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Pulling back from the brmk"
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While economic recovery challengesistill'abound, the likelihood of
South Africa tumbling intp a. debt trap w1th1n the next ﬁve years has,

thankfully, diminished.

BY NISHAN MAHARAJ]

THE Ongoing shocks to the global Rising commodity prices have All eyes are on inflation globally;
QUICK financial system continue favoured the rand and SA’s with the SARB looking set to
TAKE to dog recovery in the terms of trade, placing SA ina aggressively reign in SA’s rate at
post-pandemic world uniquely favourable position around 6% by early 2023

THE FIRST QUARTER of 2022 (Q1-22) saw a
significant increase in financial market vola-
tility. Global inflation expectations for this year
have more than doubled from a year ago (51%

currently from 2.1% previously), while expecta-
b e Heod of Fired tions for growth have moderated (4% current
Interest and has from 4.6% previously). US monetary policy is now

19 years of investment expected to move into restrictive territory, with
crpenenes the Federal Reserve Board (the Fed) funds rate
anticipated to end 2022 at 3.1% and the Fed
expected to hike in increments of 0.5% (previ-
ously 0.25%) for at least the next two meetings
of this year. Russia’s invasion of Ukraine has
materially increased risks and has fanned
concerns about global stagflation on the back
of the resultant surging oil and other commodity
prices. The hangover from Covid-19 and its
many variants had already rendered economic
outcomes relatively uncertain, and the current
geopolitical environment has only served to
further muddy the outlook and perplex investors.

IT’S RELATIVE

South Africa (SA) has emerged relatively attrac-
tive when compared to its emerging market peers.
In Q1-22, the rand has appreciated more than
9% against the US dollar (only outdone by the
Brazilian real), ending the quarter at R14.61/$1. The
boost to the terms of trade (higher export prices
relative to import prices) on the back of higher
commodity prices has been the primary driver of
the rand’s outperformance. SA government bonds
(SAGBs) returned 1.86% over the quarter, ahead
of cash and inflation-linked bonds (ILBs) that
returned 0.93% and 0.31%, respectively. Over the
last 12 months, SAGBs have returned an impres-
sive 12.37%, well ahead of cash (3.64%) and ILBs
(10.76%). This outperformance has been driven
by a flattening of the yield curve, that saw bonds
with a maturity of 12 years returning 17.77% over
the last year. The combination of rand apprecia-
tion and bond returns has made SAGBs the best
performer in the global bond universe, well ahead
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Figure 1

of global bond indices, which have been dragged
into negative territory due to the sell off in US
bond yields.

SAGB investors are still faced with assets that
trade at historically and comparatively high yields,
suggesting a significant embedded risk premium.
However, considering recent global gyrations, a
reassessment of the risks and repercussions thereof
iswarranted. Locally, fiscal and inflation risks must
be reevaluated considering recent commodity
price moves, while from a global perspective the
impact of stressed US bond yields needs to be
factored into current valuations.

TAMING INFLATION

SAs inflation was expected to average 5.5% in
2022 and 4.6% in 2023 prior to this upward move

SOUTH ARICA’S REAL REPO RATE EXPECTATIONS
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in commodity prices. Things have changed signifi-
cantly since the start of the year, with white maize
and oil prices higher by 12% and 42%, respec-
tively. A large part of the SA inflation basket
comprises food and fuel related items. Despite
the poor demand backdrop in SA, the longer these
prices stay high, the stickier inflation becomes at
higher levels and the more likely it becomes that
this elevates other prices in the basket (second
round inflation effects). Inflation is now expected
to average over 6% for 2022 (peaking above
6.5%) before coming down to an average above
5% in 2023 - higher than expectations prior to
the conflict. The risks continue to be tilted to the
upside and surveyed expectations for longer
term inflation are now at 5.5% (up from 4.8%).
Therefore, it is highly likely that the SARB will accel-
erate the path to reaching a nominal repo rate of
between 6% and 6.5% in the first quarter of 2023.
This would help to anchor inflation expectations
at a lower level and keep pace with the expected
path of global monetary policy normalisation.

