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=  Qur fixed income report for the month of February 2022 titled “Another KES.75Bn Infrastructure Bond
Issue” is an analysis of the Central Bank's (CBK) first and second Infrastructure Bond (IFB1/2022/19)
in the current calendar and fiscal year respectively.

= The IFB with an implied term to maturity tenor of 14.5 years seeks to raise KES.75Bn with the purpose
marked as “finance infrastructure projects”.

=  We expect the IFB to be oversubscribed with our weighted average bid predictions as follows:

Executive Summary

Weighted Average Rate (WAR) of investor bids: 12.89% - 12.99%
Weighted Average Rate of accepted bids: 12.79% - 12.89%

= Thereport covers primary auction outcomes, secondary market tfrading tfrends, short-term domestic
debt interest rates and market liquidity.

= Domestic maturities have a huge impact on CBK's borrowing strategy and this debt service is
analysed in the report.

= This month’s fixed income report also covers the country’s fiscal position including Government
revenue, expenditure and fiscal deficit as well as its borrowing needs.

= The report includes an analysis of the yield curve over selected periods showing frends in yields of
different tenors.

=  We give ourinflation expectations towards the end of the report, which concludes, with our view on
the Monetary Policy Committee (MPC) decision in the short term.
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CBK issues second IFB of the 2021/22 fiscal year

= The Central Bank of Kenya (CBK) invites bids for a 19-Year amortized
Infrastructure Bond (IFB) with a market determined coupon (IFB1/2022/19), to
raise KES.75Bn (Table.1).

= |tis the first IFB issue in 2022 and the second in the 2021/22 fiscal year and will.

= Redemption will be in two tranches, with the first tranche of 50% redeemed in
February 2032 and the remaining 50% at expiry in January 2041.

= Our expectation is the debt issue will be oversubscribed as the atftractive tax
free yield as well as capital appreciation potential appeals to diverse investor

segments.
Issue Number \ IFB1/2022/19
Total Amount Offered KES.75Bn
Tenor (Years) 19 Years
Effective Tenor 14.5 Years
Coupon Rate (%) Market Determined
Issue Price Discounted/Premium/Par
Period of Sale 31st January 2022 to 15t February 2022
Auction Date 16t February 2022
Value Date 21st February 2022
Yield Curve (%) (Weighted Average tenor - 14.5 13.0400
years) 4th February 2022

Source: Cenftral Bank of Kenya & Sterling Capital Research

IFB1/2022/19 Amortized redemption structure

= |FB1/2022/19 has an amortized redemption structure making its effective tenor
14.5 years (Table.2).

Table.2: Effective debt tenor is 14.5 years

Redemption Period % of principal Tenor Calculation Weighted Tenor
10 Years (Feb 2022- "

Feb 2032) 50% 50%*10 years 5 years

19 Years (Feb 2022 - .

Jan 2041) 50% 50%*19 years 9.5 years
Effective tenor 5+ 9.5=14.5years

Source: Central Bank of Kenya & Sterling Capital Research
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Our weighted average and accepted bids averages

=  We arrived at our market weighted and the CBK’'s accepted bids average
estimates by analysing yields of securities of similar tenors on the Nairobi
Securities Exchange (NSE) as at 7th February 2021 and discussions with fixed
income traders (Table.3).

Table.3: Auction bid predictions

Rate IFB1/2022/19
Market Weighted Average Rate (%) 12.89 - 12.99
Weighted Average Rate of Accepted Bids (%) 12.79 -12.89

Source: Sterling Capital Research

Our predicted rates are guided by historical debt issues

=  We used implied yields of bonds of almost similar tenors to maturity on the NSE
as at 4™ February 2022 as a guide for possible investor auction bid levels
(Table.4).

Table.4: Benchmark issues to guide investor bids

Term to . . .
Treasury Issue Date Coupon Maturity Date Maturity Implled.YleId Yl.eld Cu!'ve at
Bond Rate (%) to maturity (%) | time of issue
Years (Days)
IFB1/2018/20 | 19 Nov- 2018 11.95 25t Oct 2038 16.7 (6,107) 11.99 12.6250
IFB1/2021/21 | 13" Sep- 2021 12.74 18t Aug 2042 20.5 (7500) 12.53 13.3674

Source: Central Bank of Kenya

= Reviews of historical IFB auction results show the popularity forissues with tenors
of less than 20 years, more so the 12, 15 and 16-year (Table 5).

= Thelast two most recently issued IFBs - IFB1/2021/18 and IFB1/2021 had coupon
rates of 12.67% and 12.74% respectively and were oversubscribed
(147.6%,201.7%) largely due to high market liquidity and the opportunity for
atftractive capital gains in the secondary market.

