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THE PAST QUARTER diverged from recent trends 
in global fixed income, as emerging markets 
outperformed developed markets. Despite the 
dollar remaining relatively strong over the quarter, 
there were select emerging market currencies that 
outperformed (Brazil and Mexico). The story of 
the second quarter of 2023 (Q2-23) is, however, 
one of emerging market yield compression versus 
developed markets. Many emerging markets are 
at or very close to the peak in their rate hiking 
cycles and, with inflation expected to turn quite 
quickly, these markets have started to price in rate 
cuts, which has supported their bond markets. 
Developed markets are definitively on the other 
end of the spectrum, with inflation still remaining 
sticky in many economies, interest rates still set to 
go higher, and bond yields languishing at decade 
highs. UK bond yields were hit the hardest over the 
last quarter, selling off close to 100 basis points 
(bps) versus 20bps-50bps in other developed 
markets, including the US.

South Africa (SA) has found itself swimming 
against the stream; but headed in the wrong 
direction. The rand was down c.6% versus the US 

dollar and the FTSE/JSE All Bond Index (ALBI) was 
down c.1.5% over the quarter. The key driver of the 
poor currency performance was the decline in SA’s 
terms of trade (-18%) due to the fall in commodity 
prices and persistent high levels of loadshedding. 
This had the knock-on effect of dampening the 
demand for bonds, resulting in bond yields rising 
c.100bps across the curve. Longer-end bonds were 
significantly weaker, as bonds with a maturity of 
greater than 12 years significantly underperformed 
those with a shorter maturity than seven years (a 
2%-3% relative performance differential), due to 
the expected further fiscal deterioration. Inflation-
linked bonds (ILBs) proved the only safe place to 
hide over the quarter, as they were only down 0.7%, 
but still lag the ALBI year to date (0.2% versus 
1.8%) and significantly over the 12 months (1.2% 
versus 8.2%). Cash returns are slowly catching up to 
ALBI returns, outperforming the index over the last 
quarter with 1.9%, but still lagging bonds at 3.6% 
year to date and 6.5% over the last 12 months.

MORE OF THE SAME; BUT MORE

SA’s problems are well known and docu-
mented. These include slowing growth due to the 
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slothful pace of reform implementation, signifi-
cant policy uncertainty and a growing debt load, 
which combine to darken our economic prospects 
over the medium term.  Economic growth is 
expected to barely make it above 0% this year, 
with an acceleration to 1.5% next year as the 
energy constraints start to loosen, but this is still 
well below the needed 2.5%-3%. Inflation is decel-
erating but at a much slower pace than previ-
ously hoped, which will keep policy rates higher 
for longer, at or around 8.5%. The fiscal deficit 
will widen significantly this year to c.6% (including 
treating Eskom as an expenditure item as opposed 
to a debt transfer) and will remain there for the 
next three to four years, with elevated financing 
costs eating up more than a quarter of collected 
revenue. This renders the fundamental economic 
backdrop for SA particularly gloomy.

SA assets have tracked this deterioration in 
the fundamental backdrop and maintained a 
significant risk premium. Local bond yields have 

widened significantly relative to their emerging 
market counterparts (shown versus JP Morgan 
Government Bond Index-Emerging Markets 
[GBI-EM Index] yield shown in Figure 1a and 
developed market yields (shown versus US 10-year 
T-Bill in Figure 1b). The underperformance against 
the emerging market peer group is quite stark, as 
the sell-off in the rand and the rise in bond yields 
over the last quarter contributed in large part to 
SA lagging the broader emerging market complex. 
The degree of underperformance combined with 
current relative valuations being close to Covid-like 
levels suggests the risk premium embedded in SA 
bonds remains compensatory.

Our assumption that an adequate risk premium is 
embedded in SA bonds suggests that the direction 
of local bond yields will be driven by both the 
direction of global bond yields (more specifically 
US yields) and movements in the US dollar.

Movements in currency markets are inherently 
difficult to forecast over the shorter term. Over 
the medium to longer term, relative interest rate 
expectations and starting valuations provide a 
reasonable barometer for where the balance of 
probability lies for future currency moves.

In Figure 2, we show the interest rate expectations 
for the US, EU and SA. The clear outlier here is 
the US, where interest rate cuts are being priced 
over the next year, while in the EU and SA rates 
are expected to remain pretty stable over the 
same period, but at elevated levels. This suggests 
that interest rate differentials between the US 
and the EU/SA will contract, working against the 
attractiveness of the US dollar. That is, the interest 
compensation for the US dollar will reduce relative 
to the EU and SA.
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PROSPECTS FOR THE US DOLLAR

The real effective exchange rate (REER) compares 
a nation’s currency value against the weighted 
average of the currencies of its major trading 
partners. An increasing REER indicates that a 
country is losing its relative competitive edge and 
vice versa. When one compares the REER to its own 
long-term rolling average (five years used below), it 
provides an indication of the degree of over/under-
valuation. In Figures 3a and 3b we show both the 
rand and US dollar REER’s against their historical 
rolling five-year averages. In the case of the rand, 
we can see some level of undervaluation but not 
as significant as it was in previous episodes of 
undervaluation; so, it’s probably fair to assume it 
is only slightly cheap relative to its long-term fair 
value. The US dollar on the other hand, is notably 
overvalued, not as extreme as in previous episodes, 
but definitely stretched.

The combination of a less favourable interest 
rate differential between the US and the rest of 

the world over the next 12 months and a starting 
position of significantly overvalued currency 
suggests that the US dollar is close to or at its peak, 
putting the balance of probability in favour of a 
weakening dollar over the next 12 months.

