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Public Finance: Draft 2018 Budget Policy Statement
The Treasury has just released the draft Budget Policy Statement that lays out the government’s medium-term
priorities and policy goals that will guide the preparation of budgets for both the national and county
government. The draft Budget Policy statement reflects the razor-sharp line that the treasury must walk to
actualize the government’s big four agenda in the medium term but still achieve its fiscal consolidation targets.
The Budget Policy Statement indicates that the government intends to implement an accommodative Fiscal
policy stance in the medium term to reinforce economic growth. On top of the expansionary fiscal policy stance,
the government plans to follow a consolidation path in the medium term in order to achieve the East African
Community Monetary Union Protocol’s fiscal deficit ceiling (including grants) of 3% or a fiscal deficit ceiling
(excluding grants) of 6% by FY 21/22.
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Total Revenue is projected by Treasury to grow by 96.2% or at a CAGR of 18.3% from the KES 1,400.6 Billion
penned in FY16/17 to KES 2,747.6 Billion by FY21/22. They envision the growth in total revenue in the medium
term to be mainly driven by a growth in ordinary revenue collections. Income tax revenue and Value Added Tax
revenue, that currently form at least 70% of ordinary revenue, is expected to continue playing an integral part in
growing ordinary tax revenue in the medium-term. The government plans to double income tax revenue from
KES 625.1 Billion recorded in FY 16/17 to KES 1,259.6 Billion by FY21/22. Medium-term Revenue mobilization
plans communicated in the BPS 2018 strategy will also see the government target a substantial increase in Value
Added Tax (VAT) from KES 339.0 Billion collected in FY 16/17 to KES 665.5 Billion by FY 21/22.
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Expenditure and Net Lending is projected to grow by 53.5% from KES 2,110.0 Billion registered in FY 16/17 to
KES 3,239.4 Billion by FY 21/22. As has been the case in the past, the BPS envisions recurrent expenditure
continuing to play a dominant role in the medium term expenditure spending. The recurrent expenditure is
projected to increase from 55.9% of expenditure and net lending in FY16/17 to approximately form 60% of
expenditure and net-lending for the rest of the medium term.
Fiscal Deficit and Public debt are projected to stabilise as a percentage of GDP and eventually decline over the
medium term. The government expects deficits to stabilise on an absolute basis but decline as a percentage of
GDP to reach its consolidation targets of 6% (excluding grants) by FY19/20. Treasury also hopes to achieve a
primary budget surplus by FY20/21. Public debt as a percentage of GDP is expected to stabilise around 50% in
the medium term and finally decline to 43.7% of GDP by the end of FY 21/22.

Inflation
January registered an upswing in headline inflation. Inflation in January was 80 basis points above our
expectations for January. Headline inflation, measured on a Year on Year (YOY) basis increased to 4.83% in
December from the 4.50% recorded in November. The rise in headline inflation on a year on year (YOY) basis
was mainly driven by the growth of both the Food and Transport inflation in January. The Food and NonAlcoholic Beverages index grew by 4.71% YOY in January 2018, while higher pump prices pushed the transport
index to grow 6.8% (YOY) in January.
Just like we have previously communicated in our 2017 Q4 Macro Report (click to view), our updated outlook on
inflation reflects our new expectation of a depreciating Kenyan shilling, firming up of crude prices, updated
weather forecasts and the cessation of maize subsidies. We opine that inflation will increase slowly but stay
within CBK’s target inflation limits of 2.5% to 7.5% moderated by the better food production in 2018. We also
expect pump prices to play a more preeminent role in influencing inflation in 2018 and all through the medium
term. We see non-food inflation trending upwards gradually driven up by the recovery of global crude prices as
OPEC and Russia continue actualizing their coordinated planned supply cuts. The gradual increase in fuel prices
will: propel the cost of agricultural output (diesel is heavily used); increase the prices of cooking fuels for the
household; increase the cost of transportation; increase the costs of manufacturing inputs and increase the cost
of thermal power generation.
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Liquidity Levels
The liquidity levels in January showed an improvement compared to liquidity levels in December. In January, the
interbank market volumes registered a decrease to a monthly average of KES 15.90 billion traded compared to
the monthly average of KES 20.2 billion traded in December. The weighted average interbank rate also declined
to a monthly average of 6.15% in January, down from the monthly average of 7.26% recorded in December.
T-bill auctions recorded improved subscriptions in the month of January, indicating improved liquidity in the
money market. T-bill average performance rate for the month of January registered an upswing to hit 97%,
which was an improvement on the average performance rate of 78% recorded in December. Improved T-Bill
subscriptions allowed the Central Bank to be more discerning at the auction leading to a weakening in
acceptance rate, from 91% average acceptance rate in December to a new average acceptance rate of 86% in
January.
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Our Medium Term Outlook








Fiscal slippage is a more likely outcome in the medium term than fiscal consolidation. In the recent
past tax buoyancy has been low. Actual tax revenue collection growth as a percentage of GDP has been
declining and the government projections of a reversal of the trend in the short term are optimistic. We
see revenue collection missing targets in the medium term and as a consequence, public debt will
accelerate and fiscal deficit will widen in the medium term rather than stabilise.
Fiscal discipline outlined will be undermined by the political pressure. In Kenya, fiscal spending remains
a key political tool used by the ruling party to appease the key voting demographic. That’s is why we
envision government spending accelerating in the medium term spurred on by increased politically
motivated infrastructure spending and spending on the president’s Big Four Agenda projects. We don’t
realistically see the treasury influencing or asserting fiscal discipline in the medium term.
We expect Inflation will trend upwards but remain within the upper range of CBK’s inflation target of
2.5% <inflation< 7.5%. We see the rising global cost of crude oil and the resurgent dollar pushing up
inflation in the medium term. In the medium term, we see government spending and strong household
demand the main factors fanning inflation. We also see the weakening shilling as a contributing factor as
economic recovery in the medium term increase the thirst for dollars to fund importation of petroleum
products and other imported consumables.
Interest rates could increase over the medium term. The interest rates have been generally stable over
the last one year but we expect interest rates to be mainly pushed up by government deficit spending
over the medium term. Governments in Sub Saharan Africa especially Kenya have benefited from
generous global financing conditions that currently dominate. The global financing conditions are,
however, generally expected to tighten gradually in the medium term as the global accommodative
monetary policy are gradually unwound. We see both global and domestic investors demanding higher
yields to compensate them for increased risk in view of the pending sovereign credit rating downgrade,
increasing opportunity costs and the threat of inflation rising in the medium term.
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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 non-US 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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