Capital Markets
The government raises $2bn in a debut bond sale
The securities exchange launches its public offering
New instruments to be introduced over next several years
Boosting Nairobi’s position as the region’s financial centre
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Market capitalisation as of early 2014 reached $21.52bn

Shifting gears
Reforms and new trading options are set to transform the bourse
After the 2007-08 global
financial crisis investors
sought refuge in
strong-performing African
markets, which led to an
increase in inbound activity
in Kenya, particularly into
the larger listings.

Kenya’s capital markets are
the largest and most visible
in East Africa and at
present the third-largest in
sub-Saharan Africa, after
Nigeria and South Africa.

Headlined by two equities boards and liquid options for
bonds both in primary and secondary trading, Kenya’s
capital markets stand out for their maturity in comparison to most African markets, although other asset
classes are in the early stages of development. Advanced
instruments such as derivatives for hedging or speculation are not yet available, but market authorities say
new products are set for introduction starting in 2014.
Taken as a whole, Kenya’s capital markets are the largest
and most visible in East Africa and the third-largest in
sub-Saharan Africa, after Nigeria and South Africa.
PLANS FOR CHANGE: The Capital Markets Master Plan
(2014-23) outlines a growth programme for the short
to medium term, while separately the Nairobi Securities Exchange (NSE) has demutualised and is implementing a strategy that includes self-listing, in keeping with
a worldwide trend as bourses seek to evolve to suit
changing global market conditions. The exchange also
announced a new brand in April 2014 and is planning
to spend KSh520m ($5.9m) to upgrade its trading platform and other infrastructure.
The master plan contains three main areas for development, and within each of these areas a further three
main objectives are included (see analysis). New trading options, such as derivatives for both hedging and
speculation, are a key element. Islamic finance, for
example, is at an early stage in Kenya but is also slated
for further attention: in March 2014 Dubai Islamic Bank
announced a plan to open up in Kenya, citing the master plan’s stressing of sharia-compliant options as an
important part of the mix.
GATEWAY TO THE REGION: Nairobi has for decades
served as a jumping-off point for the region, which
allows the capital markets to serve as a natural gateway to the broader East African market. Multinationals such as General Electric, Bharti Airtel and Coca-Cola
currently base regional operations in Kenya’s capital,
and large banks servicing the region tend to establish
headquarters there. With media reports also indicating a rise in interest by non-Kenyan African companies
www.oxfordbusinessgroup.com/country/Kenya

to list on the NSE, and Nairobi’s emergence in 2013 on
the Global Financial Centre Index, the scope for further growth is significant.
The 2007-08 global financial crisis has been an additional source of momentum working for Nairobi. It
largely benefitted Africa as a whole, as the continent
had little exposure to the complex securities that caused
problems elsewhere. Combined with robust headline
growth rates, investors sought refuge in strong-performing African markets. Since the crisis, there has been an
increase in new indices that track securities in the continent’s frontier and emerging markets, as well as funds
that have a mandate to invest in them. For Kenya, as a
key entry point into African markets, this has led to a
rise in inbound activity, particularly into the larger listings, including blue-chip stocks such as Safaricom, a
telecoms operator that went public in June 2008.
Kenya grabbed the attention of global fixed-income
investors with a sovereign bond issue in June 2014,
raising $2bn, the largest debut for an African country
in the sovereign bond market (see analysis).
SIZE AND SCOPE: The NSE is in its 60th year as a
bourse, having opened in 1954. Trading equity goes back
further, however, to the 1920s. Then, the café at the
Stanley Hotel in downtown Nairobi was the venue for
a less formal type of exchange, in which gentleman’s
agreements were made on the spot and physical settlement of trades occurred later. Trading now is fully
electronic, and in June 2013 the bourse ended a 60year presence in Nairobi’s central business district in
favour of a new facility in the Westlands neighbourhood. The NSE is currently host to 61 equities, 57 government bonds and 28 commercial ones, according to
officials at the bourse. Market capitalisation as of early 2014 was $21.52bn, and the goal is to boost the total
to $93.72bn by 2023. That would imply an increase in
market capitalisation from 50% of GDP currently to
70% of GDP in 2023, based on the projections of the
Capital Markets Authority (CMA), market regulator and
implementing body of the master plan for the sector.
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Total public debt stood at KSh2.37trn ($27.02bn) as of
August 2014, according to data from the Ministry of
Finance as reported by Reuters.
There are two main domestically created indices that
track Kenyan stocks. The NSE All Share Index is a market capitalisation-weighted index of all equities, whereas the NSE 20 is a more exclusive measure of larger
and more liquid counters. Members of this latter index
are based on weighted market performance with factors including market capitalisation and several liquidity measures. The All Share Index rose 44.05% in 2013,
while the NSE 20 climbed 19.21%.
Foreign investors have taken on an increased importance in providing liquidity on the NSE. According to
data from Standard Investment Bank, in the first two
months of fiscal year 2013/14, which began in July
2013, foreign investors accounted for a majority of
turnover. Foreign investment has been climbing steadily since bottoming out at 7.8% of total market capitalisation in 2008, in the wake of post-election violence.
SME FOCUS: In 2013 a junior board was created called
the Growth Enterprise Market Segment (GEMS), which
currently has just one listed company, Home Afrika, a
developer of residential real estate projects and has a
target to have 39 by 2023, according to the CMA’s master plan. GEMS is aimed at small and medium-sized
enterprises (SMEs) and venture companies, offering
them relaxed minimum eligibility conditions for listing
to encourage participation. GEMS companies do not
require a history of profitability, for example, as listings
rules mandate for the main board. They must have been
in operation for at least a year, have paid-up capital of
KSh10m ($114,000), be a public company registered
under the Companies Act, comply with minimum corporate governance conditions for their board of directors, and appoint a nominated advisor (NOMAD).
The NOMAD concept borrows from the system in
place at the London Stock Exchange’s junior board, the
Alternative Investment Market. NOMADs are financial
advisors, typically firms well versed in providing advisory services on the private and public offering of secu-

NSE monthly closing price, 2013-14 (KSh)
Jan. 31, 2013

103.5

Feb. 28, 2013

106.91

March 29, 2013

117.91

April 30, 2013

118.07

May 31, 2013

126.8

June 28, 2013

116.31

July 31, 2013

122.86

Aug. 30, 2013

119.96

Sept. 30, 2013

127.35

Oct. 31, 2013

133.24

Nov. 29, 2013

141.17

Dec. 31, 2013

136.65

Jan. 31, 2014

134.66

Feb. 28, 2014

141.05

March 31, 2014

143.89

April 30, 2014

151.13

SOURCE: Bloomberg

Foreign investment has been climbing steadily on the Nairobi Securities Exchange

rities and corporate financial restructuring, which guide
the listing firm through the process, including developing a listing statement; holding an annual general
meeting; and preparing quarterly earnings reports,
annual reports and material disclosures as appropriate. The NOMAD is relied upon to take on the regulatory compliance burden for the listing.
The inauguration of the GEMS board was prompted
in large part by calls from SMEs, which face challenges
in accessing capital in Kenya, as do SMEs in most other African markets. Interest rates remain high for commercial loans, averaging 17.06% in March 2014, according to the Central Bank of Kenya. In creating flexibility
for the listing of venture companies, the new segment
also looks to support capital raising and ownership
diversification in respect to the growing opportunities
in the oil, gas and minerals extraction sectors.
SECTOR ORGANISATION: Perhaps the most meaningful change at the NSE in 2014 is its demutualisation, a
plan that was first floated in 2008. The NSE began the
sale of 66m new shares worth KSh9.50 ($0.11) each in
July 2014, offering the public a 34% stake in the business, with plans to raise KSh627m ($7.1m) through the
initial public offering (IPO). The listing was expected in
September 2014. In the second quarter of 2014 the
Cabinet Secretary and National Treasury settled uncertainties over the value on allocation criteria by clarifying that the National Treasury and the CMA Investor
Compensation Fund will each have a 5% ownership
stake. Stockbrokers and investment banks, of which
there are 22, will retain the 4% ownership stake, awarded in 2012, while the remaining 2% has been allocated to the NSE Employee Share Ownership Plan, upon
the exchange’s self listing.
As a for-profit concern, the bourse is advocating to
be able to set its own transaction and listing fees, and
its plan includes reducing reliance on these income
streams in favour of a more diversified range of opportunities, such as data vending, interest income and other market services. The NSE has recently reduced marTHE REPORT Kenya 2014

The Nairobi Securities
Exchange launched its
long-awaited initial public
offering in July 2014,
aiming to raise a total of
$7.1m.

Aimed at small and
medium-sized enterprises
and offering a relaxed set
of rules for listing, the
Growth Enterprise Market
Segment (GEMS) was
created in 2013. GEMS
currently has just one listed
company, Home Afrika, a
developer of residential
real estate projects.
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Issued in the first quarter
of 2014, the draft
framework for Islamic
finance proposes a
centralised approach
similar to that in Malaysia
and Oman, in which a
sharia board sets standards
for the industry in the
country, instead of ceding
the decisions to each
financial institution.

