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= QOur August 2022 fixed income report is titled “The National Treasury’s missed targetis” in reference o
the Central Bank of Kenya's (CBK) re-opening three-year, ten-year and twenty-year fixed coupon
tfreasury bonds.

= The apex bank seeks to raise KES.50Bn through three re-opened bond issues, FXD1/2022/03,
FXD2/2019/10 and FXD1/2021/20.

= Qurview is that the three bonds are likely to be undersubscribed with investor interest largely skewed
toward the three-year issuance whose short-term nature is favourable in a rising interest rate
environment.

= Qur weighted average bid predictions are as follows:

Executive Summary

FXD1/2022/03: 12.15% - 12.25%
FXD2/2019/10: 13.90% - 14.00%
FXD1/2021/20: 14.20% - 14.35%

= Thereport covers primary auction outcomes, sescondary market tfrading frends, 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.

= Also covered in the report is the country’s current fiscal position including Government revenue,
expenditure and fiscal deficit as well as its borrowing needs.

=  We also include an analysis of the vyield curve over selected periods showing trends in yields of
different tenors.

= Qur report concludes with our inflation expectations and a summary of the Monetary Policy
Committee (MPC) decision in July.
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CBK re-opens three bonds to raise KES.50Bn in August 2022

= The Cenftral Bank of Kenya (CBK) invites bids for three re-opened Treasury
Bonds (T-Bonds); FXD1/2022/03, FXD2/2019/10 and FXD1/2021/20 to raise
KES.50Bn (Table.1).

=  While we do expect the three bonds to be undersubscribed, we expect
investors to bid aggressively on the three debt issues to test the resolve of the
CBK to try to keep interest rates low.

= The CBKisintent on keeping rates at below 14% as observed in recent medium
and long-term debt auctions where it rejected investor bids above this rate.

= This situation has meant that the yield curve from the 10-year tenor has largely
remained flat.

= |f CBK insists on suppressing interest rates, the yield curve may begin to invert.

= To subvert the foregoing, the apex bank is likely to accept increasingly
aggressive investor bids in this and subsequent auctions.

Table.1: Primary Bond issues’ summary

Issue Number FXD1/2022/03 \ FXD2/2019/10 | FXD1/2021/20
Total Amount Offered KES.50Bn

Tenor 2.7 Years 6.7 Years 19.1 Years
Coupon Rate (%) 11.766% 12.300% 13.444%
Price Quote Discounted/Premium/Par

Period of Sale 29t July 2022 - 16" August 2022

Auction Date 17t August 2022

Value Date 22nd August 2022

Yield Curve (%) (Weighted

average tenor - 315t July 11.9409% 13.6660% 14.0495%
2022)

Source: Central Bank of Kenya & Sterling Capital Research

Our market weighted average bid predictions

=  We arrived at our market weighted average bid predictions by analysing
implied yields of securities of similar tenors on the Nairobi Securities Exchange
(NSE) as at 31st July 2022 and discussions with several fixed income traders
(Table.2).

Table.2: Auction bid predictions

Rate FXD1/2022/03 FXD2/2019/10 | FXD1/2021/20
Weighted Average bid predictions (%) 12.15-12.25 13.90 - 14.00 1420 - 14.35

Source: Sterling Capital Research
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Our predicted rates are guided by historical debt issues

=  We used implied yields of bonds of similar tenors to maturity on the NSE as at
31st July 2022 as a guide for possible investor auction bid levels (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 Years to maturity at time of
Rate (%) .
(Days) (%) issue
FXD1/2022/03 11t April 2022 11.766 7th April 2025 981 11.8201 11.7325
FXD2/2019/10 15t April 2019 12.300 2nd April 2029 2,437 13.5564 12.1278
FXD1/2021/20 16t Aug 2021 13.444 22nd July 2041 6,931 14.0386 13.3688

Source: Central Bank of Kenya

= Historical auction results of 10 and 20-year debt issues since 2018 shows that
both tenors are largely undersubscribed in primary auctions as investors shy
away from longer dated debt issues due to perceived higher duration risk.

= Also noted is the undersubscription of the 3-year issue, which we attribute to
tight market liquidity at the point of issuance.

