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INFLATION
REVERBERATIONS

OLD MUTUAL MULTI-MANAGERS

The post-Covid inflation surge and accompanying jump in interest rates was a global phenomenon. There
were a few important exceptions, notably China and Japan, but almost all other economies experienced broad
and sustained price increases, as well as higher interest rates. European countries such as Sweden and
Switzerland abandoned negative interest rates, a dramatic reversal after years of sub-zero policies. Some
emerging markets hiked early and aggressively, both in response to domestic inflation and to get ahead of
the US Federal Reserve. American interest rates, after all, act as an irresistible gravitational force for global
markets.

BLURRED LINES

Today, the picture is a bit blurrier. Inflation seems to be moving in different directions across the world, and with

that, the policy stances of central banks. This has implications for investors.

Starting with the US, consumer inflation declined more than expected in June. This provided much cheer to
markets, as it potentially reduces the need for substantial further interest rate increases from the US.

The consumer price index rose 31% from a year ago in June, excluding fuel and food at 4.8%. These are the lowest
inflation rates since 2021 and indicate ongoing progress towards the Fed's 2% target. Even some of the stickier

items in the inflation basket seem to be coming unstuck.
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CHART 1: US INFLATION MEASURES, %
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However, just as one swallow does not make a summer,
one data release does not change everything. Investors and
policymakers should consider a range of indicators to
determine signal from noise. For instance, the CPI is not
even the Fed's preferred inflation measure. Its favoured
measured is produced by a different statistical agency from
adifferent sample, the personal consumption expenditure
(PCE) estimate. Some regional Federal Reserve banks also
produce their own inflation measures, such as the Atlanta
Fed'’s sticky inflation series, which isolates prices that don't
move much, and the Cleveland Fed’'s median inflation rate,
which tracks the item that is exactly in the middle of the
inflation basket.

Then there is the fact that the US labour market continues
to be fairly tight, with demand for workers outstripping
supply. This puts upward pressure on wages, which in turn
means companies, especially service companies, will attempt
toincrease prices to protect margins. Whether they succeed,
depends on what consumers are willing and able to absorb.
[ronically, the decrease in inflation — and rising real wage
—gives consumers more spending power and therefore the
ability to pay more. This process is by no means automatic,
but until the Fed has confidence that the labour market is
sufficiently in balance, it is not going to be cutting rates

simply because of one better-than-expected inflation print.

Source: Refinitiv Datastream

A 25-basis-points increase later this month remains likely.
However, unless you are a money market trader, there is
not much point in obsessing whether the Fed hikes by
another 25 or 50 basis points.

What most investors should care about are the extreme
scenarios. The one iswhere inflation is so stubborn that the
Fed is forced to hike much more than currently than
expected, another 100 basis points or so, which will really
throw the catamong the market pigeons. Fortunately, this

seems much less likely now.

The other extreme is where inflation declines rapidly and
the labour market loosens up, allowing for rate cuts. Such
a soft-landing scenario should boost markets, though the
recent equity market rally suggests some of this is priced
in already. In the middle isthe more likely path, where rates
are near their peak but remain at these levels for some time
until the Fed has enough confidence in its inflation outlook
to pivot to rate cuts. The tricky part is that the higher-for-
longer interest rates will build pressure on the economy
and eventually force a slowdown. How bad things get for
the economy and the associated earnings growth is obviously
a source of uncertainty.
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CHART 2: CONSUMER INFLATION IN SELECTED EMERGING MARKETS, %
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Some countries have made remarkable progressin taming
inflation. Brazil's inflation rate is down to 3%, having peaked
at12%. Core inflation is still high at 6.6%, but is falling rapidly.
Brazil has a history of big inflation swings, including spells
of hyperinflation in the 1980s and -early 1990s that necessitated
introducing a brand-new currency five times between 1986
and 1994. Brazil's central bank knows that it is an inflation-

prone economy, and hiked aggressively to get ahead of the
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inflation problem starting early in 2022. It will be happy with
the evolving outcome as the economy is seemingly not
taking too much of a knock. However, we also don't know
the counterfactual of how quickly inflation would have
subsided on its own without central bank rate intervention.
One could point to Turkey, where inflation peaked at 85%

and the latest reading was 38%, but it is not exactly apples
and apples.

CHART 3: POLICY INTEREST RATES IN SELECTED EMERGING MARKETS
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Either way, the fact is that a bunch of emerging market
central banks increased interest rates substantially in the
face of big inflation spikes. Those spikes are now easing,

and the stageis set for reducing the very high interest rates
somewhat.

South Africaisan outlier in this, unfortunately. Interest rates

never went up as much, and therefore the decline, when

Source: Refinitiv Datastream

it comes, is unlikely to be substantial. In fact, the recent
cycleis unusual in that local short-term interest rates, long
among the highest in the peer group, lagged.

