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THE RELATIVE CALM and optimism of the new 
year quickly evaporated during the first quarter of 
2023. Global inflation data proved to be stickier 
that anticipated in its descent, pushing expecta-
tions of monetary policy normalisation higher. The 
US went from pricing a peak in the US Fed funds 
rate of 4.9% at the end of January to between 
5.5% and 5.75% by end February. This reversed 
during the month of March, as bank failures in 
the US and Europe stirred up memories of the 
2008/2009 Global Financial Crisis. The tight-
ening in lending standards by the banking sector, 
specifically second tier banks, which are large 
lenders in the US economy, is expected to act 
as a handbrake on demand, putting downward 
pressure on growth. Global bonds have proven to 
be the only safe place to hide during this period as 
yields on US and EU bonds compressed by almost 
50 basis points (bps) during the quarter.

South African (SA) bonds lagged their developed 
and emerging market peers. The rand was down 
4.3% over the quarter, making it one of the worst 
performing emerging market currencies. SA bonds 

also underperformed, with their spread over US 
bonds widening by 20bps despite many other 
emerging markets seeing spreads tightening. 
The All Bond Index (ALBI) returned 3.4% over the 
quarter, which was ahead of cash (1.77%), however, 
over the last year, its return (5.8%) is behind that 
of cash (6%). Most of the ALBI’s positive return 
was driven by a change in the shape of the yield 
curve, with the 7-12 maturities outperforming 
maturities of more than 12 years, as the latter 
steepened significantly over the last quarter. 
Inflation-linked bonds (ILBs) have continued to 
lag the performance of the ALBI and cash over 
the last quarter (0.94%) and year (4.92%). This 
has been predominantly due to a move higher in 
real yields in sympathy with nominal bonds and 
reduced inflation accrual as inflation has been 
heading lower.

A TWIN BURDEN  

Global inflation has proven to be stickier primarily 
due to strong demand and job growth in the 
developed world. In SA, inflation is also proving 
to be stickier but for different reasons. The effect of 
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loadshedding on the economy is feeding through 
to inflation in two ways. First, the tariff increase of 
c.18% for this year, means that inflation will again 
kick up to above 6% in the second half of this year. 
Second, loadshedding not only hampers company 
profitably due to reduced trading hours, but it 
also increases costs due to the need for alterna-
tive power generation methods (diesel for genera-
tors, solar panels, inverters, etc.). This cost increase 
would not be severe if it was isolated to a single 
industry, as it would probably be absorbed by 
margins. However, due to the broad-based nature 
of this cost increase, it will be passed onto the 
consumer through raising prices. The result is a 
significantly deteriorated inflation profile with 
inflation averaging 6% (6.2% in 2023 and 5.8% in 
2024) until the end of 2024, which is about 0.5% 
higher than our previous forecasts.

The South African Reserve Bank (SARB) raised 
interest rates by more than expected at the March 
Monetary Policy Committee meeting, taking the 
repo rate to 7.75%, as a direct result of the dete-
rioration in their own inflation forecast. Risks are 
tilted towards further increases, however, with 
the real repo rate now firmly in positive territory 
(+1.2%) and expected to increase towards 2% for 
most of the forecast period (Figure 1), the SARB 
might find it difficult to implement significant 
repo rate increases, especially considering growth 
expectations for this year remain close to 0% and 
c.1.5% for 2024. The repo rate is most likely at or 
very close to its peak. 

SA bonds have traded at a significant yield differ-
ential to cash rates and since the start of the 
hiking cycle, this spread has steadily compressed 
absorbing a large part of the rise in short-term 
rates. At current levels, although, the 10-year SA 
government bond (SAGB) spread to cash has 
compressed (Figure 2), it still has a significant 
buffer to absorb further minor increases in the 
repo (cash) rates. As such, the effect of elevated 
inflation and cash rates should be quite muted 
going forward.

BLOOD FROM STONE? 

The ailing fiscus remains the biggest risk to the SA 
economy. At face value, the February 2023 Budget 
suggested quite a contraction in the budget deficit 
over the next three years, but it left investors with 
more questions than comfort. Firstly, the treatment 
of the Eskom bailout package was not seen as an 
expenditure item, despite the bailout taking the 
form of yearly injections rather than an actual debt 
transfer – which is essentially expensing it. If this 
is treated as an expenditure item, then this adds 
c.1% of GDP to the budget deficit forecasts. Figure 
3 shows National Treasury’s (Treasury) forecast for 
the budget deficit, expenditure (% of GDP) and 
revenue (% of GDP). On the revenue side, despite 
poorer growth prospects for the local economy 
due to loadshedding and slow reform progress, 
Treasury still expects tax revenue to stay higher 
than it was pre-Covid. Even though over the last 
two years, revenue was boosted by extraordinary 
commodity-related profits that are already coming 
off quite quickly, tax revenue is expected to remain 
around 25% of GDP, well above its pre-Covid 
10-year average of 23.5%. SARS’s efficiency has 
improved, but not to that extent, as such, it’s more 
likely that this number is closer to 24% of GDP on 
a sustainable basis.

