-bills in gross domestic financing
increasing to around 65 percent by FY2018/19 from a level of 60 percent in FY2015/16.
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:‘Strategy 2 (S2): Increas#d Issuance of Eurobonds. This strategy increases the size
of external commercial borrowing by US$ 500 million in each of the three years, as compared

to S1. Other external borrowing provisions remain the same as in the baseline. The increase
in external borrowing helps rehuce the issuance of T-Bills, while the nominal issuance
volumes for T-Bonds are the s?me as S1. In this strategy, T-Bills are rolled-over without

' providing net financing.

° Strategy 3 (S3): Decrea
reduces the volume of external commerci

i A
sed Issuance of Eurobonds. As opposed to S2, this strategy
ial borrowing by US$ 500 million every year. The

resulting financing gap is to bq‘ met mainly by T-Bills, keeping their share in net domestic

borrowing to around.40 percent.

Strategy 4 (S4): Incre#sed Issuance of T-Bonds. This strategy assumes the same
external borrowing volumes as ﬁn S1, while accelerating the issuance of T-Bonds, maintaining

their share in net domestic financing at 80 percent in each year of the strategy, in order to

improve the refinancing risk profile.
|

66.

\
The gross issuance volumes of the instruments are derived by adding the actual
and projected redemptions td the net financing. The share of instruments in gross financing

for each year for each strategy is depicted in Table 13. While T-Bills dominate the gross
financing profile (Figure 6 and 7), the concessional and non-concessional loans are still the

main sources of net financing,

|
Table 13. Composition of Net Domestic Borrowing (In percent of total net borrowing)

Strategies \JY 2015 2016 2017 2018

Share of st | 45% 62% 42% 9%
T-Eem 52 1 45% 34% 23% -25%
S3 | 45% | 58% 49% 32%

_ S4 || 45% 20% 23% 10%
Share of S1 ﬂ 55% 38% 58% 91%
T-Bonds S2 J 55% 66% 77% 125%
S3 ] 55% 42% 51% 68%

S4 [ [55% 80% 77% 90%
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Figure 6: Gioss Issuance by Instrument, by Strategy, by Year (In billions of Kenyan Shilling)
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Figure 7: Net Issuance by Instrument, by Strategy, by Year (In billions of Kenyan Shilling)
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C. Cost-Risk Analysis of Alternative Debt Management Strategies
|

6% The performance of the selected four strategies was assessed under both the
baseline and shock scenarios. Seve1a1 cost and risk indicators were computed to determine
how the strategies respond to a qet of shocks. Upon the input of existing debt and applying the
alternative financing strategies, using the baseline projections for relevant macro-fiscal and
market variables, the MTDS |Analytical Tool generates future cash flow and. provides
information on future debt c.orﬁposition and size, i.e. at the end of the chosen time horizon

which in this analysis covers the‘r period FY2016/17-FY2018/19.

Baseline results “
68. The financing policies“to be pursued during FY2016/17-FY2018/19 will have an
important effect on the portfolio composition. The near-to-medium term redemption profile
is dominated by domestic repayments and external commercial debt maturing during
FY2017/18 and FY2018/19. This underscores the importance of a medium-term approach to
debt management. The results of pursuing alternative debt management strategies in terms of
composition of the debt at end-FY 2018/19 is presented in Table 14. The table shows the
ultimate impact of the borrowing policies, such as the shift in domestic debt from T-Bills to T-

bonds. \
\

Table 14: Composition of Debt by Instrument under Alternative Strategies, as at end-
FY2018/19 (in perfent of outstanding portfolio)

| FY2014/15 | FY2018/19

|
Instrument | Existing | S1 S2 S3 sS4

| debt
Concessional ‘ 23 23 23 23 23
Semi-concessional L 18 23 23 23 23
External Commercial | 10 14 17 10 14
T-Bills J 11 12 9 14 10
T-Bonds | 38 29 29 30 31
External | 50 .60 63 57 60
Domestic 50 40 37 . 43 40
Total ‘ 100 100 100 100 100

Source: National Treasury |
69. The baseline strateg‘y (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 external debt, dominated by
concessional and semi-concessional loans, means that the gross external borrowing will be
much greater than maturing debt. Therefore, net external financing will be higher than for net
domestlg: debt. This will eventually lead to an increase in the portion of external debt. The
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volume of external commercial borrowing will be the main driver of the increasing share of
external debt in the total portfolio.