CAPITAL MARKETS OVERVIEW

ket access fees for new trading participants to $287,000
with potential to reduce this even further.
CMA: The CMA is an autonomous organisation that
reports to the National Treasury. The authority is a selffinancing agency, generating income via licensing fees,
trading levies and processing of public and private issue
approvals. Regulatory reform is potentially on the horizon in the form of a proposal to merge several Kenyan
financial services regulatory bodies.
Those include the CMA; the Retirement Benefits
Authority, which oversees pension funds; the Insurance Regulatory Authority; and the Savings and Credit Cooperatives Regulatory Authority, which oversees
deposit-taking SACCOs. It does not include the central
bank, which oversees banks, microfinance banks and
currency exchange houses. As of March 2014 the
National Treasury was reviewing proposals for how to
combine the four regulators. The board of the authority remains focused on full implementation of the master plan, despite the planned consolidation.
The master plan advocates for the development of
regulatory frameworks for Islamic finance by relevant
regulators for capital markets, banking and other financial services. Of Kenya’s population of approximately
44m people, around 10% are Muslims, but in light of
the significant growth in assets by Islamic financial
institutions in recent years, and the push from Malaysian
and Gulf Cooperation Council funds into new markets,
sharia-compliant products are increasingly viewed as
a way to attract new institutional investors. Government
sukuks (Islamic bonds) and asset-based securities from
the public and private sector would also provide a new
form of financing for long-term illiquid projects, such
as infrastructure investments.
A draft framework for Islamic finance was circulated for comments in the first quarter of 2014 and was
reviewed by a London-based team of experts at the end
of the second quarter. The proposal features a centralised approach similar to that in Malaysia and Oman,
in which a sharia board at the national level sets standards for the entire industry, instead of ceding those
decisions to individual financial institutions. The draft
notes that guidance will be taken from from key global standards-setters such as Bahrain’s Accounting and
Auditing Organisation for Islamic Financial Institutions
and the Kuala Lumpur-based Islamic Financial Services Board. The CMA has approved Genghis Capital, a
member of the exchange, to offer a sharia-compliant
collective-investment scheme.
REGULATORY REFORMS: Another possible change
serving the goal of becoming a financial centre that is
particularly relevant for foreign investors would be the
removal of caps on foreign portfolio investment as recommended in the master plan. As of now the total foreign holdings in any one stock cannot exceed 75% of
the total listed shares. The master plan further recognises that caps may be kept in place in exceptional circumstances for companies whose role impacts national priorities, for example in key extractive industries.
A possible future concern for investors is tax law.
Increased government revenue is a focus, and Kenya
www.oxfordbusinessgroup.com/country/Kenya

has been encouraged by the IMF to boost tax receipts.
Kenya is considering implementing a capital gains tax,
which was introduced as a concept in the 2013/14
budget (the country budgets according to a fiscal year
that ends each June 30). No specific tax has been
announced, and the expectation is that when one
comes it will apply to real estate transactions and not
profits from share sales. There is no timetable for a capital gains tax applying to securities transactions.
Other regulatory reforms under consideration include
a change in how large block trades of shares are conducted. The CMA is reportedly considering a system in
which these share sales would be handled directly
between brokers, instead of over the NSE’s platform,
and then reported to the exchange afterward. The
change would allow investors to offload large holdings
without suffering from a lack of liquidity in the market
or leading to lowball offers, but would be allowed only
after the CMA provides more specific definitions for
transaction sizes, acceptable levels of deviation from
market prices, and time frames for these trades. “Such
rules are needed in order to prevent liquidity moving
to a dark pool of trading that is not seen by other
investors,” according to the CMA master plan.
EQUITIES: Stock offerings on the NSE bear similar traits
to other frontier and emerging markets. The largest company by market share is a telecommunications provider,
and the largest and most influential sector is financial
services. Of the 60 equity listings there are 11 banks,
six insurers and three investment firms.
In fact, Kenyan stocks were the fourth-best performer as a group in 2013, according to the global
indices of the US-based index provider MSCI. The MSCI
Kenya Index increased 43.58% on the year, fourth-best
among country indexes, after Bulgaria, Argentina and
the UAE. In 2012 Kenya’s bourse was the top performer,
with a 54.16% advance.
The exchange has experienced a handful of delistings in recent years as traded companies have been
bought out by privately held acquirers, including
AccessKenya, an internet service provider, and car dealer CMC. REA Vipingo is the subject of a takeover effort
that may see it delisted in 2014. The company owns
farms that grow sisal, a type of agave plant that yields

NSE P/E ratio, Q1 2011-Q1 2014
Q1 2011

12.56

Q2 2011

11.81

Q3 2011

8.78

Q4 2011

8.3

Q1 2012

8.79

Q2 2012

11.31

Q3 2012

14.08

Q4 2012

11.11

Q1 2013

14.43

Q2 2013

12.71

Q3 2013

13.1

Q4 2013

13.56

Q1 2014

14.14

SOURCE: Bloomberg
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fibre useful for making goods such as twine, paper and
textiles. This takeover has been contested by a number of suitors, with the process before the courts for
an interpretation of the applicable takeover laws as of
June 2014. The year saw just one new listing: Home Afrika, the real estate firm that became the first listing on
the GEMS board. Seven Seas Technologies, an information and communication technology provider which
had been expected to launch an IPO in 2013, said in
April 2014 that it would instead look to list in 2017, after
expanding in other African countries.
Peter Mwangi, CEO of the NSE, said at the African
Securities Exchanges Association conference in December 2013 that the exchange will likely see a more fruitful 2014 in terms of IPOs and is predicting five new listings in the period: three on the main board and two on
GEMS. The exchange itself counts as one of those five.
Local media reports have also indicated other firms
potentially listing in the coming 12 months include
Apollo Group, an insurer that announced its intention
to list in November 2013, and the Kenyan operation of
United Bank for Africa, one of Nigeria’s largest lenders.
BONDS: Debt remains popular among investors, with
demand pushing yields for shilling-denominated government debt lower in comparison with the rest of the
continent. A study of three-month treasury bills by
Genghis Capital found that in sub-Saharan Africa yields
are generally between 8% and 13%. The investment
bank found Kenyan costs at the lower end of that range,
consistently below 10%. In the first two months of 2014
there were three major sales of public debt, at maturities of two, 10 and 15 years. Kenya’s long-term debt
has been aided not only by the return of broader macro
stability and strong headline performance but also the
prospect of income from oil deposits, with commercial
production expected to begin as early as 2016.
Kenya issued sovereign debt in dollars in June 2014,
which places it among the handful of sub-Saharan
countries that have tapped international markets in
recent years. The issue is expected to reduce the burden on domestic debt buyers, as there are concerns
about the ability of Kenyan private sector capital to
absorb more debt, and about banks preferring government debt to lending to the real economy. The debt

NSE All Share Index avg. market cap., 2013-14
Apr. 2013

26,051.52

May 2013

27,908.40

June 2013

28,887.38

July 2013

30,008.23

Aug. 2013

29,249.09

Sept. 2013

31,012.72

Oct. 2013

32,316.95

Nov. 2013

33,681.95

Dec. 2013

33,013.80

Jan. 2014

32,692.55

Feb. 2014

33,738.51

Mar. 2014

34,326.61

Apr. 2014

36,003.96

SOURCE: Bloomberg
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A draft framework for Islamic finance was circulated for comments in the first quarter of 2014

burden rose past 50% of GDP in the second half of 2013,
and was at 57% in August 2014. Although it remains
far below levels in OECD countries, and only modestly
elevated against a number of other African countries,
there is mild concern over the increase in debt: “the
level of borrowing has begun threatening unsustainable levels,” Genghis Capital stated in its analysis.
For the long term, as domestic absorption capacity
increases, growth in issuers in the domestic bond market appears likely as corporations tap the market, and
expansion in the public sector is likely as well because
of the country’s devolution process, which was put in
place following the last constitutional revision in 2010.
Many key government responsibilities have been shifted from the state to 47 recently created counties, but
many face significant financing demands for infrastructure and are expected to turn to bond markets in the
coming years. In comments to local press, Mwangi also
said that there is an ongoing dialogue with country governors about the possibility of them raising capital
through bonds at the securities exchange rather than
relying fully on the central government for financing.
The capital market master plan also includes developing a dedicated bond trading platform and a market for hybrid bonds. It also proposes to improve the
efficiency of both primary and secondary bond markets by establishing primary dealers – securities firms
that would be obliged to serve as market makers by
stepping in on either side of a trade when there are
not sufficient buyers or sellers and by committing to
actively take part in primary auctions.
ADVANCED INSTRUMENTS: The CMA’s master plan
anticipates the introduction of several types of funds,
derivatives and other advanced market instruments. First
in line for introduction are real estate investment trusts
(REITs), of which the first will arrive in 2014. Several applications to establish REITs have been submitted to the
CMA for approval, and five firms have been licensed as
REIT managers. Centum Asset Managers and UAP Investments were approved in the role in December 2013 by
THE REPORT Kenya 2014