= |t is likely that the CBK will likely accept in excess of KES.75Bn due to high
financing needs brought about by shortfall in revenue collection targets for
the current fiscal year.
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Table.5: Historical IFB primary market auction performance

Offered Bids Amount Performance Coupon Implied
Issue Issue Date Received Accepted .

(KES.Bn) (KES.Bn) (KES.Bn) Rate (%) Rate (%) Yield (%)
IFB1/2014/12 Oct2014 15 38.8 158 258.7% 17.00 96875
IFB1/2015/12 Mar-2015 25 517 257 206.8% 11.00 9.6500
'(';g‘p/fm 512 Apr-2015 25 517 24 206.8% 11.00 9.6500
IFB1/2015/9 Dec-2015 30 16.6 14 55.3% 11.00 93766
IFB1/2016/9 May-2016 30 394 34.9 131 3% 12.50 9.4052
IFB1/2016/15 Oct-2016 30 35.1 30.6 117.0% 12.00 11.0731
IFB1/2017/12 Feb-2017 30 35.0 6 116.7% 12.50 10.4000
'(';g]p/fm 712 Mar-2017 24 8 7.6 33.3% 12.50 10.4000
IFB1/2017/7 Nov-2017 30 459 420 153.0% 12.50 9.3660
IFB1/2018/15 Jan-2018 40 55.8 5 139.5% 12.51 11.7000
'gz‘p/fm 8/15 Feb-2018 35 36.2 36.2 103.4% 12.51 11.7000
IFB1/2018/20 Nov-2018 50 404 27.6 80.8% 11.95 117188
'TFOBS/ 2018/20 Nov-2018 2.4 8.8 87 39.3% 11.95 117188
IFB1/2019/25 Mar-2019 50 294 163 58.8% 12.20 12.0648
IFB1/2019/16 Oct-2019 60 86.9 8.5 144.8% 11.75 11.7457
IFB1/2020/9 Apr-2020 40 48.4 39 114.0% 10.85 10.9500
'FZ]D/)QOQO/ 7 Apr-2020 21 37.8 354 180.0% 10.85 10.9500
IFB1/2020/6 Jun-2020 26 212 193 81.5% 10.20 8.9000
IFB1/2020/11 AUG-2020 70 1015 78.6 145.0% 10.90 10.3050
IFB1/2021/16 Jan-2021 50 1255 81,1 251.0% 12.26 11.5600
IFB1/2021/18 Apr-2021 40 88.6 819 147 7% 12.67 11.8550
IFB1/2021/21 Sep-2021 75 1513 1068 201.7% 12.737 12.5104

Source: Central Bank of Kenya

T-bill subscription spikes in January 2022 after December 2021 slump

e Aggregate investor subscription for Treasury Bills (T-bills) rose in January 2022
with the CBK receiving bids worth KES.123.1Bn against KES.120Bn offered
translating to a subscription rate of 102.6% (68.7% in December 2021) (Figure.1).

e Subscription rates for the 91, 182 and 364 day T-Bills stood at 70.3%, 80.1% and
138% respectively.

e FXD1/2020/5, FXD1/2021/20 and FXD2/2018/10 were re-opened in the month
with total bids received at KES.66.8Bn against KES.60Bn offered, equivalent to
a 111.3% subscription rate (Figure.2).

e We aftribute the relatively high subscription to the longer period of sale,
improving liquidity and low target amount (KES.30Bn) of both FXD2/2018/10
and FXD1/2021/20.

e This was sufficient to counter the undersubscription of FXD1/2020/5 which had
a tight period of sale in the midst of festive season.
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Figure.1: T-bond subscriptions spike in January 2022
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Figure.2: Bond subscriptions rose sharply in January 2022
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T-Bill acceptance rates close to full high as subscription

= CBK acceptance rates for the 91, 182 and 364-Day T-bills were relatively high
at 97.7%, 99.8% and 88% respectively a trend we attribute to high deficit
financing pressures (Figure.3).

Figure.3: Acceptance rate for 364-day papers goes down
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Short-term interest rates maintain the positive trend in January 2022

= Average short-term interest rates maintained the upward frajectory that
started in the third quarter of the 2021 calendar year.

= The average 91, 182 and 364-day T-Bills rates rose to 7.32%, 8.1% and 9.5% in
January 2022 from 7.26%, 8.0% and 9.1% in December 2021 respectively
(Figure.4).

=  We confinue to atftribute the rising interest rates to budget deficit financing
pressure.