70. Demand for longer term T-Bonds can only increase gradually and is a hard
constraint. The sizes of the external commercial borrowing will therefore determine the share
of T-bills in the debt portfolio. In S3, where foreign bond issuance is reduced, T-Bills will meet
the financing gap. Hence, their share will be higher compared to S1 and much higher compared
to S2 at the end of the time horizon. In S2, T-Bills are envisaged to be used only to manage the
cash-flows within the budget year, without the need for raising funds for the overall financing.
If the foreign bond issuance is not to be increased above the level in S1, the reliance on T-Bills
can be still be reduced if they are replaced with longer term bonds, as in S4.

71. As the portfolio composition changes, thie cost and risk indicators will also be
affected. Table 15 depicts how these indicators result under each of the strategies, compared
to current status. Under each strategy, the debt to GDP ratio increases as a result of the
assumptions for 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 costs of alternative strategies are also comparable, reflecting Kenya’s
~credit spread in the domestic and external markets, and the expected path of depreciation for
the local currency.

Table 15: Cost and Risk Indicators under Alternative Strategies (End-FY2018/19)
(Baselire Scenario) '

Risk Indicators FY2014/15 | As atend FY2018/19
Existing S1 S2 S3 S4
Debt
Nominal debt as % of GDP 48.8 58.2 58.2 58.2 58.2
Present value debt as % of GDP 42.7 50.2 50.2 50.1 50.2
Interest payinent as % of GDP ; 3.5 3.8 3.8 3.9 3.8
Implied interest rate (%) 7.2 7.5 7.4 7.6 7.5
Refinancing Debt maturing in 1yr (% of 18.8 17.5 142 20.1 15.2
risk total)
Debt maturing in 1yr (% of 9.2 10.2 8.3 11.7 8.9
GDP)
ATM External Portfolio (years) | 12.1 11.7- 11.5 12.2 11.7
ATM Domestic Portfolio 5.3 3.7 4.0. 3.6 4.1
(years)
. ATM Total Portfolio (years) 8.7 8.6 8.9 8.6 8.8
Interest rate ATR (years) 8.1 8.4 8.7 8.4 8.6
risk Debt refixing in lyr (% of total) | 25.0 21.1 17.7 23.6 18.7
) Fixed rate debt (% of total) 93.8 96.3 96.3 96.3 96.3
FX risk FX debt as % of total 50.3 59.9 63.3 56.6 59.9

Source: National Treasury

72. Should the domestic interest rates increase, the cost of financing will be
immediately reflected on the T-Bills. In such a case, Strategy 2 can be more resilient, as there
will be less debt to be re-fixed in one year compared to other strategies. Strategies 1 and 4 also



provide improvements, compared to the current portfolio. Strategy 3 does not yield much
progress in this regard. It does, on the other hand, assist in slowing down the growth rate of
the share of external debt, a ready‘ increasing. This would lead to a lower exchange rate risk.

73

Refinancing risk will still be dominated by the short maturities of domestic debt.
Strategy 2, encompassing increased foreign bond issuance, has one the longest average-time-

to-maturity (ATM), and the lowest ratio of debt maturing within the next year. Strategy 4, with
a slight shift from bills to bonds, ‘also helps reduce the near term refinancing requirement.

