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Soaring Eagle manages a comeback in the 1st Quarter…
Co-operative bank (COOP) has just released their Quarter One Full Year 2018 (1Q18FY)
recording a strong first quarter performance successfully rebounding from a tepid
performance in the same period last year. We iterate our previous target price KES 21.00
but update our investment recommendation from a hold to a buy due to the decline of the
Group’s price on the NSE. We are optimistic that the group’s Q1 momentum can only
gather more steam, propelled by the current calm political dispensation and the better
macroeconomic environment in 2018.

Balance Sheet: Marginal Equity growth despite ECL Implementation
Cooperative bank management grew the group’s Total assets grow by 5.1% (YoY) to
KES 397.8 Bn in the first Quarter of FY18 (1Q18Y) from KES 378.5Bn witnessed in the
same period last year. The upswing in Total assets was driven mainly by the 23.8% (YoY)
increase in investments in government securities from KES 60.5Bn achieved in 1QFY17 to
a new high of KES 75.0Bn by 1QFY18. The group’s Loan Book (net) also grew by 2.8%
(YoY), funded by the 6.5% increase in Total deposits.
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Cooperative Bank’s Shareholders’ funds rose by 6.9% on a Year on Year Basis to
KES 67.9Bn by 1QFY18 from KES 63.8Bn recorded in 1QFY17. This increase can be
attributed to a strong net income performance during the quarter and a progressive
dividend policy. The shareholder’s Equity, however, declined on a quarterly basis due to a
one-off caused by the day one implementation of IFRS. In the three months of the first
quarter, the group’s Shareholders funds declined by a marginal 2.32% or KES 1.6Bn from
KES 69.6Bn penned at the end of the FY17 to KES 67.9Bn by the end of the 1QFY18. The
slight decline in the group’s equity was driven by the update of the IAS 39’s Incurred Credit
Loss (ICL) model with the new IFRS 9’s Expected Credit Loss (ECL) model that reduced
retained earnings by a one-time KES 1.3Bn during the quarter.
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Figure 1: 6-yr Shareholders Equity Trend
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The groups’ Non-Performing Loans (NPLs) continued on its downward decline to hit 10.9%
in 1QFY18 a full 2.6x the 4.2% of NPLs recorded during the same period last year.
Management attributes the worsening situation to their portfolio exposure to the real estate
and manufacturing sectors that are currently facing macro-economic headwinds. We
expect Co-operative Bank’s asset quality to continue worsening but improve in the medium
term with the repeal of the interest and improvement of the business environment.

CERTIFICATIONS AND REQUIRED DISCLOSURES BEGIN ON PAGE 2

Income Statement: Record Q1 high-interest income from loans and advances…
The group just like it’s Tier-one peer's Equity, KCB & Diamond Trust Bank managed to
grow its interest income on a Year on Year basis, by 9.5% to KES 10.4Bn in 1QFY18 from
KES 9.5Bn penned in 1Q17FY. The growth of interest income in the 1Q18FY was driven
by an increase in interest income from both lending and government securities. Interest
income from loans and advances during the first quarter of 2018 grew by 8.83% (YoY) to
hit a new Quarter One high of KES 8.35Bn in 1QFY18 from KES 7.67Bn achieved in
1QFY17, a deserved pay off for managements’ decision to grow its loan book during the
quarter.
The momentum from a surging Interest income and Non-Funded Income overcame the
13.1% (YoY) rise in staff cost and the 5.0% increase in the cost of funds to grow the bottom
line in 1Q18FY. The Profit After Tax (PAT) and Basic EPS both grew by a respectable
6.8% (YoY) in 1Q18FY to hit KES 3.4Bn and KES 2.35 respectively up from 1Q17FY PAT
of KES 3.2 Bn and Basic EPS of KES 2.00 respectively.
The Return On average Equity (ROaE) in1QFY18 decelerated to 20.9% from the 21.7%
recorded in 1QFY17, pushed down by a strong growth in average Shareholders’ equity
(6.9% YoY) that overwhelmed the growth of net income (6.8% YoY) over the period. The
return on average assets (ROaA), however, remained flat during the period at 3.5% and
3.6% in 1QFY18 and 1QFY17 respectively largely due to the approximately equivalent
growth of Net Income and average Assets during the three month period.

Challenges: The dilutive effect on ROaA and ROaE of the group exists.
The group is still very dependent on The Co-operative Bank of Kenya Limited to deliver a
significant portion of its bottom-line. Amongst the five subsidiaries, the Kenyan Bank is still
the monolith when it comes to creating value for stakeholders, bringing in 95.9% or KES
4.6Bn of the group’s 1QFY18 total Profits Before Tax (PBT) of KES 4.8Bn. This significant
PBT contribution in 1Q18FY of the Kenyan subsidiaries came about despite the company
owning only 98.9% of the group’s assets. If the profitability of the Kenyan outfit were to be
considered in isolation, the Kenyan Bank by itself contributed a 4.34% Return on average
Assets (RoaA) which was diluted to 3.6% upon consolidation of the group’s results. The
Kenyan Bank returned 25.7% in RoaE in 1Q18FY, which on lower net income and higher
Equity value of the group was diluted to the group’s RoaE of 20.9%

Outlook 2018:
The Opportunity exists for management to drive the group’s NPLs downwards and improve
its asset quality with the recovery of the economy in 2018. We currently project that
Co-operative Bank will grow its EPS by 12.5% to KES 2.18 by the FY18 from a FY17 EPS
of KES 1.94. The growth in EPS will be enabled by the increase in Non-funded income, a
renewed focus on cheap retail deposits and acceleration of interest income over the
second half of 2018. We also expect FY18 ROE to improve to reach 21% up from FY17
ROE of 17.4%.

Valuation:
Co-operative Bank is currently trading at an enticing multiple of a P/E of 7.4X compared to
the Sub-Saharan P/E of 9.2x but fairly valued if its P/B of 1.52x is compared to the peers
multiple of a P/B of 1.5X. We iterate our previous target price KES 21.00 but update our
investment recommendation from a hold to a buy due to the decline of the Group’s price
on the NSE. We expect positive news in the second Quarter and the increased investor
confidence in the banking sector to drive the counter up towards its fundamental value.
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