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Taming inflation

SA bonds continue to hold their worth for investors:

BY NISHAN MAHARAJ
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Global governments are caught
between a rock and a hard place:
sacrificing lower shorter term
growth to bring down inflation

THE GLOBAL FINANCIAL Crisis (GFC) precipi-
tated a remarkable period in financial markets.
Global inflation was significantly lower in
the decade following the GFC and financial
repression across developed markets ensured
a bonanza of borrowing at some of the lowest
interest rates seen in the history. Just over a
decade later, this trend was further entrenched by
the actions taken by global governments to drag
themselves out of the Covid-induced recession.
All good things in life come at a price and, after
extended indulgence, the cost to the global
economy manifested in a significant jump in
the cost of living. Inflation has come back to bite,
and central banks must choose between tight-
ening their belts or loosening their pants. The
uncertainty spawned by the rapidly changing
macro variables has resulted in not only a signif-
icant increase in volatility, but also a sizable
change in asset valuation.

This year market volatility (Volatility Index) is
up ¢.80%, global equities (MSCI World Index)
are down ¢.25% and global bonds (FTSE World

Long-term expectations for
global inflation and bond
yields have moved higher
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In a total portfolio context, SA

bonds still have an important

role to play as a buffer against
rising inflation and interest rates

Government Bond Index) are down ¢.21%. US
bond yields have risen more than 300 basis points
(bps) since their lows in 2020, which has led global
bond yields higher. And yet, no matter how bad
things are, you can always make it worse. The UK
signaled a policy pivot towards a largely unfunded
pro-growth policy, which saw their 30-year bond
yields soar to above 5%. Amid all this volatility,
SA bonds were not spared, with the FTSE/JSE All
Bond Index down 2.11% in September, bringing
its year-to-date return to -1.34%. When translated
to dollars (-13%), this is significantly better than
global bond returns. Despite real yields ticking
higher, inflation-linked bonds (ILBs) still offered
some protection in the sell-off, as they were down
1% over the quarter, bringing their return over the
year to 2.23%, which is still above bonds but below
cash (1.35% over the last quarter and 3.57% year
to date).

SOUTH AFRICA’S INFLATION OUTLOOK

In South Africa (SA) inflation peaked in July at
7.8% and should return to the target band (3%-6%)
by the second quarter of 2023 (Q2-23). Many of
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the factors that pushed SA inflation up (food and
fuel) have already started to recede, but inflation
will prove stickier than previously anticipated,
averaging above 5% over 2023 and 2024. This is
on the back of upside risks stemming from admin-
istrative prices (Eskom has applied for a 32% tariff
hike for 2023/2024) and large (>6%) govern-
ment wage increases. The South African Reserve
Bank (SARB) started the hiking cycle earlier than
strictly needed, but remains focused on anchoring
inflation closer to 4.5%. Recent rhetoric coming
out of SARB suggests they will take the repo rate
into restrictive territory to prevent inflation from
spinning out of control - such as we are seeing in
many developed market economies. This implies
that the SARB is most likely going to overreact and
take the repo to 7.5% by the first quarter of 2023.
(Q1-2023). Given the poor growth outlook, they will
probably be forced to take the repo back down to
6.5% sooner than their forecasts suggest. Market
pricing is still more aggressive, expecting the repo
rate to peak at 8.25% by end of Q2-23, suggesting
that bond yields still embed significant inflation
and interest rate premium.

The upcoming Medium-Term Budget Policy
Statement will provide more guidance on SAs fiscal
position, but this year’s revenue overrun should
provide significant breathing room. However, the
possibility of a higher-than-budgeted-for wage
deal for public servants and an extension of the
Social Relief Distress Grant into a more permanent
basic income grant could weigh on the longer-
term prospects for fiscal consolidation. The transfer
of Eskom debt onto the sovereign balance sheet
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should be a positive as it eliminates a known risk
that hangs over the economy; but whether further
money is injected into the entity to speed up main-
tenance remains a further risk. Nominal growth
rates should be higher since inflation will be higher
than initially expected, and combined with better
tax collection at SARS, tax revenue could remain
buoyant. At this point, although there remain
risks to the current fiscal trajectory, we believe
that there is still sufficient breathing room over
the short- to medium term, but acknowledge that
growth needs to be higher to completely mitigate
the risk posed by the increasing debt burden.