In the years preceding Covid-19, the average real
repo rate averaged 1.6%, which is lower than
our expectations of 1.9% by end 2024 (Figure 1).
Current market pricing for the real repo rate based
on our expectation for inflation, suggest a real
repo rate of 4.5% by end 2024, which is almost
triple what it has been historically and double our
expectations. This suggests that current market
pricing embeds a significant inflation premium,
which translates into a high embedded inflation
premium for bond yields. It is highly likely that
the market expectations for inflation recede as
inflation materialises lower, thus compressing the
inflation premium in bond yields.

ELEVATED COMMODITY PRICES SUPPORTIVE
OF FISCUS

The positive side of higher commodity prices,
specifically higher metal prices, is that the price
of SAs exported products increases relative to its
imported prices. This means that SA receives more
money for the same volume of exports and, of
course, if volumes increase, then there is a signif-
icant multiplier effect. Tax revenue is likely to
increase as company earnings increase and SAs
current account remains in surplus, reducing its
reliance on portfolio flows. Fiscally this translates
into a lower deficit, due to higher tax revenue
and should imply a lower borrowing require-
ment. The precedent set in the March budget, saw
55% of the windfall revenue used to reduce the
borrowing requirement while the other 45% was
spent on funding free tertiary education, along
with higher municipal and healthcare wages
(Figure 2). Unfortunately, these do not have a
significant growth dividend and are very hard to
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Figure 3

Bond Maturity Vil yerbreckeven Tyearbrekeven
R186 21 Dec 26 8.09 0.74 1.24
R2030 31 Jan 30 9.55 0.74 1.04
R2032 31 Mar 32 993 0.69 094
R2035 28 Feb 35 10.29 0.65 0.88
R209 31 Mar 36 10.26 0.57 0.77
2040 31Jan 40 10.55 0.61 0.80
R214 28 Feb 41 10.53 0.55 0.73
R2044 31 Jan44 10.58 0.57 0.76
AVERAGE BREAKEVEN 0.64 0.90

Sources: Coronation, Bloomberg

Figure 4

SA GOVERNMENT BONDS: 20-YEAR BOND MINUS 10-YEAR BOND
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recoup. However, at current prices, government can
expect another R100 billion in tax revenue next
year, which will hopefully be spent on reducing
the known risks in the economy which include
the Eskom debt overhang, ailing municipal and
state-owned-enterprise finances, and a permanent
solution to the basic income grant debate.
Thankfully, SAs starting position is better than it
has been for some time and the debt-to-GDP ratio
is expected to peak at 75% in five years. This is by
no means an insignificant debt load, but, relative
to peers, it is no longer outrageous. This reduces
the probability of SA entering a debt trap over a
five- to 10-year horizon.

VALUE SHIFTS TO THE 10-YEAR AREA OF THE
CURVE

With the prospect of a debt trap no longer a signif-
icant medium-term issue, it is worth looking at the
breakeven rates between cash and SAGB bases on
our new expectations for the repo. On average,
breakeven to cash has come down by 25 basis
points (bps) but remains historically high (Figure
3).

In addition, the value shifts more towards the
10-year area of the curve. This shift in value is
reflective of the recent risk premium compression
that has occurred between the 10- and 20-year
areas of the yield curve (curve flattening), which
is now at historical norms (Figure 4). SAGBs,
therefore, still embed a significant risk premium,
both in terms of inflation expectations and relative
to cash, with compelling value now being the
10-year area of the yield curve.

