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Government issues two papers to raise Kes 30 Bn
Similar to last month, treasury has issued two papers, so as to accommodate investor preference. A
new 2 year paper which is observed to be targeted to the banks and reopening of a ten year paper
(9.85 years), which is being reopened for the second time. We expect a lot of appetite for the new two
year paper, relative to the 10 year reopening. The offer amount for both papers is Kes 30 Bn and both
are subject to withholding tax; 15% for the 2 year and 10% for the 10 year.
In this issue we argue that expected slowdown in economic activity, and the current high inflationary
environment, is expected to exert pressure on interest rates in the near future.
We thereby recommend investors to bid between 12.8% and 13.1% for the ten year paper, and 11.6%
to 12.0% for the 2 year paper.
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Recent events in Kenya’s political environment are expected to exert pressure on government
expenditure, and put a strain on revenue collection. The political climate is being cited as a big
impediment to economic output as investors are holding back on investments, and also reducing their
pay roll numbers. In its latest purchasing managers index (PMI), Stanbic bank reported the lowest level
of the index in the surveys history. At 42 points for the month of August, the private sector activity is
said to be contracting at very high rates (see trend above). The index is designed to provide an
overview of activity in the economy. A reading of the PMI below 50 points indicates that economic
activity is generally on the decline from the previous period. This has been the case for Kenya since
April 2017. Low money circulation, coupled with weak demand conditions were the reasons cited by
the panelist as the key drivers to this decline in business activity.

Impact on Public finance
The two main revenue contributors for the government are the income tax and the value added tax
(VAT). Income tax is mainly dependent on growth in personal incomes and company output. VAT is
dependent on expenditure patterns which are dependent on income and access to credit.
As stated above, business activity and employment in general are on the decline. This will come as a
big challenge to treasury since it’s expected to put a strain on revenue collections going forward.
Banking sector is reported to have reduced its tax remittance by 13% in the first half of 2017 (Business
daily). On the other hand, government expenditure is expected to remain sticky with an upward bias,
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due to the longer than expected electioneering period, as well as the political transitions which will
cost treasury in terms of sendoff packages.
Going by these current developments in the economy, we are now inclined to revise our earlier
assumption of expected decline in the fiscal deficit. Current deficit is expected at Kes 524 Bn which will
be funded equally through domestic and foreign sources. Economists at CITI bank have also identified
this large deficit as the key risk to our economy.
Consequently, we now expect interest rates to go up in the near term, due to an increase in country
risk, and expected heavy borrowing in a tight environment.

Inflation
Against our expectation, overall inflation increased to 8.0 % in August 2017 from 7.5 % in July 2017,
largely reflecting increases in prices of selected food items. The increase was mainly attributed to
depressed supply of key food items in the second week of August 2017 that coincided with the general
elections. We understand some key subsidies were withdrawn during the month, causing prices of
staple foods to increase. Consequently, food inflation increased to 12.8 % in August 2017 from 11.6 %
in July 2017.
Fuel inflation increased marginally to 3.1% in August 2017 from 2.9% in July 2017, due to a slight
increase in energy prices, particularly electricity, petrol, and kerosene in August 2017 compared to July
2017. However, Non-Food-Non-Fuel (NFNF) inflation declined to 3.9% in August 2017 from 4.1 percent
in July 2017, reflecting minimal demand pressures.
Going forward, the Metrological department expects most of the country to experience enhanced
rainfall. It should be noted that this is the first time since Q4 2015 that they have given a positive
outlook with regards to rainfall. This is expected to really boost food supplies both in the short and
medium terms.
We therefore still expect inflation to trend downwards in the coming months. Food inflation is
expected to normalize in the coming months as the country begins to get adequate rainfall. See below
our expectation for inflation.
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Liquidity Levels
Liquidity levels have remained flat in the past 4 auctions. Maturities have uniformly matched accepted
amounts in the T-bill markets, as government payments have generally netted out with tax payments.
Repo market has remained mute over the period, signifying improved liquidity distribution in the
banking sector.
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Conclusion
Recent evidence on deteriorating economic activities and recent political events has significantly
increased our country risk. At this point we are inclined to revise our outlook for interest rates from
low and stable, to upward trending, in the near term.
We expect moderate to subdued subscription on the ten year issue at the current yields. We do not
expect the banking industry to go heavy on this paper due to the long term nature. As for the 2 year
paper, we expect aggressive bidding both in price and issue amount.
We thereby recommend investors to bid between 12.8% and 13.1% for the ten year paper, and 11.6%
to 12.0% for the 2 year paper. The current market yield for 10 year is at 12.75% and 11.6% for the 2
year papers.
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Research Disclosure
Though utmost care has been taken in the preparation of this report, we do not guarantee the accuracy or completeness of the information
contained herein nor will AIB Capital Ltd be held liable for the information contained herein.
The views expressed in this report are solely those of the Research Department and are subject to change without notice.
The information in this report is not an offer for the sale or purchase of any security. This document should only be considered a single factor
used by investors in making their investment decisions.
This publication may not be distributed to the public media or quoted or used by the public media without prior and express written consent of
AIB Capital Ltd.