Longer-term interest rates — bond yields — remain elevated
in South Africa, not so much because of expectations of
what the Reserve Bank will do, but because of concerns

over government debt. South Africa’s creaky fiscal outlook
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means there is a massive risk premium built into our bond
yields. Investors demand substantial compensation for the

perceived risk of lending to the government. Stats SA will

DEFLATION WORRIES

publish June inflation data this week, and it is likely to have
declined below the 6% upper-end of the target range.

And then thereisthe case of China. The latest inflation data
was even worse that expected. In the rest of the world, this
sentence would imply higher-than-expected inflation,
resulting in additional rate increases. In China it means the
opposite. Inflation istoo low. Prices fell in the month of June
and were flat on a year-on-year basis. Excluding volatile

items, core inflation was only 0.4%.

Deflation might seem great for consumers, and no doubt
some will be happy. However, it can be deadly in an indebted
economy since the real debt burden increases. Moreover,
if consumers postpone purchases because they expect
lower prices in the future, it saps the economy of demand
and dynamism. That is why monetary policymakers in the
West fought tooth and nail against deflationary risks in the
decade bookended by the Global Financial Crisis and Covid.
In Japan, the fight has been going on much longer, and
despite tentative signs of improvement, no one wants to

declare victory just yet.

External demand is also not helping China much at the
moment. Exports declined by 13% year-on-year in June, the

DIVERGENCE

fastest pace since the first days of the pandemic. Imports
declined by 6%, a sign of soft domestic demand.

Hence the expectation of further, forceful stimulus measures.
The People's Bank of China has only reduced interest rates
a little and will probably cut them further as they are rising
in real terms. However, rate cuts don't help much if there
is no appetite to borrow. With confidence low and uncertainty
high, especially around the future of the key property market,
itwould be a case of leading a horse to water without being
able to make it drink.

Monetary policy can become impotent when faced with
an economy in balance sheet repair mode. This leaves fiscal
policy. The central government has the capacity to borrow
—thereisample domestic savings and the 10-year government
bond yield is only 2.6% — but deciding where to spend the
money is tricky. The usual playbook of juicing construction
and infrastructure spending has delivered incrementally
lower returns over time in an economy where there is much
overcapacity. Giving money to households is the best option,
but one that has historically been resisted by Beijing.

Back to the opening point about increased divergence
between countries. What are the investment implications?
We'll highlight three. Firstly, currencies are very sensitive to
expected changesin short-term rates, and the nearing end
to the Fed's hiking cycle has seen the dollar pull back
decisively against a range of other currencies last week.
Thisincluded the rand, which rallied to R18.10, the best level
since April. The dollar could get another leg down if Japan
finally becomes the last country on earth to abandon
negative interest rates. But we shouldn't get too excited
about dollar weakness given that the US still has several
structural and cyclical advantages over other developed

countries.

Secondly, clearly investors in US equities are increasingly
optimistic about a soft landing. The S&P500 has returned
17% year to date and is now a mere 6% below its previous
peak. It is one of the most concentrated rallies in history,
led by a handful of mega-cap technology shares, partly
driven by excitement over breakthroughs in artificial
intelligence (Al). The rally this year has also been driven
almost entirely by multiple expansion, in other words, a
rising price: earnings ratio. Earnings are still declining. The
fact that this has occurred against the backdrop of rising,
not falling, interest rates is reason for caution. Unlike most
other global equity markets, the US is trading on the
expensive side of its long-term average. Other markets,
such as in Europe, are cheaper, but possibly further away

from interest rate peaks.
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CHART 4: EMERGING VS DEVELOPED MARKET BONDS IN 2023
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Thirdly, there is a growing excitement about emerging
market bonds, particularly local currency bonds. These have
outperformed developed markets handsomely. In this
grouping, Latin American bonds have been the big winners,
with highyields and strengthening currencies. As mentioned,
South Africa has not benefited much, partly because of our
more muted rate cycle, and partly because of unique growth
risks (loadshedding) and policy uncertainty. However, South
Africa tends not to lag the peer group for too long. Eventually
we should catch up, provided of course that the othersdon't

catch down.
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In summary, given that the worst-case scenario for investors
isone where inflation, particularly in the US, refuses to give
way, the latest data isencouraging. But things are far from
being back to normal, and the ride is still likely to be bumpy
as the world slowly puts the pandemic and its reverberations
behind it. Patience and appropriate diversification have
served investors well over this uncertain period, and should

continue to do so in the future.