= The above supports our view that these re-opened issues are likely to be
undersubscribed.

=  We expect higher subscription for the three-year issue compared to the other
two issues (Table.4).

Table.4: Historical primary market auction performance

Issue Issue Date Offered Re::\ied A?:r:: Utr:;d Performance Coupon Implied
(KES.Bn) (KES.Bn) (KES.Fén) Rate (%) Rate (%) Yield (%)

3-Year
FXD1/2022/03 | 11m April2022 | 40 | 34.0 EE 85.1 | 11766 | 11.8201
10-Year
FXD1/2018/10 | 27t Aug 2018 40 29.8 19.4 74.6 12.686 12.2473
FXD2/2018/10 | 17t Dec 2018 40 28.9 26.2 72.2 12.502 13.5412
FXD1/2019/10 | 25t Feb 2019 50 36.3 32.8 72.7 12.44 13.5503
FXD2/2019/10 | 15t April 2019 50 70.9 51.3 141.9 12.30 13.5564
FXD3/2019/10 | 19t Aug 2019 50 52.8 45.0 105.5 11.52 13.5709
FXD4/2019/10 | 25t Nov 2019 50 38.4 28.4 76.8 12.28 13.5813
FXD1/2022/10 | 16 May 2022 60 32.9 28.7 54.8 13.49 13.6500
20-Year
FXD1/2018/20 | 26t Mar 2018 50 19.8 8.3 39.6 13.29 13.9538
FXD2/2018/20 | 30t July 2018 40 13.9 10.5 34.7 13.20 13.9664
FXD1/2019/20 | 15 April 2019 50 14.7 9.0 29.4 12.873 13.9856
FXD1/2021/20 | 16t Aug 2021 60 435 39.5 72.5 13.444 14.0386

Source: Central Bank of Kenya
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T-Bond subscription steep decline as T-Bill uptake increases in July 2022

=  Aggregate T-Bills subscription rose in July 2022 with KES.?3.5Bn bids received
against KES.96Bn offered equivalent to a 97.4% subscription rate which was
higher than 79.2% previous month (Figure. 1).

= 91-Day T-Bills recorded a 278.1% subscription rate compared to 142.3% in June
2022, while the 182-Day T-Bills and 364-Day T-Bills reported 74.8% and 47.6%
compared to 58.6% and 74.4% in June respectively.

= The reason for the longer dated T-Bill undersubscription is investors'
unwillingness to lock in their capital for a longer period in an environment of
rising interest rates and this explains high subscription for the 91 Day T-Bill.

= During the month, the CBK re-opened ftwo fiffeen year fixed coupon bonds -
FXD2/2013/15 and FXD2/2018/15 and issued a tap sale for IFB1/2022/18 all of
which raised KES.17Bn against a target amount of KES.60Bn.

= This represented subscription rates of 13.6%, 12.8% and 32% for the three debt
issues respectively (Figure. 2).

=  We attribute the above largely to investors’ lowering duration risk in an
environment of rising interest rates; further aggravated by a decline in foreign
investor participation resulting from the Federal Reserve rate (Fed Rate) hike.

= In addifion, FXD2/2013/15 and FXD2/2018/15 were trading at significant
discounts in the secondary market which dissuaded investors from investing in
the re-opened issues.

Figure.1: Lowest T-Bond subscription in July 2022 since July 2018
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Figure.2: Bond subscriptions steep decline July 2022
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91 and 182-Day T-Bill acceptance rate close to 100%

= CBK’'s acceptance rate for the ?1 and 182-Day T-Bills increased to 93.5% and
98.9% in July 2022 compared to 78.4% and 79.6% in June given increased
uptake and historical low bond subscriptions during the month (Figure.3).

= However, the 364-Day T-Bill acceptance rates declined slightly fo 88.8% from
90.8% given low subscription and CBK rejecting aggressive investor bids.
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Figure.3: Hig

T-Bills Subscription & Acceptance Rate Analysis
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Short-term interest rates further rise in July 2022

=  Average 91, 182 and 364-day T-Bill rates rose to 8.2%, 9.3% and 9.98% in July
2022 up from 7.9%, 9.1% and 9.96% in June 2022 respectively (Figure.4).

