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It has been a November to remember for global stock markets. 
Good news on the vaccine front and the outcome of the US 
presidential election means investors can look ahead to a better 
year, beyond the immediate threat from a surge in Covid-19 
cases in the US and Europe (and perhaps in South Africa too).

Taking a longer-term view, one of the key questions investors 
will need to answer is what happens to inflation.

There’s no doubt that the world experienced a massive 
disinflationary shock due to the synchronised shutdown of so 
many economies earlier in the year. Yes, some items became 
scarce – such as toilet paper – and these prices increased as a 
result. But that is not inflation. Inflation refers to changes in the 
prices of the broad range of goods and services consumers 
purchase, as measured by a consumer price index or similar. 
Typically, change is measured over a period of 12 months. Lower 
inflation or disinflation therefore refers to prices increasing at a 
slower pace. Deflation refers to the outright decline of prices. 

INFLATION FEARS
The big fear for many is that the trillions of dollars of monetary 
stimulus – created out of thin air by central banks – will lead to 
sustained higher inflation. Not just higher prices over 12 months, 
but persistent increases in the price level that will erode the 
value of the dollars, euros or yen in their bank accounts. 

However, an increase in the money supply by itself does not 
cause inflation. It depends what people do with the money. It 
has to lead to a strong increase in bank lending, for instance, 
whereas most of the money remains stuck inside the banking 
system. It will have to be spent, circulating through the economy 
instead of accumulating in bank accounts or under mattresses. 

Sustained high inflation is like a fire. It needs a spark, an accelerant, 
and oxygen to keep it going. Only one of those three – the spark 
of an increase in money supply – is not enough. The accelerant 
of credit and the oxygen of sustained excess demand is needed. 

At any rate, central banks can reverse their stimulus measures 
by selling the bonds they bought if they fear inflation. The 
temporary nature is where their quantitative easing programmes 
differ from Venezuelan-style outright monetisation. Moreover, 
the hyperinflation we saw in Venezuela and Zimbabwe was a 
symptom as much as a cause of economic dysfunction. It is 
usually economic collapse, and the inability of governments to 
collect sufficient tax revenue that makes them turn to the 
printing press to pay salaries and the like. 

Similarly, much of the trillions of dollars of fiscal spending has 
simply resulted in higher savings rates. The money cannot cause 
inflation if it doesn’t circulate through the economy. In the case 
of the US, the savings rate jumped from 7% of disposable income 
on the eve of the pandemic to 33%. It is subsequently subsided 
to 13.6%, but remains higher than at any point since 1975. Other 
developed countries also have elevated savings rates. 

SUPPLY-SIDE RISKS
Some argue that the biggest inflationary risks come from the 
supply side, not from excess demand. Over the past decades, 
companies focused ruthlessly on driving down costs. Just-in-
time inventory management was one response, large-scale 
outsourcing another. The Covid-crisis exposed the risks in these 
strategies. Firms are likely to place a greater emphasis on resilience 
and risk management as opposed to pure efficiency. This could 
compound the anti-globalisation sentiment that was on the 
rise pre-pandemic, as evidenced by Donald Trump’s trade wars. 
All of this could put upward pressure on prices. However, this 
impact could be offset by continuing technological improvements 
that are inherently disinflationary. 

THE LONG-TERM VIEW
Chart 1 shows a century of inflation in the US. There are three 
periods of sustained very high inflation. The first two coincide 
with the world wars. Major wars are associated with high inflation 
because there is a huge fiscal injection as government spends 
on soldiers, ammunition and the like, while there is a shortage 
of consumer goods as the economy pivots to service the war 
effort. More money chases fewer goods, in other words. The third 
episode also coincides with a war (in Vietnam) but also the oil 
price shocks of 1973 and 1979. Importantly, these events happened 
in the context of an inflexible economy where price increases 
led to automatic wage increases – and this wasn’t unique to the 
US at all. Price shocks were therefore continuously passed on, 
instead of being absorbed. 

CHART 1: US INFLATION OVER THE PAST CENTURY
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Beyond these three episodes, sustained inflation above 5% never 
happened. Not even before 2008 when an almighty credit and 
commodity price boom raged. In the absence of a serious 
external shock, high inflation just doesn’t seem to be a natural 
feature of modern advanced economies. 

THAT 70S SHOW
When many commentators talk about “inflation returning”, they 
have 1970s-style stagflation in mind. However, the structure of 
the world economy and individual national economies has 
dramatically changed since then.

The persistent wage-price spiral was broken partly by a brutal 
recession in the early 1980s, deliberately brought about by central 
bank interest rate hikes, and the onset of globalisation. As China, 
India and the former Eastern Bloc countries integrated into the 
global economy, the global pool of labour expanded massively. 
Initially, this applied to factory workers, but as technology 
advanced, service jobs could also be outsourced. Workers 
everywhere now compete with workers everywhere else. Therefore, 
the bargaining power of labour has diminished greatly and 
higher prices cannot be offset by higher wages. Globalisation 
also kept price increases in check as firms also increasingly faced 
international competition.

