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Bond Outlo

Global bond rout puts local bonds under pressu
amidst a deteriorating fundamental backdrop

BY NISHAN MAHARAJ
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GLOBAL MARKETS RECEIVED a rude awakening
towards the end of the third quarter of 2023
(Q3-23).The rise in oil prices to above US$100 per
barrel, inflation prints pointing to a slower decel-
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added further fuel to the bond sell-off. Emerging
markets, although slightly better placed due to
higher embedded risk premium, did not escape
unscathed and moved weaker in sympathy with
the global bond and risk sell-off.

South African (SA) bond yields were 65 basis points
(bps) higher than at the end of the last quarter,
resulting in a negative FTSE/JSE All Bond Index
(ALBI) return of -0.36% over the quarter. This was
behind the 0.8% return from inflation-linked bonds
(ILBs), which afforded some protection due to
elevated real yields. However, the ALBI has still
significantly outperformed ILBs both year to date
(1.44% versus 1.0%) and over the last 12 months
(7.88% versus 3.0%). Despite underperforming
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cash over the last quarter (2.0%) and year to
date (5.7%), bonds have still eked out a return
slightly above cash over the last 12 months (7.3%).
Globally, developed market bonds continue to lag
the performance of emerging market bonds. Over
the last quarter, with the 75bps rise in US 10-year
treasury yields, the FTSE World Government Bond
Index (WGBI) was down 4.3% compared to the
JPMorgan Emerging Market Bond Index (EMBI),
which was down 3.3%. Over the last year, the
outperformance is even starker at 131% (EMBI)
versus 1.25% (WGBI).

SA remains very poorly positioned amidst this
global repricing due to its weakening fundamental
backdrop. Firstly, on the inflation front, despite
our inflation remaining within the target band,
we believe that we have passed the low point in
inflation. Going forward, due to the mounting risk
of higher food inflation due to the now confirmed
El Nifio, higher administered prices and normal-
ising Covid-related components of inflation,
we believe inflation will remain sticky around
5.5% over the longer term in South Africa. This,
combined with the South African Reserve Bank
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Figure 1

SA REAL POLICY RATE
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Figure 2a

SA SOVEREIGN SPREAD VS EMBI BB INDEX
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(SARB)’s stated intention of maintaining a higher
real policy rate to attract capital amidst a deteri-
orating fiscal backdrop, suggests limited scope for
easing in 2024. We see 50bps to 75bps of rate cuts,
with these commencing only towards the tail end
of 2024, taking the nominal repo to 7.5% by the
end of the first quarter of 2025. This might seem
conservative, but current market pricing suggests
no rate cuts at all on the horizon, with a real policy
of 2.5% to 3.0% versus the SARB's guidance of
2.0% to 2.5% (which is what we factor into our
analysis - see Figure 1). This does suggest some
inflation premium remains priced in the short-
er-dated bond yields.

LIMITED OPTIONS

Fiscally, SA remains in a tight spot. Revenue is
expected to deteriorate due to lower growth this
year and pressures on expenditure remain high.
The government is effectively funding itself at
between 8.5% and 9.5% (a combination of short-
and long-term borrowing), while nominal growth
is, at best, 6.0%. There are only three ways out of
this crisis:
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1. Austerity: we could enter into a period of
extreme austerity by cutting spending or placing
a limit of spending proportionate to revenue.
This seems highly unlikely since unemployment
is so high, fixed expenditure (wages, grants,
interest costs) is at 64% of total expenditure
and we are heading into an election year.

2. Kickstart growth: we could increase the
nominal growth rate by increasing the real
growth, but this would require real growth in
the 3.0% to 4.0% range (assuming inflation
at 5.5%), so that you are at least growing in
line with your cost of funding. This is entirely
possible, but would require drastic and swift
action, which seems unlikely in the short term
from the current administration.

3. Reduce costs: we could bring the cost of funding
down, either by changing the mix of funding
or by utilising resources that could favour a
compression in the funding cost.

A combination of the last two would be optimal,
but the process around it needs to start now,
otherwise SA faces the harsh reality of a forced
debt restructuring as budget deficits remain stub-
bornly around 6.0% of GDP and our debt load flirts
with the prospect of being 90% of GDP.

The pricing of SA assets has over the recent past
both through performance relative to other
emerging markets and increased required risk
premium, priced a large portion of this fiscal dete-
rioration in. This is indicated in Figures 2a and 2b,
which show the SA sovereign spread remaining
wide relative to the BB peer group and the relative
performance of SA local currency debt relative to
its emerging market peers over the last 12 months.
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Figure 3

The global risk-free rate has and will continue to
be a key driver of not only emerging market bond
yields but also local bond yields (clearly evidenced
by the behaviour over Q3-23). It is therefore
important for local bond investors to understand
the risks that are currently embedded in the global
risk-free rate and the path thereof. We believe there
are three important points to consider. Namely, the
possibility of a US recession in the next 12 months,
what this could mean for bond yields given their
current implied real rates, and the risk character-
istics of the asset.