=  We atftribute the above to rising inflation and investor expectations of a
general rise in the level of interest rates following the upward adjustment of
the Central Bank Rate to 7.5% from 7% in May 2022.

= The CBK is intent in keeping the T-Bill rates low and particularly the 364 Day
below what would be a psychological mark at 10%.

= Given shortfalls in revenue collection and pressure to meet expenditures, we
see this barrier being broken in the next few months.
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Figure.4: Short-term debt securities interest rates upward trajectory continues
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Average inter-bank lending rates rise in July 2022

= Average inter-bank ratesrose marginally to 5.5% in July 2022 compared to 5.1%
in June 2022 while total inter-bank trading volumes over the same period
slightly increased 23.4% to KES.490.5Bn from KES.397.5Bn the previous month.
(Figure. 5).

= However, over the same period, excess reserves which is the additional
liquidity above the minimum 4.25% Cash Reserve Ratio (CRR)) rose 24.8% to
KES.142.6Bn, compared to KES.114.3Bn in June (Figure.é).

= We do expect moderate market liquidity levels in August and forecast
average inter-bank rates at 5% - 6%.



2000

STERLING CAPITAL

Figure.5: Inter-bank lending rates to range between 5% and 6% in August 2022
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Figure.6: Excess commercial bank reserves rise 25% in July 2022
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Secondary market bonds dips 20.9% in July 2022

= Secondary market trading activity declined 20.9% in July 2022 to KES.60.9Bn
from KES.64.5Bn in June 2022 with the number of deals over the same period
decreasing 20.9% to 2,092 from 2,646 (Figure.7).

= This can be explained by elevated interest in Kenya Eurobonds that are
offering attractive yields in US$ terms.

= |n addition, there has been a significant interest in 91 and 182-Day T-Bills as
investors hedge against duration risk given rising interest rates.

=  We expect moderate activity in August pending the General elections.

Figure.7: Secondary trading activity decline in July 2022
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KES.140Bn in total domestic debt service for August 2022

= Total domestic debt service for August is KES.140.4Bn, 42% higher than July's
KES.98.9Bn (Figure.8).

= This comprises of redemptions of FXD1/2017/5 (KES.29.6Bn), T-Bills (KES.69.3Bn)
and T-bond coupon payments (KES.41.5B).

= Redemptions for the 91, 182 and 3é4-day T-Bills during the month are
KES.23.7Bn, KES.33.9Bn and KES.11.8Bn respectively with the first week of the
month having the highest redemptions at KES.18.3Bn (Figure.?).

11
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Figure.8: August debt service KES.140Bn
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Figure.9: Weekly debt maturities August 2022
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Kenya'’'s spiralling public debt is a grave concern

= Data from the National Treasury shows Kenya's public debt at the end of May
2022 at KES.8.56Bn equivalent to 69.1% of the country’s Gross Domestic Product
(GDP) (Figure.10).

= This debt comprised of KES.4.27Tn and KES.4.295Tn is domestic and external
debt thus a domestic/external debt ratio of 49.8%/50.2%.

= The pace of growth is also explained by the huge disparity between
Government revenue and expenditure which has exposed a wider fiscal
deficit that can only be bridged through both domestic and external
financing.

=  Asmentioned in our Public Debt Sustainability report titled “Are we in the red?’,
it is the pace of this growth that is a great concern as it has a major impact on
the country’s debft service.

= Total debt service is also estimated to account for 53.2% and 63.7% of total
recurrent expenditure and ordinary (tax) revenue respectively.

= The Kenyan parliament raised the country’s debt ceiling from KES.?Tn to
KES.10Tn in June 2022 given that the existing ceiling would not allow for deficit
financing of the 2022/23 fiscal budget.

= At the current pace of growth, we see this new ceiling being bridged in the
2023/24 fiscal year.

Figure.10: Kenya's public debt has grown at a rapid pace over the last 10 years
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2021/22 tax and non-tax revenue targets exceeded but borrowing targets
missed

= Data from the National Treasury at the end of the 2021/22 fiscal year (30t June
2022) shows KES.3.06Tn in total revenue this being equivalent of 91.7% of its total
target (Table.5 and Figure.11).