As emerging markets – including South Africa – adopted the 
monetary policies and modes of advanced countries, such as 
inflation targeting and central bank independence, their inflation 
rates have also declined remarkably. Integration into the global 
economy and more domestic economic flexibility also contributed 
greatly. Countries like Russia, Poland and Brazil experienced 
hyperinflation in the early 1990s; most recently they had inflation 
rates around 3%. South Africa has never experienced hyperinflation, 
but inflation averaged 15% in the 1980s and 9% in the 1990s, 
while the last three years averaged only 4%. 
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RECENT INDICATORS
Looking at inflation numbers released in the past week, there 
is no sign of the record monetary stimulus impacting inflation. 
In the US, the Federal Reserve’s preferred inflation gauge (personal 
consumption prices) rose only 1.2% in the year to October. This 
is up from the lockdown-induced slump to 0.4% in April, but 
still well below the Fed’s 2% target. 

In Europe, inflation fell during the earlier lockdown, and then 
fell some more. In October, inflation was slightly negative. This 
a cause for concern for the European Central Bank since it 
predates the latest round of lockdowns. Granted, inflation in 
Europe is measured somewhat differently to elsewhere since 
the cost of owner-occupied housing is excluded. Some economists 
have argued that including it could add up to another 0.5%. 
That wouldn’t change the fact that inflation in Europe is very low. 

In Japan, inflation was also negative in October. This is not 
unusual. It slipped into persistently low and at times negative 
inflation in the late 1990s. The Bank of Japan also has a 2% 
inflation target, but inflation averaged just 0.5% over the last  
30 years and 0.3% over the last 10. 

One of the consequences is that low inflation has become 
embedded in the Japanese psyche. A whole generation has 
grown up with prices hardly changing at all. For them to start 
expecting sustained positive inflation and changing their 
behaviour accordingly seems unlikely, even with large amounts 
of money printing. In many ways, Japan is the leading indicator 
of persistently low inflation and of the expansionary fiscal and 
monetary policies to combat it. Quantitative easing and zero 
interest rates were applied there long before central banks in 
the US and Europe did. Chart 2 shows the extremely weak 
relationship between money supply and prices.  

CHART 2: JAPANESE PRICES AND MONEY SUPPLY 
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Japan also launched massive fiscal stimulus initiatives, often 
leading to wasteful spending on “bridges to nowhere”. As a 
result, Japan’s government is also the most indebted on earth, 
with a gross debt-to-GDP ratio of 240% even before the pandemic. 
Clearly government debt did not cause inflation, on the contrary, 
the debt burden appears to have contributed to stagnation and 
deflation. There were also other policy missteps, such as sizable 
tax hikes in 1997 and 2014 that cut a nascent recovery off at the 
knees each time.  

CLOSER TO HOME
In South Africa, inflation increased slightly in October to 3.3% 
year-on-year. The increase was driven by higher food inflation. 
Food prices have increased globally in recent months, but local 
crop sizes near record levels should keep a lid on food inflation. 
In 2015, a severe drought and sharply weaker rand led to double-
digit food inflation. As a general rule, the poorer the country, 
the greater the percentage of food in the inflation basket. In 

South Africa, food and non-alcoholic beverages is a combined 
17% of the consumer price index while in the UK it is only 8%. 
In India it is 45%. Since food prices are naturally volatile, core 
inflation excludes them. It is not meant to measure the cost of 
living increases for consumers, but to indicate underlying inflation 
pressures. Core inflation has been below the mid-point of the 
Reserve Bank’s target range for the past three years. 

CHART 3: INFLATION IN SOUTH AFRICA
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Given the weak economy and lack of demand, there is very little 
upward pressure on inflation. The longer-term outlook is therefore 
muted. Even the weaker rand has had little impact with low 
global inflation and retailers unable to pass import price increases 
on to consumers. The main source of inflation is from prices not 
subject to market forces such as municipal charges and electricity 
tariffs. Government departments and agencies rarely pay attention 
to their impact on inflation, which is ironic since the government 
itself adopted the inflation target and mandated the Reserve 
Bank to achieve it.

INVESTMENT IMPLICATIONS
How should investors think about inflation? It is quite likely that 
inflation in 2021 will be higher than in 2020. This doesn’t mean 
it is the start of a new upward spiral, just that the combination 
of a low base and a cyclical economic recovery. The big question 
is whether inflation rises even further in 2022 and then even 
more in 2023 and beyond. Based on what we know, this seems 
unlikely. But we should also admit that there is still much about 
inflationary dynamics economists don’t understand. Investors 
should avoid staking out a dogmatic bet on either higher or 
lower inflation. 

Either way, developed market government bonds are pricing 
in very low inflation, and are therefore exposed to even moderate 
inflation. US 30-year bonds at 1.6% are yielding less than the 
Fed’s inflation target. It is even worse in Germany, where the 
equivalent yield is -0.2%. Cash rates close to zero are also very 
likely to deliver negative real returns in the long term. At least 
equity and property offer a natural inflation hedge because the 
underlying earnings are linked to the inflationary process – one 
person’s cost of living is another’s source of income. 

