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FROM THE ANALYSTS: FIXED INCOME  

WHAT IS PRICED INTO SA BONDS? 

By Mark Seymour (Director Fixed Income) 

Global bond markets – noisy volatility 

Fixed income investors have experienced a rollercoaster ride 
of events since 2012, which is when South Africa’s credit 
rating started to slide, highlighting the importance of adher-
ing to a set of sound investment principles in realizing re-
quired returns without incurring permanent capital loss. 
There have been a number of unpredictable turn of events, 
pushing and pulling market prices in all directions, causing 
investors to doubt whether there is actually a link between 
price and value. 

This brings to mind the parable of the “Farmer’s fortune”, a 
story about an old farmer who had worked his crops for 
many years. One day his horse ran away and when his 
neighbors heard the news, remarked sympathetically “what 
bad luck”. “Perhaps,” the farmer replied. The next morning, 
the horse returned home with three wild horses. “What 
great luck!” his neighbors exclaimed. “Perhaps,” replied the 
old man. The following day, his son tried to ride one of the 
untamed horses, was thrown, and broke his leg. Again, the 
neighbors came to offer their sympathy. “Perhaps,” an-
swered the farmer. The next day, military officials came to 
the village to draft young men into the army. Seeing that the 
son’s leg was broken, they passed him by. The neighbors 
congratulated the farmer on how well things had turned 
out. “Perhaps,” said the farmer. 

Forces behind the moves 

In a similar fashion, a number of forces have caused local 
and offshore bond yields to seesaw from one extreme to the 
next over the last 6 years. In summary. 

• Low yields in early 2012 (accommodative monetary 
policy, low inflation and slow growth in the US) 

• Rising yields in 2013 (tapering of the US quantitative 
easing programme) 

• Falling yields in January 2015 (declining oil price, fear of 
European recession and slowing global growth) 

• Rising yields in 2015 (anticipation of rate normalisation 
in the US) 

• Rising local yields in 2015 (declining credit rating as a 
result of deteriorating debt metrics, waning growth and 
the risk of policy implosion due to poor leadership) 

• Falling bond yields in emerging markets in 2016 
(stabilising commodity prices, weaker US dollar and 
substantial yield gap between developed and emerging 
market bonds) 

• Falling US bond yields in the first half of 2017 (North 
Korea related geopolitical risk) 

• Rising local bond yields in 2017 (credit rating cut to junk 
by S&P and deteriorating local fundamentals) 

Moody’s and South Africa’s credit rating reprieve 

Local bond yields are falling once again, and this time it 

comes on the back of the latest credit review by Moody’s ; 
South Africa has retained its Baa3 investment credit rating 
with the outlook changed to stable. This is exactly the news 
that South Africa needed and justifiably, the bond market is 
in rally mode. We find ourselves, once again, at a juncture 
where we, like the farmer and his fortune, need to assess 
the latest turn of events.  What is priced into South African 
government bonds? 

The valuation story around South African bonds 

It is reasonable to work out the value of a local government 
bond based on the required yield spread above a US bond, 
which compensates you for the inflation differential and the 
South African specific risk over a particular period.  US 5-
year bond yield (2.64%) is anticipated to continue rising, as 
interest rates normalize in America and the consensus view 
in the market is that yields will reach 3.2% over a period of 
two years.  In addition, the inflation differential between SA 
and the US, is expected to rise from 2% to 2.9%, as SA infla-
tion rebounds off a cyclical low (4.0% to 5.2%) and US infla-
tion ticks up from 2.2% to 2.3%.   

The most import factor we can adjust for in the wake of the 
recent Moody’s credit review is the South African specific 
risk, which we approximate by the price of a 5y credit de-
fault swap (5y CDS). More recently, the 5y CDS spread for 
South Africa has widened to 161bps, which is between 
60bps and 100bps wider than other countries on the same 
credit rating as SA. Admittedly, the average CDS spreads for 
all countries are at cyclical lows, however it is reasonable to 
assume a 5y South African CDS spread of 150bps on a for-
ward looking basis. 

The current fair value of the South African 5y bond yield is 
6.05% based on the sum of 165bps CDS spread + 180bps 
inflation differential + 260bps 5y US yield vs. the current SA 
5y yield of 7.4%. Looking two years ahead, the fair value 
yield of the SA 5y bond is 760bps. This assumes no further 
deterioration in South African specific risk with a CDS spread 
of 150bps plus an increased inflation differential of 290bps 
and a higher 5y US bond yield of 320bps. See Table 1. 

On this basis, there is scope for the SA 5y bond yield to rally 
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Table 1. South African bond valuations 

lower in the short-term, however the risks two years out are: 

• Rising US bond yields (on the back of rising US interest rates) 

• Rising local inflation 

• Normalising emerging market risk premiums 

With the latest positive Moody’s credit review, it is safe to assume South African specific risk has been contained for the 
moment, which is our good fortune. 

South African 5y bond valuation Current (March 2018) Forecast (March 2020) 

5y SA CDS spread 165bps 150bps 

   SA CPI   400bps   520bps 

   US CPI   220bps   230bps 

Inflation differential 180bps 290bps 

5y US bond yield 260bps 320bps 

Fair value SA 5y yield 605bps 760bps 

Current SA 5y yield 740bps 740bps 
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CIS DISCLOSURES 

Collective investment schemes in securities are generally medium- to long-term investments. 