= Most notably was that it realized KES.1.84Tn in tax revenue against a revised
target of KES.1.78Tn, this being 103.1% of the target.

=  We also note an outperformance in Non-tax revenue at 116.8% of the revised
target.

= Of great concern howeveris that the Treasury failed to meet both its domestic
and external borrowing targets at KES.877Bn (85.8%) and KES.239.6Bn (56.9%)
inspite of a 11.9% and 39.1% increase respectively in the last month of the fiscal
year.

= The shortfall in external borrowing were expected after the Treasury shelved its
proposed US$1Bn (KES.118Bn) Eurobond over the concerns around cost under
the current high interest environment and depreciation of the Kenya Shilling
(KES).

=  We however expected an increase in domestic borrowing to offset a portion
of this shortfall which did not materialize meaning that the Treasury was
obliged to cut down on its expenditure.

Table.5: 2021/22 Tax & Non-Tax receipts exceed 2021/22 fiscal year targets

Original Revised Actual Receipts Actual Receipts Proportion of
Receipts Estimates July Estimates Jun 31t May 2022 30t Jun 2022 Total Receipts
2021 (KES.Bn) 2022 (KES.Bn) (KES.Bn) (KES.Bn) 30th Jun 2022
Opening
Balance (1stJuly 21.3 21.3 21.3
2021)
Tax Revenue 1,707.4 1,784.4 1,637.9 1,839.5 103.1%
Non-Tax Income 68.2 67.1 59.6 78.4 116.8%
Domestic 1,008.4 1,022 783.5 877 85.8%
orrowing
External Loans & 379.7 4212 172.2 239.6 56.9%
Grants
Other Domestic 29.3 40.1 13.2 23.2 57.9%
Financing
Total Revenue 3,193 3,334.8 2,666.3 3,057.7 91.7%
Linear Run Rate target (12 months of fiscal year) 100%

* Note 1: Domestic Borrowing of KES.1,022Bn = Net Domestic borrowing KES.678.1Bn & Internal Debt Redemptions (Roll-overs) KES.343.9
Source: The Kenya Gazette Vol. CXXIV - No.141 22nd July 2022

14
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Figure.11: National Treasury surpasses 2022/22 fiscal year tax revenue target
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Government fails to meet 2021/22 fiscal year expenditure targets

= Actual total Government expenditure stood at KES.3.08Tn equivalent to 92.3%
of the revised total fiscal year target of KES.3.33Tn (Figure.12).

=  We believe that this underperformance was driven by shortfalls in Government
receipts with Government achieving 91.7% of its fotal revenue target and both
domestic and external borrowing falling short of targets.

= Total recurrent expenditure at 97.9% was the closest to meet the fiscal year
target.

= Asis often the case in periods of revenue shortfalls, Government cuts down on
development funding reflected in the 80.4% of the fiscal year target.

»  We also note a significant increase (KES.53.9Bn or 18.8%) in fransfer to counties
between May and June 2022 to KES.340.4Bn against a target of KES.370Bn.

=  We therefore expect heightened tax revenue collection and borrowing in
2022/23 to meet both the deficits of the last and current fiscal years and this
will most certainly call for a readjustment of the fiscal financing target from
KES.862.5Bn as stated in the 2022/23 fiscal budget to over KES.1Tn.

15
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Figure.12: Government expenditure remains below target run-rate estimates
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National Treasury reports full revenue absorption in June 2022

= RAA s the proportion of Government receipts used to finance expenditure.

= The National Treasury reported at 100%+ Revenue Absorption Rate (RAA) in
June 2022 (Figure.13) meaning that the Government spent more than it raised
in revenue.

= Thisis a clearindication of revenue constraints against high expenditure needs.
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Figure.13: Revenue absorption is high showing close to full utilization
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Spike in Kenya Eurobond yields as global economic uncertainty and interest
rates rise

= Average Kenya Eurobond yields rose 316 bps in July compared to June 2022
and 908 bps year to date (Figure.14).

