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= ‘“Investors’ appetite for yield” is the fitle of our last fixed income report in 2020 with the Central Bank
of Kenya (CBK]raising KES.40Bn through two re-opened long-term bonds: FXD1/2012/15 (6.82 years)
and FXD2/2019/15 (13.48 years).

=  We predict a combined subscription rate of with between 113%-138% (KES.45Bn-KES.55Bn) on
account of growing investor interest for medium tenor bonds on account of comparatively higher
yields.

= Qur weighted average bid predictions are as follows:

Execvutive Summary

Weighted Average Rate (WAR) of investor bids

- FXD1/2012/15: 11.50%
- FXD2/2019/15: 13.00%

WAR of accepted bids

- FXD1/2012/15: 11.40%
- FXD2/2019/15: 12.90%

= Our report highlights several past bond issues that we used as a “benchmark” to provide some
guidance of potential investor bids for the bonds in issue this month.

= Also in the report is a summary of investor subscription in both the Treasury Bill (T-Bill) and Treasury
Bond (T-Bond) primary auction market.

= Interest rates on short-term debt have been on a gradual the rise over the last few months and this
is illustrated and explained in the report.

= Commercial bank liquidity and the impact on the secondary bond trading market in November as
well as our expectations for December is covered in this report.

=  We advocate forinvestment in Infrastructure Bonds in our trading ideas section based on attractive
yield.

= The lafter part of the report Kenya's national accounts, especially debt service and Government
revenues and the potential impact on the national Treasury’s borrowing strategy.

= Asis the norm, vield curve movements and comparisons over time are graphically illustrated and
explained in the report.

= Inflation and the Monetary Policy Committee (MPC) policy decision are explained in the final section
of the report.
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CBK taps into the domestic debt market to raise KES.40Bn

= The Cenftral Bank of Kenya (CBK) invites bids for two re-opened Treasury Bonds
(T-Bonds) FXD1/2012/15 (6.82 years) and FXD2/2019/15 (13.48 years) in a bid to

raise KES.40Bn for budgetary support. (Table.1).

= These issues are consistent with the Natfional Treasury’s objective of
lengthening maturity profile of domestic debt which currently stands at 5.7
years from 4.1 years two years ago.
= Faced with a widening fiscal deficit resulting from lower-than-expected tax
revenues, we expect upward revisions to both domestic and external
borrowing targets.

Table.1: Primary Bond issue summary

Issue Number

FXD1/2012/15 (Re-opened)

FXD1/2019/15 (Re-opened)

Total Amount Offered KES.40Bn
Tenor (Years) 6.82 Years 13.48 Years
Coupon Rate (%) 11.00 12.73

Issue Price

Discounted/Premium/Par

Discounted/Premium/Par

30t Novemlber 2020 - 8th December 2020
9th December 2020
14th December 2020

Period of Sale

Auction Date

Value Date

Yield Curve (%) (Weighted
Average tenor - 6.82 Years,

and 13.48 Years) 28th
November, 2020

10.73 12.15

Source: Central Bank of Kenya

Our weighted average and accepted bids averages

= We have given our bid predations for the bond auctions by analyzing yields
of similar tenor securities on the Nairobi Securities Exchange (NSE) as af 30th
November 2020, as well as input from our fixed income trading team (Table.2).

Table.2: Auction bid predictions

Rate FXD2/2012/15 FXD1/2019/15
Market Weighted Average Rate of investor bids (%) 11.50 13.00
Weighted Average Rate of Accepted Bids (%) 11.40 12.90

Source: Central Bank of Kenya
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Benchmark bonds providing guidance to our predicted rates

= |Implied yields of bonds of similar tenors on the NSE as at 30th November 2020
were used to predict investor bids (Table.3).