The Capital Markets
Authority’s master plan
anticipates the
introduction of several
types of funds, derivatives
and other advanced
instruments over the next
few years, with real estate
investment trusts to be
introduced first in 2014.
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The NSE plans to offer two types of real estate investment trusts in the near future

Private equity activity on
the continent currently
remains fairly muted in
comparison to markets
such as the UK and US, but
it is growing rapidly as
investors seek
opportunities in
high-growth markets.

the CMA, and in April 2014 STANLIB Kenya, Fusion
Investment Management and CIC Asset Management
were added to the list. Home Afrika and Housing Finance
have said they intend to use REITs as a financing vehicle. Kenya will allow both investment REITs and development REITs. This pipeline of new products will continue with single-stock futures and other types of
derivatives that do not require the physical delivery of
a commodity at the end of a contract. There will be risk
management tools for currency and interest rate exposure and contracts for commodities that do require physically delivery, which would likely include coffee, tea
and other such crops (see analysis). “Our warehousing
infrastructure needs improvement before we can do
commodities derivatives,” Terry Adembesa, NSE manager for product development, told OBG. “We are looking to start with contracts that can be settled with cash
rather than things requiring physical delivery.”
PRIVATE EQUITY: Private equity activity in Africa as a
whole remains fairly muted in comparison to markets
like the UK and US, but it is growing rapidly as investors
seek opportunities in high-growth markets. Among the
largest communities of private equity funds on the
continent are South Africa, Egypt, Nigeria and Kenya,
which has become a staging ground for East Africafocused funds, as well as impact investors.
One of the lingering questions about the viability of
private equity in Africa has been the ability of investors
to exit an investment when the time comes, although
a spate of recent successful exits are providing templates for future activity. Umeme, the main electricity
distribution company in Uganda, is one example. Previously a government-owned electricity distribution
company, Umeme was privatised in 2004.
After an ownership change, Actis Capital, the London-based emerging markets private equity investor
and a subsidiary of the UK government’s CDC Group,
became the sole owner. Actis then sold a 38% stake on
the Uganda Stock Exchange in 2012, and it also established a cross-listing on the NSE. “The Umeme IPO
www.oxfordbusinessgroup.com/country/Kenya

proved that an IPO exit is a credible alternative to trade
sale in the power infrastructure sector,” according to
Fieldstone Private Capital Group, which acted as the
transaction advisor.
REGIONAL INTEGRATION: The authorities intend to
promote regional harmonisation, including the pursuit
of identical financial market regulations wherever possible to allow for mutual recognition of products and
services within the East African Community (EAC) member states. According to the CMA’s master plan, the benefits of rules and laws that are exactly the same across
borders are significantly greater than those that are
simply similar in many ways, or close without being
identical. The plan cited benefits including lower management, compliance and IT costs for market participants. Each member country (except Burundi) hosts a
small bourse, and that may result in a degree of fragmentation that could prevent any of them from achieving the scale and liquidity needed for investment.
The regional model has been instituted elsewhere
on the continent, such as with the Bourse Régionale
des Valeurs Mobilières in West Africa. The bourse is based
in Abidjan, Côte d’Ivoire, and is home to all listings from
countries in the West African Economic and Monetary
Union. The group pursues a similar regional integration
mandate to the EAC’s. The regional scope brings clear
benefits to the listed firms which can access a wider
range of investors and see higher trading, although
the small size of most firms in the region, along with
Côte d’Ivoire’s sizable presence among listed companies, constrain expansion – there are just 37 stocks listed, and no new additions since 2010, shortly before
Côte d’Ivoire’s post-electoral conflict started.
Based on the size and capacity of EAC exchanges,
the NSE appears to be a natural fit for a regional bourse.
The NSE is already home to some stocks of companies
in the region, and has courted others in East Africa, such
as an offering to Ethiopian firms to list, which it extended in March 2014. Kenya is not the only country seeking to develop capital markets and trading facilities.
Rwanda has been developing a commodities market,
and Tanzania hired South African firm Securities and
Trading Technology to upgrade the trading platform of
the Dar es Salaam Stock Exchange. Ugandan regulators have approved plans for a new exchange to be run
by ALTX Africa Group of Mauritius, which will compete
with the Uganda Securities Exchange, where trading is
done in a non-electronic format.
OUTLOOK: The year 2014 could prove a pivotal one
for the NSE and for Kenya’s capital markets overall. A
period of discussion and planning is now poised to end,
with the master plan commencing its phased implementation and NSE completing its plan for demutualisation and listing. Investors have appeared supportive
of both moves and of Kenya’s prospects in general, as
seen by the resilience in demand in the face of terrorism concerns. The government’s sovereign bond sale
represented another point to underscore a positive
story for capital markets, meaning authorities will enjoy
the latitude needed to face any constraints that may
emerge as strategies and policies are implemented.
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Peter Mwangi

Tipping point
OBG talks to Peter Mwangi, Former CEO, Nairobi Securities Exchange (NSE)
To what extent do you expect quantitative easing
to affect portfolio inflows on the NSE bourse?

How large of a threat is posed by companies wishing to delist from the NSE?

MWANGI: The end of quantitative easing will probably have an impact. We have seen foreign participation
at very high levels, with foreign investors’ contribution
to turnover at about 50%. It makes a big difference for
these investors if there are higher yielding risk-free
assets in other markets. At the same time, investors that
have been focusing on frontier markets, especially in
Africa, will continue to execute that mandate. It is a balance between those two forces. Quantitative easing will
have an impact on capital markets globally, but the
kind of investors in this market will stick to what they
know. From a monetary policy point of view, there is an
effort to maintain a low interest regime to spur economic growth. As an exchange, we hold the view that
foreign inflows will largely be determined by the performance of the listed companies. The fundamentals
are thus right for us to expect increased foreign inflows
in our market going forward.

MWANGI: Markets have to provide free entry and exit.
If companies are not free to leave, then they will think
twice about entering in the first place. At present, we
would like to see more listings rather than fewer, but
everyone that comes in does not have to stay. Such
dynamism is good for the economy. There are sometimes good reasons for taking a company private, but
there are more reasons for taking a proportion of these
private companies public. We went through a bullish
phase in the early 2000s before the global financial crisis. There was a big pipeline of companies wishing to
list. As the market picks up, more listings are likely. We
now have the junior market as well, which was launched
in 2013. We expect to see three listings on the junior
market and another three on the main market. Historically, when the index is at, or above, the 5000 mark, it
tends to trigger activity in initial public offerings, which
is understandable because anyone coming into the
market wants to get good valuations for their stock.

Given its current size, how at risk is the NSE to
volatility in a single sector?
MWANGI: We do not have as many listed companies
as we would like. As a business, we have two sides: a
listing business and a trading business. The trading
business is volatile, and our over-reliance on one revenue stream is a strategic concern. The NSE is making
moves to try and address this. Currently, we have a revenue stream from trading equities and bonds, with the
introduction of new products in the course of the coming year. One of these is the real estate investment
trust, which will appeal to a lot of investors that currently have property assets that they want to digitise
and monetise. There are tax advantages to transferring
these assets into the real estate investment trust. In
addition, there are also advantages for small investors
who want exposure to this sector, which has traditionally performed well. Diversification is a significant opportunity and will help to stabilise the NSE’s performance.

What are the long-term prospects for the introduction of a capital gains tax?
MWANGI: Capital gains tax has been suspended since
1985. While discussions are ongoing, it is not clear
what shape a tax would take. The preference is for capital markets transactions to remain exempt, as they
were originally this way for a reason. As a small market, the benefits of having a robust capital markets
sector outweigh whatever revenues there are from
capital gains tax. It is not clear whether there is more
money in it, as investors will often change their behaviour. In all likelihood, the government will maintain that
incentive. The introduction of capital gains tax in other countries has been challenging and there is no need
to put a lid on capital market growth. Under Vision
2030 there are clear targets for capital markets. Once
we hit critical mass, such a tax will make sense, but there
is a lot to lose by introducing this step prematurely.
THE REPORT Kenya 2014
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Paul Muthaura

Playing the cards right
OBG talks to Paul Muthaura, CEO, Capital Markets Authority (CMA)
To what extent do you see new product offerings
driving future growth?
MUTHAURA: The exceptional returns we saw in 2013
on the Nairobi Securities Exchange (NSE) were driven
by fairly traditional products, with active secondary
trading in the equity and bond markets. Based on continuous investment in improved market infrastructure,
as well as a substantially strengthened regulatory environment, we have seen a greater number of domestic
and international institutional investors seeking to gain
exposure on the Kenyan market. With the prospect a
full spectrum of new products – including exchangetraded funds; real estate investment trusts; infrastructure, project and securitisation bonds; expansion into
equity-linked and structured debt instruments; roll-out
of derivative instruments; and sharia-compliant products – there is little question that continued growth
will be driven by these new offerings. These will allow
for greater diversification of investment portfolios by
both retail and institutional investors and significantly improve the market’s absorption capacity for the
expected increase in funds related to implementation
of Vision 2030. These expectations on continued future
growth have been clearly captured by monitoring and
evaluation metrics under the 10-Year Capital Markets
Master Plan (CMMP), published in May 2014, on equity market capitalisation, the ratio of corporate debt to
GDP, the value of exchange-traded financial derivatives and targets for sharia-compliant instruments.