= Thisis attributed to a combination of the impact of the Russia-Ukraine crisis on
inflationary pressure and in furn global benchmark interest rates and more
specifically the Federal Reserve rate (Fed Rate).

= Average yields on the U.S 10-Year Treasury have increased 143 bps year to
date in spite of a decline of 25 bps between June and July 2022.

=  We expectKenya Eurobond yields to remain elevated in the near term, a frend
that presents a huge investment opportunity for investors with a high-risk
tolerance.
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Figure.14: Kenya Eurobond yields remain elevated

Kenya Eurobond Monthly Average Yields
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Nigeria sovereign bond index tops year to date performance

= The S&P/FMDQ Nigeria Sovereign Bond Index remains the best performing
sovereign bond index amongst our comparables year to date, over the one
year and five years' period with returns of 3.3% and 8.6% and 12.7%
respectively (Figure.15).

= The index has performed fairly well compared to the other indices in focus
because of a comparatively better currency performance.

= The Nigerian Naira has depreciated 1.5% over the United States Dollar (US$)
compared to 42.1%, 14.8% and 9.7% for the Ghanaian Cedi, South African
Rand and the KES.

= The Kenya Eurobond index has recovered marginally to report a positive
performance month to date and over the three and five years' periods
respectively.

= The poor performance of the African sovereign bonds can be attributed to
rising global interest rates, uncertainty over the fiscal positions of the African
sovereign debt issuers and currency depreciation.

= The poor performance of the sovereign bond indices is expected in the short-
term.
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Figure.15: S&P Nigeria bond index outperforms our comparable sovereign bond indices in the one-year period

Selected African Sovereign Bond Indices Returns (Aug 2022)
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Yield curve shifts further upwards

= A comparison of average yields on the NSE on 18t April 2019 (issuance of
FXD2/2019/10 and 20" August 2021 (issuance of FXD1/2021/20) to the most
recent 31st July 2022 shows an increase in yields across the curve. (Table.6 and
Figure.16).

= This is also the case when we compare current yields with those at the same
time last year.

= The foregoing frend is in light of investors continuously taking advantage of the
Government’s fiscal situation and rising inflationary pressure by bidding
aggressively in domestic debt auctions.

= On its part, the CBK has been intent to keep interest rates below 14% as
observed in recent debt auctions, a situation that has resulted in flattening of
the yield curve in tenors of 10 years and beyond.

= In fact, the difference between the 23-year tenor and the 10-year tenor is a
mere 41.2 bps.

= Despite these attempts, however, we are of the opinion that the fiscal deficit
and upward revision of the Central Bank Rate (CBR) to 7.5% from 7% in May
2022 signals further upward pressure in domestic interest rates.

=  We forecast a normalization of the yield curve with rates for longer tenors rising
gradually in the next few months as the CBK yields to investor pressure.
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=  With the above in mind, we expect the average yields on the short-end (91
days - 3 years) to increase by 80 -100 Basis Points (Bps) with both medium (4 -
9 years) and long-end (10+ years) increasing by 100 - 150 Bps in 2022.

= Investors with a high risk tolerance should consider buying the US$
denominated Kenya Eurobonds to take advantage of current attractive yields
with an opftion of holding fill maturity or disposing when trading opportunities
arise (Table.7).

= This however is suitable to high net-worth investors (considering the high
minimum amount) with US$ holdings or those willing fo incur the cost of
currency conversion.

= The attractive coupon rates compare favorably to returns available locally for
US$ denominated investment assets.

=  We maintain a BUY recommendation on medium and long-term papers for
interest income play given prevailing rates.

= |FBs are generally attractive due to their tax-free component.