The probability of a US recession has come down
quite significantly over the quarter, but still remains
quite high (Figure 3). In addition to this, the recent
rise in long-term bond yields combined with tight-
ening credit conditions would further increase the
probability of recession through the increased cost

NEW YORK FEDERAL RESERVE BOARD’S 12 MONTH RECESSION FORECAST
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Figure 4

US 10-YEAR TREASURY BILL IMPLIED REAL YIELD
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of capital. The impending recession might not be
as severe as previous experiences of 2001, 2007 or
2020, but should be sufficient to turn the rate cycle
in the US, hence providing some top side support
to US bond yields over the next 12 months.

US inflation has come off considerably over the
last year to current levels of 3.6%. It is expected
to further decelerate, albeit at a slower pace, to
an average of 2.5% in 2024. At current inflation,
the implied real rate on offer in US 10-year bonds
is just above 1.0%, due not only to the decrease in
inflation, but also due to the move higher in yields
over the last quarter. Prior to the Global Financial
Crisis (GFC), the implied real yield averaged
2.0%, while in the last decade (prior to Covid), it
averaged 0.6%. If current levels on the US 10-year
bond are maintained and inflation declines to the
expected 2.5% average in 2024, this would further
push up the implied real yield to well above the
pre-GFC average (Figure 4). Given the higher debt
load in the US and the expected fiscal contrac-
tion, it is unlikely that real yields in excess of 2.0%
can be sustained in the US long bond and one
would expect the new long-term average to be
somewhere in the range of 1.0%-2.0%. This further
suggests that US 10-year bonds are approaching
what could be interpreted as cheap valuations
relative to longer-term expectations.

US BONDS, STILL A SAFE HAVEN?

The US dollar and bond yields have long enjoyed
the status of being safe-haven assets. There has
been quite a bit of conjecture over the recent past
around these assets losing this status. It is true that
central banks are diversifying reserve holdings,
and that, at the margin, the US dollar is a smaller
proportion of the total, but it still constitutes by
far the largest proportion of foreign assets held
by most governments/central banks. The US dollar
is the unit of exchange in economic transactions
far in excess of those that involve the US directly.
This is unlike any reserve currency of the past. The
implicit institutional underpin to a reserve currency
is important. The US dollar’s role is underpinned
by the understanding that the US Treasury, and
its financial, legal and regulatory institutions will
honour the transaction. It is possible that the same
faith in alternative institutions has not yet been
established. It is thus unlikely that these assets will
lose their safe-haven status over the medium term.

Figure 5 (following page) shows the rolling
one-year returns of the S&P index, JPM EMBI Index
and US Treasury Index. The key thing to point out
is that, in times of high stress and volatility, US
bonds offer more protection than “risky” assets. It
thus points to a favourable risk/reward proposition
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Figure 5

ROLLING ONE-YEAR RETURNS: EMBI, S&P, US TREASURY
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through its lower correlation to risk assets, espe-
cially if valuation offers a decent margin of safety.

The high probability of a US recession in the next
12 months, high embedded real premium in US
bond yields and their favourable risk/reward prop-
osition driven by their safe-haven status, suggest
that we are approaching, if not already at, a fairly
attractive valuation in the US long bond.

ILBs have offered protection to investors over the
last quarter. However, current breakeven inflation
across the ILB curve averages between 5.5% and

Figure 6
NOMINAL BONDS VS INFLATION-LINKED BONDS
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6.0%, which is well above even our own expecto-
tions for inflation over the medium term (Figure
6). It is only the short-dated ILB (12025, 1.3 years
to maturity) that flags as cheap from a valuation
perspective. Risks on the inflation front still remain
elevated, however one has to acknowledge that
valuation has shifted more in favour of nominals.
As such, although we still believe ILBs warrant a
position in bond portfolios due to their inherent
inflation protection, some moderation of that allo-
cation in favour of nominal bonds is prudent at
this stage.

SA REMAINS CONSTRAINED

SAs fundamental outlook continues to be plagued
by inflation that will remain above the midpoint of
the target band, a deteriorating fiscal outlook and
very little confidence in the current administration’s
ability to correct the trajectory. Local assets have
continued to trade poorly, with the risk premium
embedded in local bonds remaining elevated. The
recent turmoil in global bond markets has added
a further spanner in the works as the prospect of
higher rates for longer and a deteriorating debt
outlook weighs on bond yields. However, the
current valuation of global bond yields suggests
an increased margin of safety, which could provide
some comfort to global bond investors. This,
combined with the healthy risk premium on offer
in local bond yields, should offer some support to
our local bond market. +
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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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