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Bond Market Insight

Cost of borrowing increases

After the NBU increased the key rate by 50bp to 17.5%, the Ministry of Finance had
to increase cut-off rates at the primary auction yesterday, which, once again,
increased the cost of budget financing. For three-month and six-month bills, rates
were increased by 60bp, and for 12-month and three-year instruments by 45bp and
55bp, respectively.

Total demand amounted to UAH1.83bn, and was concentrated in the three-month
and three-year bills, at UAH1.36bn and UAHO0.41bn, respectively. From this
demand, the MoF accepted all bids only for 12-month paper. For other instruments,
the MoF rejected the most expensive bids. If the MoF had accepted all bids, the
increase in rates could be more sufficient, with an additional 10bp for the six-month
bills, 30bp for the three-year, and 50bp for three-month instruments, while the
amount of proceeds would have been insufficiently different, only about UAH20m
greater.

The primary market reacted to the NBU’s decision on key rate in a more sufficient
way than it did at the end of last year and earlier this year. For example, last
October, after key rate was increased by 100bp, the cut-off rate for the 12-month
bond rose just 35bp. After the key rate was increased this January by 150bp, the cut
off rate added just 40bp.

Table 1. Details of domestic government bonds placed at the auction (UAHbn)

ISIN Coupon Pay- Maturity Qty of Price Pro- Volume? YTV® Out-
rate (%) ment bonds (UAH) ceeds? (UAHm) (%) standing
freq' sold (UAHm) (m)*

UA4000200778  0.00 @Mty ~ 3-Oct-18 1,354,981  963.45 1,305.46 1,354.98 17.98 3,718.11
UA4000201735  0.00 @Mty 30-Jan-19 25,791 91312 23.55 25.79 1772 525.79
UA4000201768  0.00 @Mty ~ 3-Jul-19 13,100  855.53 11.21 13.10 17.61 13.10
UA4000194377  16.75 SA 2-Jun-21 408,246 1,019.84 416.35  408.25 17.45 3,561.92
Total UAH 1,802,118 1,756.56 1,802.12 7,818.92

Note: [1] payment frequency abbreviations: M - monthly, Qtly - quarterly, SA - semi-annually, @Mty - at maturity date; [2]
proceeds and volumes for the USD-denominated bonds are calculated based on the previous day's exchange rate 26.21/USD,
30.47/EUR; [3] yields on coupon-bearing bonds are effective yields to maturity. Sources: Ministry of Finance of Ukraine,
Bloomberg, ICU.

However, yesterday’s increase by additional 45-60bp was more than the key-rate
increase. The lowest rates that were bid could have allowed the MoF to set a less
significant increase in rates, just 25-35bp, which would have been in line with its
previous decisions. But such decision to reject more bids this time could provide the
MoF with a siagnificantly lower amount of funds, while proceeds are
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USD-denominated domestic gov't bonds:
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very important due to the low level of revenues collection, and high level of budget
expenditures. Last week, the Treasury spent UAH7.3bn more than it collected in revenues.

For the coming weeks, the MoF will have to decrease budget financing to maintain the
current level of interest rates. However, given that next week the Ministry has scheduled
nearly UAH6bn of debt repayments, its requirements for new borrowings will be high, and
they may be forced to be less conservative in setting rates.
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Appendix: Yields-to-maturity, repayments

Chart 1. Three-year history of domestic government bond placements at primary market: proceeds (in billions) and yields-to-maturity (%)
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Chart 2. Future repayments on domestic government bonds (in billions of currency)
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Chart 3. Fair value of domestic government bonds as calculated by NBU versus placements via primary market auctions
UAH-denominated domestic government bonads USD- and EUR-aenominated domestic government bona's
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