= The biggest increase remains on the 364 day with average interest rates up 40
bps over the previous month with the CBK showing a preference for the longer
dated security to encourage investor subscription and reduce refinancing
risks.
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= Qur position is that short-term interest rates will maintain this frend for the
reasons mentioned above.

Figure.4: Short-term debt securities interest rates rise
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Average inter-bank lending rates dip in January 2022

= Average inter-bank rates declined 1o 4.5% in January 2022 compared to0 5.1%
in December 2021 while total inter-bank trading volumes over the same period
rose to KES.301.7Bn from KES.247.7Bn. (Figure.5).

= This decline could be aftributed to excess liquidity in the market from
KES.53.7Bn in December 2021 to KES.62.5Bn in January 2022.

= Excess reserves (additional liquidity above the minimum 4.25% Cash Reserve
Ratio (CRR)) over the same period increased to KES.62.5Bn, compared to
KES.53.7Bn in the previous month (Figure.é).

= Qur forecasted average inter-bank rate for February 2022 is between 4% -
5.5%.
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Figure.5: Inter-bank lending rates to range between 4% and 5.5% in February 2022
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Figure.é6: Excess commercial bank reserves decrease in January 2022
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Secondary market bond turnover to increase in February 2022

= Against our prediction, secondary market trading activity declined 8.9% in
January 2022 from December 2021 to KES.46.8Bn (KES.51.4Bn in December
2021) with the number of deals over the same period declining to 1,486 from
1,512 (Figure.7).

= This decline is explained by the general increase in implied yields within the
month and mixed signals around relatively higher yields on recently issued 20
year bond and 25 year bonds, crowding out investors.

=  FXD1/2021/20 is currently yielding 13.82% and selling at a discount while
FXD1/2021/25 is yielding 13.80% and selling at a slight premium.

= However, we expect number of deals and turnover to pick up in February 2022
following the timely IFB1/2022/19 issue that will appease the market and ease
pressure on the interest rates given its high traction.

Figure.7: Secondary trading activity decreases in January 2022
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Domestic debt service for February 2020 at KES.141Bn

= Debft service for February is KES.144Bn, 7.4% lower than KES.155.6Bn in January.

= This comprises of KES.107.2Bn and KES.33.9Bn in T-Bill and coupon payments
respectively as well as the partial redemption of IFB1/2017/12 amounting o
KES.2.9Bn (Figure.8).

= Expectedredemptions for the 91,182 and 364-day T-Bills during the month are
KES.18.3Bn, KES34.4Bn, and 54.4Bn respectively with the third week of the
month having the highest redemptions at KES.37.1Bn. (Figure.9).

Figure.8: February debt service KES.141Bn
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Figure.9: Weekly debt maturities February 2022
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Tax revenues above, domestic borrowing slips below 2021/22 fiscal year
target

= The National Treasury surpassed our 2021/22 tax revenue linear target for the
first time in the 2021/22 fiscal year at 50.9% (half year target 50%) (Table.7 and
Figure.10).

= On the flip side, domestic borrowing has fallen below the same linear target
at 46.5%.

= Note that our linear target run-rate assumes a flat monthly target.

= The issue of IFB1/2022/19 is likely to alter this trend with the CBK expected to
accept in excess of KES.100Bn from investors which should push domestic
borrowing in line with our target linear rate.

13
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Table.7: 2020/21 fiscal year domestic borrowing above target run-rate

Receipts

Original Estimates
July 2021 (KES.Bn)

Actual Receipts 30th
Nov 2021 (KES.Bn)

Actual Receipts 315t
Dec 2021 (KES.Bn)

Proportion of Total
Receipts as at Dec
2021 (KES.Bn)

Opening Balance

(1st July 2021) 21.3 21.3 -
Tax Revenue 1,707.4 688.1 868.8 50.9
Non-Tax Income 68.2 30.7 36.2 53
Domestic Borrowing* 1,008.4 430.1 468.5 46.5
g:s;r;f' Loans & 379.7 1.8 443 1.7
Sr:girc?nogme”'c 29.3 42 42 14.2
Total Revenue 3,193 1,164.8 1,422 45.2
Linear Run Rate target (6 months of fiscal year) 50

* Note 1: Domestic Borrowing of KES.1, 008.4Bn = Net Domestic borrowing KES.661.6Bn & Internal Debt Redemptions (Roll-overs) KES.346.8
Source: The Kenya Gazette Vol. CXXIV - No.6 14 January 2022

Figure.10: National Treasury at 43% of 2021/22 fiscal year domestic borrowing target
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Kenya tax revenues above targets but unlikely to cut fiscal deficit

=  Quarter 1 2021/22 revenue data from the Kenya Revenue Authority (KRA)
shows a marked increase in tax revenue collection compared to the same
quarter of the 2020/21 fiscal year (Figure.11).