74. The maturity profile prbv:des more detailed information about the evolution of
the exposure to refinancing rlsk As depicted in Figure 8, as the share of T-Bills continue to
Gorninate the financing mix, neai term redemption levels will be elevated as in Strategics 1
and 3. This would be alleviated lf)y increasing the share of external debt (Strategy 2). Issuing

demand side constraints (Strategy 4).

longer term T-Bonds will also Ia‘ad to improvement, although to a lesser extent, given the

Figure 8: Redemption Proﬂles for Alternative Strategies (End-FY2018/19)

(Baselme Scenario)

Source Natlonal Treasury

34

Strategy 1. Year4 | Strategy 2: Year 4
1,200,000 ! 1,200,000
|
1,000,000 [ 1,000,000
\
800,000 : 800,000
|
600000 —|— e )=
400000 — T‘ 400,000 — —
| ‘ il
200000 —— “ H—ﬂ————ﬁ 200000 — H —
|
i1 T — Hl T
nnaﬁmnr\-:nmnr\aammr\gﬂmwhmnmmhc\ﬂm mha-.-qmurmanmmrsmﬁmrrw: ﬁmmhmﬂn‘mr\mnm
ﬂ!\ﬂNNNNNN\MR‘:Mm‘!’Q‘J‘Y VA VNANYLVOYYVIONN HHﬂNNNNNMMrﬂmn’Q!fﬂ‘?'r\hlf\hlhf\b@\b\bk’:l\f\
CO000000QROOCC0OQ0C ©00QCC00Q0CC0 OOOOOOOOQODOC«OOGQOOOQGOGODGOOQ
NNANNNNANANNANNANNNNN NNNNNNNNANNNN NNNNNNNNNNNNNNNNNINNNNNNNNNNNN
#bten L |D:W_))F S0 pmemcls
N \
‘T i = = — —
1
Strategy 3: Year 4 | il | Strategy 4: Year 4
\ |
1208000 - ‘4 | | 1200000 - - s
1
L000200 |- ‘1 —m e | 1,000,000 e
B B - ‘L | 800000 oy e
L - } e e | GE0000 —— = -
. \ :
Y R [ B e e e = | 400,000 - e
4 |
00,000 - ]n lll 1= . 200,000 ‘ m i
| I i
R B
ll\hv--i"\ll'r\l)-lh'ml~-J\-1"\|nl%-ﬂmu\l\\h—tﬁflﬁh‘)-{h\ | w oo oA N~ O wWw A9 NO MUY QN
d-‘-iNf_iNNN’hM’-Mr‘v’-?!"'l'Y\V\Ihll-l{\li-lbvll!b‘bﬁhl\ | .-J—JNNNMMMMQVQ\A\D\(ILD@@\DF
S00NO0HNO00OOCCLOOC0 0OOCCODOLODODO | Qoooooooocoooooooooo
NN NNNHANNNNNNNNNNN NUONNNNNNNNNN ‘ NNNNNNNNNNNNNNNNNNPIN
shemlm sk # i 5 Extermy_ 2003 Domastc 2018
. o |
\
\
|
\
|

e S T

T




Impact of market shocks

75. The performances of the four alternative debt management strategies were also
evaluated under the shock scenarios. Among a number of cost and risk indicators considered
as part of the scenario analysis, two key cost indicators, debt/GDP and interest
payments/Revenues and* interest payments/GDP were computed to determine the cost of
various strategies under the baseline pricing scenario and shock scenarios. Risk for a given
financing strategy 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 quantify the risk associated with each of
the strategies.

76. The debt/GDP 1atio illustrates changes in the size cf the outstanding debt under
the baseline and market shock scenarios!>. The variations are mainly due to exchange rate
changes and the cumulative impact of higher interest payments, primary deficit, and
refinancinz of maturing debt at higher interest rates. Foreign currency debt can be issued at
lower coupon rates, therefore the real effect of an increase in the exchange rates would be
better captured by looking at the level of outstanding debt, rather than interest payments. On
the other hand, this measure does not account for the debt service costs as depicted in the
government budget or in terms of Treasury cash-flows.

77. Interest payments/revenue assesses each strategy in terms of direct interest costs.
This measure typically captures the results of rising interest rate levels, as reflected in the actual
cash-flows. The level of interest divided by revenues reflects the burden of interest service on
. the budget. However, this measure does not reveal the full cost associated with exchange rate
variations.