EQUITIES - GLOBAL

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Clobal MSCI World uss$ 30180 3.21% 1.72% 15.94% 19.71%
United States S&P 500 us$ 4505.0 2.41% 1.24% 17.32% 18.87%
Europe MSCI Europe us$ 1981.0 5.65% 2.75% 14.38% 27.48%
Britain FTSE 100 us$ 97350 4.48% 1.81% 7.99% 16.94%
Germany DAX Us$ 1599.0 2.30% 2.83% 19.20% 41.38%
Japan Nikkei 225 uUs$ 2334 2.40% 1.48% 17.26% 21.71%
Emerging Markets MSCI Emerging Markets us$ 1028.0 4.79% 394% 7.53% 6.53%
Brazil MSCI Brazil uss$ 1638.0 0.55% 012% 12.27% 24.94%
China MSCI China us$ 625 6.14% 4.51% -2.22% -10.05%
India MSCI India us$ 822.4 2.09% 2.03% 6.66% 14.22%
South Africa MSCI South Africa us$ 421.0 9.35% 7.40% 0.00% 9.64%
EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
All Share (Capital Only) All Share (Capital Index) Rand 77 751.0 391% 227% 6.44% 20.15%
All Share All Share (Total Return) Rand 13 443.0 4.01% 2.38% 8.38% 2519%
JSE Capped SWIX Capped SWIX (Total Return) Rand 325987 3.96% 2.26% 597% 18.50%
TOP 40/Large Caps Top 40 Rand 12 4270 4.36% 2.59% 10.01% 28.43%
Mid Caps Mid Cap Rand 20 044.0 2.84% 2.10% 0.93% 10.86%
Small Companies Small Cap Rand 297390 0.04% -0.08% 1.23% 10.96%
Resources Resource 20 Rand 53872 6.48% 4.83% -6.22% 19.71%
Industrials Industrial 25 Rand 22 655.0 3.55% 0.77% 19.66% 3514%
Financials Financial 15 Rand 11 650.0 323% 3.28% 9.92% 22.08%
Listed Property SA Listed Property Rand 1610.7 -0.29% -0.39% -4.81% 6.10%
FIXED INTEREST - GLOBAL

DESCRIPTION CURRENCY  INDEX VALUE

MONTH-TO-DATE YEAR-TO-DATE 1YEAR

IBOXX Global Government S&P uss$ 78.0 2.31%
Overall (USD Unhedged)

1.74% 1.32% -1.56%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 8752 1.65% 0.21% 2.06% 11.33%
Government Bonds BESA GOVI Rand 862.7 1.66% 0.22% 2.03% 1.33%
Inflation Linked Bonds BESA CILI Rand 3284 0.31% 0.47% 0.68% 2.67%
Cash STEFI Composite Rand 527.8 015% 0.31% 4.04% 6.89%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Brent Crude Oil Brent Crude ICE us$ 799 1.78% 6.49% -713% -2013%
Gold Gold Spot us$ 1956.0 1.56% 1.88% 7.24% 13.85%
Platinum Platinum Spot us$ 973.0 716% 799% -9.32% 1515%
CURRENCIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
ZAR/Dollar ZAR/USD Rand 18.10 520% 413% -5.91% -525%
ZAR/Pound ZAR/GBP Rand 23.70 2.24% 1.01% -1312% -14.43%
ZAR/Euro ZAR/EUR Rand 20.70 0.00% -0.63% -11.98% -17.01%
Dollar/Euro USD/EUR us$ 112 -1.79% -2.59% -4.46% -10.71%
Dollar/Pound USD/GBP us$ 1.31 -1.94% -3.01% -7.59% -9.88%
Dollar/Yen USD/IPY Us$ 0.01 -2.33% -3.83% 5.86% -0.11%

Source: I-Net, figures as at 14 July 2023

The Old Mutual Wealth Investment Note is published on a weekly basis to keep our clients and financial planners informed of what is happening in financial
markets and the economy and to share our insights. Markets are often very volatile in the short term and similarly, economic data releases or central bank actions
may cause concerns for investors. This does not mean that investors should take action based on the most recent events. It is better to be disciplined and remain
invested in well-diversified portfolios that are designed to achieve long-term objectives. Our Strategy Funds are actively managed, with asset allocation changes
based on valuations and in anticipation of future real returns, and not in response to the most recent market noise. The future is always uncertain and that is why

our Strategy Funds are diversified and managed with a long-term focus.
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Old Mutual Wealth is brought to you through several authorised Financial Services Providers in the Old Mutual Group who make up the elite service offering. This
document is for information purposes only and does not constitute financial advice in any way or form. It is important to consult a financial planner to receive financial
advice before acting on any information contained herein. Old Mutual Wealth and its directors, officers and employees shall not be responsible and disclaims all liability
for any loss, damage (whether direct, indirect, special or consequential) and/or expense of any nature whatsoever, which may be suffered as a result of or which may be
attributable, directly or indirectly, to the use of, or reliance upon any information contained in this document