NOTICE TO US INVESTORS
This report was prepared, approved, published and distributed by AIB Capital Limited Company located outside of the United States (a nonUS Group Company”). This report is distributed in the U.S. by LXM LLP USA, a U.S. registered broker dealer, on behalf of AIB Capital Limited
only to major U.S. institutional investors (as defined in Rule 15a-6 under the
U.S. Securities Exchange Act of 1934 (the “Exchange Act”)) pursuant to the exemption in Rule 15a-6 and any transaction effected by a U.S.
customer in the securities described in this report must be effected through LXM LLP USA.
Neither the report nor any analyst who prepared or approved the report is subject to U.S. legal requirements or the
Financial Industry Regulatory Authority, Inc. (“FINRA”) or other regulatory requirements pertaining to research reports or research analysts. No
non-US Group Company is registered as a broker-dealer under the Exchange Act or is a member of the Financial Industry Regulatory
Authority, Inc. or any other U.S. self-regulatory organization.
Analyst Certification. Each of the analysts identified in this report certifies, with respect to the companies or securities that the individual
analyses, that (1) the views expressed in this report reflect his or her personal views about all of the subject companies and securities and (2)
no part of his or her compensation was, is or will be directly or indirectly dependent on the specific recommendations or views expressed in
this report. Please bear in mind that (i) AIB Capital Limited is the employer of the research analysts responsible for the content of this report
and (ii) research analysts preparing this report are resident outside the United States and are not associated persons of any US regulated
broker-dealer and that therefore the analysts are not subject to supervision by a US broker-dealer, and are not required to satisfy the
regulatory licensing requirements of FINRA or required to otherwise comply with US rules or regulations regarding, among other things,
communications with a subject company, public appearances and trading securities held by a research analyst account. Important US
Regulatory Disclosures on Subject Companies. This material was produced by Analysis AIB Capital Limited solely for information purposes
and for the use of the recipient. It is not to be reproduced under any circumstances and is not to be copied or made available to any person
other than the recipient. It is distributed in the United States of America by LXM LLP USA and elsewhere in the world by AIB Capital Limited or
an authorized affiliate of AIB Capital Limited. This document does not constitute an offer of, or an invitation by or on behalf of AIB Capital or its
affiliates or any other company to any person, to buy or sell any security. The information contained herein has been obtained from published
information and other sources, which AIB Capital Limited or its Affiliates consider to be reliable. None of AIB Capital Limited accepts any
liability or responsibility whatsoever for the accuracy or completeness of any such information.
All estimates, expressions of opinion and other subjective judgments contained herein are made as of the date of this document. Emerging
securities markets may be subject to risks significantly higher than more established markets. In particular, the political and economic
environment, company practices and market prices and volumes may be subject to significant variations. The ability to assess such risks may
also be limited due to significantly lower information quantity and quality. By accepting this document, you agree to be bound by all the
foregoing provisions.
LXM LLP USA assumes responsibility for the research reports content in regards to research distributed in the U.S. LXM LLP USA or its
affiliates has not managed or co-managed a public offering of securities for the subject company in the past 12 months, has not received
compensation for investment banking services from the subject company in the past 12 months, does not expect to receive and does not
intend to seek compensation for investment banking services from the subject company in the next 3 months. LXM LLP USA has never owned
any class of equity securities of the subject company. There are not any other actual, material conflicts of interest of LXM LLP USA at the time
of the publication of this research report. As of the publication of this report LXM LLP USA, does not make a market in the subject securities.
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