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Abstract

As a debt-collection exercise, the just abandoned IMF Program failed to address any of the six core
components of Kenya’s macroeconomic malaise: multi-generations of sub-par per capita growth;
misspecified fiscal policy, most often too tight, occasionally too loose, bad both ways; a distribution of
land originally aimed to curb productivity that is still doing so; an exchange rate overvalued by some
20 percent from the mid-20-teens; a 30 percent sustained relative food price shock since 2019; and
monetary policy for 2024 too tight, with core inflation below the target band for almost a year. All that
produced mass protest in mid-2024, presaging premature IMF program abandonment.

But public debt remains pivotal to policy design. A debt-sustainability analysis calls for a medium-term
primary surplus of ¥ a percent of GDP, with the IMF inexplicably demanding more than that. But as
that is above best practice, it is at the expense of growth. Instead, a growth sustainability analysis
contends that realizing potential requires a sustained primary deficit of 1 percent of GDP, which to be
compatible with debt sustainability, requires a write off now of debt of some 15 percent of GDP.

So Kenya has three options: to give up growth potential and continue with the IMF program framing,
with fiscal retrenchment led by revenue; to “go it alone” without the IMF; or to push for a complete
rethink of the IMF strategy, for a program oriented to growth potential, including a debt-write off.
The first ignores political-economy reality; the second ignores market reality; leaving the third.

To activate the third, a “collaborative” default is proposed, with key parameters of the write off and
accompanying program to be negotiated with the IMF prior to default, with the IMF program
announced at the same time as the default —ie, default with formal immediate IMF blessing. The
process does not cross the main public creditors’ red lines, but innovates on substance and process.

The accompanying IMF program would allocate most interest savings arising to avoiding revenue
ratio rises, would include a new fiscal rule focussed on best practice primary balances and both ex ante
and ex post transparency, and even with Exceptional Access, would secure financing assurances by
decisively addressing all six elements of the macroeconomic malaise. That includes core structural
reform, led by a land tax, less trade protectionism notably for foods, aggregate public enterprise
reform, and recognition via the fiscal rule that all effective structural reform requires adequate
financing. All that can be expressed in a total of ten focussed conditions for the IMF credit.

All other options are worse for all concerned, as is delay. Kenya should adopt this course, now.

/" This paper should be read in conjunction with “And then, Floods”, our earlier assessment of the just
abandoned IMF program in Kenya, in which all references here concerning that program are elaborated. We are
most grateful to Jared Osoro, Chris Lane, and Ndongo Samba Sylla for trenchant comments on a previous draft.
The usual disclaimers apply.
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I. Predicament
Kenya’s extended IMF program was recently abandoned. This paper assesses the options now.

The defunct program essentially subjected all other policy objectives to reduction of public debt. But
by thereby overlooking many other macro-critical elements, including the policy roots of long-standing
poor per-capita GDP growth, it was fundamentally misspecified.

As a result, it fell substantially short of its objectives, even in its own terms:

* real GDP in 2024 was more than 3 percent below initial program projections prepared in 2021, a
shortfall of half a year’s typical growth in just three years;

* immediate default was averted, the primary balance of consolidated general government has
strengthened by 2% percentage points of GDP mainly via expenditure compression, and debt has
fallen relative to GDP —but that is flattered by the exchange rate, so debt is set to rise again in 2025;

e and after the surge led by the public sector in the 2010s, investment ratios have declined steadily, to
2V percentage points of GDP below their 2019 levels alongside depressed bank credit to the private
sector in H2 2024. While this has lowered the external current account deficit, it is exactly the wrong
counterpart to external adjustment given high unrealized growth potential.

The IMF program was subject to exogenous shocks, particularly the Russian invasion of Ukraine. But
its response was also misspecified, notably regarding the relative price of food after 2020 and monetary
policy in 2024 and into 2025. That was reflected in inflation falling far below the central target in 2024,
with core inflation falling well below the target band from mid 2024 into 2025, where it remains.

Absent the program, matters could have been even worse. But this is no catalogue of success, or of any
sort of “laying the groundwork for future growth”.

And these developments ignited an outburst of nationwide generational protests in mid-2024, followed
by an ongoing series of major political realignments. They also forced a significant retreat in the
program’s fiscal objectives for 2024/25 — which Mr. Mbadi describes as a “crazy imagination” —in the
combined 7th and 8th reviews, followed by an even further step back from those objectives with a
second budget amendment in Spring 2025. It seems likely that the latter were critical to non-
completion of the final program review.

Kenya has made major efforts over three years and has delivered its program commitments, reflected
in completion of all program reviews until the last. But as those commitments were misspecified,
outturns have significantly disappointed program projections. And with Presidential elections on the
horizon, the nation gives every sign of having reached the limits of what it will tolerate.

Kenya is thus at an impasse.

The authorities, speaking through the Principal Secretary of Treasury, have said they want no gap
between programs. Given multiple fragilities, that may be wise. But premature cancellation of the

2/" Unless otherwise indicated, all data cited are taken from the Spring 2025 IMF World Economic Outlook
(WEO) database, and the Kenya National Bureau of Statistics.
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program inherently opens that gap, and one in which, the diplomatic dance notwithstanding, the IMF’s
insistence on and the authorities promise of fiscal virtue “but not yet” are both inherently non-credible
positions.

Thus, even before contemplating the implications of recent US-sourced policy shocks, if the core of
IMF conditionality on Kenya remains unchanged, it will keep disappointing, at the very best.

A new macroeconomic path is required out of this morass.

II. Diagnosis.
That new path should address all six principal components of Kenya’s macroeconomic malaise:

® Decades of per capita growth rates well below those of the best peers in Kenya's GDP per capita
neighborhood. Thus in the 30 years to 2019, Kenya’s annual average GDP per capita in constant
international dollars rose by a quarter, whereas its best peers quadrupled. Had Kenya matched them
over that period, its economy would be three times its current size, easing all issues, including debt.

* The first long root of that shortfall is mis-specified fiscal policy. Kenya’s best peers maintained
primary balances over decades in a narrow range of 0-2 percent of GDF, while Kenya for 15 years to
2010 recorded primary surpluses up to 4 percent of GDP, with high taxes and low spending curbing
Kenya's supply side, followed by a burst of excess deficits relative to that band in the later 20-teens.

® The second long root is land distribution. Colonial seizure of productive land with discriminatory
direct taxation were intended to cause gross overcrowding in residual lands and structurally
suppress Kenyans’ reservation wage. That land structure, sacrificing prosperity to benefit the
privileged, has since intensified with population growth and willing-buyer-willing-seller land sales.

* Both long roots found expression in the latter 20-teens by emergence of a heavily overvalued
Shilling, fruit of Mundell-Flemming-Dornbusch exchange rate overshooting as high fiscal deficits in
a risk-on context forced interest rates and the Shilling up to curb inflation. The hit to manufacturing,
private investment, and export share in global markets since 2016 indicate 20 percent overvaluation.

® These factors were further compounded by a major relative price shock —with food prices reported
up 30 percent relative to non-foods in 2024 from 2019. With 1/3 of households spending on food, this
has major implications for non-food spending, income distribution, poverty, and political strains.

® And in 2024, as taxes were raised to pay debt and real wages fell further in effort to restore
competitiveness, an excessive disinflation has taken official 12-month core inflation below the target
band since July. That raised the incidence of nominal wage cuts —akin to the “internal depreciation”
associated with pegs and shared currencies, the most costly form of real wage adjustment.

By essentially ignoring all six macro-critical factors, the now defunct IMF program made no progress
to address any of them. Instead, it was essentially a debt collection exercise, the essence of which was a
reduction in the primary deficit, led by tax increases, all embodied in a blizzard of conditionality.

But the upshot has not simply been further delay in addressing these six factors. By ignoring them, the
IMF has incurred deserved generational reputational damage in Kenya. And the President, as leading
public advocate for that flawed program, has suffered significant loss of domestic credibility. Both
factors impede resolution of the challenges now.


https://retepelyod2.wordpress.com/wp-content/uploads/2024/01/right-primary.pdf
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And rather than the public protest being, as officials often imply, yet a further exogenous shock to the
IMF program, they were instead an endogenous response to policy misspecification. So they are set to

continue in one form or another absent a macroeconomic course correction.
In designing that correction, the framing challenge remains public debt.

Despite the level of debt relative to GDP being understated by the marked appreciation of the Shilling
during 2024 back into heavy overvaluation territory, this challenge remains on account of the
misspecification of 2021 IMF program in addressing Kenya's growth shortfalls.

Given that, conceptually there are two routes to rendering debt sustainable.

The first is to carry on doing "whatever it costs" to the fiscal primary balance to pay in full, regardless
of the costs in terms of output foregone —both in terms of multipliers from fiscal consolidation and,
often much more substantively, the cumulative losses from damage to the 1ong—run supp]y side from
combinations of elevated taxes and compressed provision of public goods.