78. Interest payment to GDP assesses each strategy in terms direct interest costs to
GDP. This measure typically captures the results of rising interest rate levels, as reflected in
the actual cash-flows. The level of interest divided by GDP reflects the burden of interest
service on the economy. However, this measure does not reveal the full cost associated with
exchange rate variations

0

79. The results would idéally identify the trade-offs between cost and risk,
nevertheless they can also present more and less efficient strategies. This'means that a
better result can be achieved in either cost or risk without losing on either. The results with

15 The MTDS Analytical Tool is capable of computing several other cost-risk indicators. External debt-
to-GDP provides for measure of external vulnerabilities and expos'ure to exchange rate shocks. Interest
payments can also be expressed as a proportion of GDP, to help assesses potential impacts on the
government’s budget. Total debt service, including interest and principal payments, as a proportion of
GDP provides information regarding overall affordability of debt service obligations.
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respect to different indicators dsan also pose a different picture about the ranking of the
strategies. As different 1nd1catdrs capture different features, the three measures discussed
above were used together to enab le a more complete evaluation of costs and risks. The results

are depicted in Figure 9.

|

80. The ranking of the strartegles is almost reversed with respect to the two indicators.

- While S3 seems to dominate oth]er strategies with regard to the debt/GDP indicator, it performs
the worst when taking into acpount the interest/revenue ratio. Reduced foreign borrowing
decreases the level of exchangq rate risk, but the resulting increase in the issuance of T-Bills
makes the Treasury more exposed to interest rate risk. The opposite argument holds for S2,
while S1 and S4 are comparable It should also be emphasized that the strategies are close in
terms of the risks, thereiore other considerations, inciuding the redemption profile, market

outlook etc., also need to be tal;(en into account in making a decision.

|
Figure 9: Cost-Risk Representation of Alternative Borrowing Strategies (End-¥Y2018/19)
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1.

Given the constraints in the domestic market, Kenya will have to rely on external

debt to mitigate refinancing risk. In this regard, the Government should maximize the
utilization of concessional financing. The utilization of available multilateral loans help reduce
refinancing and interest-rate risk, without adding to the cost '
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82. = Containing the increase‘“ in the share of external debt would help to mitigate the
exchange rate risk. While increasing the size of external commercial borrowing (S2) leads to
a lower interest cost due to the lower coupon rates, this would increase the exposure of the debt
pertfolio to fluctuations of forelgn exchange rates. In the event of a shock, the debt/GDP ratio
will increase, which may amp 1fy the risk perception in the markets with. regard to debt
sustainability. 3

83. A well-managed external commercial borrowing program will hc.l.p alleviate the
pressures in the domestic market However, the Government will need to have a view on the
targeted level of debt portfolio ¢0mp051t10n in terms of the share of external debt. Maintaining
a certain volume of presence m international markets, as part of a well-designed borrowing
program, will enhance the prquctabll ty and credibility of the sovercign, ieading to beter
borrowing conditions. The preparatlon of such a program should be accompanied by improved
market investor relations. This includes enhanced communication with current and potential
investors and improved inforr@ation disclosure policies with regard to the debt strategy, fiscal

and macro outlook etc. J

84. Gradually reducing the reliance on T-Bills will not only improve the redemption
profile, but also mitigate mtbrest rate risk. The near term refinancing profile is determined
by the composition of domesdlc debt, and changing it would help contain the risks. Strategies
1 and 4 have different speeds of achieving a financing mix that would increas: the share of net
financing raised by T- Bonds. Ideally, T-Bills should be used for cash management purposes,
while long term financing needs are met by T-Bonds. While increasing the share of T-Bonds
rather rapidly, as in S4, would lead to better debt management environment, the final decision
on the path of achieving thlsfr end will depend on the demand side constraints. Maintaining a
certain volume of presence in the foreign bond market will also help achieve this objective.
85. In conclusion, takiﬂg into account both risk and cost trade-offs, the implied
quantity of gross borrowing, the need to develop the domestic debt market and ability to
implement the strategy, the 2016 MTDS proposes Strategy 4 (S4) as the best strategy.
Indeed, the results of the cdst and risk analysis (Tables 16, 17 and 18; Figures 10, 11 and 12)
reveal that the 2015 MT DS is less favorable going forward compared to the 2016 M1 DS.