GLOBAL IMPACT ON LOCAL CONDITIONS

In the past two quarters, global monetary policy
and bond yields have become a much larger driver
of local bond valuations. US 10-year bond yields
have traded in a 3.5%-4% range more recently
as concerns over structurally higher inflation
has eroded their value. US inflation peaked
at 9% in June 2022, however, the decline from
that high has not been as quick as the market
expected. More importantly, although the relevant
inflation signals have been surprising to the
downside (CITI US Inflation Surprise Index), the
readings have not surprised significantly below
current forecasts. The core elements of the CPI
basket as well personal consumption expendi-
ture (Figure 1) have all remained uncomfortably
high, signaling that, although headline inflation
might be heading lower, underlying inflationary
pressures remain. This has two key implications
for our US economic expectations. Firstly, our
expectations for long-term headline inflation in
the US needs to be adjusted higher from 2.5%-3%
to 3%-3.5%; and secondly, the Federal Reserve
Board (the Fed) is more likely to move policy rates
into much more restrictive territory, driving the
economy into recession in order to address this
inflationary problem. Current market pricing has
adjusted to recent Fed guidance, putting the peak
in the Federal Funds rate at 4.5% by Q1-23 and
remaining above 4% until 2024.

One of the key elements of debt sustainability
is the ability to keep the cost of financing low.
Current 10-year real yields in the US are back
up to levels last seen in the 2000s, which can be
expected with core CPI well above those levels,
however one thing that has changed significantly
is the US debt load which has more than doubled
over the same period. Assuming that core CPI
recedes to levels of 2.5%-3% (headline generally
sits 0.25%-0.5% above), this would imply a real
10-year yield of around 1% (given historical prece-
dence) but, given the much higher debt load, this
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real yield would need to sit closer to 0.5%. This
would put the normal fair value of the US 10y bond
at 3.5%-4% - see Figure 2.

The other element that needs to be considered
before we derive the implication for SA bond yields
is the level of risk aversion currently being priced
into our credit spread. In Figure 3, we notice two
key things. Firstly, credit spreads in general are
elevated when compared to history. Secondly,
SA remains even more elevated compared to its
history and peer group. This indicates that there
is significant room for SA’s credit to compress from
current levels of 490bps to between 350bps and
400bps.

This brings us to our fair value for SA 10-year
bonds. Figure 4 lists high and low expectations
for all the variables we consider to be key drivers
of our SA 10-year bond yields. The fair value range
of 9%-10% still compares very favorably to current
market levels of 11.35% and provides us with
enough comfort that SA bond yields are still very
cheap when taking a medium- to longer term view.

ILBs have had a decent run and their outperfor-
mance relative to nominal bonds requires us to
relook at valuation. Figure 5 looks at the various
ILBs, their real yields and what their implied
nominal yields would be at 6% inflation, and
compares them to the equivalent nominal bond
of the same maturity. In addition, we show the
modified duration of both the ILBs and the nominal
bonds for the various maturities. Even though real
yields remain quite elevated in the longer end (>10
years), one would still need inflation in excess of
6% for ILBs to outperform their nominal equiva-
lents. When taking into consideration that the risk
(relative modified duration to nominals) carried by
ILBs are multiples of their nominal counterparts, it
makes sense that one should instead own nominal
bonds in that area of the curve. The shorter end of
the curve offers a much better risk/return profile
with a marginally higher duration risk, which is
amply compensated for by better return prospects
than those of their nominal bond counterparts. As
such, we continue to advocate shorter dated ILB
positions for bond portfolios.

TO CONCLUDE

Global monetary policy normalisation has
gathered pace to combat the highest inflation
in decades. Central banks are willing to sacrifice
growth by taking policy rates into restrictive
territory, to ensure inflation does not get disor-
derly. This has pushed global bond yields to levels
that have not been seen since before the GFC.
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Figure 5
Implied .
ILB Maturity Real ,N°s'i"°l Eﬂi:fﬁ"f bulele (Eqﬁ\i?ublent
Yield Yield at 6% Vield (ILB) Norminal)
Inflation
R197 Dec-23 190 8.01 754 112 097
12025 Jan-25 2.67 8.83 815 2.24 1.84
R210 Mar-28 2.84 9.01 9.76 5.07 4.05
12029 Mar-29 3.75 9.98 10.24 599 4.66
12033 Feb-33 4.39 10.66 11.22 913 6.34
R202 Dec-33 4.48 10.75 11.31 894 6.52
12038 Jan-38 4.45 10.72 11.62 12.27 7.33
12046 Mar-46 4.46 10.73 11.62 16.30 818
12050 Dec-50 4.48 10.75 11.58 1792 8.34

Source: Coronation
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Risk sentiment has soured as volatility has soared
and asset prices have tumbled. SA bonds have
fallen victim to this global fallout but still embed
a significant buffer both from an inflation and
risk premium perspective. The uncertainty around
global inflationary outcomes will ensure that vola-
tility remains elevated, but, over the longer term,
valuations of SA bonds should provide a reason-
able buffer, as they have already, since they trade
at significant discount to fair value. We continue
to advocate an overweight position in SA Bonds
and believe short-dated ILBs still warrant a place
in portfolios. +
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DISCLAIMER

South African Readers

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.