Table.3: Benchmark issues to guide investor bids

Coubon Term to Implied Yield | Yield Curve
Treasury Bond Issue Date P Maturity Date Maturity to maturity at time of
Rate (%) .
Years (Days) (%) issue
15-Year
FXD2/2012/15 | 24thSep 2012 11.00 6th Sep 2027 6.78 (2,471) 10.7293 N/A
FXD1/2019/15 | 13thMay 2019 12.73 24th Apr 2034 | 13.44 (4,893) 12.1547 N/A

Source: Nairobi Securities Exchange & Sterling Capital

Comparatively higher yields for long term papers likely to drive subscription

= Investors have shown a preference for longer tenor debt driven by high
yielding and low risk investment opftions.
= Given the tightening liquidity and government’s high debt appetite, yields on
these papers are likely to inch upwards.
=  We anticipate a combined subscription of KES.35 - KES.40Bn equivalent to an
88% to 100%, reason being that there has been a lot supply from the CBK side
through several re-opened issues with about the same tenors over the last few
months.

Table.4: Historical primary market auction performance

Offered Bic.ls Amount Performance | Coupon Rate | Implied Yield
Issue (KES.Bn) Received Accepted Rate (%) (%) (%)
(KES.Bn) (KES.Bn)
FXD1/2018/15 40 20.2 12.9 50.5 12.65 11.92
FXD2/2018/15 40 27.1 7.9 67.6 12.75 12.02
FXD1/2019/15 40 25.1 14.7 62.7 12.86 12.09
FXD2/2019/15 50 21.5 19.3 43.1 12.73 12.17
FXD3/2019/15 40 86.7 50.6 216.7 12.34 12.28
FXD1/2020/15 50 18.4 5.2 36.9 12.76 12.57

Source: Nairobi Securities Exchange & Sterling Capital
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High demand for the 91-Day T-Bill and long-term T-Bonds to continue

e The CBK received domestic debt bids worth KES.115.9Bn In November against
KES.120Bn offered equivalent to a subscription rate of 96.6% (Figure.1 and
Figure.2).

e The 364-day and ?1-day T-Bills recorded subscription rates of 125.9% and
121.2% while the 182-day paper was undersubscribed at 57.5%.

e We observed a high acceptance rate of 92.8%, 98.3% and 96.2% for the 91-,
182- and 364-day debt issues respectively showing the urgent financing needs
of Government (Figure.3).

e The two re-opened T-Bonds in November received bids worth KES.55.9Bn
(139.9% subscription rate) with FXD1/2018/20 receiving recording a 51.6%
subscription rate while FXD2/2013/15 received 48.4% of total subscriptions.

¢ Additionally, bonds offered included a KES.20Bn tap sale for FXD1/2018/25
which was undersubscribed at 39.8% (KES.7.9Bn) with CBK accepting 99.3% of
the bids received.

¢ We expect demand for the T-Bonds to remain high compared to T-Bills as a
result of higher interest rate spreads, thus providing high returns.

Figure.1: Domestic debt subscriptions up in November
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Figure.2: Investor auction bids received decline steadily

Bond Subscription Analysis
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Figure.3: Acceptance rate for all T-Bill tenors up
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T-Bill rates continue to edge upwards

Investor participation in T-Bill auctions increased in November with the 91-day
and 364-day papers being oversubscribed due to comparatively higher yields.
Average 91, 182- and 364-day papers rose 13bps, 17bps and 21bps to 6.7%,
7.1% and 8% respectively (Figure.4).

We anticipate a gradual temporary rise in interest rate rates in upcoming
auctions in an attempt to improve investor interest in the short-term debt.

Figure.4: Interest rates edge upwards as liquidity declines

Short-term Domestic Debt Interest Rates
=91 Day T-Bill — 182 Day T-Bill

364 Day T-Bill
12
10
/l-
8 . \-
® \_’/
—-— 6 \ .
O . . . 7’
& T-Bill rates edging -~
4 upwards
2
0
O O O CO CO CO CO GO GO CO 0O 0O O~ O~ ON ON ON ON ON ON ON O O N O O O © O O O O O O O
L L L B LI BA L OLABLLLI A5 0 00000 0As)
S0 9 2553350005038 20533020dc5022535330pl0
SLC =<3 L 0z =235 L 00z >we =<5 < o 0Oz
Month/Year