What can be done to spur more listings on the
Growth Enterprise Markets Segment (GEMS)?
MUTHAURA: GEMS is being targeted to provide a listing and capital-raising avenue for certain economic
players. It seeks to address gaps in access to funding
for small and medium-sized enterprises, which are the
focus of Vision 2030. It also aims at responding to
increased activity of private equity in the country and
region, and the call by investors for a listing segment
to provide price discovery and visibility for exit. With a
www.oxfordbusinessgroup.com/country/Kenya

positive outlook in extractive sectors related to natural resources, there was a clear recognition that more
appropriate mechanisms were needed to allow for both
early-stage fund raising and support for transparent
diversification of local ownership.
In this context there have been consistent joint efforts
by the CMA, NSE and nominated advisors to review
and refine listing criteria for the segment to address
any barriers to access. In addition, these three bodies
are involved in education programmes to improve local
understanding of the role of and opportunities provided by capital markets. It is on this basis that the CMMP
has identified GEMS as the key platform for increased
listings with a minimum target of four new listings per
year over the plan period.

What sort of scope do you see for attracting more
international companies to dual list?
MUTHAURA: At the core of Vision 2030 is the establishment of Nairobi as an international financial centre. Dual listings are one of the quickest ways to increase
links between Kenyan and global capital markets. With
the entry of internationally listed entities, particularly
in extractive sectors, the NSE is expecting to see an
increase in dual listings to aid these firms in building a
local investor base (for regulatory compliance and longterm investment stability) and a platform for raising project capital in country. This is further complemented by
the increasing expansion of Kenyan companies in the
wider region and the recognition that multi-jurisdictional capital raising will become increasingly necessary to fund projects in relevant currencies.
The CMMP has identified opportunities presented by
the listing of global depositary receipts and depository notes to improve the accessibility of existing traded
securities on the Kenyan market for international
investors. In addition, the structuring of Kenya Depository Receipts is aimed at helping entities listed in the
region make their securities available for trade on the
NSE to leverage growing liquidity in the local market.
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Kenya wants to join the MSCI Emerging Markets Index by 2016

Ambitious plans
Setting long-term goals that focus on boosting Nairobi’s position as
one of the continent’s key financial centres
Kenya’s blueprint for broad-based economic development is its Vision 2030 document, which outlines
a series of long-term goals and how they will be
reached. One of the key elements of the plan is turning Nairobi into a financial centre for the East Africa
region. The Capital Markets Authority, the government regulator, has developed a Capital Market Master Plan, a detailed roadmap for the sector, with
actions planned to 2023. The master plan aims to
make Nairobi “the choice market for domestic,
regional and international issuers and investors looking to invest in and realise their investments in Kenya,
within East Africa and across Middle Africa”.
WITHIN REACH: The desire to be a financial centre
within Africa puts Kenya on a growing list of other
countries chasing the same designation, including
South Africa, Morocco and Nigeria. In Kenya’s case
several factors offer a compelling argument that the
goal is comparatively realistic and attainable. As the
largest economy among the members of the East
African Community (EAC), and a regional base for
large multinationals, Kenya already carries a significant amount of heft. The level of integration within the EAC also means that market access to neighbouring economies is already advanced.
Kenya’s Capital Markets Master Plan is organised
around three key themes: supporting developmental and economic transformation, improving the
operational infrastructure of capital markets, and
addressing the legal and regulatory environment.
Within those categories are specific goals such as
introducing derivatives and other market instruments, developing expertise in infrastructure finance,
and adopting international standards in governance,
transparency and disclosure. The plan also includes
short-, medium- and long-term mileposts to measure progress along the way.
Kenya wants to join the MSCI Emerging Markets
Index by 2016, for example, and to grow total market capitalisation of equities from $21.52bn as of Jan-

uary 2014 to $93.72bn by the end of 2023. That
would represent a jump in market cap from 50% of
GDP to a hopeful 70%, according to the draft plan.
Kenya wants the corporate bond market’s capitalisation to increase from 2% to 40% over the duration,
and to have $50bn in derivatives contracts trading
on the Nairobi Securities Exchange by 2020, then
$200bn in overall contracts value by 2023. Furthermore, the country hopes to attain a ranking of 80
on the UK-based Z/Yen Group’s Global Financial Centre Index by 2016, and rise to 50 by 2023.
IN THREES: The master plan’s three pillars each contain reforms grouped into a further three subcategories. The first pillar introduced in the master plan
is to support developmental and economic transformation, and within that category the three areas of
focus are improving domestic market accessibility
and prosperity, providing a gateway for regional and
international capital flows, and providing access to
international financial markets.
Spreading economic wealth and investment
beyond Nairobi and into other areas of the country
is a theme that runs through current government
policy and long-term planning, which necessitates
establishing channels for financing infrastructure
and nurturing markets in sub-sovereign bonds, as
well as retail financial inclusion. Increasing access
for small-scale retail investors would entail enlisting savings-and-credit cooperatives (commonly
known as SACCOs in Kenya) to offer basic investment
offerings, but Kenya is also in the process of studying the feasibility of offering them on mobile-money platforms such as M-Pesa.
Indeed, since the launch of Safaricom’s M-Pesa in
2007, the country has become a market of reference
for mobile phone financial services. A number of
other telecoms operators, including Essar Telecom
(YuCash), Orange (Orange Money) and Bharti Airtel
(Airtel Money), have since introduced similar products – as have operators in other countries around
THE REPORT Kenya 2014

The Capital Markets
Authority has developed a
Capital Market Master Plan,
which runs until 2023 and
aims to make Nairobi a
regional financial centre.

The target is to expand
total market capitalisation
of equities from $21.52bn
as of January 2014 to
$93.72bn by the end of
2023, representing an
increase in market cap
from 50% of GDP to 70%.
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New trading instruments such as real estate investment trusts are expected to be introduced in 2014

At present ownership of
equities is capped at 75%
for foreign investors as a
group. However, the cap
may be lifted in the near
future with the exception
of certain companies such
as Kenya Airways.

the continent – which has pushed prices down and
boosted subscriber participation. Kenya counted
23.75m mobile money users as of June 2013, around
75% of the adult population.
The value of transactions has steadily increased
over the past six years, reaching KSh152.5bn
($1.74bn) in June 2013, and an estimated 31% of GDP
is now processed through mobile money services.
These systems are used to pay electricity bills, school
fees, and even to obtain agricultural insurance and
microloans. The financial authority’s master plan
also calls for the development of a policy for improving financial literacy across all income levels.
At the EAC, directives have already been issued to
converge national laws and standards, but the master plan acknowledges that progress on compliance
has been “very limited”, which could constrain benefits. The plan cites examples in the EU, where limited adherence constrained the advantages conferred. However, full implementation could result in
lower costs for management, compliance and operating expenses on information technology.
The process to full harmonisation will likely be a
long one, but the first step is already under way with
the EAC Council of Ministers’ adoption in April 2014
of directives for the establishment of a standard for
securities prospectuses, so that one prospectus
approved in one EAC country would then apply to
the whole zone. This is to be followed by providing
brokers direct access to trading platforms across
the zone, and then allowing them to serve clients in
any part of it – all of which can be built on the newly adopted licensing standard.
NEW OPTIONS: Currently securities traded in Kenya
include the basic package of equities and bonds,
with the first real estate investment trust expected
in the third quarter of 2014. The CMA plans continue with new options such as single-stock futures,
including short selling, contracts based on interest
rates or bonds, commodity futures and other prodwww.oxfordbusinessgroup.com/country/Kenya