86. Strategy 4 mvolves; increased Issuance of Domestic Bonds. This strategy increases
the size of domestic bond iésuance in each of the three years, as compared to S1. Other external
borrowing provisions remam the same as in the baseline - The external debt comprising 60 per
cent of gross borrowing WHL e 40 per cent comprise of the domestic borrowing. On the external
front concessional is proppsed at 23 per cent, semi-concessional 23 per cent and commercial
14 per cent. In this strategy T-bonds will be the main source of net domestic financing, while
T-bills will primarily be qn instrument to manage government cash position. Considering the
macroeconomi¢ and domestlc market environment issuance of medium term domestic debt
through benchmark bond$ is recommended.




Table 16: Cost and Risk Analysis: 2015 MTDS vis-a-vis 2016 MTDS: Interest to GDP

Scenarios 2015 MTDS | 2016 MTDS
% Yo
Baseline . : 3.84 3.85
Exchange rate shock (30%) 4.13 4.14
Interest ratz shock 1 (Moderate Shock) . 4.96 4.86
Interest rate shock 2 (Extreme Shock) 5.67 Moo
Combined shock (15% depreciation and interest rate shock 1) 5.14 5.03
Max Risk - 1.84 1.68
Source: National Treasury
Figure 10: Interest Payments to GDP Ratio as at end 2018
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Table 17: Cost and Risk Analysis: 2015 MTDS vis-a-vis 2016 MTDS: PV of to GDP

Scenarios 2015 MTDS | 2016 MTDS
% %
Baseline 50.15 50.17
Exchange raie shock (30%) 56.78 56.79
Interest rate shock 1 (Moderate Shock) 51.85 51.70
Interest rate shock 2 (Extreme Shock) 52.91 52.69
Combined shock (15% depreciation and interest rate shock 1) | -~ 55.20 55.05
Max Risk ‘ 6.63 6.62

Source: National Treasury
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|
Figure 11: PV of Debt to GDP Ratio as at end 2018
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Table 18: Cost and Risk Anzd‘lysis: 2015 MTDS vis-a-vis 2016 MTDS: Interest to Revenue

as at 2018 of to GDP j

Scenarios i 2015 MTDS | 2016 MTDS
% Yo

Baseline | 17.31 17.34
Exchange rate shock (30%) | ' 18.63 18.66
Interest rate shock 1 (Mode%rate Shock) 22.36 - 21.89
Interest rate shock 2 (Extrer:he Shock) 25.59 24.91
Combined shock (15% deprfeciation and interest rate shock 1) 23:16 22.67
Max Risk 0 8.27 7.57

Source: National Treasury ‘
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Figure 12: Interest to Revenue as at 2018
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IX. DEBT SUSTAINABILITY

87. The Government recoghizes the importance of managing debt prudently to avoid
unwarranted debt burden to the future generation and reduce the risk of macroeconomic
instability. Significant effort h;‘ﬁs been made to improve the institutional arrangement for debt
management as well as capacity to assess risks.

88.  The latest (September ﬁZOlS) Debt Sustainability Analysis (DSA) update for Kenya
indicates that Kenya’s debt‘:“is sustainable. The DSA compares debt burden indicators to
indicative thresholds over a ZQ—year projection period. A debt-burden indicator that exceeds its
indicative threshold suggests a 1isk of experiencing some torn Of debt disiress. Thiere are four
ratings for the risk of externaﬂ debt distress:

e Low risk - when all the d’eb’t burden indicators are well below the thresholds;

e Moderate risk - when debt burden indicators are below the thresholds in the baseline
scenario, but stress test§ indicate that thresholds could be breached if there are external
shocks or abrupt changés in macroeconomic policies;

e High risk - when the ba$eline scenario and stress tests indicate a protracted breach of debt
or debt-service thresholds, but the country does not currently face any repayment
difficulties; or f

e Indebt distress - whenf the country is already having repayment difficulties.

