Impact of interest rate caps
The parliamentary committee on Finance and National planning has recommended
that interest rate cap be removed. This follows President Uhuru Kenyatta's decision to
send the Finance Bill back to Parliament, asking MPs to repeal the rate cap.
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Most of the impact of a removal of caps is likely to be felt next year. We expect the
following

Sovereign Credit Rating
(outlook):

Gradual pick-up in inflation
Demand pressures have remained muted as indicated by the low core inflation.
As economic activity picks up, core inflation is expected to rise.
Meanwhile, headline inflation is expected to remain below CBK’s upper target
on the back of subdued food and fuel prices.
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Moody’s: B2 (stable)
Fitch: B+ (stable)
S&P: B+ (stable)
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Economic activity to increase in 2020
In the interest rate cap environment, private sector credit growth has remained
subdued as banks’ risk appetite has reduced. A removal of the cap could lead to
an increase in credit growth. Commercial banks are unlikely to raise rates to the
pre-rate cap levels.
The manufacturing sector is unlikely to record an immediate pick-up as the
operating environment remains unfavourable (high power and logistic costs).
The government’s austerity measure are likely to dampen growth
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MPC likely to cut the Central Bank Rate
The effectiveness of monetary policy has been reduced in the rate cap
environment. Following the removal of caps, we expect CBK to reduce the CBR to
spur growth on the back of low inflation and a stable currency.
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Private Sector Credit Growth

The yield curve is expected to shift upwards
CBK has been able to keep rates low because of the high demand for government
paper. The bank has issued long papers (that are unattractive to most players) but
has managed to mostly achieve its borrowing target.
Removal of the caps will reduce demand for government paper. To meet its target
borrowing we expect CBK to do the following:
• Issue short-term papers: These are attractive to most market players and could
help increase demand for government paper.
• Accept aggressive bids: As demand for government paper gradually reduces,
CBK may be forced to accept aggressive bids in order to achieve its domestic
borrowing target
The increase in rates is likely to be gradual and is likely to affect short-term yields..
We don’t expect rates to rise to the 2015/16 levels (immediately before rate cap
introduction) as the present macroeconomic conditions are different. Rates are
more likely to increase to the 2014 levels.
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Pressure on government borrowing is likely to come from:
•
High redemptions: Previously, most T-bill and bond redemptions have been rolled
over. However, this is unlikely to be the case as commercial banks will likely
channel the maturing cash to the private sector. Thus we expect pressure on the
government borrowing program as subscription rates reduce while less maturities
are rolled over.
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•

Government’s appetite for debt: According to the budget policy statement the
government intends to increase its domestic borrowing target from KES 454 billion
from the initial target of KES 397 billion. This could exert pressure on rates.


Equity Market: Banking stocks are expected to rally
If interest rate caps are removed, we expect the following:
•
Lending is likely to increase
•
Profitability is expected to increase
•
NPL ratios could increase as banks increase lending to risky borrowers
•
Yield on loans to increase as the risk adjusted premium increases
We expect banking stocks to rally as their profitability prospects improve following the
removal of rate caps.
Based on 1H19 numbers, we believe that Standard Chartered and Equity Bank are best
placed to take advantage of the situation.
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