From Debt to Decision: An Engineering Economic Analysis of Kenya’s Fiscal Metrics




LEAVE BLANK



LEAVE BLANK

Mr. Robin Wachania
Industrial Management Program
University of Central Missouri
Warrensburg, MO, USA.
RXW49200@ucmo.edu
Jeff Ulmer, Ph.D.
Industrial Management Program
University of Central Missouri
Warrensburg, MO, USA.
julmer@ucmo.edu


Abstract— This research paper explores the impact of domestic borrowing as incurred by the Kenyan government on inflation, showing how rising debt levels influence macroeconomic stability. As the Kenyan government relies increasingly on domestic borrowing to finance financial deficits, it is essential to understand the mechanisms through which such debts affect inflationary measures within the country. Domestic debt may contribute to inflation by increasing the money supply through central bank financing, crowding out in the private bank sector segments, and influencing expectations of future price levels. This study shall adopt a systematic approach to analyze these relationships, focusing on identifying feedback loops between governmental growth and money supply, inflation rates, and private sector investments. Through systematic analysis, this research shall understand and contribute to the body of knowledge on the intersection between fiscal policies and inflation dynamics within Kenyan economics.
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Introduction
	Like many other developing economies in the Global South, Kenya is facing an ever-growing burden of debt, domestic and external. Domestic debt, in particular, is a key concern as it shapes the country’s macroeconomic landscape. Over the years, the Kenyan government has relied on domestic borrowing to finance its financial deficits, with debt reaching alarming levels. The majority of this debt is audacious debt, which has come under scrutiny as it was not allowed and vetted by the legislative arm of the government, which happens to be the parliament. This reliance on debt, coupled with opulence in government expenditure and laxity in fiscal management, has profound implications for inflation and overall economic stability [1]. 
In recent months, Kenya’s fiscal policies have sparked widespread debate, which has caused protests surrounding the Finance Bill of 2024. This bill proposed numerous tax hikes and levies aimed at increasing government revenue and addressing rising public debt [2]. However, this bill and its proposals were met with public outcry and protests as many business groups, individuals, and social groups perceived it as government outreach that would reduce disposable income for businesses and individuals. Government critics pointed to the reckless spending and the lack of transparency, alleging that public officials and politicians often misappropriated funds for different government expenditures and projects [2]. This perception of political theft and rampant corruption is essential to understanding Kenya's broader issue of inflation. Excessive spending by the government, especially on non-productive and politically motivated projects, has led to inflation. This causes the government to borrow more to finance its expenditure, which leads to expanding the money supply, often without increased national output. The imbalance between demand and supply of goods and services, driven by excessive economic liquidity, leads to inflation in the country [2]. 
Furthermore, the political elite has exacerbated inflation when they divert public funds. This deliberate theft of taxpayer money undermines the effectiveness of fiscal policies and projects to stimulate and maintain economic growth [3]. Instead of investing in infrastructure, healthcare, or education to stabilize the economy and improve productivity in the long run, taxpayer money is often routed and diverted into schemes with no economic return, such as the new healthcare coverage known as SHA or Housing projects in remote areas [4]. This results in a gap that is currently widening between government spending and economic output, which is contributing to inflation in the country [3]).
The relationship between government domestic borrowing, inflation, and fiscal management is crucial in this context [3]. The Kenyan government continues borrowing from domestic sources such as banks and bonds, putting more money into circulation. As the borrowing increases, the central bank is pressured to monetize this debt, further increasing the money supply, pushing inflation higher, and the value of money lower. Meanwhile, this has made interest rates unaffordable for the common ‘mwananchi’ (citizen), which has reduced access to credit, increasing struggles to maintain productivity, and contributing to inflation. This research aims to show the connections between these variables, examining how the Kenyan government, its domestic debt, and political corruption contribute to inflation. Through analysis of variables, the study shall explore the economic mechanisms that play a role in debt accumulation, inflation, and government spending. Ultimately, this research shall offer insights and illuminate how domestic debt contributes to inflation, curtailing sustainable growth, and exacerbating economic challenges.
Variable Information
Data Sources - The data used for this research paper was collected from the Central Bank of Kenya, both of which have been cited below [5] [6]. 
Annual Average Inflation - This is the average inflation rate over the last 12 months, which gives a view of price changes within the Kenyan economy. It is a reflection of long-term inflation trends that minimize the volatility experienced month to month. Commonly used to assess overall economic stability in the long-term purchasing power of the consumers [7].
12-Month Inflation - This is also known as year-on-year inflation and is compared to the consumer price index of a given month to the same month in the previous year. It is a reflection of short-term price changes and is mostly used to track recent inflammatory pressures that affect businesses and consumers more immediately [7].
Government Debt - Government debt is the total amount of money that the government owes both domestically and externally [5]. It is a reflection of the government’s borrowing to fund public services, budget deficits, and infrastructure. High debt levels often affect the credit ratings of nations, interest rates, and the fiscal space of a country.
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III. Indicators and Understanding of Selected Variables
In the assessment of the dynamics between inflation in government debt over the period 2022 and early 2025, two key inflationary indicators were analyzed for this essay. Annual average inflation and 12-month inflation covering the periods from January 2020 to February 2025 were used. The annual average inflation reflected the long-term inflation rate of a 12-month period, and for this analysis, there was a fluctuation between 5.29% in January 2020 and 3.98% in February 2025, picking up at 8.78% in May 2023 [5]. Despite the upward trend in government debts, the correlation between the coefficients and the annual average inflation in government debt was weakly positive. While there was a significant relationship between the two variables, the strength of the correlation is minimal, suggesting that increases in government deaths are not strongly associated with changes in annual average inflation [6]. This implies that there are other factors at play, such as fiscal policy decisions, external borrowing patterns, foreign exchange volatilities, or government interference in the market, that play more dominant roles in driving public debt growth [8]. 
The 12-month inflation rate measures short-term inflation by comparing the consumer price index of a given month with that of the same month in the previous year. Unlike annual average inflation, this mission is more volatile, ranging from a low of 2.72% in October 2024 to a high of 9.59% in October 2022. The correlation between 12-month inflation and government debt was weakly negative; its statistical significance was high. This inverse relationship, even though we reflect that there could be inflation surges, well, there is reduced borrowing by the government. It could also suggest that rising inflation prompts debt servicing or erodes the value of the outstanding debts [1]. 
In this study, government debt was treated as the independent variable. The government debt doubled over the study period from three trillion Kenya shillings to six trillion Kenya shillings in February 2025 [5]. The inflation indicators show a minimal correlation with this debt accumulation over the last five years. This could suggest the weakening of the local Kenyan currency, which increases the cost of foreign-denominated debt. Additionally, it shows that while inflation is an essential measure of the macroeconomy's status, it does not influence government debts, at least for the period observed. 
1. Data Analysis
The data used in this study were compiled from the official Central Bank of Kenya data sets, which are cited below. Key economic variables such as the annual average inflation, 12-month inflation, and government debt were analyzed using Microsoft Excel. Using Excel, the relationships between inflation indicators and government debt were examined through correlational analysis. The results were as follows in Figures 1 and 2.
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	Figure 1. Annual Average Inflation versus Government Debt
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	Figure 2. 12-Month Inflation versus Government Debt