ucts. All of these instruments are expected to be
introduced in the next three years, according to the
regulator. “Growing a financial hub is a matter of liquid assets, market depth and being able to invest on
both the short end and the long end,” said Marcel
Mballa-Ekobena, the head of equities research for
the East Africa Region for Nairobi-based CfC Stanbic Bank. “The minute we’re able to short, we are
increasing liquidity.”
INFRASTRUCTURE: Existing warehousing infrastructure must first be upgraded for trades requiring one
party to take delivery of physical goods such as agricultural produce, and a spot market for those products may see competition from one already set up
in Rwanda. For Kenya, commodities that would be a
natural fit for physical settlement and as a hub where
a benchmark price could be set would start with
coffee and tea, as the country is a major producer.
In the second pillar of the master plan, the focus
is on the supporting infrastructure of the market,
including trading mechanisms. To support headline
goals such as an equity market cap at 70% by the
end of 2023 (currently the global average is slightly less), increased sophistication in liquidity tools will
be required. That means introducing market makers
for equities and government bonds, establishing a
securities lending-and-borrowing framework to allow
for short selling, and the leveraging of opportunities arising from the recent completion of the demutualisation of the NSE and plans to vest it with the
powers to set its own fees.
NEEDED REFORMS: A prominent obstacle is that
ownership of equities is capped at 75% for foreign
investors as a group. However, according to existing
plans, for all but a few publicly traded companies
whose operations dovetail with national objectives,
such as the flagship airline Kenya Airways, that cap
may be lifted in the near future, although no date
has been set for this as of August 2014
Other reforms include the establishment of a warhouse receipt system for commodities to support spot
trading, a central securities depository and the introduction of a junior stock market, which has already
been established and is called the Growth Enterprise Market Segment. The master plan aims for 12
listings on this early stage bourse by 2016, 27 by
2020, and 39 by 2023.
In the third pillar, a key reform will be a move to
integrate financial sector regulation. Kenya does not
intend to follow the common single-regulator model, as bank regulation is likely to remain the responsibility of the Central Bank of Kenya, but functions
for overseeing securities, insurance and pension
funds are likely to be merged into one body. This
third pillar also discusses moving toward principlesbased regulation, the approach in which regulations
are written to a lower degree of specificity and
licensees are expected to comply with both their letter and spirit. The CMA is also planning an overall
review of many other regulations to support greater
industry innovation and mitigate costs of compliance.
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The NSE is working to introduce new products to the trading floor

The first of its kind
The government finalises its foreign currency bond sale
A major highlight for Kenya’s capital markets sector
in 2014 was the government’s first foreign currency bond sale in June 2014. Successfully issuing the
two tranches of a Eurobond on June 16, 2014, Kenya
joined a select list of sub-Saharan countries that
have sold foreign-currency-denominated debt,
including Nigeria, Ghana, Zambia, Rwanda and South
Africa. The issue raised $2bn from international
investors, making it the largest debut for an African
country in the sovereign bond market.
The environment was more challenging than in
years prior: the drawdown in quantitative easing
(QE) by the US Federal Reserve had lowered the
appeal for frontier and emerging market debt, and
poor fiscal indicators elsewhere on the continent had
raised yields for recent sub-Saharan African
issuances. As a result, Kenya was not expected to get
the low yields some other leading countries in subSaharan Africa have gotten in recent years. However, with a strong set of long-term fundamentals, the
country saw demand from international investors,
and yields were lower than initially thought.
AMONG A SELECT FEW: With road shows beginning
in April 2014, the issue was expected to raise $1.52bn in 10-year Eurobonds, the name for debt issued
in a currency other than the domestic one. The range
was expected to be between 8% and 10% as of April
2014. However, the issuance yielded two notes: a
$500m, five-year bond with an interest rate of 5.875%
and a $1.5bn, 10-year note with a yield of 6.875%.
Kenya plans to spend the money in part on infrastructure but also on taking care of existing debt.
The country had considered selling a Eurobond in
2012 but instead opted for a $600m syndicated loan
from a trio of foreign banks: Citigroup of the US, the
UK’s developing-markets-focused Standard Chartered Bank, and Standard Bank Group of South Africa.
The loan structure does not oblige Kenya to make
regular payments but instead to satisfy the debt in
a balloon payment, using a part of the proceeds of

a sale of sovereign bonds issued before the loan
comes due, which was originally at the end of Kenya’s
past fiscal year on June 30, 2014, but was later
extended by three months.
The domestic bond market, which has been comparatively active in recent years, is not seen as an
option to raise funds to pay back the loan because
absorption capacity is low; Kenyan bond investors
are widely perceived as having had their fill for now.
The IMF recommended the sovereign bond as a way
to diversify funding sources.
DIVERSIFYING OFFERINGS: The Nairobi Securities
Exchange (NSE) has also undergone a rebranding in
2014 and relocated to new premises in Nairobi’s
Westlands neighbourhood, which has become an
alternative to the central business district for financial services firms. The next step is to work together with the Capital Markets Authority on bringing new
products to the NSE. That starts with real estate
investment trusts (REITs) in 2014, as there are several applications in to the CMA to start one and five
investment firms have been licensed to manage
them. The plan is to offer investment REITs to hold
mature assets and share out the monthly income to
owners, as well as development REITs for new construction. After that single-stock futures will be introduced, as well as financial and commodity derivatives. Currency hedging is in demand, as at present
investors with currency risk can negotiate a forward
exchange contract with a bank but cannot trade
them with other investors on a regulated platform.
The general strategy for futures contracts is to focus
first on those that do not require the physical delivery of a commodity, as storage space is lacking for
grains and other such crops. When it comes available, trading in futures contracts becomes feasible.
The country has significant potential as a major
price-discovery centre for black tea and coffee in particular, as it is the world’s largest exporter of the former and also a substantial seller of the latter.
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The government’s Eurobond issue in June 2014 saw strong demand from international investors

Even amidst the diversity of
options in the emerging
and frontier market asset
classes, Kenya retains a
level of appeal. The
country’s credit rating is
below investment grade,
but has been consistent:
Fitch Ratings has kept
Kenya’s long-term foreigncurrency rating at B+ since
December 2007.

COMMON CONDITIONS: Other African countries
were also looking to sell Eurobonds in 2014. Earlier
in 2014, a planned issuance by Ghana for a $33m
bond was put on hold due to a less-than-favourable
external environment. Senegal, which had announced
a Eurobond sale in June 2013, two months later was
reported to have put the plan on hold after a gauge
of market sentiment showed that a likely yield would
be 8.75%. That compares with the 5.6% rate Zambia
got in 2012, when demand for emerging market
debt was high, fuelled by US monetary policy. The
US Federal Reserve impacted conditions in 2013
when it shifted its basic approach to monetary policy from QE to the “tapering” of that strategy. The
effect of a reduction in QE is more capital retained
in US government debt, and thus less available to
buy emerging market debt. With less demand in the
market, investors have been demanding higher yields
for the bonds of developing countries.
However, the impact from QE’s rollback is not uniform across all markets and, apart from Kenya’s
favourable domestic traits, there are two reasons
that tapering in the US may not fundamentally impact
Kenya’s plans, or those of other developing countries keen to sell Eurobonds, infrastructure bonds,
or other types of dollar-denominated debt. The first
is that the European Central Bank may embark on
its own QE plan in 2014, based on statements from
Mario Draghi, president of the European Central
Bank, in the first week of April 2014. The second is
that, regardless of how the current economic cycle
impacts monetary policy at key central banks, emerging market bonds still retain significant appeal given the low growth elsewhere.
“There’s been a change of thinking, and clearly a
bid for emerging-market bonds as an asset class,”
said Blaise Antin, head of sovereign research at the
Los Angeles-based investment firm TCW. “About 12%
of investible global fixed-income assets are in emerging markets, and institutional investors probably
www.oxfordbusinessgroup.com/country/Kenya