The second route is to write off debt sufficiently to render debt sustainable consistent with best
practice primary balances and realization of full growth potential over the medium- to long-run.

Debt Sustainability

Estimates of debt stabilizing primary balances in the context of no debt write offs provide orders of
magnitude rather than exact precision, especially due to the challenge of predicting the risk premium.

The assessment, summarized in Table 1, is that a primary surplus of the order of ¥ percent of GDP
would stabilize the public debt ratio.

That conclusion rests on several assumptions: continued sub best per capita growth in part reflecting
the endogenous political tension the core policies elicit; and continued undershooting of the inflation
target into 2025. All this is reflected in only modest relief in the real risk premium paid by the
Government of Kenya, reflected in the average interest rate paid by the budget.

In addition, in reconciling data on fiscal deficits and the change in the debt stocks, the “residual
discrepancy" is calculated after aﬂowing for the effect on the stock from changes in the exchange rate
on the valuation of foreign currency denominated debt. Projections here —and throughout —for that
residual discrepancy are based on the Spring 2025 IMF WEO projections. There were major algebraic
errors in IMF projections for this discrepancy during 2024, but those seem to have been corrected.

However, primary surpluses of %2 percent of GDP are some 1% percentage points of GDP above those
typically maintained by countries in Kenya's GDP per capita neighborhood with the highest sustained
real GDP per capita growth rates during 1990-2019.

And such deviations are associated with heavy loss of per capita growth potential relative to the best
due to damage to the supply side from combinations of excess taxes and under—supply of public goods.
This is the "whatever it costs" approach to assessing debt sustainability —as it explicitly is not


https://nation.africa/kenya/blogs-opinion/blogs/why-imf-debt-sums-for-kenya-did-not-add-up-5015630
https://nation.africa/kenya/blogs-opinion/blogs/why-imf-debt-sums-for-kenya-did-not-add-up-5015630
https://retepelyod2.files.wordpress.com/2024/01/right-primary.pdf
https://retepelyod2.files.wordpress.com/2024/01/right-primary.pdf
https://retepelyod2.files.wordpress.com/2024/01/right-primary.pdf

Table 1. Debt Sustainability Assessment

2021 2022 2023 2024 2025 2026 2027 2028 2029
Framing Assumptions
Primary balance -3.1 -1.7 -0.9 -0.4 0.0 0.2 0.4 0.5 0.5
GDP deflator 4.3 7.0 6.1 4.1 4.7 5.0 5.0 5.0 5.0
KSh / US$ e.o.p. 113.1 123.4 156.5 129.3 144.8 152.0 158.1 162.9 167.8
residual discrepancy -1.8 -1.3 -1.2 -0.6 1.6 0.3 0.0 -0.1
Debt (In percent of GDP)
Debt write off 0.0
est reval % GDP 2.8 8.1 -5.8 3.6 1.6 U2 0.9 0.9
Debt 68.2 67.8 73.0 65.6 68.3 68.5 68.2 67.4 66.6
Budget (In percent of GDP)
Overall balance -7.2 -6.1 -5.7 -5.5 -4.1 -4.1 -4.0 -3.8 -3.8
Interest 4.1 4.4 4.8 5.1 4.1 4.3 4.4 4.3 4.3
Macro Projections
Av interest rate 6.0 6.5 6.5 7.8 6.9 7.0 7.0 7.0 7.0
Real per capita GDP 5.3 2.6 3.3 2.2 2.5 2.5 2.5 2.5 2.5

concerned with the associated output foregone, even when those accumulated costs are enormous, as

illustrated vividly by Jamaica since 1995 (See Box 1).
Growth Sustainability

By contrast, the second route in principle to debt sustainability is to write off sufficient debt so that
best practice primary balances of deficits of 1 percent of GDP yield a stable public debt trajectory.

For this analysis, which assumes the write-off is unanticipated, the only elements of the policy
framework which are assumed to change from Table 1 are those directly arising from the debt write off
itself. So in this initial assessment, no correction is assumed for the inflation undershoot or any of the
other policy shortcomings in Kenya. But such a stock adjustment to public debt would allow a fiscal
relaxation in 2025 and associated multiplier effects on output that year.

Accordingly, the growth sustainability analysis takes account of four channels by which debt-write offs
affect the budget and the macro:

o the reduced level of public debt and hence budget interest payments;

® the reduction in sovereign risk premia and interest payments, including by reducing social tensions;

* the beneficial spillover from those reduced risk premia to private sector activity; and last,

* the long-run supply side effects of rendering primary balances consistent with best practice,
accommodating country-specific growth-maximizing combinations of taxation and supply of public

gOOClS.

As with Debt Sustainability Analysis, such Growth Sustainability Analysis yield orders of magnitude
rather than precision in their estimates.



Box 1. Jamaican Paradigm

In 1994-97, following a then conventional form of
sweeping financial liberalization of the kind which
foreshadowed the GFC imposed under an IMF
program, Jamaica had a major financial crisis. Its
domestic institutions needed heavy recapitalization
by the government, causing public debt to explode.

Subsequently, the Jamaican authorities, also at IMF
insistence and applying extraordinary discipline,
delivered a series of budget primary surpluses to
render that debt sustainable. Those surpluses
averaged 7.3 percent of GDP between 1990-2019.

As a result, Jamaican debt has been sustained, with

only token restructurings.

But alongside, output in a country duly renowned
for the remarkable productivity of its Artists,
Athletes, and Ambassadors, stagnated. Real GDP
per capita grew only 0.3 percent annually between
1995-2019, far behind the best performers in its
GDP per capita neighborhood.

Had Jamaica applied its extraordinary policy
discipline instead to match the policy frameworks of
its best peers over that period, notably their
moderate primary deficits, its GDP per capita in
2019 would have been 3 times what it was.

While the IMF blames exogenous hurricanes and
crime for this colossal output foregone, they rather
were endogenous as high IMF primary surplus
targets precluded spending on hurricane
preparation and recovery and steps to be tough on
crime and its causes.

Hence the exorbitant damage of elevated primary
surplus targets to the supply side.

Key to this process was the willingness of the
Jamaican public over decades to tolerate the
consequences, including for output. And Jamaica’s
creditors used that forbearance to recover their
money in full, rather than write off public debt to
put Jamaica on a path to realize its output potential.

Accordingly, it is telling of the relative importance
she gives to debt versus development that the IMF
Managing Director recently appointed one of the
Jamaican Finance Ministers who carried out this
policy to be the black presence in IMF management.

It is unlikely, however, that he will find any political
systems willing to make the Jamaican degree of
generational sacrifice of output to debt, and given
the 2024 protests, certainly not in Kenya.

For further discussion of Jamaica, see here.

In order to assess how much debt write offs are necessary to put Kenya on a sustainable path with

primary deficits of 1 percent of GDP, a “stepwise search” assessment is conducted until the write off is

sufficient to stabilize debt. Each step accounts for the four channels noted. This stepwise analysis is

reported in Table 2. The framing assumptions at the top of the table are constant across all steps.

Thus, in step 1, a write-off of 5 percent of GDP leaves public debt on an upward trajectory to and
beyond 67 percent of GDP, partly reflecting minimal impact on the budget and the sovereign risk

premium.

In step 2, a write off of 10 percent of GDP, has a larger impact on the risk premium, and yields debt in
the medium-term of over 60 percent of GDP, but it is still rising at that point, though less rapidly than

in step 1.

