
CORONATION STRATEGIC INCOME FUND 
Quarterly Portfolio Manager Commentary 

 

 

 
Page 3/4 

 
Client Service: 0800 22 11 77                 Email: clientservice@coronation.co.za                 Website: www.coronation.com                 Minimum Disclosure Document 

Please note that the commentary is for the retail class of the fund.  
 
The fund returned 0.06% in May, bringing its total return to 3.00% for the year 
and 8.04% for the 12-month period. This is well ahead of the returns delivered by 
both cash (7.02%) and its benchmark (7.75%) over the same one-year period. 
  
May continued late-April’s bond market weakness, with emerging markets jittery 
as oil prices continued to rise and the USD strengthened. The aggregate index 
fell 1.95% during the month. The weakness was also relatively broad-based, with 
longer-dated bonds (12+ years) weakening -2.5%, followed by the belly of the 
curve (7 to 12 years), which was down 1.46%. Short-dated bonds (1 to 3 years) 
were flat. Inflation-linkers held up rather better yielding 0.12%, while cash 
returned 0.57%. 
  
Despite a broad recovery in EM growth, escalating risk-off sentiment in May hurt 
EM assets broadly, and Argentina and Turkey in particular. In South Africa, 
economic data remained mixed to weaker, with disappointing credit growth in 
April at just 5.1% y/y (from 5.9%), despite the surge in consumer confidence in 
Q1-18. The May PMI slipped back from 50.9 in April to 49.8, and April’s trade 
surplus was smaller than expected. Retail sales were also softer at 4.2% y/y from 
4.3% y/y in February. Q1-18 GDP is expected to contract on a sequential basis. 
 
Inflation accelerated in April with the inclusion of the VAT hike, higher retail fuel 
prices and other tax-related increases. Headline and core CPI were 4.5% y/y from 
3.8% y/y and 4.1% y/y respectively. Against a muted growth environment, with 
inflation risk assessed to be modestly to the upside, the SARB’s MPC voted 
unanimously to leave the repo rate unchanged at 6.5% in May. 
 
At the end of May, shorter-dated negotiable certificates of deposit (NCDs) traded 
at 8.20% (three-year) and 8.81% (five-year) respectively, higher than April’s closes. 
NCD levels relative to cash remain at quite tight levels due to a compression in 
credit spreads. NCDs continue to hold appeal due to the inherent protection 
offered by their yields and relative to our expectations for the repo rate. However, 
credit spreads remain in expensive territory (less than 100 bps in the three-year 
area and 130 bps in the five-year area). The fund continues to hold decent 
exposure to these instruments (both floating and fixed), but we will remain 
cautious and selective when increasing exposure. NCDs have the added benefit 
of being liquid, thus aligning the liquidity of the fund with the needs of its 
investors. 
 
US Treasury yields remained elevated for most of May, and the USD strengthened 
broadly. The move was accompanied by rising oil prices, higher volatility and risk-
off sentiment that affected emerging market asset prices heavily. Data remains 
quite mixed, although there are tentative signs of activity picking up in some 
developed economies after a soft Q1-18. Geopolitical uncertainty remains 
elevated, although US relations with North Korea and China seem to have thawed 
at the margins. Nonetheless the risk of flare-ups remains high. European politics 
deteriorated meaningfully in May, highlighting the area’s political and economic 
vulnerabilities. 
      
US GDP was as weak as expected in Q1-18, at 2.2% annualised, with consumption 
surprisingly weak given labour market dynamics, offset by solid investment and 
inventory accumulation. Data published subsequently suggests consumer 
spending picked up in Q2-18, with strong retail sales in April up 4.6% y/y 
(nominal), supported by another strong April employment report, modest real 
wage gains and the impact of tax cuts filtering through. 
    
With respect to inflation, core PCE inflation was revised slightly lower to 2.3% q/q 
saa, from 2.5% in the first print, largely reflecting weaker service inflation. That 
said, the upswing in consumer prices since late 2017 remains intact. Headline CPI 
was 2.4% y/y in April from 2.3% in March, while core inflation was 2.1% unchanged 
on the month before.  Taken together, the recovery in growth and the steady rise 
in inflation point to further (measured) tightening from the Fed when it meets in 
June. Current expectations are for a 25bp rate hike at that meeting, bringing the 
Fed Funds rate to 1.75-2%. 
  
European economic data was disappointing, and political events in Italy and 
Spain highlighted downside risk to the outlook. Euro area confidence surveys 
(flash PMIs, INSEE and Ifo) were all softer than expected in May, although it is 
worth noting that they all remain in ‘expansionary’ territory. If unchanged, current 
PMI levels are consistent with GDP of 0.5% q/q in Q2-18, a little firmer than the 
0.4% q/q growth for Q1-18. 
 