have less than 5% of fixed-income allocations in
emerging market bonds.’’
NEW ASSET CLASS: Even amidst the diversity of
options in the emerging and frontier market asset
classes, Kenya retains a certain level of appeal. The
country’s credit rating is below investment grade, but
has been consistent: Fitch Ratings has kept Kenya’s
long-term foreign-currency rating at B+ for its last
six country reviews, dating back to December 2007.
The outlook has been stable with the exception of
a review in January 2008, which came in the weeks
after the political violence in the wake of the disputed national election in December 2007. The most
recent review, from Fitch in January 2014, kept the
rating at B+ and the outlook at stable.
The IMF said in its late-2013 Kenya country report
that an additional $1.5bn in government debt would
not change the fund’s debt sustainability analysis.
IMF projections expect a debt-to-GDP ratio of 45.1%
at the end of the 2013/14 fiscal year on June 30,
and that the figure will likely fall to 41.7% by the end
of 2016/17, indicating that the country has room to
safely take on more debt. Oil looms in the long-term
analysis. If the government begins to see revenue
from oil production later this decade, its capacity to
cover debts may see a significant jump.
The perceived risks to Kenya’s ability to repay a 10year sovereign bond are led by a general uncertainty about expenditure allocation, and whether funds
would be channelled to revenue-multiplier projects,
such as infrastructure, or current spending such as
public sector wages, according to Fitch’s January
2014 review. The recent devolution of powers from
the state to 47 counties may only exacerbate that
problem if the national government’s wage bill does
not shrink appropriately to reflect its smaller scope.
However, the government hopes to contain the problem through its Salaries and Remuneration Commission (SRC), which is expected to deliver a report by
June 2014 on how to handle the civil service, according to correspondence between the government
and the IMF in late 2013.
“The SRC work will help rationalise the salary
scheme for all levels of government in line with the
PFM (Public Finance Management) law and limit the
scope for ad hoc wage increases,’’ according to the
letter, which was addressed to Christine Lagarde,
the managing director of the IMF, and signed by Njuguna Ndung’u, governor of the Central Bank of Kenya,
and Henry Rotich, cabinet secretary of the National Treasury, akin to a ministry of finance in Kenya’s
government structure.
Another concern at the macro level is investor
protection and judicial recourse, a worry sparked in
part by the Anglo Leasing affair, a procurement deal
in 1997 that was revealed in 2004 to have been the
cause of several incidents of graft and corruption.
The lawsuits resulted in the Kenyan government
being ordered to pay 18 contractors. In August 2014,
the government had begun honouring the verdicts
by beginning to pay out a total of KSh1.6bn ($18.2m).
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Bamburi Cement
Manufacturing
THE COMPANY: Bamburi Cement is the largest cement
manufacturing company in East Africa. The company
has three subsidiaries, Bamburi Special Products, Hima
Cement in Uganda and Lafarge Eco systems. Bamburi
exports cement mainly to regional markets. Kenyan
operations contribute 67% of sales, while Uganda contributes 20% and other inland Africa sales contribute
13%. Among Bamburi Cement’s inland export markets,
Rwanda accounts for 50%, Eastern Democratic Republic of Congo (DRC) accounts for 25%, while South Sudan
accounts for 20%. Lafarge is the largest shareholder,
with a 58.6% stake. The company has a market share
of 39% and a capacity to produce 2.9m tonnes per year.
Electricity accounts for 40% of total operating costs.
The removal of electricity subsidies in Uganda led to a
significant rise in overall energy costs for the company. The upward movements of global fuel prices have
resulted in higher raw material and transportation costs.
A recently introduced mining levy in Kenya is also expected to increase operating costs and raise the price of
cement. Bamburi Cement has, however, embarked on
various cost-cutting measures. These include the substitution of HF4 energy with renewable fuel in Uganda, as well as the purchase of electrostatic precipitators, which has improved the efficiency of clinker
production. The company has also changed its distribution policy, shifting distribution to middlemen and
customers; this has led to lower transportation costs.
The demand for cement in the region is expected to
increase with most countries commissioning transport
infrastructure, and demand for housing is expected to
rise with increasing urbanisation. The issuance of the
$2bn Eurobond by the Kenyan government will improve
the government’s liquidity and spur infrastructure development, while a reduction of government domestic borrowing could see a fall in interest rates that should
stimulate private sector-led housing development.
Electricity concerns in the Kenyan and Ugandan
grinding plants are still a major challenge. Hima Cement’s
grinding operations face losing hours due to frequent

power failures. With the commissioning of the Uganda petcoke mill in first-quarter 2014, the company
expects to realise a significant reduction in energy
costs. Meanwhile, conflicts in the DRC and South Sudan
have significantly affected export volumes.
In financial year 2013 full-year turnover decreased
by 9.5% to KSh34bn ($387.6m). Turnover decreased as
a result of lower revenues in Uganda. Following a solid start to the year, the Ugandan market slowed significantly over the second half of 2013, as slower export
markets resulted in a glut in local supply. The Kenyan
market was hit by sluggish sales due to the uncertainty surrounding the elections. Operating profit stood at
KSh5.2bn ($59.3m) in 2013, compared to KSh6.8bn
($77.5m) in 2012. Capacity utilisation for the company remained relatively high. Full-year profit before tax
declined by 23%, while profit after tax fell by 25%. Earnings per share were KSh9.55 ($0.11) in 2013, compared
to KSh12.17 ($0.14) in 2012, declining by 21%. The dividends yield was 6%. Notably, the company paid out as
dividends 115.18% of full-year earnings per share.
DEVELOPMENT STRATEGY: 2014 is expected to be a
better year, with easing political tensions in major inland
Africa markets out of Uganda and an improved business environment in Kenya. The first two months of
financial year 2014 have been positive for Bamburi, with
prices in Uganda starting to recover, however, South
Sudan remains weak because of the conflict. The Kenyan
market continues to grow, however, the complexities
around the funding of the newly devolved counties are
delaying progress on large projects. Margins are expected to be well supported over the short to medium term
by factors including lower clinker imports, increased use
of petcoal and lower electricity tariffs in both Kenya
and Uganda. The company is looking to identify capacity-increase opportunities, in line with Lafarge’s plan
of a 10m-tonne increase in sub-Saharan African production capacity. The company expects to maintain
market leadership through a growing focus on improving both its route to market and operational excellence.
THE REPORT Kenya 2014
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East African Breweries
Manufacturing
THE COMPANY: East African Breweries Limited (EABL),
Diageo’s brewing powerhouse, is the leading producer of alcoholic beverages in the East African region
and the second-largest listed company on the Nairobi Securities Exchange by market capitalisation
(KSh229bn, $2.6bn). With operations in Kenya, Uganda and Tanzania, 42.8% of EABL is owned by Diageo
Kenya, 4.6% by Diageo Holdings Netherland’s BV, 2.6%
by Guinness Overseas and the remaining 50% is split
among more than 25,000 shareholders on the securities exchanges of Kenya, Uganda and Tanzania. EABL
has a combined installed capacity of 10m hectolitres
(hl) across the region with production at 6m hl in
2013, representing a 60% capacity utilisation.
In a move to capture the Tanzanian market, EABL
sold its 20% shareholding in Tanzania Breweries Limited (TBL) through a public offer in 2010 and acquired
a 51% shareholding in Serengeti Breweries Limited
(SBL). TBL is 53% owned by SABMiller, which handled
product distribution for EABL. EABL leveraged the
purchase of SBL which drove up the debt to equity
ratio from 0% in 2010 to 28% in 2011. The acquisition of SABMiller’s 20% equity stake in Kenya Breweries Limited (KBL) in 2011 drove it to 467% in 2012.
EABL’s portfolio include mainstream, lower segment and imported premium brands. The key revenue
drivers include the flagship beer Tusker (commands
a 30% share of the Kenyan mainstream beer market),
Bell lager in Uganda and Serengeti in Tanzania.
EABL is expected to benefit from the region’s growth
potential: it has an average per capita consumption
of 11 litres compared to Latin America and North
America’s average of 50 and 70 litres, respectively. 45%
of the region’s population is below the legal drinking
age of 18 years and around 50% of the alcohol industry is informal. The growth is likely to be boosted by
strong macro-economic development in the region
supported by a relatively stable political environment,
discovery of oil and gas resources, increasing export
activities and infrastructure development.
www.oxfordbusinessgroup.com/country/Kenya

EABL is highly susceptible to regulatory risk, increasing competition and rising costs. The brewer achieved
a 6% growth in sales in 2013 despite a decline in sales
in Tanzania attributable to a 25% rise in excise duty
coupled with softening of consumer demand in Uganda due to an economic slowdown. The company also
invested in a KSh6.5bn ($74.1m) capital expenditure
(capex) programme in 2013 that included a new packaging line in Uganda, a yeast recovery plant in Kenya
and expansion of the warehouse at KBL.
The government introduced a 50% excise duty in
October 2013 on Senator Keg beer – a product targeting the informal drinking sector – further slowing
down overall demand. EABL announced during the
release of its half-year results in February 2014 an 85%
decline in sales of this emerging brand, closure of
3000 Senator distribution-outlets and reduction in
brewing operations at its Nairobi plant from seven to
five days a week. The political unrest in South Sudan
in December 2013 affected the firm’s international
operations, slowing down export sales. The results were
immediately reflected in the stock price that declined
to hit a 12-month low of KSh0.219 ($0.002).
DEVELOPMENT STRATEGY: Amidst a challenging
operating environment, EABL has turned its focus to
reducing key cost drivers to achieve growth alongside
its capex expansion programme. In a bid to remain competitive, new products have been commissioned in
Kenya, a new depot has been installed in South Sudan,
in addition to the construction of new warehouses in
Kenya and mash cookers in Tanzania. This is all reflected in the KSh4.5bn ($51.3m) capex in the first half of
financial year 2014.
EABL is planning to save KSh800m ($9.1m) by implementing changes to its route to consumers in order
to maximise efficiency of its supply chain as it engages
local barley and sorghum farmers to achieve cost of
sales efficiencies. Pricing and marketing interventions are being carried out to achieve sales growth
as seen with the Bell brand campaigns in Uganda.
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Equity Bank
Banking
THE COMPANY: Equity Bank, founded in 1984 as a
building society, is currently the largest bank in Africa
by customer numbers with 8.4m clients. The bank is
24.5% owned by Helios Investment Partners Holdings,
and it has a strong regional presence, operating in
Kenya, Uganda, Rwanda and Tanzania. Equity Bank has
186 branches and 10,000 agents. In Kenya, the bank
has a market share of 16.6% of total industry assets and
14% of total industry deposits. The Kenyan operation
contributed roughly 85% of the bank’s assets.
Equity Bank has won numerous awards. Most notably
the bank was voted Best Bank in Kenya 2013 during
the eighth edition of the Think Business Banking Awards,
and was selected the Best Managed Company in Africa
2012 by Euromoney magazine.
Equity Bank’s growth strategy is centred on “banking the unbanked” and has attracted numerous bank
accounts from low-income earners through a zero
deposit requirement for account opening. The strategy has been applied across other East African countries as the bank tries to take advantage of the highly
unbanked population: financial penetration rates in
Tanzania stands at 17.3% and Uganda at 20.5%.
Equity Bank has applied the agency banking model
in Kenya, Tanzania and Rwanda to reduce the cost of
setting up branches and facilitate the availability of
banking services in rural areas. In line with its large
retail book, Equity Bank has the lowest cost of funds in
the industry and thus the highest net interest margin
at 12%. However, non-performing loans are the highest in the industry at 8%, compared to the industry
average of 5%. Increased focus on lending to small and
medium-sized enterprises is likely to lead to an improvement in net interest income and asset quality.
In financial year 2013 results, net interest income
increased by 11% to KSh87bn ($991.8m) as a result of
an increase in interest income by 3% and a decline in
interest expense by 22%. Interest rates have been coming off compared to the same period the previous year
due to declining inflation. Non-funded income increased