Table.é: Yield curve has shifted upwards over the last three years across all tenors

A A YoY A Sterling

. . , , 31t Jul 315t Jul 31t Jui | Capital
Yields Yields Yields Yields 2022vs | 2022vs | 2022vs Yield

Tenor (18" Apr | (20" Aug | (30t Jul (315t Jul th th th Curve

18t Apr 20t Aug 30t Jul

(Bps) (Bps) (Bps) 2022)

] 9.3649 7.4200 7.4260 9.9460 1 58.1 1 252.6 1252 10.00
2 10.3152 9.3254 9.3916 11.4711 1115.6 1214.6 1208 11.50
5 10.7583 11.0880 11.0934 12.7109 1195.3 1162.3 1161.8 12.75
10 12.1278 12.2928 12.2981 13.6660 1153.8 1137.3 1136.2 13.65
15 12.4500 12.9069 12.8824 13.9289 1147.9 1102.2 1104.7 13.90
20 12.7781 13.3688 13.2450 14.0495 1127.1 1 68.1 180.5 13.95

Source: Nairobi Securities Exchange
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Figure.16: 2022 yields higher on all tenors
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Table.7: Trading ideas - Consider Kenya Eurobonds

Outstanding Yield to
ISIN Code Issue date Tenor (Years) | amount (US.$ Coupon maturity (29t Maturity
Bn) July 2022)
XS$102895240 Jun-14 10 2 6.875% 16.908 Jun-24
XS$184343584 May-19 7 0.9 7% 16.954 May-27
XS178171054 Feb-18 10 1 7.25% 15.256 Feb-28

Source: Bloomberg

Kenya debt securities still present attractive investment opportunities

We analyzed historic and forecasted (2019 — 2022) returns for selected KES
denominated investment assets and compared these returns against annual
inflation (real return) to determine the highest vyielding investment
opportunities for investors (Figure.17).

IFBs on account of comparatively high coupons (interest) and the tax-free
element are the most appealing local currency investment instrument.

Note that these returns are on the basis of interest earned and disregard any
potential capital gains.
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Figure.17: IFBs remain the most attractive investment instrument
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August 2022 inflation to remain elevated on supply-side pressures

= Inflation for the month of July 2022 rose to 8.3% from 7.9% a month earlier this
being the second month that the inflation rate has been above the CBK’s
medium term upper band range of 7.5% since the Covid-19 pandemic begun
(Figure.18).

= The marked increase in the prices was a result of an increase in food and non-
alcoholic beverages (15.3%), transport (7%) and housing, water, electricity,
gas and ofher fuels (5.6%) between June 2021 and June 2022.

= These three weights account for over 57% of the weights of the thirteen broad
categories Kenya National Bureau of Statistics (KNBS) measures to assess
inflation.

= Our August inflation forecast is 8% - 9% on account of confinued supply-side
pressures such as elevated global fuel and food import prices, supply-chain
constraints.

= The depreciation of the Kenya shilling keep inflation elevated throughout 2022.

= To this effect, we see inflation above 7% throughout the rest of 2022.
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Figure.18: Short-term inflation forecast 8% - 9%
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MPC keeps CBR unchanged at 7.5%

= Contrary to the expectations in our July Fixed Income report, “2022/23 begins
with a KES.40Bn cash call” the Monetary Policy Committee (MPC) held the
Central Bank Rate (CBR) at 7.5% as shown in their report here.

= This was on the premise that the CBR revision from 7% to 7.5% in May was timely
and adequate in anficipating emerging inflationary pressures.

= Other points of discussion during the meeting included;

1) The status of the Russia-Ukraine conflict and its impact on the global
commodity prices.

The Q1'2022 GDP growth of 6.8% reflects recovery of several economic
sectors with strong growth reported in transport and storage, wholesale
and retail, construction, information and communication as well as
accommodation and food services.

2) Supply chain challenges that have been increasing supply-side inflation.

3) Increased volatility in financial markets amid tightening of monetary
policy in advanced economies.
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4) Private Sector Credit (PSC) growth - 11.5% in April to 12.3% in June 2022
indicative of growth in fransport and communication, manufacturing,
trade and consumer durables.

5) Banking sector liquidity and asset quality - While liquidity remains strong,
banking asset quality confinues to deteriorate, driving up the Non-
Perfuming Loan (NPL) ratio from 14.1% in April to 14.7% in June.

6) Foreign currency reserves and the country’'s current account deficit -
Which stood at US$.7.7Bn (4.47 months of import cover) and an estimated
5.3% of GDP respectively.

The MPC is set to meet again at the end of September 2022.
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