The value of participatory interests or the investment may go down as well as up. Past perfor-

mance is not necessarily a guide to future performance. Sanlam Collective Investments (RF) 

(Pty) Ltd (the manager) does not provide any guarantee, either with respect to the capital or 

the return of a portfolio. The manager has the right to close certain portfolios to new inves-

tors, in order to manage it more efficiently, in accordance with its mandate. Collective invest-

ment schemes are traded at ruling prices and can engage in borrowing and scrip lending. The 

collective investment scheme may borrow up to 10% of the market value of the portfolio to 

bridge insufficient liquidity.  

Annualised returns are period returns re-scaled to a period of one year. This allows investors 

to compare returns of different assets that they have owned for different lengths of time. 

Actual annual figures are available to the investor on request. Income distributions, prior to 

deduction of applicable taxes, are [included/not included] in the performance calculations. 

NAV to NAV figures have been used for the performance calculations, as calculated by the 

manager at the valuation point defined in the deed, over all reporting periods. Investment 

performance calculations are available for verification upon request by any person. Reinvest-

ment of income is calculated on the actual amount distributed per participatory interest, 

using the ex-dividend date NAV price of the applicable class of the portfolio, irrespective of 

the actual reinvestment date. The performance is calculated for the portfolio. The individual 

investor performance may differ, as a result of initial fees, the actual investment date, the 

date of reinvestment and dividend withholding tax. 

Different classes of participatory interests apply to these portfolios and are subject to differ-

ent fees and charges. A schedule of fees, charges and maximum commissions is available on 

request from the manager, or is available on the website at www.sanlaminvestments.com. 

Forward pricing is used. The portfolio valuation time is 08h00 for fund of funds and 15h00 for 

all other portfolios and the transaction cut-off time is 14h00. The transaction cut-off time 

should be 14h00, for portfolios except fund of funds, but execution is not always guaranteed. 

If execution could not take place on the same day, it will take place the next business day, or 

at the earliest possible opportunity. For fund of funds, the cut-off time for the execution of 

trades is 14h00 on the day preceding the pricing date. 

Foreign securities within portfolios may have additional material risks, depending on the 

specific risks affecting that country, such as: potential constraints on liquidity and the repatri-

ation of funds; macroeconomic risks; political risks; foreign exchange risks; tax risks; settle-

ment risks; and potential limitations on the availability of market information. Fluctuations or 

movements in exchange rates may cause the value of underlying international investments to 

go up or down. Investors are reminded that an investment in a currency other than their own 

may expose them to a foreign exchange risk. 

The terms and conditions, a schedule of fees, charges and maximum commissions, perfor-

mance fee frequently asked questions as well as the minimum disclosure document (MDD) 

and quarterly investor report (QIR) for each portfolio are available on Sanlam Collective 

Investments’ website at www.sanlaminvestments.com. Associates of the manager may be 

invested within certain portfolios and the details thereof are available from the manager.  

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP num-

ber 601, is the co-named partner and investment manager of the co-named portfolios within 

the Sanlam Collective Investments Scheme and is an authorised discretionary financial ser-

vices provider under the Financial Advisory and Intermediary Services Act (No. 37 of 2002). 

This information is not advice, as defined in the Financial Advisory and Intermediary Services 

Act (No. 37 of 2002). Please be advised that there may be representatives acting under super-

vision.  

The manager retains full legal responsibility for the co-named portfolios. 

 

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002  

Northstar Asset Management Proprietary Limited is an authorised financial services provider in 

terms of the Financial Advisory and Intermediary Services Act 2002. All information contained 

in this document should not be construed, or relied upon, as advice. If you require financial 

and/or investment advice, please engage the services of an independent financial adviser.  

 

INFORMATION AND CONTENT  

The information and content (collectively 'information') accessible in this document are provid-

ed by Northstar as general information about the company and its products and services. 

Northstar does not guarantee the suitability or potential value of any information or particular 

investment source. Any information in this document is not intended nor does it constitute 

financial, tax, legal, investment, or other advice. Nothing contained in any service or any other 

content in this document constitutes a solicitation, recommendation, endorsement or offer by 

Northstar. Nothing contained in any service or any other content in this document constitutes 

a solicitation, recommendation, endorsement or offer by Northstar.  

Illustrations, forecasts or hypothetical data are not guaranteed and are provided for illustrative 

purposes only; returns or benefits are dependent on the performance of underlying assets or 

other variable market factors; there are risks involved in buying or selling a financial product; 

past performances are not necessarily indicative of future performances; and no guarantees 

are provided. 

NORTHSTAR ASSET MANAGEMENT 

Northstar Asset Management (Pty) Ltd 

Registration No. 1996/001423/07 | FSP number 601 

Suite 1A, Madison Place, Alphen Office Park, Constantia Road,  

Constantia PostNet Suite #784, Private Bag X16, Constantia 7848 

Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885 

info@northstar.co.za | www.northstar.co.za 

 

SANLAM COLLECTIVE INVESTMENTS 

Sanlam Collective Investments (RF) (Pty) Ltd 

Registration No. 1967/00865/07  

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532 

Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224 

service@sci.sanlam.com, www.sanlaminvestments.com 

Please refer to our website for directors & company secretary details 

 

DISCLAIMER 

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP number 

601, is the co-named partner and investment manager of the co-named portfolios within the 

Sanlam Collective Investments Scheme and is an authorised discretionary financial services 

provider under the Financial Advisory and Intermediary Services Act (No. 37 of 2002). This 

information is not advice, as defined in the Financial Advisory and Intermediary Services Act 

(No. 37 of 2002). Please be advised that there may be representatives acting under supervi-

sion. 

Legal Information http://northstar.co.za/page/legal-information/ 

http://northstar.co.za/page/legal-information/