Stabilization is only clearly realized in step 3, assuming a write-off of 15 percent of GDP, in part
because that shows debt stabilizing at below 55 percent of GDP alongside a decisive reduction in the
risk premium. That not only supports the fiscal framework, but by doing so, it also supports private

investment and growth relative to the earlier steps.
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Table 2. Growth Sustainability Assessment

2021 2022 2023 2024 2025 2026 2027 2028 2029
Framing Assumptions
Budget primary balance (In percent of GDP) -3.1 -1.7 -0.9 -0.4 -1.0 -1.0 -1.0 -1.0 -1.0
GDP deflator 4.3 7.0 6.1 4.1 4.7 5.0 5.0 5.0 5.0
KSh / US$ e.o.p. 113.1 1234 156.5 129.3 144.8 152.0 158.1 162.9 167.8
Public debt residual discrepancy -1.8 -1.3 -1.2 -0.6 1.6 0.3 0.0 =0.1
Step I. Write Off Debt of 5 percent of GDP
Debt (In percent of GDP)
Debt write off 5.0
est reval % GDP 2.8 8.1 -5.8 3.6 1.4 1.2 0.9 0.9
Debt (incl e.r. revaluation) 68.2 67.8 73.0 65.6 62.6 64.2 65.4 66.2 66.9
Budget (In percent of GDP)
Overall balance -7.2 -6.1 -5.7 -5.5 -5.1 -5.0 -5.1 -5.2 -5.2
Interest 4.1 44 4.8 5.1 4.1 4.0 41 4.2 4.2
Macro Projections
Budget av interest rate (In percent) 6.0 6.5 6.5 7.8 6.9 7.0 7.0 7.0 7.0|
Real per capita GDP growth 5.3 2.6 3.3 22 25 23 23 25 215
Step Il. Write Off Debt of 10 percent of GDP
Debt (In percent of GDP)
Debt write off 10.0
est reval % GDP 2.8 8.1 -5.8 3.6 i 1.1 0.8 0.8
Debt (incl e.r. revaluation) 68.2 67.8 73.0 65.6 57.5 58.8 59.9 60.5 61.0
Budget (In percent of GDP)
Overall balance -7.2 -6.1 -5.7 -5.5 -4.9 -4.5 -4.6 -4.7 -4.7
Interest 4.1 4.4 4.8 5.1 3.9 3.5 3.6 3.7 3.7
Macro Projections
Budget av interest rate (In percent) 6.0 6.5 6.5 7.8 6.6 6.8 6.8 6.8 6.8
Real per capita GDP growth 53 2.6 3.3 2.2 29 25 25 257 2.7
Step lll. Write Off Debt of 15 percent of GDP
Debt (In percent of GDP)
Debt write off 15.0
est reval % GDP 2.8 8.1 -5.8 3.6 12 1.0 0.7 0.7
Debt (incl e.r. revaluation) 68.2 67.8 73.0 65.6 52.4 53.5 54.4 54.7 54.9
Budget (In percent of GDP)
Overall balance -7.2 -6.1 -5.7 -5.5 -4.8 -4.1 -4.2 -4.2 -4.2
Interest 4.1 4.4 4.8 5.1 3.8 3.1 3.2 3.2 3.2
Macro Projections
Budget av interest rate (In percent) 6.0 6.5 6.5 7.8 6.4 6.5 6.5 6.5 6.5
Real per capita GDP growth 5.3 2.6 3.3 2.2 3.1 2.7 2574 3.2 3.2




The conclusion of this step-wise search assessment is that a stock adjustment proportionate across all
forms of public debt of the order of 15 percent of 2024 GDP reconciles a stable trajectory for public
debt with growth optimizing primary deficits of 1 percent of GDP. If the impact of write offs on
Kenya's risk premium is less than projected here, the necessary write-off would be larger.

And if the debt write offs are not proportionate across all forms of public debt, then the anchor
measure of the adequacy of the chosen structure of write offs is whether or not aggregate public debt
remains sustainable with primary deficits of 1 percent of GDP.

This write-off is significant. That largely reflects the metric used to establish adequacy of the write off
in this exercise. Rather than the typical “whatever it costs” in terms of sacrificed output debt
sustainability analysis, this assessment explicitly anchors write-off adequacy in growth-optimization.

And in so doing, it avoids the half-measures which have so disfigured the overwhelming bulk of such
debt stock adjustments since the 1980s across both HIPC and Brady Plan operations —evident in the
subsequent systematic deliver_y of above—best-practice primar’y balances, consequently low growth, and
in the frequency of series of debt stock operations.

Instead, it follows the relatively rare success cases from those operations, including Poland, the
Dominican Republic, and Bosnia, where decisive stock adjustments accommodated subsequent
sustained best practice primary balances, yielding best long run growth outcomes.

Note that unlike in some “whatever it costs” framings, distinctions between domestic and foreign
creditors and domestic and foreign currencies do not offer “magic bullet” solutions in this growth
framing. Whatever an inflation surprise or loss of the nominal anchor might do to lower real domestic
currency debt would be undone by the damage to balance sheets —including of ordinary people who
have no ability to assess and discipline government budgets —and the associated hit to growth. And
though foreign currency denominated debt is ultimately paid by exports rather than by GDP, a healthy
export sector requires a supportive domestic sector. So in this growth framing, the key focus is on the
primary balance and GDP, with these other factors wrapped into, rather than driving policy.

II1. Three Scenarios
In light of the two conceptual routes to sustainability, three overall options arise for Kenya now.
In assessing each, the focus is on the interaction between the trajectories for revenue, the primary
balance, and debt relative to GDP on the one hand, and the level of the risk premium and the growth
in real per capita primary spending on the other.
And a key distinction between the following projections and those preceding in Tables 1 & 2, is that
whole policy packages are now assessed, not just the singular implications of the trajectory of primary
balances and the impact of write-offs on risk premia.

IMF "No Rethink" Program

The authorities’ stated preference is to avoid a gap between programs, and negotiations on this course
are under way.

10
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The IMF has already publicly indicated its core negotiating position in the latest program review
paper and the spring 2025 WEO —namely that the primary balance should strengthen to 1% percent
of GDP in 2028/29, supported by increases in revenue ratios by almost 2 percentage points of GDP.

A naive macro projection of that framework, drawing on the IMF’s own but adjusting for its mis-

reading of 2024;25, might indicate that it has some merit (See Table 3).

Thus, real per capita income continues to grow, the debt ratio falls below 2025 levels by the end of the
period, and real per capita primary spending rises rapidly, approaching double digits.

Table 3. IMF “No Rethink” Program

2021 2022 2023 2024 2025 2026 2027 2028 2029
Framing Asssumptions
Revenue 16.8 171 16.9 17.4 17.6 18.1 18.7 19.0 191
Primary balance -3.1 -1.7 -0.9 -0.4 -0.0 0.5 0.9 1.3 1.4
Debt (In percent of GDP)
Debt write off 0.0
est reval % GDP 2.8 8.1 -5.8 3.6 1.6 1.2 0.9 0.9
residual discrepancy -1.8 -1.3 -1.2 -0.6 1.6 0.3 0.0 -0.1
Debt 68.2 67.8 73.0 65.6 68.3 68.4 67.6 66.1 64.6
Budget (In percent of GDP)
Overall balance -7.2 -6.1 5.7 -5.5 -4.1 -3.8 -3.4 -3.1 -2.9
Interest 41 4.4 4.8 5.1 4.1 4.3 4.4 4.3 4.2
Macro Projections
Budget av interest rate (percent) 6.0 6.5 6.5 7.8 6.9 6.9 7.0 7.0 7.0
Growth of real per capita GDP 5.3 2.6 3.3 2.2 25 2.4 2.4 2.4 2.4
GDP deflator (percent) 4.3 7.0 6.1 4.1 4.7 4.7 5.0 5.0 5.0
KSh/US$ e.o.p. 113.1 123.4 156.5 129.3 144.8 152.0 158.1 162.9 167.8
Growth of real per capita primary -2.9 5.3 8.7 6.4 7.5 8.7 8.2 8.2
expenditure

However, such projections are deeply fragile:

® IMF insistence on a medium-term primary of 1% percent of GDP in calendar 2029 significantly
exceeds the % percent of GDP indicated by the Debt Sustainability analysis (Table 1); it is
completely unclear why the IMF insists on Kenya doing more than is necessary.

® There is no recognition that the attempt to raise the primary balance and revenue ratios in 2024 by
just 1 percentage point of GDP above norms in Kenya had seismic social and political consequences.

® Given Mr. Mbadi’s epithet on the IMF demand to tighten in 2024/25, he may be more loquacious on
the IMF-set 1% percentage point of GDP further rise in the run up to national elections.

e If forced, then assumptions on the risk premium and hence the average interest rate, key to the debt
trajectory, would likely give way under social protest, so that debt ratios would still not decline
below 2024 levels even were both the tax and targeted primary balance targets to be delivered.
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® And if in an attempt to head off that duress, the revenue ratio demands were withdrawn but the
primary balance targets held, then some of the rise in the risk premium would be avoided, offset by
lowering the growth in real per capita primary spending to 2/3 the rates shown in Table 3.

¢ That last conundrum does not mean that “there are no good choices for Kenya; it reflects the poor
options when countries deviate from best practice on medium-term primary balance targets.

Thus, the IMF negotiating position is playing with fire on Kenya’s debt sustainability.

To IMF economists examining spreadsheets in air-conditioned Washington DC, a demand to raise
primary surpluses by a further 1%4 may not seem like much. But the lesser IMF demands in 2024
alr‘eady pr‘oduced a firestorm. As elaborated below, that resistance is so deeply rooted that neither the
governing nor any constellation of the opposition parties is politically capable of delivering these
numbers. Disregarding that will raise social tensions and Kenya’s risk premium further, and so render
debt stabilization even more elusive. Even so, all that would take Kenya even further in the direction
of Jamaica—with surpluses adrift of best practice with associated heavy medium-term output costs.