by 19% and consequently total income increased by 14%
to KSh42bn ($478.8m). Growth in income was recorded, however instability in South Sudan resulted in
increased provisioning. Total costs increased by 16% to
KSh22bn ($250.8m) attributable to expenses related
to physical upgrades of some branches. Despite the rise
in costs, the cost-to-income ratio decreased from 48.5%
in 2012 to 48.8% in 2013. Profit after tax increased 11%
to KSh13bn ($148.2m).
Total assets grew by 14% in 2013 mainly attributable to a 26% increase in loans and advances. Kenya’s
advances grew by 24%, Sudan’s by 23%, Rwanda’s 113%,
Tanzania’s 231%, and Uganda’s grew by 2%. Total deposits
grew by 16% while the loan-to-deposits ratio increased
to 88%. The investment metrics also showed a positive
trajectory as the earnings per share rose 10% to KSh3.59
($40.9m), while price to earnings stood at 8.58 x. The
return on equity was 28% with a dividend yield of 4.8%.
Management projects customer numbers improving to
10m by the end of financial year 2014. Total deposits
are expected to grow 20% by targeting a 15% increase
in agents to 15,000. Management aims to reduce the
cost-to-income ratio to 48% with return on equity and
return on assets forecast at 30% and 5%, respectively.
DEVELOPMENT STRATEGY: In 2014 Equity Bank
embarked on its next 10-year strategy called Equity
3.0. A key highlight of the strategy is centred on taking
the bank virtual through its mobile virtual network
operator (MVNO) strategy. The MVNO strategy was
launched in July 2014 targeted at growing its mobile
phone-based financial services market. The MVNO
accords Equity Bank the opportunity to continue its mission of furthering financial inclusion. Equity Bank sees
an opportunity in converting liquid cash into non-cash
electronic payments. The bank will be able to do this
cheaply by avoiding middlemen and passing the cost
savings to the customer. All the bank’s products would
be available over the mobile phone. The bank will incur
no additional expenditure and will leverage off of existing capacity by using Airtel’s network infrastructure.
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Kenya Airways price & index relative performance
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Kenya Airways
Transport
THE COMPANY: Kenya Airways (KQ) is the largest airline in East Africa by seat capacity, and the fourth
largest in Africa behind market leaders South African
Airways, Ethiopian Airlines and EgyptAir. It is currently managed through a public-private partnership with
the government of Kenya holding 29.8%, KLM owning 26.7% and more than 40% traded on the major
bourses of Kenya, Uganda and Tanzania.
KQ has established a dominant presence through
a growing network of routes and destinations in Africa,
Asia, Middle East and Europe. The airline’s core business is operation of commercial passenger flights
which account for around 85% of turnover with cargo and handling making up the remainder.
Key performance drivers for the airline include the
health of the global economy, which generally determines passenger traffic-flows, cargo volumes and by
extension, revenue growth. Margins are largely a function of the prevailing price of oil (specifically jet fuel)
which constituted 39% of operating costs in 2013. Other contributing factors include performance of the
local currency and emerging market risks such as
insecurity. All these were brought to bear in the financial year ended 2013, contributing to a 9.1% decline
in revenues. An economic slowdown that hit the eurozone affected performance of the top line, and adverse
travel advisories following attacks from the Al Shabaab
terror group in Kenya further contributed to a 3.6%
decline in passenger traffic. Against this backdrop, fuel
per gallon rose by 5% as the US dollar suffered a 4.2%
decline against the Kenyan shilling, pushing KQ into
loss-making territory in financial year 2013 reflected
by a net loss of KSh7.8bn ($88.9m). In financial year
2014 KQ cut its net loss by 57% to KSh3.3bn ($37.6m)
although a 7.2% growth in revenue was achieved
amidst high operating costs of KSh108.7bn ($1.2bn)
driven by increasing financing costs as the carrier
took on additional debt for its fleet expansion plan.
DEVELOPMENT STRATEGY: In 2012 Project Mawingu
was launched – an ambitious 10-year strategy that
www.oxfordbusinessgroup.com/country/Kenya

aims to expand the airline’s fleet to 119 aircraft from
44 in 2013 and to grow network coverage from 58 to
115 routes with seven new routes into China, six into
the Indian sub-continent and three into north and
south-east Asia by 2022.
Closer to home, KQ has moved to cement its domestic and regional presence through Jambojet, a lowcost subsidiary of KQ that commenced operations in
April 2014 flying to four local destinations including
Mombasa, Kisumu and Eldoret. KQ has accelerated
growth of its African network as it aims to become a
market leader in Africa. This is being done through
forming alliances with other airlines which include Etihad Airways, China Eastern, Air Burkina, Kulula.com,
Air Côte d'Ivoire and direct flights to Nigeria, which
commenced in 2014.
Kenya Airways received its first Boeing 787 Dreamliner, “Great Rift Valley”, the first of nine to be received
from Boeing before the end of 2015 as part of its fleet
expansion objective. The dreamliner comes with
increased cargo space, 20% more fuel efficiency and
more capacity, carrying 210-250 passengers.
Kenya Airport Authority (KAA) is playing its part
through ongoing reconstruction of the arrivals terminal at Jomo Kenyatta International Airport (JKIA) that
was gutted by fire in 2013. KAA is also embarking on
expansion projects of the airline’s hub, JKIA, to international standards with plans to construct a second
runway and a new mega terminal increasing the airport’s capacity by five-fold.
The Kenyan government continues to show its support for KQ through improving legislation as seen
through amendment of the Kenya Aviation Act and
the International Interests and Aircraft Equipment Bill
enacted in 2013 extending protection to global financiers, sellers and leasers.
The airline continues to push the Kenyan Ministry
of Transport to review bilateral air service agreements,
with issues of double taxation and over-regulation
being the main challenges to sustainable growth.
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Kenya Power
Utilities
THE COMPANY: Kenya Power is a monopoly player in
Kenya’s energy sector. Its core business activities include
the transmission, distribution and retail of electricity
purchased in bulk from Kenya Electricity Generating
Company (KenGen, 70%) and independent power producers (IPPs, 30%). The company is largely owned by
the government of Kenya with a controlling stake of
50.1% while private investors hold 49.9%.
The firm’s business is structured under six administrative regions which form a network covering 41,486
km. The company also engages in the leasing out of
fibre-optic cables. It has 1200 km of fibre optic on the
transmission network and 600 km on the distribution
network. An additional 25,000 km needs to be laid out
to reach most of its 2.9m customers. Management
anticipates vast growth from this revenue line.
The company’s key earnings drivers remain pricing
and power purchase costs, energy demand, system loss
reduction and the level of capital expenditure. Kenya
Power is entitled to a triennial review of tariffs which
has supported significant capital expenditure (capex)
investments. The last review was carried out in November 2013 to the company’s favour. Increases of 3-12%
were put in place on high-income consumers and heavy
industries which make up 31% of Kenya Power’s customers. The tariff increase boosted Kenya Power’s credit rating and helped it secure $370m in funding for
upgrading and expansion of its transmission grid.
The growth opportunities in Kenya’s energy sector
are enormous. The country has an 18% electrification
rate, well below the sub-Saharan African average of
31.8%. The country’s installed generation capacity is
1652 MW, with peak load projected to grow to 15,000
MW by 2030. Demand will be driven by growth in regional economies, increased purchasing power and urbanisation. Projects are under way to bridge this gap. Kenya
is among the countries picked in the first phase of US
President Barack Obama’s $7bn Power Africa project
aimed at doubling the electrification rates in the continent by adding 10,000 MW capacity. The government