Expenditure is expected to contract back to its 
pre-Covid 10-year average of 28.5% of GDP by 
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the end of the forecast period. This might seem 
realistic but, when one factors in the way that the 
wage bill was already settled at a cost of 0.5% of 
GDP and the Social Relief of Distress Grant has not 
been extended beyond 2022/2023, which could 
add another 0.5% of GDP to expenditure, slippage 
from this level seems very likely, with 1% of GDP 
probably an optimistic outcome. 

Assuming 1% of GDP slippage on both revenue 
and expenditure (remember no provision has been 
made for further State-owned entity bailouts), one 
can easily see that the budget deficits are more 
likely to be around 5% of GDP on an ongoing 
basis. This number balloons to more than 6% 
of GDP, if the Eskom bailout is accounted for as 
part of expenditure. A sustained budget deficit 
of 5%-6% of GDP is not a good place to be and 
will increase the pressure on funding. Economic 
growth of 2%-2.5% is the only way to avert a severe 
debt crisis in the long term, however, in the short to 
medium term, there are two release valves.

The first of which is Treasury’s funding strategy. SA’s 
weighted average maturity of outstanding debt is 
around 11 years, with almost all of it issued in the 
fixed-rate space. Treasury could easily shorten the 
maturity of issuance and move it more significantly 
to floating-rate issuance to decrease the cost of 
the debt. This will help limit the increase in the cost 
of debt funding and provide more room for longer-
term budget deficit consolidation measures. 
Secondly, valuations should always compensate 
for the fundamentals. SA’s credit spread now trades 
close to its widest levels when compared to its 
BB-grade (sub investment) peers (Figure 4). This 
underperformance is more apparent in the last 
quarter as BB credit spreads have compressed 
while SA’s credit spread has widened. This suggests 
the embedded risk premium in the valuation of SA 
government bonds has adjusted for negative shift 
in the fiscal outlook. 

ILBs are securities designed to help protect 
investors from inflation. They are indexed to 
inflation so that the principal and, hence, the 
interest payments rise and fall with the rate of 
inflation. Our current inflation forecasts suggest 
inflation for 2023 will average 6.2% and 5.8% in 
2024. These are much stickier than our previous 
forecasts and with the move higher in real yields 
over the last 12 months (50bps), ILBs now offer an 
interesting investment opportunity – both versus 
their nominal counterparts and for the inherent 
protection they offer. Figure 5 shows all the ILBs 
across the maturity spectrum, their real yield, 
equivalent nominal yields at various levels of 

bps
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ILB REAL YIELDS VS EQUIVALENT NOMINAL YIELDS VS SAGB NOMINAL 
YIELDS

Real Yield CPI at 5.5% CPI at 6% CPI at 6.5%

Actual 
SAGB 

Nominal 
Yield

R197 Dec-23 3.05 8.72 9.23 9.75 7.84

I2025 Jan-25 3.25 8.93 9.44 9.96 8.09

R210 Mar-28 3.77 9.48 10.00 10.52 9.05

I2029 Mar-29 4.04 9.76 10.28 10.80 9.48

I2033 Feb-33 4.54 10.29 10.81 11.34 10.69

R202 Dec-33 4.56 10.31 10.83 11.36 10.85

I2038 Jan-38 4.61 10.36 10.89 11.41 11.44

I2046 Mar-46 4.61 10.36 10.89 11.41 11.63

I2050 Dec-50 4.61 10.36 10.89 11.41 11.62

Source: Coronation
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inflation and where the similar maturity nominal 
SAGB trades. The green highlights where the ILB 
yield is above the nominal yields and the orange 
the opposite.

Maturities of less than 10 years (I2033* and shorter) 
offer an attractive pick up relative to their nominal 
counterparts and, as such, should be considered 
to make up a larger part of the bond portfolios, 
either in addition to current nominal holdings or 
as a substitute for them.

OUTLOOK

The environment for global fixed income remains 
unsettled. Thoughts of higher inflation have now 

been dowsed by concerns that recent bank failures 
will lead to a larger global growth slide and deep 
recession. Despite the rally in global fixed income, 
SA has lagged its emerging market peers signifi-
cantly given our own idiosyncratic problems with 
regards to undependable electricity supply and 
slow pace of reforms. Fiscal risks have escalated 
amid the façade of consolidation. However, the 
valuation of SAGBs has adjusted relative to its 
peer group and still encompasses a significant 
risk premium. ILBs are now offering significant 
value given elevated inflation risks and should 
be incorporated into portfolios as substitutes for 
or in addition to shorter-dated nominal bond 
holdings.+

* Matures in 2033.
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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.