89.  Countries are classified into one of three policy performance categories (strong,
medium, and poor) using the World Bank's Country Policy and Institutional Assessment
(CPIA) index, which uses different indicative thresholds for debt burdens depending on
the quality of a country’s policies and institutions. Kenya is rated a strong policy country
and as such is subject to tfﬁxe following thresholds:-

Table 19: Kenya: External Debt sustainability thresholds
Classification NPV of Debt in percent of: Debt Service in percent
' | of:

GDP  Exports Revenue Exports Revenue
50 200 300 25 22

Strong Policy

Performer
Source: IMF Country Report No. 15/269, September 2015

a. External debt sustainability

90. Given the abové thresholds, under the baseline scenario, Kenya’s debt ratios listed
in Table 20 indicates that external debt is within sustainable levels for a country rated as
a strong performer. The debt sustainability indicators show that Kenya faces a low risk of
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external debt distress. This is attributed to the high level of concessionality of current external
debt and the positive outlook in other macroeconomic indicators.

Table 20: ¥Xxternal debt sustainability

Indicator 2014 2015 2016 2017 2019 2024
PV of debt—to-GDP ratio (50) 19.6 22.1 221 21.8 212 182
. PV of debt-to-exports ratio (200) | 107.7 1204 1234 1232 1223 1103

PV of debt-to-revenue ratio (300) | 1022 1109 103.6 99.1 948 813
Debt service-to-exports ratio (25) 27.8 299 319 327 390 414
PPG Debt service-to-exports ratio | 9.0 6.5 8.0 8.7 140  17.1
Debt service-to-revenue ratio (22) 8.6 6.0 6.7 7.0 109  12.6
Source: IMF Country Report No. 15/269, September 2015

b. Public debt sustainability

91. Kenya’s public debt sustainability threshold on PV of Debt/GDP as a strong performer
and a low middle income country is 74 percent. However, Kenya endeavors to be within the
East African Community convergence criteria for PV of Debt to GDP®.

92.  Under the baseline scenario shown in Table 21, the PV of public debt-to-GDP,
increases from 45.8 percent in 2014 to 48.5 percent in 2015 and to 44.4 percent of GDP
by 2019. 'n the long term, the PV of public debt-to-GDP is expected to decline to about 37.3
percent by 2024. Given Kenya’s relatively strong revenue performance, the PV of public debt-
to-revenue ratio would gradually decline from around 238.7 percent in 2014 to be around 199.2
percent in 2019. Going forward, the debt service-to-revenue ratio is expected to decline from
34.0 percent in 2014 to about 26.6 percent in 2017. Overall, the results from the DSA indicate
that Kenya's public debt remain sustainable over the medium term.

Table 21: I*ublic debt sustainability

Indicator (Threshold) 2014 2015 2016 2017 2019 2024
PV of putlic sector debt to GDP | 45.8 48.5 48.1 473 44.4 373
ratio (74)

PV of public sector debt-to- 238.7 2433 2259 2148 199.2 166.6
_revenueratio __
Debt service-to-revenue ratio 34.0 29.7 28.1 26.6 27.9 26.4

Source: IMF Country Report No. 15/269, September 2015

16 The EAC public debt convergence criterion for PV of Debt/GDP is 50 percent.
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93. In Table 22, a worst—casé scenario, a “borrowing shock” scenario is presented
which assumes Government borrowing 10 percent of GDP in FY2015/16. The results
indicate that in thg medium terrd, the debt burden indicators do not breach any of the debt
sustainability thresholds. | '

Table 22: Sensitivity Analysis for Key Indicators of Public Debt

Indicator Threshold 2015 ratios Impact of 70% of
5 ' GDP increase in
borrowing in 2015
| on debt indicators in
2017
PV of Debt as % of
74 4 54
GDP J
0
PV of Debt as % of 300 238 237
Revenue
; &
Debt Service as % of 30 29 29
Revenue