plans to add 5000 MW over the next 40 months which
is expected to drive up power usage and revenue.
Kenya Power requires significant capital to finance
its projects, with capex estimated at KSh156bn ($1.8bn)
between 2013 and 2018. Projects planned such as
investments in the distribution network will minimise
system loses and enhance margins. The financing
requirement is expected to be met through improved
revenue collection, the lease of fibre-optic capacity
and from long-term funding such as corporate bonds.
In first-half 2014 results, the company recorded 53%
year-on-year (y-o-y) growth in operating profit to
KSh6.8bn ($77.5m), lifting the company’s operating
profit margin by 455 bps to 14.5%. This was a result of
a 5.5% y-o-y decline in operating expenses to KSh9.7bn
($110.6m), as energy transmission costs declined 11.6%
y-o-y to KSh1bn ($11.4m).
Total electricity sales grew by 9.1% y-o-y to 4093
GWh, driven by increased power demand from its existing 2.9m customers as well as the introduction of a large
industrial customer in the mining sector. Gross profit
margins improved by 113 bps y-o-y to 31%.
Finance costs increased by 79.4% y-o-y to KSh1.9bn
($21.7m) arising from bank overdrafts and loans to
finance working capital needs and network expansion
and system developments. Borrowings grew 82.2% yo-y to KSh40.4bn ($460.6m) in order to finance its
capex ventures. The loans were issued by the International Development Agency, First Rand Bank Medium
Term Loan ($60m), the International Finance Corporation ($27m) and Standard Chartered Bank ($60m).
Overall, PAT declined 2.7% y-o-y to KSh3bn ($34.2m).
DEVELOPMENT STRATEGY: Kenya Power is positioning itself to take advantage of the additional 5000 MW
generation capacity. The company plans on transmitting to neighbouring EAC countries once the regional
interconnector projects are completed, which is expected somewhere between 2015 and 2016. Investments
are being made to the company’s grid, targeted at
reducing system losses as well as minimising outages.
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Safaricom
Telecoms
THE COMPANY: Safaricom is the leading mobile network operator in Kenya with 68% market share of
total mobile subscribers in the country. It controls
79% of voice traffic and 96% of mobile text messages.
The company is the largest listed entity on the Nairobi Securities Exchange by market capitalisation, representing 25% of the market. It is 40% owned by the
Vodafone Group of the UK and 35% owned by the government of Kenya. Safaricom offers voice services as
well as SMS, data, device sales and a money transfer
service dubbed M-Pesa. Voice contributes 60% of
total revenues, albeit at a declining trend due to company efforts to diversify from this revenue line due to
its price sensitivity. SMS, data and M-Pesa contribute
10%, 7% and 20%, respectively, to total turnover.
Revenue growth will be mainly driven by non-voice
revenue. Kenya has a population of around 44m. The
country’s mobile penetration stands at 77.2% on a
mobile subscriber base of 30.4m active SIM cards.
Data has a penetration rate of 51% and 37% of Safaricom’s mobile subscribers, while M-Pesa has reached
out to 89% of Safaricom’s subscribers.
Safaricom operates a capital expenditure-intensive
business. Its “Best Network in Kenya” initiative aims
to modernise its 2G and 3G base stations and provide fibre connectivity to buildings in metropolitan
cities over the next five year. Meanwhile, the company’s key business risks mainly stem from a regulatory perspective. It failed to meet the regulator’s quality-of-service criteria in 2012-13, achieving a
compliance level of 50% compared with the minimum
of 80%. This in effect led to the delay of its licence
renewal after months of uncertainty.
The company delivered strong financial results in
the financial year ending in March 2014 with solid
growth recorded across all revenue lines. Total revenue grew by 16% to KSh144.7bn ($1.6bn).
Service revenue grew 17% to KSh138.4bn ($1.6bn),
of which voice service revenue grew by 12% to
KSh86.3bn ($983.8m), while non-voice service revenue
www.oxfordbusinessgroup.com/country/Kenya

sustained its growth trajectory by increasing 28% to
KSh52.1bn ($593.9m) driven mainly by data and MPesa. Growth in revenues was driven by an 11%
increase in Safaricom’s customer base to 21.6m and
a 21.6% rise in M-Pesa revenues.
Direct costs grew by 10%, resulting in an improvement in the contribution margin to 64.1% as they continued to explore further cost-reduction initiatives
focused on transmission costs, network operating
costs and IT operational costs. The increase in revenue
coupled with cost efficiency drove up earnings before
interest, taxes, depreciation and amortisation margin
to 42.1%, a 250 bps improvement. Depreciation
increased 16.5% to KSh25.8bn ($294.1m) attributable to additional capital expenditure driven towards
modernising Safaricom’s network. Financing costs
declined 90.3% to KSh160m ($1.8m) on the back of
repayment of short-term borrowings of KSh8.23bn
($93.8m) during the year. Overall, profit after tax
increased 31.2% to KSh23.02bn ($262.4m) with a dividend of KSh0.47 ($0.005) recommended by the board,
which represents an 82% payout ratio.
DEVELOPMENT STRATEGY: The company’s focus in
coming years is on delivering the best network in
Kenya, growing mobile and fixed data penetration as
well as deepening financial inclusion using M-Pesa.
Safaricom plans on achieving these targets by expanding coverage of its 2G and 3G networks, offering 4G
long-term evolution services, increasing smartphone
penetration through cost-effective quality offers,
commercialising Lipa na M-Pesa by growing the number of active merchants and growing the number of
M-Pesa transactions per subscriber.
Safaricom faces competition from newly licensed
mobile virtual network operators, which are pushing
to provide more efficient mobile money and cheaper voice services. There is also pressure from the Communications Commission of Kenya to share its mobile
agency network and infrastructure with other operators, which could minimise its competitive advantage.

CAPITAL MARKETS VIEWPOINT

James Mworia, Group CEO, Centum Investment Company

Funding to build
James Mworia, Group CEO, Centum Investment Company, on using
capital markets to finance real estate development
Real estate development in Kenya has historically
been financed by a mixture of bank financing and
the developer’s own equity. Such lending is usually
limited to about 60% of the total project cost, with
the developer having to raise the other 40%. The situation is further exacerbated by the developer’s
inability to draw down the project’s debt before its
own equity has been fully drawn down.
Even when a developer has the cash on hand, this
has meant that it is not feasible to do multiple projects simultaneously due to capital constraints. As a
result, there has been a persistent shortfall in the
supply of real estate compared to the demand for
it. Estimates in 2008 projected that the shortfall in
middle-class housing in Nairobi will be 1.6m by 2030.
The government subsequently set a target of 200,000
housing builds in the city each year. Nevertheless,
planned housing builds in 2013 reached just 15,000,
of which more than 90% are apartments. While offplan sales have somewhat eased the cash crunch that
developers face, this still amounts to only a small proportion of the monies required.
The capital markets in Kenya have proved to be a
revolutionary tool in the development of Kenya’s
economy. In the eight-year period from 2006 to
2014, a full KSh157.4bn ($1.8bn) was raised in the
equity markets by over 20 institutions through initial public offerings, follow-on offerings and rights
offerings. Over the same period, the market capitalisation of listed securities has increased from
KSh792bn ($9bn) to KSh1.95trn ($22.2bn), an
absolute increase of KSh1.16trn ($13.2bn). Nor have
the debt markets been left behind, maturing from
mostly a budget financing tool for the government
into a veritable funding source for Kenyan corporates.
More than KSh70bn ($798m) was raised in the seven years between 2007 and 2014.
Currently no mechanism exists for the real estate
sector to raise either debt or equity through the
capital markets. Third-party equity financing for real

estate is practically non-existent: the vast majority
of debt financing is done through banks. This is for
a good reason. The real estate market lacks transparency, and real estate deals in Kenya are reported to be notoriously opaque. A search for prevailing
capitalisation rates in the market today is conspicuous by its absence. No regulatory body oversees the
property market in Kenya. As a result, there is no body
of laws and rules governing the raising and use of
funds for property development in Kenya.
Real estate investment trusts (REITs), which are in
essence structured, regulated vehicles through which
third-party equity financing for real estate can be
raised, offer a solution to both the dearth of thirdparty funds and the high cost of debt for development. REITs do this, firstly, by using the capital markets environment to raise equity efficiently. Secondly,
because of their scale – in Kenya the minimum size
of Development REITs (D-REITs) is KSh300m ($3.42m)
– they have more leverage when negotiating for
debt financing. In fact, the REITs presented to the
Capital Markets Authority for approval are much
larger than that, meaning even more negotiating
muscle. Furthermore, these are exempt from tax at
the REIT level and, as such, are the most tax efficient
property development vehicle in Kenya today.
The benefits of REITs – the ability to raise large
sums and the tax incentives – outweigh both the
monetary costs of setting up and running a REIT and
the regulatory burden when compared to private
vehicles. We therefore expect that more and more
developers will look to REITs and the capital markets
in general to finance their developments.
The overall impact on traditional bank financing
is also expected to be positive. D-REITs are limited
to 35% gearing, which is low compared to the typical 60% limit for large developments. However, the
volume of real estate development is expected to be
higher by several orders of magnitude, meaning that
banks will lend more than they currently are today.
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