And it is not just that every major confrontational sovereign debt restructuring since IMF’s inception,
including Greece 2010 and all the recent defaults, were preceded by IMF staff projections like those in
Table 3 indicating that debt was sustainable. The problem is much more deeply and widely rooted in
the IMF —which has a lamentable record of “see-no-evil” on the trajectory of public debt in Africa and
elsewhere, systematically understating the need for and degree of debt write-offs needed, leaving
countries laboring under excessive burdens. Kenya is now but the latest in a very long line of such.

Go It Alone

Faced with such non-credible IMF program demands, a second option is for Kenya to “Go It Alone”,
but still eschewing default.

With the “handcuffs” off and non-IMF financing available, a sizeable fiscal relaxation might be
undertaken, to give immediate relief to social pressures and anticipate national elections. Projections
for this, illustrated here by a cumulative 2% percent of GDP relaxation in the primary balance, provide
strong cautions against this approach, both for the near and medium-terms (Table 4).

This scenario shows an immediate and significant growth in real per capita primary spending initially
well into double digits and, given multipliers from the fiscal impulse, some rise in real GDP growth.

But major risks are evident:

® Debt is thus set on an unsustainable path. That will raise the risk premium. With this doom loop in
place, debt would be headed up to and beyond 75 percent of GDP.

¢ In such circumstances, non-IMF ﬁnancing typically 1s formally contingent on some explicit form of
“IMF approval”, be it a program funded or otherwise or endorsement in surveillance. The IMF will
rightly not endorse a framework with debt on this kind of unsustainable trajectory.

e With fiscal expansion, the Central Bank will likely respond by tightening policy, yielding a repeat of
the Mundell-Flemming-Dornbusch exchange rate appreciation that marked the second half of the
20-teens, further compromising Kenya’s competitiveness and output—for as long as investor
confidence holds. Given the global risk-off environment unlike the 20-teens, that may not last long.

* And with both inflation somewhat and Kenya'’s risk premium considerably higher, the average
interest rate paid by the Government of Kenya would rise considerably.
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Table 4. Go It Alone.

2021 2022 2023 2024 2025 2026 2027 2028 2029
Framing Assumptions
Revenue 16.8 1741 16.9 17.4 175 17.0 17.0 17.5 1745
Primary balance -3.1 -1.7 -0.9 -0.4 -1.0 -2.5 -2.5 -2.0 -1.0
Debt (In percent of GDP)
Debt write off 0.0
est reval % GDP 2.8 8.1 -5.8 0.9 1.5 1.3 1.0 1.0
residual discrepancy -1.8 -1.3 -1.2 -0.6 1.6 0.3 0.0 -0.1
Debt 68.2 67.8 73.0 65.6 66.7 69.9 729 75.1 76.2
Budget (In percent of GDP)
Overall balance -7.2 -6.1 -5.7 -5.5 -5.6 S7a5 ot/ -7.4 -6.6
Interest 4.1 4.4 4.8 5.1 4.6 5.0 512 5.4 5.6
Macro Projections
Budget av interest rate (percent) 6.0 6.5 6.5 7.8 7.8 8.3 8.3 8.3 8.3
Growth of real per capita GDP 5.3 2.6 3.3 2.2 2.7 2. 2.4 2.4 2.4
GDP deflator (percent) 4.3 7.0 6.1 4.1 5.0 515 615 I 55
KSh / US$ e.o.p. 113.1 123.4 156.5 129.3 133.2 139.8 145.4 149.8 154.3
Real per capita primary -2.9 5.3 8.7 11.8 14.3 8.6 8.6 3.1
expenditure

All of this is set, much more quickly than is the case with the "No Rethink" IMF scenario, to produce a
major exchange rate crisis and loss of market confidence, pushing Kenya’s precarious sustainability
over the edge in short order. It does so because it fails to reconcile the preferred fiscal stance with the
precarious state and quantum of public debt.

If Jamaica is a key exemplar of the failure of the IMF “No Rethink” Program strategy, then France in
1981-83 is the classic exemplar of the failure of this kind of “Go It Alone” strategy.

So is there another way to reconcile the preferred fiscal stance with debt constraints?
IMF “Growth Potential” Program

To avoid risk of crisis—arising in the "No Rethink" scenario from the combination of primary balance
and revenue ratio increases raising social strains and the risk premia, and in the “Go It Alone” scenario
from the fiscal relaxation causing an immediate loss of market confidence —and so set Kenya on a path
to achieve its growth potential, the debt constraint has to be relaxed in line with the growth
sustainability assessment.

In this scenario, with 15 percent of GDP of debt written off, revenue ratios largely held constant, and

the primary balance slowly relaxing to a deficit of 1 percent of GDP, the risk premia decline as all prior
major sources of risk have eased (Table 5).
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That sets debt on a stable trajectory around 55 percent of GDP while accommodating a sustained rise
into double digits in real per capita primary spending —far more than in the "No Rethink" scenario
because it is not dependent on non-credible primary balance targets, and than in the “Go It Alone”
scenario because it can be financed.

In this context, GDP is boosted initially by the modest and phased fiscal relaxation, and in the longer
term, by the sustained improvement in competitiveness and the eventual supply side boost from the
optimal primary balance targets.

This would set Kenya on a new long-run growth trajectory. It avoids the inherent contradictions in the
"No Rethink" scenario under which IMF fiscal conditionality sets primary balance targets increasingly

above best practice and social tolerance, and the immediate blowout risks of the “Go It Alone” .

Table 5. IMF “Growth Potential” Program

2021 2022 2023 2024 2025 2026 2027 2028 2029
Framing Assumptions
Revenue 16.8 171 16.9 17.4 175 17455 1785 17.8 18.0
Primary balance -3.1 1.7 -0.9 -0.4 -0.6 -0.8 -1.0 -1.0 -1.0
Debt (In percent of GDP)
Debt write off 15.0
est reval % GDP 2.8 8.1 -5.8 3.6 1.2 1.0 .7 0.8
residual discrepancy -1.8 -1.3 -1.2 -0.6 1.6 0.3 0.0 -0.1
Debt 68.2 67.8 73.0 65.6 53.4 54.3 55.2 55.4 55.5
Budget (In percent of GDP)
Overall balance -7.2 -6.1 -5.7 -5.5 -4.6 £3i9 -4.2 -4.0 -4.0
Interest 41 4.4 4.8 5.1 4.0 3.1 3.2 3.0 3.0
Macro Projections
Budget av interest rate (percent) 6.0 6.5 6.5 7.8 6.8 6.5 6.5 6.0 6.0
Growth of real per capita GDP 5.3 2.6 3.3 2.2 2.8 2.8 2374 29 29
GDP deflator (percent) 4.3 7.0 6.1 41 5.0 5.0 5.0 5.0 5.0
KSh / US$ e.o.p. 113.1 123.4 156.5 129.3 144.8 152.0 158.1 162.9 167.8
Growth of real per capita primary -2.9 5.3 8.7 9.4 9.7 9.6 10.1 10.1
expenditure

And by putting Kenya on a sustainable best practice path for the primary balance, it corrects a major
impediment in place since the early 1990s to Kenya finally realizing its full enormous growth potential.

IV. A Collaborative Default

Given how transformative debt write-offs at the proposed scale would be for Kenya, how as a matter
of process might they be brought about, now?
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Global administration governing these matters is unrelentingly hostile. While the IMF laments that
debtors delay restructuring, it has set up no effective processes to execute write offs when needed.

So the only way for debtors to initiate such processes is to execute confrontational defaults. Then, after
a long lag, IMF missions negotiate programs “to restore order”, anchored by macro-economically
pivotal medium-term primary balance target numbers which are often punishingly extreme and
apparently random. Then, debtors, the party least able to carry the associated administrative burden,
have to lead negotiations with private creditors on those terms, always under duress of further delay.
This can last well beyond debtors’ typical political cycles. Little wonder that they tend to shun all this
like the plague. Ghana, Zambia, and Sri Lanka recently illustrate all these matters.

And for authorities like those in Kenya which —notwithstanding their failure to complete the last
program review —place a high premium on being and appearing to be cooperative with creditors, the
requirement that such proceedings are initiated with a confrontational default with a long lag
thereafter before “order is restored” makes the very notion of any of this offensive. And it remains so
regardless of how developmentally transformative debt write-offs at the necessary scale would be.

There 1s, however, another way.

Taking the initiative, the Kenyan authorities could, in a three-phase process, propose —and with the
necessary consent, implement —a Collaborative Sovereign Default instead.

Phase 1-Negotiate with the IMF

On the basis of the analysis in sections I-11I above, the authorities could approach the IMF staff and
management confidentially and through them the key IMF shareholders. And, on the basis that the
defunct program failed due to its fundamental misdiagnosis, and on the evidence that best practice
medium-term primary deficits for countries in Kenya's GDP per capita neighborhood are 0-2 percent
of GDP, they could propose a debt restructuring on the following terms:

® During these preparatory negotiations with IMF staff, all debt service falling due is honored.