Source: Central Bank of Kenya

Commercial bank liquidity declines resulting in a rise in inter-bank rates

Average weighted inter-bank lending rates rose to 3.3% in November from
2.8% in October with total traded volumes declining fo KES.158.6Bn from
KES.241.96Bn in October (Figure.5)

Excess reserves (additional liquidity above the minimum 4.25% Cash Reserve
Ratio (CRR)) decreased consecutively over the weeks in November from
KES.10.5Bn at the beginning of the month to KES.6.3Bn as at 26t November
2020 (Figure.6).

We expect average infer-bank rates to remain between 3% and 3.5% in
December due to lower market liquidity.
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Figure.5: Inter-bank rates rise marginally

Interbank Market Trading Activity
40,000

12
35,000 10
c 30,000 —
= g B
$ 25,000 o
= 5
© 20,000 6
€ ®
% 15,000 4 g
= 10,000 =
5,000 2
0 0
O o O o O~ o. O~ o. O~ o O O O O O O O O O O O o o o o o
T 7 T T YT T OTOTOTOTOTOTIOTOono g g gt gl Qi
"6 > (@] C O ’5 5_ > C 3 O O *6 > (@] c O *6 5_ > C 3 o Q *6 >
0283%3¢s<g237280283%3¢szx<2372802
Months/Year

Source: Central Bank of Kenya

Figure.6: Commercial excess reserves decline progressively in November
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Secondary market trading activity declines in November 2020

Secondary bond trading turnover declined 22.5% in November 2020 to
KES.46Bn from KES.59.3Bn in October while the number of deals fell 9.9% to
1,222 from 1,356 (Figure.7).

We attfribute this to increased investor participatfion in the primary bond
market.

We expect trading to remain relatively subdued in December owing to lower
market liquidity and the onset of the festive season.

Figure.7: Secondary trading activity declines in November
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Trading ideas - Investors with trading porffolios should continue investing in
IFBs

We advise investors with trading portfolios to stick to Infrastructure Bonds (IFBs)
for the following reasons:

) ) 1) IFB's tend to have relatively faster price appreciation than the usual Kenya
Trading portfolios - Take Fixed T bonds (FXD
positions in IFBs ixed coupon Treasury bonds ( ).

2) There is relatively foo much concentration of primary FXD's issues on the

6 to 25 years which has muted price appreciation on these tenors.

10
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= Specifically, we advise the purchase of the following bonds (Table.5):

Table.5: Trading ideas - Invest in IFBs

Sterling Capital
Bond Tenor (Years) | Coupon (%) Modified Yield to Current Yield** (%)
Duration* (%) Maturity (%)
IFB1/2020/6 5.56 10.20 4.10 10.00 9.89
IFB1/2020/9 8.46 10.85 5.32 10.55 10.60
IFB1/2020/11 10.85 10.90 6.04 10.75 10.65

Source: Nairobi Securities Exchange & Sterling Research

*Modified duration - Expresses the measurable change in the value of a security in response to a change in interest rates (for every 1%
movement in inferest rates, the bond would inversely move in price by the modified duration)
** Current Yield - Return on investment, for an investor holding a specific bond for 1 year

Domestic debt service to fall in December 2020

=  With no T-Bond redemptions set for the month of December 2020, there will be
a significant reduction in domestic debt service for the month at KES.73.6Bn
compared to KES.151Bn in November 2020 (Figure.8).

= Thisis the lowest redemption amount in the 2020/21 fiscal year and comprises
of KES.58.7Bn in T-Bill redemptions and KES.14.9Bn in coupon repayments.

= Redemptions for the 91, 182 and 364-day T-Bills are KES.16.6Bn, KES.21.3Bn and
KES.20.7Bn respectively.

= The second week of the month will have the highest debt redemptions at
KES.19.4Bn (Figure.?).

= The reduction in redemptions in December point towards a larger proportion
of funds raised in debt auctions directed towards new borrowing.