The ECB took note of the softer activity data at the April meeting. Minutes 
published in May suggest the governing council expect activity to improve, and 
for inflation to rise slowly to target in the medium term. Recent political events 
are unlikely to have an immediate impact on ECB policy, but softer data might 
see an extension of QE to the end of the year from the current end-September 
deadline. 

The rand was down 1.9% in May, ending at 12.69 to the dollar. Concerns around 
a possible trade war between the major global economies and the impact of 
higher DM inflation on the current state of global monetary policy 
accommodation have all continued to sour risk sentiment and the appeal for EM 
and SA, resulting in EM FX selling off in tandem, which dragged the rand weaker. 
The fund maintains its healthy exposure to offshore assets, and when valuations 
are stretched, it will hedge/unhedge portions of its exposure back into 
rands/dollars by selling/buying JSE-traded currency futures (US dollar, UK pound 
and euro). These instruments are used to adjust the fund’s exposure synthetically, 
allowing it to maintain its core holdings in offshore assets. (It has the added 
benefit of enhancing the fund’s yield when bringing offshore exposure back to 
rand.)  
 
The local economy remains on a solid footing.  Inflation should remain well 
behaved and at worst keep the bias for policy rates to remain flat over the next 
6-12m.  Despite indications that growth might be low (or even negative) for Q1-
18, low local inflation and positive consumer sentiment should underpin growth 
over the medium term, with upside risks from increased fixed investment by 
corporate SA. The pace of changes made by the new leadership has been 
impressive but what lies ahead is a much tougher battle. SA bonds have ridden 
the wave of optimism on the back of the new dawn but the risks from tightening 
of global monetary policy (higher policy rates and a reduction in quantitative 
easing) could have nasty consequences for SA bonds, which up until very recently 
had a very limited buffer to withstand these shocks.  Over the last month, local 
bond yields have seen a significant widening, due in a large part to the repricing 
of EM risk premium, a higher expected path of global inflation and a faster 
normalisation in global monetary policy.  This has put local bonds at levels that 
we deem to be fair relative to the underlying risks. 
 
The SA listed-property sector was down 5.9% in May, bringing its return for the 
rolling 12-month period to –6.5%. Despite the recent fall, we remain confident 
that the sector offers selective value. The changes in the property sector over the 
last decade (including the increased ability to hedge borrowings and large 
offshore exposures) have rendered the yield gap between the property index and 
the current 10-year government bond a poor measure of value. If one excludes 
the offshore exposure, the property sector’s yield rises to approximately 9.6%, 
which compares very favourably to the benchmark bond. The fund maintains 
holdings in counters that offer strong distribution and income growth, with 
upside to their net asset value. In the event of a moderation in listed property 
valuations (which may be triggered by further risk asset or bond market 
weakness), we will look to increase the fund’s exposure to this sector at more 
attractive levels. 
  
The preference share index was up 2.2% in May, bringing its 12-month return to 
0.2%. Preference shares offer a steady dividend yield, linked to the prime rate 
and, depending on the risk profile of the issuer, currently yield between 9% and 
11% (subject to a 20% dividends tax, depending on the investor entity). The 
change in capital structure requirements mandated by Basel III will discourage 
banks from issuing preference shares. This will limit availability (and boost 
possible buybacks). In addition, most of the bank-related preference shares trade 
at a discount, which enhances their attractiveness for holders from a total return 
perspective and increases the likelihood of bank buybacks. Despite attractive 
valuations, this asset class will continue to dissipate given the lack of new issuance 
and because it stands at risk of being classified as eligible loss-absorbing capital 
(only senior to equity). The fund maintains select exposure to certain high-quality 
corporate preference shares, but will not actively look to increase its holdings. 
 
We remain vigilant of risks emanating from the dislocations between stretched 
valuations and the underlying fundamentals of the SA economy. However, we 
believe that the fund’s current positioning correctly reflects appropriate levels of 
caution. The fund’s yield of 9.08% remains attractive relative to its duration risk. 
We continue to believe that this yield is an adequate proxy for expected fund 
performance over the next 12 months. 
  
As is evident, we remain cautious in our management of the fund. We continue 
to invest only in assets and instruments that we believe have the correct risk and 
term premium to limit investor downside and enhance yield. 
 
Portfolio managers 
Nishan Maharaj and Mark le Roux  
as at 31 May 2018 
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