Source: IMF Country Report No.“: 15/269, September 2015 and National Treasury

94. - Itis also noteworthy fhat the 10 percent shock is way above the planaed borrowing.
In FY2016/17, the Government plans to borrow, on a net basis amount equivalent to 6.9
percent of GDP to finance ﬂhe budget. The net borrowing is expected to decline to 4.3 percent
of GDP in FY2018/19. |

95.  The sustainability o‘f Kenya’s debt depends on macroeconomic performance and a
prudent borrowing policj‘. Recourse to significant uptake of domestic debt financing could
further increase the domestic interest rates, and put pressure on the debt sustainability position.
In addition, non-concessignal external financing carries an inherent foreign exchange risk,
worsens the PV of debt hnd therefore increases the risk of debt distress. The borrowing
envisaged under the 20/ 6 MTDS will be undertaken with caution taking these factors into
account. 9
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X. IMPLEMENTING THE 2016 MTDS

96. The Government will prepare a borrowing plan to accompany the 2016 MTDS
(Strategy 4) and meet the financing requirement for the financial year 2016/17. The
borrowing compositien assumed in the MTDS analysis together with the Government cash
flow plan provides the basis for the projected annual borrowing plan. The Government will
communieate the domestic borrowing plan to the market participants through the Consultative
Forum for Domestic Debt Market (CDDDM). v

97.  The 2016 MTDS provides a clear set of assumptions and some information on key
risk parameters that are associated with the Strategy (S4) (Table 9). These provide the
basis on which the implementation of the strategy will be monitored and reported. If there is a
significant and sustained deviation in the outturn relative to that assumed in the MTDS
analysis, the strategy will be reviewed and revised. ‘

98. Debt management strategy development needs a robust legal framework. The
Government has enacted legislation governing both external and internal borrowing under the
Public Finance Management Act, 2012 with provisions that are in line with the requirements
of the Constitution of Kenya, 2010 and best international practice. In addition, the institutional
arrangement for public debt management will continue to be strengthened taking into account
the provisions for the establishment of a Public Debt Management Office (PDMO) and the
new syster of devolved government.

-99.  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 international practice.

100.  Continued collaboration with partners, such as the US Treasury, the IMF, the World
Bank, IFC, MEFMI and the Commonwealth Secretariat will be encouraged in developing the
Government and corporate bond markets and capacity building in debt management. Recent
experience in issuance of a Euro bond will enhance capacity in future issuances. The debt
recording system will be upgraded and integrated with IFMIS, additional skilled staff posted
to PDMO while training in debt management techniques will be scaled up.
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XI. CONCLUSION

101.  The 2016 MTDS is a robust framework for prudent debt management. It provides
a systematic approach to decision makKing on the appropriate composition of external and
domestic borrowing to finance fthe budget in the financial year 2016/17, taking into account
both cost and risk. The cost—ri#k trade-off of the 2016 MTDS has been evaluated within the

medium term context.

102. The debt strategy complements the DSA, a forward-looking framework
concerned with long-term s‘f‘ustainability of 'debt. Whereas Kenya’s current debt level is
sustainable, it is imperative| that the Government continues to implement prudent debt
management practices and pq‘licies supported by sustained macro-economic stability.

103. The 2016 MTDS has;“‘considered the current macro-economic environment both at
the local and international scene and the related vulnerabilities. The recommended
strategy is one that seeks the? issuance of medium to long term domestic debt, and contracting
of external concessional debt.
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104.  This is the eighth ﬁme that the Government is formally presenting the Medium
Term Debt Management ‘;“Strategy and the third time it is being presented in accordance
with the PFM Act, 2012. As required under the Act the Strategy is in line with the Budget
Policy Statement and Estimates presented to Parliament. Going forward, the Government will
implement measures aimed at enhancing the transparency and accountability in public debt

management.
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