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Government reopens two paper
This month the government will be looking to raise KES 30 bn for budgetary support by reopening a ten
year fixed 12.966% coupon treasury bond and a fifteen year fixed 12.50% coupon treasury bond: that is
FXD1/2017/10 (9.62 years) and FXD1/2008/15 (5.25 years) respectively. The two fixed coupon bonds
will both attract a withholding tax of 10% on the interest/discount. We expect a moderate to high
subscription for this paper owing to the short-term nature of both the bonds. We recommend
investors to bid between 12.35% and 12.75% for the 5.25-year bond and to bid between 12.75% and
13.15% for the 9.62-year paper. The current market yield of the 5.25-year bond (FXD1/2008/15) is
12.57% and the current market yield of the 9.62-year bond (FXD1/2017/10) is 12.80%.
The last Treasury Bond auction held at the end of November was oversubscribed with the value of bids
received at 153.4% of the of the KES 30 bn on offer. The auction received KES 45.9 bn worth of bids
which was KES 12.9 bn more valuable than the KES 33bn we had anticipated in our November note.
The government made a choice to accept KES 42 bn of the bids at the weighted average rate of
12.23%, 43 basis points above our 11.8% expectation and 63 basis points above the then prevailing
market yield of 11.6%. The decision to increase acceptance levels above the market rates contrary to
previous auctions indicates to us of an increase government appetite for borrowing.

Business Activity declines at a slower pace
The heightened political uncertainty during the month of November environment led to the seventh
straight decline of private sector activity. Business activity as measured by Stanbic Bank Kenya
Purchase Manager Index showed that the slide in private sector activity slowed down in November.
Stanbic Bank Kenya PMI headline figure improved in November to 42.8 from the record low of 34.4
witnessed in October. Despite the marginal improvement, headline PMI is still less than 50, indicating
private sector activity is still in free fall. Firms in the private sector survey noted subdued demand
conditions, low customer turnout, declining orders and increased cost pressures during the month of
November.
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Public Finance: Quarterly Economic & Budgetary Review
Total Revenue collection in the first quarter of the financial year 2017/18, for the period ended
September 2017, saw the government collect a cumulative of KES 345.6 bn against their cumulative
quarter target of KES 388 bn. Data from the latest Quarterly Economic and Budgetary Review released
this November by Treasury showed that government revenue collections underperformed by KES 42.5
bn. This total revenue underperformance was blamed on shortfalls in Income Tax, Excise duty and
Appropriation in Aid (AIA). Revenue showed some growth in Q1 despite the government failing to
achieve its revenue targets for the quarter. Total Revenues and External Grants (TREG) rose 10.2% from
KES 315.1 bn reported in the same period last year to 347.2 bn in Q1 FY 17/18.
Total expenditure and net lending for the first quarter of the financial year grew 6.4% compared to the
same period last year mainly driven by the growth of recurrent expenditures. Total government
expenditure and net lending for the Q1 of FY17/18 was KES 412.3 bn compared to the KES 387.6 bn
spent in the same period last year. GOK’s Q1 recurrent expenditure rose by 28% to KES 294.7 bn from
KES 230.2 bn recorded during the same period last year. Q1 development expenditure, in contrast, fell
by 4.1% to KES 90.7 bn in Q1 FY17/16 from KES 94.6 bn in Q1 FY16/17. The growth of expenditure was
slower than previously anticipated because of lower than expected absorption of funds by National
and County government.
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FISCAL BALANCE
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Public debt increased during the one year period between September 2016 and September 2017,
propelled by the growth of external debt. Net public debt increased by 23.6% from KES 3276.7 bn at
the end of September 2016 to KES 4,049.0 bn by the end of September 2017. The growth of external
debt was mainly driven by the disbursement of external debts and unfavourable exchange rate
fluctuations.

Interest rates
At the beginning of September this year, we took the view that interest rates will go up in the next one
year in our September & October Fixed income notes. Our view then was informed by the: persistent
primary fiscal deficit, increasing government borrowing, sticky recurrent expenditure and reduced
revenue collection due to declining economic activity. We still hold to the view but update our outlook
to include the rise in inflation caused by the cessation of rainfall in December and the rising global oil
prices. We now expect that the current stable interest rates to be pushed upwards by a combination of
rising inflation and increased government borrowing. Interest rates, in our opinion, could also be
pushed upwards by the depreciation of the Kenyan shilling caused by increased dollar demand by oil
and food importers in the coming months.

Inflation
Headline inflation, in line with our previous expectations, continued on its downward descent in
November. November inflation was 4.73%, down from the 5.72% inflation recorded in October. Actual
inflation recorded in November was 58 basis points below our 5.31% inflation forecast for November.
The decline in headline inflation was mainly driven by the 1.33% decline in food inflation from last
month. On a year on year (YoY) basis, food inflation in November declined to 5.77% from 8.47%
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reported in October. Favourable weather in November over most agriculturally rich areas can be
credited with the fall in food inflation.
The Metrological department updated their monthly projections at the end of November to reflect
changing Sea Surface Temperatures. The new outlook for the next month projects the cessation of
rainfall during the month of December. Depressed rainfall and general poor distribution of rainfall over
most agricultural areas during the month of December will most likely depress agricultural production
in the short to medium term. We update our previous inflation expectations to reflect the change in
climate outlook. We now expect inflation to trend upward in the coming months mainly driven by
depressed agricultural output.

Inflation Projections
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Liquidity Levels
The interbank market in November remained mute mirroring the previous month’s inactivity. There
were no CBK window borrowings during the month of November, a contrast to September and
October. November also witnessed the narrowing of the interbank spread from 5.0% to 3.5%,
signalling improved liquidity distribution.
November T-bill auctions also witnessed improved subscriptions with a bias towards the 91 and 364day paper. Liquidity in the market remains tight with the month’s average performance rate shy of
100%. The only exception to the rule was the 91 day T-bill that was oversubscribed in all but one
auction. The T-bill average performance rate for the month of November jumped to 79% from an
average of 48% in October.
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Conclusion
Despite some improvement in liquidity levels and liquidity distribution, liquidity in our opinion remains
low. For December’s primary auction we expect investors to bid competitively as far as interest is
concerned. We see subscription levels coming in between 90% to 110%, owing to the appealing nature
of the tenors to institutional investors and individuals. Factoring in these expectations, we recommend
investors to bid between 12.35% and 12.75% for the 5.25-year bond and to bid between 12.7% and
13.1% for the 9.62-year paper. The current market yield of the 5.25-year bond (FXD1/2008/15) is
12.57% and the current market yield of the 9.62-year bond (FXD1/2017/10) is 12.80%.
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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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