= This shows the impact of the removal of restrictions aimed to contain the
spread of the Covid-19 pandemic on the economy.

= KRA aftributes this tfrend to expansion of the tax base, improved debt
recovery, use of data to enforce tax compliance, alternate dispute resolution,
enhanced compliance efforts and automation of the authority’s processes.

=  While we view this as positive from a budget financing perspective, increased
expenditure as stated in the 2021/22 supplementary budget 1 means that the
netimpact of taxrevenue growth will have minimalimpact on the fiscal deficit
and the National Treasury’s borrowing strategy.

Figure.11: KRA above its tax collection targets for Q1 2021/22

Q1 2021/22 Kenya Revenue Authority (KRA) Tax Performance
Target (KES.Bn) mmm Acfual (KES.Bn  mmmm Suplus/(Deficit)  =———Performance

600 108%

107%
500 &

106%

400
105%

£

300 104%
103%

200
102%

100
m 101%
0 I— 100%

Domestic Taxes Customs Taxes Total Tax Revenue

Source: Kenya Revenue Authority

15



A

Y/ N

STERLING CAPITAL LIMITED

Government expenditure remains below 2021/22 fiscal year expenditure run-
rate targets

= Actual Total Government expenditure stood at KES.1.36Tn equivalent to 42.7%
of the total fiscal year target of KES.3.19Tn (Figure.12) and below our 50% linear
target run-rate for the first half of the 2021/22 fiscal year.

= Total development expenditure and transfers to county Government contfinue
to underperform at 37% and 39.2% of the total target.

Figure.12: Government expenditure remains below target run-rate estimates
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Government Revenue Absorption dips in December 2021

= Revenue Absorption Rate (RAA) which is the proportion of Government
receipts used to finance expenditure stood at 95.9% in December 2021
compared to 97.6% in November 2021 (Figure.13).

= This was also a decline from 98.1% at the same month in 2021.

= This was largely caused by a decline in CFS exchequer issues.

=  We also believe that the National Treasury is cautious about non-election
related expenditure in a General election year.

16
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Figure.13: Revenue absorption dips in December 2021

Kenya Government Revenue Absorption

Total Revenue mmmm Total Government Expenditure Revenue Absorption Rate
3,000 F EEd \ ﬁ 100%
90%
2,500
ao
B o
o)
70%
2,000 =
60% =
. e 2
) o)
0 1,500 1,440 R 0% 3
- 1161 p
1,137 ] o
40%
* o2
1,000 0
743 30% o
495 | 20%
500 m
89 10%
144] [370] [s02] [784][1.003] 1,203 1,444 ] 1,674 | 1.872] 2.181 2358 2,594 [ 267
%] A ) J .
) Q Q Q Q Q N \ N N N
S S SN SN SN S A DA DA DX DA
\)\/ 7z 7 \/ A/ O/ (\/ o/ k/ \/ X Q/ \)\ \
S ‘?\9 CDeQ o O P O @ @0 W @O © S P C:@Q ov %o o@

Month/Year

Source: The Kenya Gazette Vol. CXXIV - No.6 14 January 2022

17



A

Y/ N

STERLING CAPITAL LIMITED

2021/22 Supplementary Budget Estimates 1 unveil 6.5% increase in National
Government Expenditure

= 2021/22 Supplementary Budget Estimates 1 show a KES.126.3Bn increase in
Natfional Government expenditure estimates (excludes consolidated fund
services and county allocation) to KES.2, 068.3Bn, equivalent to an increase of
6.5% over the original approved budget (Figure.14).

= This increase is the result of an 8.9% and 1.9% increase in recurrent and
development expenditure.

= The National Treasury attributes the increase to Covid-19, drought, 2022
general election, security and support for state owned enterprises
expendifures.

Figure.14: Government expenditure remains below target run-rate estimates
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Kenya Eurobond yields rise in December 2021

= Average vyields for all Government of Kenya Eurobond vyields with the
exception of 10 -Year Eurobond maturing in December 2024 rose in December
2021 compared to November 2021 (Figure.15).

= Average yields on the U.S 10-Year Treasury over the same period rose 31bps a
frend we are likely to see as investors prepare for an imminent upward revision
of the Fed rate.

= Generally, we expect Kenya Eurobond bond yields to rise on account of the
above mentfioned expectation.

Figure.15: Kenya Eurobond yields flat in November 2021
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Ghana sovereign bond index tops month and annual performance

= The S&P Ghana Sovereign Bond Index remains the top performing sovereign
bond index on a 1 year basis with a return of 6.9% (Figure.16).