* A new IMF program is proposed, anchored by a medium-term primary fiscal balance target
consistent with best practice for countries in Kenya’s GDP per capita neighborhood, a deficit of 1
percent of GDP.

* Rejecting the fragility of the Debt Sustainability Assessment for Kenya, the scale of debt write off is
determined from a Growth Sustainability Analysis assuming a primary deficit of 2 percent of GDP,
thus building a “buffer” into the restructured macro framework relative to the 1 percent deficit
program target.

e Apply these write off terms with the cutoff date as April 2021, the start of the just lapsed IMF
program. That would shield creditors, including domestic, which in good faith funded that program.

* From the day of IMF Executive Board approval, only senior debts and those originated after the
cutoff date would continue to be serviced. Anticipating write-offs on the program terms, this would

be a default with immediate formal public IMF blessing.
Phase 2-The Paris Club
The cutoff date and IMF Board Approval for the full structure provides a firm basis for ongoing

financing from all creditors for the balance of payments and fiscal —a key ingredient securing financing
assurances —while formal debt restructuring negotiations with the Paris Club proceed.
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Those formal negotiations take place on the basis of the IMF program parameters, including for the
debt restructuring and the presumption that commercial creditors will then settle on the same terms in
aggregate.

The Kenyan authorities should insist, from the start of negotiations, that if the Paris Club creditors
face a hold-out, that the IMF should at that point activate its lending into arrears policy within a year
of program commencement so as to force progress to the phase dealing with private creditors.

Phase 3—Private Creditors

Once the Paris Club has formally agreed terms, the Kenyan authorities would, as part of their original
proposals to IMF staff and management, nof then negotiate the terms with commercial creditors.

Instead, at that point, the IMF would declare a multi-year multi installment per year smooth and
extended amortization schedule for Kenya to cover all its outstanding pre cutoff date non Paris Club

debt.

That would be set to yield debt relief by private creditors in aggregate equal to the Paris Club.

This would include domestic private creditors. But given the short maturity of the bulk of such credits,
they would be protected by the specific cutoff date. But if some are obliged to write off claims, their
liability for such would cease once they have reached their regulatory capital minima. Note this
protection would only apply to institutions; if individuals, whether local or foreign, hold domestic
currency claims on government, they would be liable to the full hit to pre cutoff date private debt.

Kenya would then, as a formal program performance criterion, immediately begin paying according to
that amortization schedule (annuity) into an IMF-approved escrow account. At that point, the formal
default has ended. But the IMF would release those paid funds to private creditors once they have
settled the division of that annuity amongst themselves.

In contrast to current arrangements, this process places the administrative burden of securing the sub-
division amongst private creditors onto the strongest and most generously funded parties involved,
namely the private creditors themselves.

As with HIPC, it would be highly desirable to protect such collaborative defaults from private legal
challenge in US and UK jurisdictions, but not absolutely necessary as apart from shielded

international reserves, Kenyan assets there are modest.

And on that basis, the process of restructuring ends for the authorities with commencement of
rescheduled payments to the Paris Club and payments into escrow for non-Paris Club creditors.

That would bring the entire process within —and possibly well within—Kenya'’s electoral cycle.
All this, across all three phases, would constitute a “collaborative default”.
In particular, on process the key terms would all be negotiated with the IMF prior to announcement,

and there would neither be a confrontational default nor any ]ag between the announced default and
commencement of the associated IMF program. The default and the accompanying program
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conditionality would be announced to the public and markets simultaneously once approved by the
IMF Executive Board, perhaps in the context of a Monday bank holiday to allow time for markets to
absorb the whole package, including implications for domestic creditors, before they open.

And the package to be pre-negotiated with the IMF would incorporate key details of the full

macroeconomic pohcy framework, as pI’OpOSCd below.

V. Medium-Term Fiscal Framework Parameters
Primary Balance
The medium-term primary balance target should be a deficit of 1 percent of GDP

That target for consolidated general government (IMF definition) reflects both the evidence that the
Kenyan system is not able to withstand anything significantly stronger at this point and the global
evidence that a balance between 0 to minus 2 percent of GDP is growth optimal for countries in

Kenya’s GDP per capita neighborhood.

It is, by construction, also consistent with debt sustainability as the parameters of the collaborative
default were purposefully calculated to ensure that outcome.

Revenue
Revenue Ratios to GDP should remain below some 18 percent of GDP

Substantial rises in revenue ratios were a cornerstone of the now defunct IMF program. But that
ambition was never explained or justified; given the primacy on paying debt, it was simply axiomatic.

But fundamental factors —and reflected in recent evidence —indicate that this conditionality was not
just inappropriate, but fundamentally counter-productive.

On IMI data, Kenya's revenue ratio has been stable at around 17 percent of GDP since the
mid-2000s, rising only slowly to that level prior to then.

That trajectory reflects not just the small size of the “formal” (directly taxable) sector, itself reflecting a
century of policy misspecification, but is also symptomatic of deep-seated resistance to taxation in
Kenya, rooted as internationally in historical and conjunctural factors:

* Kenyans were introduced to taxation by colonialists, for whom its prime purpose for over half a
century —on the British South African model and alongside land seizure —was to suppress the
“natives’” reservation wage, thus forcing them into wage labor on plantations.

e Furthermore, the function of government thus funded was suppression, most violently in the decade
before independence and sometimes echoed under post-independence administrations. As elsewhere
—for example the UK with poll taxes, or the US with all taxes starting with tea—such national sub-
conscious historical associations can resonate deeply in the political economy of taxation for
centuries after the original offenses and long after the original perpetrators have been vanquished.

® The 46 Kenyan nations did not merge organically but were forced together, deeply compromising the
community of identity needed for tolerance of pooled resources via taxes.
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® And the foundational document governing revenue, the Constitution, is still new, dating just from
2010. It has yet to settle with key provisions still heavily contested, including the oversight role of
Parliament, due process, and devolution-cum-fiscal federalism —with long delays to transfers of
funds to counties a recurrent flash-point.

Hyper-sensitivity to “corruption” —which typical Kenyan political discourse defines so widely that it is
often spoken of as Kenya'’s only problem —is also symptomatic of all this. The subversion of common
identity wrought by the colonial borders means that suspicion that Government might be to the undue
benefit of others severely limits how much government is tolerable even when it is efficient. And when
government is even just moderately inefficient or corrupt, let alone seriously awry, anger erupts.

It is the height of arrogance to whitewash away such legacies because they are embarrassing reminders
to—and are inconvenient for —lenders who, after a rash of poor decision-making, insist on “whatever
it costs” to recover their money. Nor can they be covered up by injunctions to the Kenyan Revenue
Authority to “try harder”, nor by distinctions between raising tax rates versus expanding tax bases,
nor by faulty peer comparisons disregarding inconsistencies in definitions of revenue and government
and GDP and the critical historical contexts, nor by performative anti-corruption initiatives, nor by
anodyne “domestic revenue mobilization” rubric. The attempt to do all of these under the now defunct
IMF program yielded its inevitable fruit in a major tax revolt, of the classic international genre.

Ironically, the Gen-Z ambition to forge a singular identity organically would, if realized, relax one of
these four constraints. But Kenya is not there yet.

Thus, the evidence suggests that, for now, Kenya is close to the political economy limits of acceptable
taxation and that those limits are deeply-engrained.

And if so, a macroeconomic program which fails to respect those limits undermines its own goals by
the disorder that it provokes. That does not mean that no increases in revenue ratios can be envisaged,
but a program designed on swift, large, or broad rises is fatally flawed.

Nor does that mean that ambitions for growth in GDP per capita have to be foregone. IMF evidence
of the last four decades indicates a range of developmental strategies succeed: some countries grow
rapidly with drag from high taxation offset by generous provision of growth-enhancing public goods,
while others grow rapidly with the spur from low taxation offset by limited provision of public goods.
Kenya's revenue ratio in 2024 is almost exactly at the mid-point between these two poles at its level of
GDP per capita. It indicates nothing out of line.

Expenditure
Real Per-Capita Primary expenditure should not rwe more than some 10 percent annually

Given the primary balance and revenue parameters, primary expenditure is determined in the program
as a residual.

Each of the three scenarios considered in Section III indicate substantial growth in real per capita
primary spending in coming years. But that is financed in fundamentally different ways: the IMF “No
Rethink” Program via significant rises in revenue ratios; the “Go It Alone” approach via rising public
debt ratios; and the IMF “Growth Potential” Program via significant economies on interest payments.
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But only the last is credible because unlike the other two, it respects both the fundamental governance
constraints on revenue in Kenya and, after collaborative default, debt sustainability.