Gold’s reputation as inflation hedge was forged in the 1970s, 
but gold has lagged inflation for most other periods when 
measured in dollars. Cryptocurrencies, very much back in vogue 
recently, are untested as a long-term store of value and are still 
too volatile. 

Locally, of course, bond yields remain elevated, largely ignoring 
the country’s lower inflation profile. Even the dividend yield on 
the JSE All Share is above the inflation rate for the first time in 
16 years. This suggests South African bonds and equities are 
priced to deliver real returns in the years ahead. 
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Source: I-Net, figures as at 27 November 2020

EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

Global MSCI World US$  2 590.0 1.73% 12.95% 9.84% 12.85%
United States S&P 500 US$  3 630.0 1.34% 11.01% 12.35% 15.57%
Europe MSCI Europe US$  1 761.0 1.62% 17.01% -1.29% 2.32%
Britain FTSE 100 US$  8 500.0 1.18% 17.68% -15.02% -10.76%
Germany DAX US$  1 481.0 1.79% 16.80% 16.80% 9.22%
Japan Nikkei 225 US$  254.6 3.03% 15.98% 20.42% 18.77%
Emerging Markets MSCI Emerging Markets US$  1 230.0 2.50% 11.51% 10.31% 17.37%
Brazil MSCI Brazil US$  1 700.0 3.28% 26.87% -28.36% -18.50%
China MSCI China US$  108.0 2.09% 5.14% 26.78% 35.77%
India MSCI India US$  616.6 1.80% 9.13% 4.16% 5.58%
South Africa MSCI South Africa US$  429.0 3.37% 15.63% -10.25% -2.05%

EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

All Share (Capital Only) All Share (Capital Index) Rand  57 924.0 2.06% 12.07% 1.47% 3.34%
All Share All Share (Total Return) Rand  9 020.0 2.11% 12.13% 4.15% 6.28%
JSE Capped SWIX Capped SWIX (Total 

Return)
Rand  22 498.0 1.37% 12.97% -2.40% -0.32%

TOP 40/Large Caps Top 40 Rand  8 229.0 2.17% 11.87% 7.19% 9.52%
Mid Caps Mid Cap Rand  14 685.0 -0.15% 13.61% -17.09% -13.34%
Small Companies Small Cap Rand  16 561.0 4.02% 17.48% -3.82% -2.91%
Resources Resource 20 Rand  3 746.9 2.61% 11.57% 11.05% 16.87%
Industrials Industrial 25 Rand  16 126.0 1.99% 9.01% 17.02% 17.64%
Financials Financial 15 Rand  7 271.0 1.04% 23.17% -22.60% -22.09%
Listed Property SA Listed Property Rand  1 117.7 5.35% 21.36% -40.45% -41.30%

FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

US Aggregate Bond 
Index

Bloomberg Barclays US$  550.1 0.26% 1.58% 7.50% 8.17%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

All Bond BESA ALBI Rand  747.5 0.53% 4.20% 7.01% 9.36%
Government Bonds BESA GOVI Rand  738.0 0.52% 4.15% 6.83% 9.20%
Inflation Linked Bonds BESA CILI Rand  264.7 -0.08% 1.78% 1.79% 2.75%
Cash STEFI Composite Rand  462.9 0.07% 0.28% 5.02% 5.71%

COMMODITIES

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

Brent Crude Oil Brent Crude ICE US$  47.8 8.10% 25.74% -27.61% -25.34%
Gold Gold Spot US$  1 816.0 -2.16% -3.30% 19.16% 24.64%
Platinum Platinum Spot US$  965.0 3.32% 13.66% -0.62% 7.34%

CURRENCIES

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

ZAR/Dollar ZAR/USD Rand  15.20 1.34% 6.87% -7.87% -2.61%
ZAR/Pound ZAR/GBP Rand  20.30 0.59% 3.69% -8.57% -6.21%
ZAR/Euro ZAR/EUR Rand  18.09 1.09% 4.46% -13.28% -9.86%
Dollar/Euro USD/EUR US$  1.19 0.00% -2.10% -5.80% -7.56%
Dollar/Pound USD/GBP US$  1.34 -0.72% -2.68% -0.43% -3.43%
Dollar/Yen USD/JPY US$  0.01 0.48% -0.42% -4.09% -4.41%
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Whilst every care has been taken in compiling the information in this document, the information is not advice and Old Mutual Multi-
Managers and/or its associates, do not give any warranty as to the accuracy or completeness of the information provided and disclaim 
all liability for any loss or expense, however caused, arising from any use of or reliance upon the information. Please note that there are 
risks associated with investments in financial products and past performances are not necessarily indicative of future performances.

THE WEEK AHEAD

SOUTH AFRICA
• Credit growth
• Trade balance
• Absa Manufacturing Purchasing Managers’ Index
• New vehicle sales

US 
• ISM indices
• Unemployment rate and non-farm payrolls

EUROPE  
• Eurozone inflation
• Eurozone unemployment rate
• Eurozone retail sales

CHINA
• Caixin Purchasing Managers’ indices
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