11
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Figure.8: December 2020 debt service at KES.74Bn, lowest in the 2020/21 fiscal year
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Figure.9: November 2020 Weekly debt maturities
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Government revenues remain below 2020/21 fiscal target

= Actual Government receipts after the first four months of the 2020/21 fiscal
year (July - October 2020) remain below the annual target run rate according
to data from the National Treasury (Table.é & Figure.10).

= Total receipts at the end of October 2020 stood at KES.783.8Bn equivalent to
27.7% against our linear target run rate of 33.3%.

= However, domestic borrowing remains marginally above the linear run rate
with the KES.264.8Bn equivalent to 33.7% of the annual target.

= The subdued economic performance has had a negative impact on tax
revenue in parficular with KES.426.4Bn or 27.2% of the total fiscal target
(KES.1.6Tn) achieved.

=  We therefore expect an upward revision of the domestic and external

borrowing target while tax revenue is likely to be revised downwards.

Table.é: Upward revision to domestic borrowing target

Original Revised Actual Receipts | Actual Receipts R:g:iorth.ﬁ: 0;

Receipts Estimatos (Kes) | Estimates (KES) (KES) 30 (KES) 31¢ (KEFS,) 3o
t
31st August 2020 | September 2020 October 2020 October 2020

Opening
Balance (1st July 48.0 48.0 -
2020)
Tax Revenue 1,567.6 1,567.6 317.7 426 .4 27 2%
Non-Tax 66.1 66.1 24.9 31.9 48.3%
Domestic 756.9 786.6 200.1 264.8 33.7%
Borrowing
BIHIEY LOCIS & 373.2 373.2 10.4 11.7 3.1%
Granfts
Other Domestic 36.8 36.9 0.9 0.9 25
Financing
Total Revenue 2,800.7 602 783.8 27.7%

* Note 1: Domestic Borrowing of KES.786.6Bn = Net Domestic borrowing KES.524.7Bn & Internal Debt Redemptions (Roll-overs) KES.262
Source: The Kenya Gazette Vol. CXXIl - No.204 20t November 2020

13
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Figure.10: Decline in debt service results in an increase in net borrowing in December 2020
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Yield curve to steepen as short-end rates rise gradually

=  Comparison of domestic debt yields on 28" November 2020, 29" November
2019 and 17" May 2019 (issue of FXD2/2019/15) show declines in yields in the
short and medium tenors while those on the long end rose (Table.7 and
Figure.11).

= Therise in yields on longer dated debt appears to be a deliberate strategy by
the CBK to increase investor demand for these issues in a bid to lengthen the
debt maturity profile.

=  We forecast an increase in the interest rate spread leading to a steeper yield
curve therefore recommend investors to BUY short and medium-term bonds
and HOLD long term papers.

14
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Table.7: Short-end of the yield curve declines significantly

A YOY A Sterling
Tenor Yield (17t Yield (29t Yield (28t 28" Nov 2020 | 28t Nov 2020 | Capital yield

May 2019) Nov 2019) Nov 2020) vs 17 May vs 29 Nov Curve (29th

2019 (Bps) 2019 (Bps) Nov 2020)
1 9.3120 9.8000 8.1510 1116.1 1164.9 8.20
2 9.9546 10.0714 9.1500 180.5 192.1 9.25
5 10.6125 11.1375 10.1850 142.8 195.3 10.20
10 12.1100 12.1668 11.7391 137.1 142.8 11.80
15 12.6138 12.5063 12.6626 14.9 115.6 12,50
20 12.8532 12.8525 13.2500 139.7 139.8 13.10

Source: Nairobi Securities Exchange

Figure.11: Yields on the long-end rise gradually
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November inflation up but expected to remain stable in the short-term

= Inflation for the month of November 2020 rose to 5.46% from 4.84% a month
earlier largely due to marked increases in the prices of fransport (12.9%), food
and non-alcoholic beverages (6.1%) as well as restaurants and

Inflation to remain in the accommodation services (5,2%). (Figure.12).

upper bound range in = In spite of this increase, we see inflation remaining within the medium and
December 5% to 7.5% upper inflation bands of 5% to 7.5% in the short ferm.
=  Consumer demand remains relatively low compared to the same time last
year due to the impact of the Covid-19 pandemic on personal incomes.
= However, we expect an increase in fransport and food pricing with the onset
of new year festivities that is likely to result in inflation edging up.