The recent rise in US bond yields has raised
concerns of an imminent sell off in emerging
market bond yields, similar to the taper tantrum
of 2013. First, it is important to point out that
although the emerging market debt levels has
escalated, in developed markets, more specifi-
cally the US, the increase has been sharper. The
weighted average maturity of US debt is just over
five years, which means the cost of funding this
debt is closely connected to what happens with
short-term rates. This argues for the real funding
rate of US debt to remain relatively low compared
to history, and for the cost of debt funding to
remain below real growth. Over the decade
preceding the Covid-19 crisis, the average real
US 10-year yield versus realised inflation (repre-
sented by US Personal Consumption Expenditure
Index) has averaged 0.77% (Figure 5). This implies
the real rate is likely to be between 0% and 0.5%
going forward, which puts the long-term fair yield
for the US 10-year to be between 2.5% to 3.5%
(assuming a long-term US inflation outcome of
2.5% to 3%). However, in the short term, we expect
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Figure 6

to see volatility in the US 10-year bond as inflation
prints higher.
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Currently, SAGB yields are more than 700bps
above US yields (Figure 6). This suggests a signif-
icant risk cushion to absorb a move in the US
10-year yield to levels that would be deemed fair
with longer term expectations.

TRACKING FOR NORMAL?

Geopolitical tensions have increased the risk of
higher global inflation and a faster normalisation
of global monetary policy. SA has benefited from
a significant boost to terms of trade that provides
more breathing room for the fiscus, but that will
place pressure on the SARB to normalise rates at
a similar pace to global central banks. SAGBs still
trade at historically high yields and are elevated
compared to their emerging markets counterparts.
The current market pricing of interest rate normal-
isation in SA also suggests that the embedded
inflation premium in bond yields remains excessive
and that yields have a significant risk buffer to
absorb higher local inflation and higher US bond
yilelds. We continue to advocate long duration
positions that are focussed in the 10-year area of
the yield curve.+
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All information and opinions provided are of a general nature and are not intended to address the circumstances of any particular individual or entity. As a result,
there may be limitations as to the appropriateness of any information given. It is therefore recommended that the reader first obtain the appropriate legal, tax,
investment or other professional advice and formulate an appropriate investment strategy that would suit the risk profile of the reader prior to acting upon such
information and to consider whether any recommendation is appropriate considering the reader’s own objectives and particular needs. Neither Coronation Fund
Managers Limited nor any subsidiary of Coronation Fund Managers Limited (collectively “Coronation”) is acting, purporting to act and nor is it authorised to act

in any way as an adviser. Any opinions, statements or information contained herein may change and are expressed in good faith. Coronation does not undertake

to advise any person if such opinions, statements or information should change or become inaccurate. This document is for information purposes only and does

not constitute or form part of any offer to the public to issue or sell, or any solicitation of any offer to subscribe for or purchase an investment, nor shall it or the fact
of its distribution form the basis of, or be relied upon in connection with any contract for investment. In the event that specific funds and/or strategies (collectively
“funds”) and/or their performance is mentioned, please refer to the relevant fact sheet in order to obtain all the necessary information regarding that fund (www.
coronation.com). Fund investments should be considered a medium-to long-term investment. The value of investments may go down as well as up, and is therefore not
guaranteed. Past performance is not necessarily an indication of future performance. Funds may be allowed to engage in scrip lending and borrowing. To the extent
that any performance information is provided herein, please note that: Performance is calculated by Coronation for a lump sum investment with distributions, to
the extent applicable, reinvested. Performance figures are quoted gross of management fees after the deduction of certain costs incurred within the particular fund.
Fluctuations or movements in exchange rates may cause the value of any underlying international investment to go down or up. Coronation Fund Managers Limited
is a full member of the Association for Savings and Investment SA (ASISA). Coronation Asset Management (Pty) Ltd (FSP 548), Coronation Investment Management
International (Pty) Ltd (FSP 45646) and Coronation Alternative Investment Managers (Pty) Ltd (FSP 49893) are authorised financial services providers. Coronation
Life Assurance Company Limited is a licenced insurer under the Insurance Act, No.18 of 2017.
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