= On ayear to date basis, the top performing sovereign bond index has been
the S&P South Africa Sovereign Bond index with a refurn of +4.7%.

= The Kenya sovereign Bond Index has returned 0.03% and 6.5% year to date
and over the last one year.

= The reasons behind the poor return this year could be a combination of
investors’ expectations of new sovereign debt issues at higher yields and
expectations of rising benchmark yields both of which would have a negative
impact on bond prices.
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Figure.16: S&P Ghana sovereign bond outperforms our comparable sovereign bond indices over 1 year
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Short-term yields on the rise

= A comparison of average yields on the NSE on 17th September 2021 (issuance
of IFB1/2021/21) and 4™ February 2022 shows an uptick across the short,
medium and long ftenors (Table.8 and Figure.17).

= Further, a comparison of yields during a similar period in the previous year
shows an uptick across all fenors along the yield curve.

= The CBK has been driving demand for longer dated debt by accepting higher
investor bids in debt auctions as its strategy fo lengthen the Average Tenor to
Maturity (ATM) of public debt.

=  We predict a gradual increase in rates across the yield curve in 2022 due to
an increased domestic debt financing demand.

= On the basis of the above, we expect a higher yield on IFB/1/2022/19
compared to IFB1/2021/21 even with its comparatively shorter tenor.

*  We maintain our recommendation of BUY short and HOLD medium-term and
long term papers.
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Table.8: Yield curve has shifted upwards since the issuance of IFB1/2021/21

Yields (17t . . A YoY A
Tenor Sepien(1ber Y'eli;(zﬁ'; Feb Y|eIc12$0(242'; Feb Feb 2022 vs Feb 2022 vs Feb
2021) Sep) (Bps) 2021 (bps)

] 7.8450 8.7160 9.5940 1174.9 187.8

2 8.7534 9.2621 10.2667 1151.3 1100.5

S 10.7916 10.6007 11.7515 196 1115.1
10 12.2299 12.2814 12.6544 142.5 137.3
15 12.9043 12.7188 13.1606 125.6 144.2
20 13.3384 13.1262 13.7774 143.9 165.1

Source: Nairobi Securities Exchange

Figure.17: Short, medium and long-term tenors rise
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February 2022 inflation to rise on increased consumer demand

= Inflation for the month of January 2022 declined to 5.39% from 5.73% a month
earlier largely due a decrease in the housing, water, electricity, gas and other
fuels’ index by 0.75% (Figure 18).

= During the same period, prices of mangoes, tomatoes and carrots decreased
by 3.98%, 0.65% and 0.07% respectively.

= There was a marked increase in the prices of commodities under; food and
non-alcoholic beverages (8.9%), transport (6.8%); and housing, water,
electricity, gas and other fuels (5.1%) between January 2021 and January 2022
(Figure 17).

= Our short term forecast is that inflation will remain between 5.5% - 6.5% as at
Ql.

= Further, we see inflation remaining within the medium and upper inflation
bands of 5% to 7.5% through 2022.

= Therise in inflationary pressure will be of great concern to the monetary policy
makers in 2022 but we do not see this resulting in an alteration in benchmark
rates.

Figure.18: Short-term inflation forecast 5.5% - 6.5%
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MPC maintained CBR
and CRR at 7% and
4.25% respectively.

MPC holds monetary policy steady in January meeting

The Monetary Policy Committee (MPC) will met on Wednesday, 26" January
2022 to review the impact of previous monetary policy measures on the
economy.

The main points of discussion were;

1) The decline in food inflation in December which was reflective of the
impact of improved rainfall.

2) Therecently released GDP data for the third quarter which showed the
economy grew by 9.9% mainly due to recoveries within the services
sectors.

The committee expects strong growth in 2022 supported by continued
strong performance of the services sector, recovery in agriculture and
an improvement in global demand.

3) Foreign exchange reserves which stood a U.S$8.3Bn (5.1 months of
import cover) as at 26 of January 2022. The coverage remains above
both the CBK's statutory requirement and the EAC region’'s
convergence criteria of 4 and 4.5 months respectively.

4) Gross Non-performing loans (NPLs) which stood at 13.1% in December
as compared to 13.6% in October 2021.

5) The growth in private sector credit to 8.6% in December 2021 from 7.8%
in October 2021 due to notable growth in areas such as transport and
communication (14.3%), manufacturing (13.1%), trade (8.5%).
consumer durables (15%) and business services (9.5%).

As per our expectations, the CBK retained both the Central Bank Rate (CBR)
and Cash Reserve Ratio (CRR) at 7% and 4.25% respectively.
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