On the proposed revenue and primary balance parameters, there is considerable scope for increased
real per capita primary spending —rising in double digits throughout. That does not reflect “excess
debt write-off”; instead, given how the debt write-off was calibrated, it reflects what is necessary
(though not sufficient) to hold the Kenyan system together at this point and it is also consistent with
growth potential.

Furthermore, as this includes investment, the accommodation of public investment, in all its forms
from infrastructure to human capital, sets the stage to reverse the disastrous contraction in investment
during the defunct program. In particular, the decline in risk premium will spur private investment,
while economies on interest allow rising public investment alongside.

That does not mean either that revenue has to be as high as the proposed ceiling, nor that the
corresponding growth in real per capita primary spending will be that high either. Relative to those
ceilings, the government could choose to follow a low tax low public good developmental path. As that
choice is not macro-critical —does not determine the medium-term rate of growth —it should be left by
the IMF under these arrangements to the authorities’ unconstrained choice.

But if they choose a low revenue growth trajectory, then primary spending should be pared
commensurately because the target primary balance is binding.

The total of spending should include the consolidated losses of public enterprises. And reform of such
enterprises, including privatization, should be subject to a cap on this aggregate rater than by detailed
requirements enterprise by enterprise, leaving those key details to the authorities to determine.

On the composition of primary expenditure, the anchor reform achieved by the collaborative default is
major savings on interest. Given that, expenditure on other items can, if so chosen, continue at close to
prior levels.

Preliminary evidence from the fastest growing countries pursuing a low revenue growth strategy
suggests they concentrate their limited public spending on education, congruent with ensuring in that
context an efficient allocation of assets —in this case, general (as opposed to firm-specific) skills.

Fiscal Rule

A best-practice primary balance of 0 to minus 2 percent of GDB with ex-ante and ex-post transparency

Unlike the defunct program, this IMF program should buttress its credibility by establishing a fiscal
rule to guide policy and expectations both during the program and across the transition to a post-IMF-

program future.

With debt reduced to levels rendering it sustainable with best-practice primary balances of zero to
minus 2 percent of GDP, those best practice primary balances, to be observed continuously, should
anchor Kenya's headline fiscal rule.

The overriding objective is thus to focus the fiscal on the core objective: long run growth.
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This means of doing so will establish a transparent framework, to apply annually not over a period,
with the flexible exchange rate constituting an additional shock-absorber. This also facilitates
enforcement as it can be verified by the usual processes, including by the Parliamentary Budget Office
and public participation for each annual budget. But the most effective enforcement would be securing
Ccross-party consensus on the proposed rule and its purpose.

This rule thus dominates all rules based on medium-term debt to GDP, compliance with which rest on
projections. The speculative nature of such projections is underscored by the wide variations in IMF
medium-term debt projections during the defunct program, which ranged by over 10 percentage
points of GDP, first down, then all the way back up.

The primary balance band also recognizes and corrects the errors in Kenya’s fiscal policy over the past
four decades, with the stance for long periods far too tight relative to best practice, notably from the
mid-1990s to 2009, and then far too loose during the 20-teens, with both errors compounding each
other in damaging long-run growth.

The permanent floor in the rule also anticipates further “risk on” bouts in global financial markets, as
in the 20-teens, buttressing resistance to major fiscal dislocations produced by bursts, inevitably
transitory, of “cheap finance”.

In that regard, the primary balance rule also dominates “golden rules” because those would not have
shielded Kenya from the consequences of the “risk on” global context in the 20-teens —during which
much of the associated inflows financed particular infrastructure, including the SGR and the Nairobi
expressway. And with so much investment at Kenya'’s level of GDP per capita being in human capital,
there is little merit in rules which only recognize machinery and mortar investments.

In all this, the stable simplicity of the primary balance target band will also keep volatility in fiscal
policy within the bounds which Kenya’s political and administrative can manage well, with the
modesty of automatic stabilizers in the fiscal system assisting compliance.

But as with all fiscal rules, a simple get-out clause reflecting major global shocks like Covid or
domestic shocks like drought should be incorporated to accommodate necessary discretionary
interventions.

And should such shocks compounding eventually bring best practice again significantly into
contradiction with sustainability, then the expectation would be that a further collaborative default
rather than abandonment of best fiscal practice would reconcile the two.

Given that a collaborative default as envisaged would lower headline debt in the first instance to 55
percent of GDP, rising thereafter only moderately, this rule would be consistent with Kenya'’s current

guideline that the NPV of public debt should be below 55 percent of GDP.
With broadly similar incidence of positive as negative output gaps in Kenya's history, policymakers
should generally aim to keep the primary balance at the center of the band in annual budgets to

accommodate shocks in either direction during any given year.

And, as major advantage, Kenya would start its proposed program fully compliant with this proposed
headline fiscal rule.
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Finally, but critically, the rule should also be buttressed by an “ex ante” transparency rule by which
any public debt or guarantee entered into under foreign law requires at least 30 day prior public
notification of the entire debt agreement with parliament in order for the country’s authorized
signatory to be mandated to sign. Without that, the debt would not be recognized in law.

This arrangement should be targeted on foreign law debts because domestic law obligations can, at
least in principle, be restructured by Parliament ex post in case of the sorts of malfeasance by creditors
to Mozambique and Senegal.

All this will help to shield Kenya from the sorts of “surprise” debt as in Mozambique and Sencgal
recently where IMF surveillance and programs failed to do so, particularly if that standard is adopted
in the UK and US jurisdictions in regard to recognition of debts in sovereign insolvencies. And this
legal setup will prevent efforts to evade the fiscal rule by borrowing “off budget”.

And to round out the fiscal framework, full reconciliation of the change in public debt with the flows of
borrowing should be published at each fiscal year end, with a short time lag.

In all contexts, “liability management” exercises can usefully smooth and extend amortization and
diversify risk across creditors. But they otherwise play no role in converting solvency into liquidity
problems. And they can even aggravate underlying solvency issues if interest rates exceed Kenya's
trend rate of growth —as in the proposed UAE credit, with a US$ interest rate of 8 1/4 percent.

VI. Land Tax

The choice of a low taxation growth strategy makes it paramount that the pre-tax allocation of assets
and income is efficient and that the environment is enabling, notably a competitive exchange rate —as
in this revenue context, such inefficiencies will not be corrected through taxation and public spending.

Yet for over a century, even when its currency was competitive, Kenya has failed utterly by that
metric, primarily due to the colonial land settlement. That was deprivation by design because its
purpose was to suppress Kenyans’ reservation wages and so force their labor supply onto plantations.
With token resettlement, that arrangement continued post Independence under the rubric of
“preservation of property rights”, thereby exacting a toll on Kenya'’s productivity and welfare via
severe overcrowding over multiple generations, aggravated recently by the over-appreciation of the
Shilling. All that is reflected in GDP per capita growth rates far short of “best peers” for a over
century, in shocking and destructive rates of child stunting to this day —one in five —and latterly, even
in people reduced to selling their bodily organs to survive, all in a country of sumptuous abundance.

On the assets side, the remedy is not in failed land reforms, notably Zimbabwe'’s in the early 1990s, an
exercise in political maneuvering with disastrous consequences, not in efficient allocation of assets.
Nor is it in the, by Zimbabwe’s measure, modest progressive tax on land values in Namibia, not least
due to the prohibitive task of forming comprehensive coherent estimates of land values in Kenya. Nor
is it in Kenya’s stamp duty and land sales tax which raise revenue from transactions rather than correct
asset allocation inefficiencies. And with low revenue and the macro-criticality of the current land
settlement, nor is the remedy, as in the defunct IMF program, to go on ignoring all this.

Instead, for lands which are not urban, public, or held under community land rights, a land tax is
proposed. Its base would be the consolidated acreage owned by an individual directly and indirectly
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(via corporations). It would have a high non-tax threshold differentiated by perhaps five categories of
“land quality” (arid lands with the biggest threshold). The rate levied on holdings above the applicable
thresholds would be punitive. The tax would be applied on a cadastre of large holdings as at a date
prior to any debate of the tax, eg; end 2024. And for tax purposes, only sales after that date in
transparent auctions would be recognized.

This specific proposal is a formal response to the injunction in National Land Commission Report
October 2023, that “Land use planning should augment efforts towards adoption of prescribed
minimum and maximum [emphasis added] landholding acreages in respect to private land all over the
country.”

The proposed tax structure obviates need for a comprehensive cadastre as it concerns only on the
largest holdings for which the status of land titles will also be most clearly established. It also avoids
need for land valuation and it retains willing seller, willing buyer.

Accordingly, the first purpose of the tax is to drive the supply of land onto the market, led by portions
of the largest holdings, which owners would sell to get below the non-tax threshold.

