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Difficult to avoid recession, but global bonds finally attractive

It will be difficult to avoid a global recession in 2023, and the recent surge in global bond yields is already
reflecting the market’s expectation of a significant economic downturn next year, according to Jim Leaviss,
ClO of Public Fixed Investment at M&G Investments based in London. The good news for investors,
however, is that all types of global bonds — government and corporate, high- and low-quality — are now
looking attractive for investors, even with a recession looming.

Speaking at a presentation in Pretoria today, Leaviss, who has been called “the UK’s best-known bond
investor” and is responsible for overseeing some £141 billion in assets under management, said there was
“very likely to be a recession”, with central banks’ aggressive interest rate hikes already having had a
dramatic impact on global growth. He noted that almost every US recession since the 1970s had been
preceded by a sharp spike in the oil price, which had resulted in a familiar pattern of broader rising
inflation, steep interest rate hikes to suppress price pressures, and subsequent contractions in economic
activity.

However, he said, there were reasons why this recession might not be as deep as previous downturns:
among others, the global economy was now less energy-intensive than in the past; and governments were
keen to use spending to boost their economies even as central banks were tightening monetary policy,
which hadn’t been the case for decades. The US, in particular, was likely to emerge in better condition than
Europe and the UK due to its stronger underlying growth, more flexible economy and resilient labour
market, among other factors.

I"

Opportunity for “super-normal” returns from global bonds

Looking at current global bond market conditions, Leaviss said that following this year’s sharp sell-off, both
government and corporate bonds now offered opportunities for investors to earn “super-normal” returns.
US dollar global investment-grade (IG) and high-yield (HY) corporate bonds were trading at their highest
yields in 10 years: |G five-year bonds were yielding 4.8%, compared to only 2% just last year -- this was
higher than during the Covid-19 pandemic, he pointed out. Meanwhile, HY corporate bonds (those with
credit ratings of BB or lower) were offering around 9.0%.

“On the four occasions since 2012 when global corporate bonds yields were trading at similar levels, |G
bonds returned between 7.5% and 12% over the subsequent one-year period, and HY bonds returned
between 9% and 17%,” he said. Investors finally had a good opportunity to add bonds to their portfolios for
both income and diversification purposes after a long period of offering negative returns.

As for the risk of default in IG corporate bonds, M&G Investments credit research and historic default
behaviour showed that this risk was “negligible”, at less than 1%. In the riskier HY bond market, the
cumulative five-year default rate was 15%, but the market was currently pricing in an exceptionally high
35% default rate, the most elevated level in 52 years and high even in the event of a serious recession.
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In M&G’s view, the current HY bond yields should more than compensate investors for the default risk
involved in a recession over the next year.

Another risk for bond holders, that of high inflation eroding bond returns, was indeed a worrying factor for
investors over the shorter-term, Leaviss acknowledged. However, it was not likely to be a significant
detractor for long. This was because inflation was expected to fall fairly quickly as a result of both high base
effects, and the full impact of the most recent interest rate hikes and those yet to come. He was confident
that investors who bought now and held their bonds over time would earn attractive returns.

In fact, M&G Investments had recently bought US dollar global IG and HY corporate bonds for their client
portfolios, including those in South Africa, after having held none for a long period. However, they had not
gone “all in” to buy up maximum bond exposure because of the still-existing risks and their desire to keep
cash available for future opportunities.

“In our view, valuations are attractive on an historic basis across government, investment-grade and high-
yield bonds, and we have started to take advantage of this,” concluded Leaviss. “Investors can expect
market volatility to remain elevated as markets continue to weigh the likelihood and severity of a recession
ahead, and central banks respond to data and adjust their monetary tightening measures and outlook
accordingly. It is a very news-driven market. Despite this uncertainty, we are confident that investors who
buy now and patiently hold these assets are likely to reap the benefits of diversification and a steady
income over time.”

ENDS

For more information, please contact Lynn Bolin, Head of Communications at M&G Investments,
at 083 443 0105 or lynn.bolin@mandg.co.za.

About M&G Investments

M&G Investments Southern Africa, formerly Prudential Investment Managers, is a global investment manager with a special focus
on the South African and Namibian markets. Founded in 1994, we cater for both retail and institutional investors and manage over
R323bn in assets (as of March 2022), making us one of SA’s top 10 largest investment managers.

We are part of the global M&G plc group, which has stewardship over £367 billion in assets (as of March 2022) on behalf of over
five million clients in 28 markets. Our group’s global reach, expertise, and deep resources give us the ability to make a truly
meaningful, sustainable impact in Southern Africa and far beyond. We integrate ESG factors into our fundamental, valuation-based
investment process, and are committed to transformation, having received a Level 1 B-BBEE rating in 2020. Our product range
offer clients a unique combination of our core skills, local experience and global expertise:

e  Our equity portfolios are managed according to specific investment objectives or our clients’ bespoke requirements.
e Our global funds are designed to provide SA clients with an optimised offshore investing solution.
e  Our multi-asset offerings take advantage of our expertise in both strategic and tactical asset allocation.
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