Figure.12: Short term inflation likely to rise with the onset of end year festivities
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No surprises as MPC retains CBR at 7% in November meeting

= The Monetary Policy Committee (MPC) met on Thursday, 26th November 2020

to review the impact of recent policy measures amid an economic downturn
resulting from the ongoing pandemic.

= As expected, the MPC retained the Cenftral Bank Rate (CBR) at 7% backed

by optimism over the performance of the economy in the second half of the
current fiscal year.

16
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=  With no concerns over banking liquidity and adequacy ratios even with a
relatively high Non-Performing Loan (NPL) ratio of 13.6%, a stable inflation rate
and a relatively healthy foreign currency reserve position being quoted as
some of the reasons for the MPC’s choice to retain the rate.

*  We take note of emerging concerns over the Kenya Shilling (KES) which has
depreciated 9.6% against the United States Dollar (US$) since the beginning
of the year closing at KES.111.1 on 4 December 2020.

=  We however do not see this as sufficient reason for the MPC to alter the CBR
rate in their next meeting in January 2021.

17
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Disclaimer:

This research report was prepared under the supervision of the Research Department of Sterling Capital Limited (SCL), a
company authorized to engage in securities activities in Kenya, and with partnerships in Uganda, Rwanda, Zimbabwe, and
Tanzania. Data used in this report was gathered from reliable sources, but the analyst(s) and the publishers of this report do
not hold themselves responsible for the accuracy or completeness of data used. The report provides the opinions, analyses
and conclusions of the Research division only and is provided without any warranties of any kind.

This report does not constitute an offer, or the solicitation of an offer, for the sale or purchase of any security. The reader
should independently evaluate the investment risks and is solely responsible for their investment decisions. Whilst every care
has been taken in preparing this report, no representation, warranty or undertaking (express or implied) is given and no
responsibility or liability is accepted by SCL or any employee of SCL as fo the accuracy, fimeliness, completeness
merchantability or fitness for any particular purpose of any such recommendation or information contained and opinions
expressed herein. SCL do not accept any liability for any direct or remote loss or damage arising out of the use of all or any
part of the information contained in this report.

This report is published for information purposes only and is not an offer to solicit, buy or sell any security of any kind. This
report does not provide customized investment advice. It has been prepared without regard to the individual financial
circumstances and risk and return objectives of individuals who receive it. The appropriateness of a parficular investment
will depend on aninvestor’s individual circumstances, risk folerance and return objectives. The investments securities referred
to in this document may not be suitable for all or certain categories of investors. The Research Division and SCL have
implemented Chinese walls procedures to prevent any conflict of interest. Other additional information may be available
at SCL.

Further disclosure regarding SCL policy on potential conflicts of interest in the context of investment research and SCL policy
on disclosure and conflicts in general are available on request. The opinions presented in this note may be changed without
prior notice or cannot be depended upon if used in the place of the investor's independent judgment. The historical
performance of a security is not representative of the security’s future returns. Investment in securities can be highly risky as
security prices may go down in value as well as up and you may not get back the full amount invested. Where an investment
is denominated in a currency other than the local currency of the recipient of the research report, changes in the exchange
rates may adversely affect the value, price orincome of that investment. In case of illiquid investments for which there is no
organized market it may be difficult for investors to exit investment positions or to obtain reliable information about its value
or the extent of the risk to which it is exposed. The information contained in this report is confidential and is solely for use to
those persons to whom it is addressed and may not be reproduced, further distributed fo any other person or published, in
whole orin part, for any purpose.
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