The second purpose of the tax, for those owners who at the prevaﬂing thresholds and rates, would
prefer to pay, is to raise revenue earmarked to fund subsidies for particular buyers of land on the
market, namely the most disadvantaged including the young, proxied perhaps by those who have
never paid income tax. Those subsidies would lower the interest costs of commercial loans such buyers
would use to fund their purchases. In a strong version of the tax, only such subsidized buyers would
be eligible to participate in auctions of land which reduce sellers’ liability for the land tax.

And the third purpose of the tax and associated interest subsidy is to put commercial banks making
commercial credit decisions, not administrative or political processes, in the lead to select the
beneficiaries. This maximizes probability that the redistribution will be efficient.

The parameters of the tax would not be fixed. In particu]ar, the non-taxable thresholds would be
steadily lowered over time. This would aim to drive land onto the market at a steady but determined
pace, ensuring that redistribution occurs on the scale macro-economically necessary and while giving
time for the flow of potential beneficiaries to train in agriculture and thus strengthen their standing
with potential private creditors.

As security of tenure will be pivotal to such creditors given that the land they finance with interest
subsidies will constitute their core collateral, the land tax legislation should provide that any land
purchases with such subsidized credits will be free of any risk to creditors from subsequent “land
claims” on any other basis, including individual and collective. Where such subsequent claims are
found valid, then either the land is returned and creditors are made completely whole, or the other
claimants are given only financial compensation for their claims but do not get their land back.

While this whole setup retains “willing buyer willing seller” it tilts the process decisively in favor of the
disadvantaged in a process designed to deliver efficiency and, finally, to correct the macroeconomic
consequences of over a century of land rights to the contrary. That leaves other motivations for land
reforms unaddressed, but the sole motivation here is to correct inefficient asset allocation in a low
revenue context.
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The revenue from the land tax should be excluded from the ceiling of revenues set out in Table 5.
Given the purpose, base, and earmarked use of the revenues raised, there is little prospect that such an
instrument would encounter the broad resistance faced by other forms of tax in Kenya. However, the
largest landholders, who benefitted most from the colonial and independence land settlements, may be
expected to resist vigorously. They should not be heeded.

None of this is about “Down with the Dynasties”: it is about correcting, in a low revenue ratio growth
strategy, a distortion in asset allocation which has debilitated the Kenyan economy for over a century.

VII. Policy Stance for 2025
The policy mix for 2025 should set the stage for the overall medium-term policy framework.
Monetary Policy

Despite the delayed update to the CPI weights causing core and headline inflation to be overstated,
12-month core inflation has run below the target band of 5 +/- 2% percent for the best part of a year in
the context of an output gap of some "4 a percent of GDP. Thus, monetary policy has been too tight
for an extended period. That has depressed activity and forced restoration of competitiveness via
nominal wage cuts (internal depreciation), the most costly form of such adjustment.

Though the nominal Central Bank of Kenya (CBK) rate has been lowered by 300 basis points since
mid-2024, inflation (and inflation expectations) have fallen by some 500 basis points in the same
period, so by the Fisher equation real interest rates may even have risen. Thus, contrary to the
authorities’ and IMF assessments and hopes, they are likely still depressing activity and prices.

With no need to adjust the core inflation targeting architecture including the target, the misspecified
monetary conditionality in the defunct IMF program, which accommodated this enduring policy error
by focusing only on the 12-month growth of headline CPI, should be reformulated. Thus,
consultations with the IMF should occur whenever the q/q-1 seasonally adjusted annualized rate of
core inflation falls outside the target band.

And in order to raise core inflation back up to 5 percent promptly, a jumbo cut in the CBK rate of at
least 150 basis points should be announced along with the IMF growth program, with residual CBK

concerns with non-core inflation to be addressed by letting headline inflation vary within the band.

To avoid mixed-signaling, the authorities should emphasize only their fiscal and inflation targets. In
that context, exchange rate stability is not a goal; its evident flexibility is.

Exchange Rate

As since the mid 20-teens, the Kenya Shilling remains heavily overvalued —since March 2024 back to
some 20 percent —reflected in falling business investment ratios, stagnant bank credit to the private
sector, depressed manufacturing, unemployment, and low trend per capita real GDP growth. Recent
growth in exports (spurred by a temporary boom in global coffee prices), tourist arrivals, and imports
do not in any way qualify that assessment.
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So a further purpose of the proposed jumbo cut in the CBK rate is to prevent the surge in investor
confidence that is likely to follow the program announcement from pushing the Shilling even deeper
into overvaluation territory. If such a cut fails to do that, a second should follow swiftly because the
overall goal is to facilitate a significant real depreciation in order to provide a bedrock element of the
enabling environment necessary for a low revenue growth strategy.

Not only will that resetting of relative prices boost the outward orientation of the economy, thus
compounding the growth effects of the rest of the policy package, but thereby it will also allow
necessary reversal of the protectionist bent of Kenya’s trade policies.

Those have been most pronounced during 2024. And reversing the increased protection of foods in
recent years is most urgent given the given the rise in the relative price of food by one-third.

Fiscal Policy

To balance need for the fiscal to get to a deficit of 1 percent of GDP eventually, but also that by
Mundell-Flemming a fiscal relaxation will put upward pressure on interest rates and the exchange rate
whereas both need to come down, the fiscal should be set only on a gentle glide—path from the primary
deficit of -0.4 percent of GDP in 2024 towards its medium-term target of a deficit of 1 percent of GDP.
That suggests a very modest relaxation in 2025.

That will maximize space for the CBK to cut interest rates consistent with getting core inflation up to
the center of the target band, and hence for Shilling depreciation alongside, and space for a temporary
targeted income intervention for that part of the food price shock in recent years which does not
originate trade protection, all consistent with delivering the long run fiscal position.

VIII. IMF Exposure and Conditionality

Kenya's outstanding borrowings from the IMF are approximately 560 percent of Quota with “normal”
cumulative access capped at 600 percent. So unless limited to matching repurchases falling due,
further borrowing from the IMF would be subject to its “Exceptional Access” rules. As the authorities
have indicated that they will not do that, the implication is that they anticipate an unambitious
successor IMF program with minimal funding, merely serving as catalyst for other finance.

If such an IMF program on the basis of the IMF "No Rethink" parameters proceeds, Kenya would be
damaged because those are not credible and so will not be delivered, thus unduly tarnishing Kenya
with a reputation for non-performance when misspecified conditionality is at fault.

Instead, the “IMF Growth Potential Program”, anchored by collaborative default, should proceed
under the IMF’s Exceptional Access framework.

Such a program would directly address many of the difficulties which have bedeviled Fxceptional
Access cases, notably those based on the cumulative criterion:

* By definition, most such cases are preceded by failed IMF programs, sometimes due to non-
performance and sometimes due to misspecified conditionality. Rather than doubling down on
misspecified conditionality for Kenya, the “IMF Growth Potential Program” parameters correct the
errors, making success more likely, as required by the Exceptional Access rules.
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¢ Accordingly, in contrast to many Exceptional Access cases which push the “whatever it costs”
philosophy to its limit thus inevitably risk failure, the “IMF Growth Potential Program” instead
decisively puts Kenya on a path to realize its full output potential, including buffers in the scale of

debt reduction and in the consequent fiscal framework. Indeed, the Exceptiona] Access context

provides additional motivation to avoid half-baking the scale of the debt reduction, underscoring

need to insist on the “stepwise search” process in Table 2.

® And, again unlike typical Exceptional Access cases, those buffers, along with the unprecedented

speed of the restructuring as well as its collaborative framing, will maximize prospects that new

private capital inflows will be catalyzed to enable early exit for the IMF.

Finance from the IMF in this venture is essential, if for no other reason that it is necessary to underline

that the whole arrangement is a “collaborative default” with the IMF. The precise amounts to borrow
from the IMF will be determined by the financing needs of the Balance of Payments and the budget
once the details of the debt reduction for pre cutoff date debt are determined. But the whole process of
the proposed collaborative default along with the three bullets immediately above will provide a clear
basis both for the financing assurances that the IMF will need to go ahead. Indeed, given program

design, financing adequacy is most unlikely to be the problem; rather surging private capital inflows —

as reflected in the monetary counsel above —but those will secure the IMF’s early exit.

On this basis, Kenya’s Growth Potential Program clearly meets all four conditions for Exceptional
Access (See Box 4, pl2 here), indeed considerably more-so than a number of other cases which have

been granted this access by the IMFE.

In that context, the conditionality should be highly parsimonious and focussed — correcting one of the

key disorders of the defunct program, namely formal conditions ballooning into the mid 30s. Kenya
has many problems; not all can or should be tackled at once. But the program combines strict
macroeconomic conditions with directed structural reform —led by a land tax, less trade protectionism

notably for foods, aggregate public enterprise reform, and recognition via the fiscal rule that all

effective structural reform requires adequate fiscal financing. All this prioritizes the essential (Box 2).