For this paper, a correlational study was also conducted between government borrowing and lending rates from local Kenyan banks, which revealed a strong positive correlation of r=0.86935. This finding implies a direct relationship between public sector domestic borrowing and the cost of credit to private individuals and businesses. When the Kenyan government borrows heavily from local banks, it competes with the private sector for capital, pushing lending rates up and crowding out private investment. This link means that investors must closely watch domestic borrowing trends, as it could make financing for private projects more expensive and slow economic growth (see Figure 3).
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Figure 3. Government Borrowing and Lending





1. Conclusions and Recommendations for Investors
Analyzing inflation trends in government domestic debt reveals important and subtle signals for current and future investors. While the annual average and 12-month inflation show statistically weak correlations with government debt levels, this suggests that inflation alone is not a primary driver for debt accumulation. However, it is a player in shaping Kenya's fiscal policies, interest rates, and general investment climate. For investors, this data is critical for decision-making. Inflation has been shown to erode real returns, especially for fixed-income investments [9]. 
Additionally, the increase in government domestic debts could imply future tax policy shifts, austerity measures, and adjustments in public sector investments, which affect business environments and investor returns. Finally, inflation rates indicate fiscal tightening and reduced customer demand, especially for investors in FCMG products. Investors should look out for the following metrics for deeper decision-making. The metrics, such as inflation rates, government debt to GDP ratio, interest rates, exchange rate stability, primary budget balance, and sovereign credit ratings, affect external and internal investors [9]. 
Inflation rates help the investor understand purchasing power and future interest rate trends, while the government debt-to-GDP ratio indicates the country’s ability to manage and repay its debts. Additionally, the central bank's interest rates directly influence borrowing costs and investment returns, while exchange rate instability could trigger currency volatility, affecting returns on foreign investments. 
Finally, the primary budget balance is a sign of fiscal discipline, which could predict future borrowing needs, while sovereign credit ratings reflect the country’s creditworthiness and investment risk, indicating the environment for investing. Investors should diversify geographically and by asset class, especially for growing economies like Kenya, to hedge against local economic risks such as debt crises and inflation spikes. Additionally, they should monitor macroeconomic policies closely, especially those that affect fiscal policy updates such as taxation and tariffs [9]. Lastly, investors should use the government's inflation-protected instruments, such as treasury bonds, when inflation is high.
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