A US RECESSION IS NOT ALL BAD NEWS

A US recession or the probability thereof over the 
next 12 months continues to dominate investment 
debate. Given the rise in short-term interest rates 
and the tightening in bank lending standards, 
it is very likely that the US will enter a recession. 
However, due to the enduring strength in the 
labour market, the depth and duration of the 
recession might prove less grave than previous 
experience.

In Figures 4a and 4b we show the Federal Reserve 
Board of New York’s probability of recession 
indicator against both US GDP year on year (y/y) 
and the US five-year treasury note. The first point 
to make is that in all previous occasions that the 

Figure 3a
US DOLLAR REAL EFFECTIVE EXCHANGE RATE 

Figure 3b
SOUTH AFRICAN RAND REAL EFFECTIVE EXCHANGE RATE
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indicator was above 30%, the US did go into 
recession in the following 12 months and that 
recession saw an annual contraction in GDP of 
2%-3%. The indicator is currently suggesting a 
c.70% probability of recession. The second thing to 
note is an increase in the probability of recession 
was accompanied by a fall in five-year US treasury 
notes, both occurring as the indicator moved 
higher and as the recession set in.

It is hard to argue that a recession is not imminent 
and that US yields are not near, if not, at the top 
of their trading range. However, as stated above, 
we do not believe the severity of the recession will 
trigger as significant a risk-off sentiment as was 
seen during Covid or the Global Financial Crisis. 

A high probability of a weaker US dollar, lower 
US growth, and falling US bond yields make for a 
very good environment for risk assets, specifically 
emerging market fixed income assets that enjoy 
significant carry benefits. SA sits at the top of the 
pile of the emerging market asset class in terms of 
valuations due to recent underperformance and 
stands to benefit – if the view of a more supportive 
emerging market fixed income environment does 
materialise, which will benefit SA government 
bond (SAGB) yields.

OUTLOOK

ILBs have enjoyed a strong quarter, as they outper-
formed nominal bonds significantly, but now, with 
inflation expectations closer to 5% over the next 12 
months and nominal yields remaining elevated, it 
seems like the tide has turned against ILBs. Figure 
5 details ILBs with their equivalent nominal yields 
versus their nominal bond equivalents. At a 5% 
inflation level, there appears to be little benefit 
in holding them, however, as we move towards 
expectations of 5.5%-6% inflation, value appears 
in the shorter-dated ILBs (out to 2029 maturity). 
As a reminder, our expectations are for inflation 
to decelerate over the next year to an average of 
5.5%, but we believe that risks are skewed to the 
upside due to the longer-term effects of loadshed-
ding on input prices, larger passthrough due to 
higher prices in source markets, and a weaker rand. 
As such, we still believe there is merit in holding 
ILBs with a maturity of 2029 (or shorter) in bond 
portfolios, due to the inherent protection they offer 
against the potential of sticky or higher-than-ex-
pected inflation.

Credit markets have remained relatively subdued. 
Net issuance this year has been a paltry R1.8 
billion, with most of the issuance on the back 
of refinancing maturing bank-senior and subor-
dinated debt. Despite the poor fundamental 
backdrop in SA, credit spreads have continued 
to tighten this year as net supply has dwindled. 
Senior bank credit has compressed close to 20bps, 
with five-year paper trading at three-month 
Jibar+130bps and seven-year paper trading at 
three-month Jibar+138bps. The compression of 
term premium in credit spreads is indicative of a 
market that is hungry for yield at any cost, and not 
what one would expect in the poor economic envi-
ronment. Subordinated bank credit (AT1 and AT2) 
has seen similar compression, with AT2 spreads 
now just 50bps above senior spreads. As one can 
see in Figure 6, this compression is quite dramatic 
and, although banks remain well capitalised and 
very far from failure, given the nature of the instru-
ments, we feel current pricing to be too optimistic. 
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ILBS EQUIVALENT NOMINAL YIELDS VS NOMINAL BOND EQUIVALENTS

Maturity Real Yield Nominal 
Bond Yield

CPI at 5% CPI at 5.5% CPI at 6%

R197 Dec-23 4.2 8.03 9.410 9.931 10.452

I2025 Jan-25 3.25 8.53 8.413 8.929 9.445

R210 Mar-28 4.245 9.91 9.457 9.978 10.500

I2029 Mar-29 4.47 10.35 9.694 10.216 10.738

I2031 Mar-31 4.41 11.15 9.631 10.153 10.675

I2033 Feb-33 4.86 11.57 10.103 10.627 11.152

R202 Dec-33 4.965 11.73 10.213 10.738 11.263

I2038 Jan-38 4.965 12.42 10.213 10.738 11.263

I2046 Mar-46 4.955 12.58 10.203 10.728 11.252

I2050 Dec-50 4.98 12.58 10.229 10.754 11.279

Source: Coronation

EQUIVALENT NOMINAL YIELD
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We view current credit spreads as unattractive, 
given their current tight valuations and see better 
alternatives for bond funds in the SAGB nominal 
and ILB markets.

Despite the better environment for emerging 
market fixed income over the last quarter, SA has 
negatively bucked this trend, with an economic 
outlook that remains plagued by low growth, 
sticky inflation and an increasing debt burden. 
In addition, intense levels of loadshedding have 
shattered consumer and investor confidence in 
the country’s growth potential and the govern-
ment’s ability to enact reforms timeously. SA assets 
have seen a further significant reprice, with bond 
yields trading close to their Covid wide’s relative 
to developed and emerging market bond yields. 

The embedded risk premium remains significant. 
The move in local bond yields will, in large part, be 
dictated by global factors. The US dollar and US 
bond yields are at or near their peak and should 
provide some support for emerging markets going 
forward. This should provide some support for local 
bonds. In addition, we continue to advocate for 
very little or no allocation to credit in bond port-
folios, with instead an allocation to ILBs to protect 
against higher local inflation.+
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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.