Box 2. Conditionality in the IMF Growth Sustaining Program

Prior Action

1. Submission into Parliament of a government budget
for 2025/26 consistent with program targets.

Quantative Performance Criteria

2. Continuous floor on the net international reserves of
the Central Bank of Kenya

3. Once the debt restructuring is agreed with Paris
Club, full payment of all post-cutoff date debt service
and of pre-cut off date annuity payments into escrow

4. Quarterly ceiling on the primary balance of
consolidated General Government on an accruals basis.

Structural Performance Criteria
5. Consult with IMF board if q/q-1 seasonally adjusted

annualized rate of core inflation falls outside the target

band.
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6. Good faith negotiations with Paris Club Creditors.

7. Preparation and implementation of Land Tax on the
terms specified.

8. Submission into Parliament of legislation establishing
the specified fiscal rule.

Structural Benchmarks

9. Ceiling on consolidated revenue of General
Government, excluding the Land Tax, of 18 percent of
GDP.

10. Quarterly cap on the consolidated losses of public
enterprises.

The IMF and the authorities have many other priorities
in and for Kenya, but these 10 conditions alone are
critical to the success of this program. All other goals

should be addressed elsewhere.
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IX. Just Say No
The core proposals laid out above innovate on substance and process.
So will the IMF Executive Board just say no?
It may.
But if advocated by the Kenyan authorities, the proposals should give it serious pause:

® The IMF staff, notably in the Strategy and Policy Review Department, has long sought substantive
improvements in Sovereign Insolvency Procedures, dating not least from SDRM. And after much
criticism of the milquetoast Common Framework, the IMF needs and is looking for a “success case”
to manifest its integrity. And the Area Department will bend to Kenya'’s strategic choice on this.

* Kenya could be an excellent such “success” case for the IMF: it is large, prominent, incligible for
HIPC, IMF-friendly, with a record until the last of completing program reviews.

e For an institution rightly espousing transparency, the IMF is reduced to skulking in and out of town,
out of the public eye, so it would very much like to restore its institutional reputation in Kenya.

* As an island of relative calm in a strategic conflicted region — DRC, the Sudans, Somalia, Ethiopia,
and even to the Red Sea and Haiti— IMF powers have no fundamental interest in Kenya failing.

* With such regional risks and decades of underperformance, after multiple compounding recent
negative shocks —Covid, global interest rates, drought, warming, Ukraine, relative food prices,
floods, and now a 10 percent tariff on US exports, a global trade war and its hit to remittances, and
abrupt contractions in foreign aid —further rounds of tax rises and spending cuts in almost any form
inevitably mean that Kenya's breaking point beckons.

In that light, key IMF shareholders are rightly concerned that their own disorderly sovereign
insolvency processes, if activated by Kenya in the usual way and operating over perhaps a half decade,
may be as liable to catalyze that breaking point as would pressing Kenya to soldier on without debt
write-offs.

So Collaborative Default is an off ramp from that ugly Hobsons Choice they face on Kenya.
Its innovations on process cross none of their red lines:

* The standard sequencing of default, then IMF mission, then cutoff date, then program parameters is
inverted, but all four essential processes are completed with all the usual prior consultations.

® The IMF has a remarkable record of maintaining needed confidentiality before market-sensitive
announcements, including spectacularly the 1994 CFA devaluation and the recent Ethiopian
currency reform, so this protection can be applied here too.

® The Paris Club arrangements proposed remain framed by the IMF program parameters and lending
into arrears policy, just as in all other cases.

* The assertion by the Paris Club that other creditors should in aggregate take an equal hit to them is
enforced without the IMF allocating losses among private creditors —the Achilles heel of SDRM.

® Once the annuity for restructured private debt is defined, private creditors settle its allocation among
themselves in a zero-sum game with each other at their own expense and time, subject only to the
program safeguards for any affected domestic creditors.
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And far from these process innovations setting an undesirable precedent, the precedent is entirely
desirable because it provides a means to correct long-standing IMF denialism-cum-reassurance about
the trajectories of public debt and a path to accelerate and smooth processes of debt restructuring in a
globa] context where, notably post covid, Ukraine, and trade war, many more such will be needed.

The proposed innovations on substance, notably basing policy on a stepwise search Growth
Sustainability rather than a Debt Sustainability Assessment, may appear more challenging to some key
IMF shareholders. But in Kenya’s specific case, this merely reflects implementation of a separate,
central, but much-neglected element of completely standard IMF rubric on debt restructurings.

That rubric states, in context of IMF Debt Sustainability Analyses, that the staff assumptions on
future target primary balances must fully take into account the political and social ability of the
country concerned to deliver and sustain those targets. That guidance formaﬂ_y and correctly reflects
the issue noted above, namely that spreadsheet gains to debt sustainability from raising primary
balance targets will be pyrrhic if their political and social consequences drive the risk premium up.

But this guidance has been observed by the IMF far more in the breach than in the observance. That
is because judgements about such political ability to bear adjustment and the associated risk premia are
judgements —with creditors, including the IME self-interestedly apt to accuse debtors of overstating
the problem and vice versa, leading in many cases to IMF demands for absurdly elevated primary
surplus targets, far above best practice.

What makes Kenya distinct now is the evidence pertaining directly to that. Disorder erupted in
mid-2024, with the attempt to raise the primary deficit from 1 percent of GDP in 2023. Though the
immediate turmoil has subsided, it continues to reverberate through multiple subsequent political
realignments as the system has tried to cope the most recent of which was the presentation of “broad-
based government”, in the failure to conclude the last program review on an IMF-proposed stronger
primary fiscal balance, and in the frenzied speculation on the contents of the draft 2025 Finance Bill.

Thus, the burden of proof now is on any who would assert that Kenya has not reached its resilience
limits at around a primary deficit of 1 percent of GDP. And as this number, coincidentally, is also
indicted by best practice by Kenya’s best performing peers, so similarly, the burden of proof is on any
asserting that Kenya should be required to deviate from best practice on this policy instrument.

Thus, in Kenya’s specific context now, the substantial proposal to base policy on a Growth
Sustainability Assessment is synonymous with execution of formal IMF rubric on resilience in Debt
Sustainability Assessments. That leaves an open question for appropriate IMF policy in other
countries where the political system is able and willing to tolerate conditionality which is output
destroying. But, as the case of Jamaica underscores, that question is not new and would not be
changed by the proposed treatment for Kenya.

With macroeconomic buffers, a hard cutoff date, speedy resolution, and legal protection for such
Collaborative Defaults, the proposals maximize prospects for new private capital inflows into Kenya

and hence minimize exposure risks for the IMF —all key for the IMF Executive Board.

And given that the IMF has not contributed to its design in any way, the whole package can be
presented as “home grown”, a desideratum recently much emphasized by the Board.
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Nevertheless, this is not the IMF position yet. Instead, they by fiat aver that Kenya must avoid default
by raising revenue ratios and the primary surplus well beyond levels which Kenyan'’s have already
emphatically rejected and well beyond best practice. Accordingly, this IMF position is not tenable, but
it is reflected in the April 20256 WEO which implies that the IMF seeks a consolidation of some 1

percent of GDP in Kenya'’s primary balance in fiscal year 2025/26, and more beyond.

And the Kenyan authorities, disregarding the default already long declared in their large stock of
“pending bills” equally, are unwilling to countenance default nor credibly to commit to even a
backloaded path of primary balances and tax ratio rises to avoid it. So the authorities’ position is not
tenable either, but it is reflected in the 2025 Finance Bill which, on IMF definition of government and
optimistic revenue projections, looks set to yield a broadly unchanged the primary balance in fiscal
year 2025/26, while at best avoiding deterioration thereafter.

If this standoff of untenable positions persists, Kenya will face a troubled immediate macroeconomic
outlook even if the worst excesses of the “Go It Alone” scenario are avoided. It will, at best, result in a
gap —perhaps significant —between the expired and successor programs or the disorder of an
unfunded IMF “whatever it costs” program going quickly off track. If so, all this will be subject to the
immediate judgement of markets, and subsequently that of voters.

So both sides may “Just Say No”.

But they should not because every other option they have —from an unfunded “whatever it costs” IMF
program, a “go it alone” venture, a combatitive default, to an unresolved standoff in hope that
"something turns up"~is worse for them than a collaborative default on these terms, and far worse for
the people of Kenya. And enough lives have been lost.

So both sides should stop digging their heels in, immediately.

Despairing of reason alone to persuade them to do so, a last hope may be that, perhaps behind the
scenes, one Oor more of the key IMF shareholders will intervene to lean hard on both of them to get off

their high horses and fix this.

Otherwise, both will keep doing what they've been doing ...
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