US Readers

Coronation Investment Management International (Pty) Limited is an investment adviser registered with the United States Securities and Exchange Commission
(“SEC”). An investment adviser’s registration with the SEC does not imply a certain level of skill or training. Additional information about Coronation Investment
Management International (Pty) Limited is also available on the SEC’s website at www.adviserinfo.sec.gov. The information in this document has not been approved
or verified by the SEC or by any state securities authority. The opinions expressed herein are those of Coronation Investment Management International (Pty) Limited
at the time of publication and no representation is made that they will be valid beyond that date. Certain information herein has been obtained from third party
sources which we believe to be reliable but no representation is being made as to the accuracy of the information obtained from third parties. This newsletter contain
references to targeted returns which we believe to be reasonable based on current market conditions, but no guarantees are being made the targets will be achieved
or that investors will not lose money.

This article is for informational purposes and should not be taken as a recommendation to purchase any individual securities. The companies mentioned herein are
currently held in Coronation managed strategies, however, Coronation closely monitors its positions and may make changes to investment strategies at any time.

If a company’s underlying fundamentals or valuation measures change, Coronation will re-evaluate its position and may sell part or all of its position. There is no
guarantee that, should market conditions repeat, the abovementioned companies will perform in the same way in the future. There is no guarantee that the opinions
expressed herein will be valid beyond the date of this presentation. There can be no assurance that a strategy will continue to hold the same position in companies
described herein.

Global (ex-US) readers

The information contained in the publication is not approved for the public and is only intended for recipients who would be generally classified as ‘qualified’,
‘professional’, ‘accredited’ or ‘institutional’ investors. The information is not designed for use in any jurisdiction or location where the publication or availability of the
information would be contrary to local law or regulation. If you have access to the information it is your responsibility to be aware of and to observe all applicable
laws and regulations of any relevant jurisdiction and it is recommended any potential investor first obtain appropriate legal, tax, investment or other professional
advice prior to acting upon the information. The value of investments and any income from them can go down as well as up and investors may not get back all that
they have invested. Please be advised that any return estimates or indications of past performance in this publication are for information purposes and can in no way
be construed as a guarantee of future performance. Coronation Fund Managers accepts no liability of any sort resulting from reliance being placed upon outdated
information contained in this publication by any user or other person. Whilst every effort is made to represent accurate financial and technical information on an
ongoing basis, inadvertent errors and typographical inaccuracies may occur. Information, laws, rules and regulations may also change from time to time. Information
contained in the publication is therefore made available without any express or implied representation or warranty whatsoever, and Coronation Fund Managers
disclaims liability for any expenses incurred, or any damage, claims or costs sustained by users arising from the reliance being placed on the use of links, services or any
information or representations contained in the publication. 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. Coronation International Limited is authorised and regulated by the Financial Conduct
Authority. Coronation Global Fund Managers (Ireland) Limited is authorised by the Central Bank of Ireland under the European Communities (UCITS) Regulations 2011
and the Alternative Investment Fund Managers Directive 2011, with effect from 22 July 2014. Unit trusts are generally medium to long-term investments. The value of
units may go up as well as down. Past performance is not necessarily an indication of the future. Unit trusts are traded at ruling prices and can engage in borrowing
and scrip lending. Unit trusts may invest in assets denominated in currencies other than their base currency and fluctuations or movements in exchange rates may have
an adverse effect on the value of the underlying investments. Performance is measured on NAV prices with income distribution reinvested.

This article is for informational purposes and should not be taken as a recommendation to purchase any individual securities. The companies mentioned herein are
currently held in Coronation managed strategies, however, Coronation closely monitors its positions and may make changes to investment strategies at any time.

If a company’s underlying fundamentals or valuation measures change, Coronation will re-evaluate its position and may sell part or all of its position. There is no
guarantee that, should market conditions repeat, the abovementioned companies will perform in the same way in the future. There is no guarantee that the opinions
expressed herein will be valid beyond the date of this presentation. There can be no assurance that a strategy will continue to hold the same position in companies
described herein.
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