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1. QUICK VIEW

• The anxiety around high inflation prospects has largely been 
ignored by global financial markets, which have, instead, 
favoured the growth narrative as reflected in the performance 
of risk assets in Q1 and Q2.

• Risk assets, such as US and world equities, have surpassed 
their Q1 returns in Q2. 

• We remain negative on safe-haven assets, such as developed 
market bonds and the US Dollar. On the other hand, we still 
favour growth assets, such as SA equities, SA bonds and US 
equities.

• We have maintained a strong overweight position in SA bonds 
for most of Q2, underpinned by strong valuations.

• The emergence of the highly contagious “Delta” variant of 
COVID-19 poses a risk if lockdowns become an issue once 
again.

• We will be paying attention to several markers to judge 
whether monetary authorities have been too sanguine in 
assessing the future path of inflation, namely 1) Persistence 
and breadth of price increases, 2) Evidence of second-round 
effects on wages/expectations, 3) Signs of broad capacity 
pressures, especially in labour markets, and 4) Reduced 
precautionary money hoarding, including an increase in 
velocity.
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2. GLOBAL MACROECONOMICS

With the first half of 2021 behind us, it is worth looking at the year-to-date scorecard of some asset class 
returns. The chart Asset class total returns in rands depicts the total returns of global equities (measured 
in rands) and local asset classes. These asset classes would form the basis of a typical South African 
multi-asset allocation.

Asset class total returns in rands

Sources: Prescient Investment Management, Bloomberg (as at 30 June 2021) 

The positive momentum experienced in Q1 2021 continued into Q2. The strong performance suggests 
that markets have thus far brushed aside the high inflation narrative in favour of supporting the growth 
narrative. A strong recovery in global economic activity following last year’s COVID-19 induced slump 
has supported the risk assets. The significant vaccination progress in developed market populations will 
support the recovery in economic activity in the subsequent quarters. The US and Global Equity returns 
depicted above are measured in rand terms. The S&P 500 US dollar returns were 6.17% and 8.55% for 
Q1 and Q2, respectively. The MSCI All World US dollar returns were 4.68% and 7.53% for Q1 and Q2, 
respectively, providing a stronger recovery for offshore US dollar investors than onshore rand investors.

Worries of persistently high US inflation remain firmly planted in investors’ minds. We believe that 
inflation is likely to have peaked as the lockdown-induced low-base effects start to wane. Interestingly, 
we are also entering the part of the year where the month-on-month core inflation is seasonally lower 
than that observed in the first half of the year. This indicates that any further inflationary surprises this 
year are likely to be substantially lower than experienced in the first half of 2021 (see table Month-on-
month inflation seasonality). The market is currently surveyed at a 4.9% year-on-year June inflation print 
scheduled for 13 July.
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Month-on-month inflation seasonality

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Dec -0.04 -0.05 -0.06 -0.07 -0.10 -0.16 -0.20 -0.20 -0.26 -0.25 -0.19 -0.18 -0.21 -0.17 -0.18 -0.22 -0.24 -0.20 -0.23 -0.20 -0.16 -0.16

Nov 0.05 0.03 0.01 0.01 0.01 -0.03 -0.06 -0.09 -0.12 -0.15 -0.11 -0.07 -0.06 -0.05 -0.06 -0.11 -0.16 -0.18 -0.21 -0.20 -0.17 -0.17

Oct 0.28 0.25 0.22 0.20 0.19 0.17 0.17 0.17 0.18 0.17 0.15 0.14 0.09 0.04 -0.02 -0.08 -0.11 -0.11 -0.11 -0.05 0.02 0.02

Sep 0.27 0.30 0.34 0.38 0.40 0.40 0.35 0.32 0.27 0.22 0.16 0.13 0.09 0.07 0.08 0.09 0.11 0.12 0.12 0.12 0.12 0.12

Aug 0.22 0.19 0.16 0.17 0.14 0.17 0.22 0.23 0.19 0.22 0.18 0.14 0.15 0.18 0.17 0.17 0.16 0.13 0.10 0.08 0.08 0.08

Jul 0.15 0.14 0.14 0.13 0.13 0.12 0.11 0.11 0.15 0.18 0.17 0.15 0.13 0.08 0.02 0.02 0.01 -0.01 -0.02 -0.02 -0.02 -0.02

Jun 0.14 0.13 0.12 0.12 0.13 0.13 0.12 0.14 0.16 0.16 0.18 0.20 0.14 0.08 0.02 0.02 0.03 0.09 0.15 0.20 0.20 0.20

May 0.15 0.15 0.14 0.11 0.09 0.07 0.05 0.12 0.24 0.32 0.41 0.51 0.47 0.39 0.32 0.29 0.27 0.28 0.33 0.37 0.34 0.32

Apr 0.25 0.23 0.26 0.30 0.30 0.34 0.41 0.46 0.52 0.58 0.62 0.63 0.56 0.48 0.41 0.35 0.29 0.29 0.31 0.33 0.34 0.36

Mar 0.33 0.31 0.30 0.34 0.40 0.46 0.53 0.60 0.65 0.68 0.67 0.73 0.75 0.67 0.65 0.66 0.61 0.54 0.55 0.51 0.42 0.35

Feb 0.33 0.32 0.33 0.35 0.39 0.44 0.48 0.51 0.54 0.53 0.48 0.47 0.45 0.44 0.43 0.46 0.45 0.44 0.41 0.41 0.38 0.38

Jan 0.35 0.33 0.29 0.29 0.32 0.34 0.37 0.41 0.45 0.45 0.45 0.45 0.45 0.44 0.42 0.41 0.38 0.35 0.34 0.31 0.31 0.33

Sources: Prescient Investment Management, Bloomberg (as at 30 June 2021)

OUR SYSTEMATIC VIEW ON GLOBAL MARKETS

Our stance remains relatively unchanged from our last update. We remain negative on safe-havens such 
as developed market bonds and the US dollar. On the other hand, we still favour growth assets, such as 
SA equities and US equities, and risk-on assets, such as SA bonds – both nominal and inflation-linked. 
The big central banks’ liquidity creation, rebounding economies around the globe, and healthy sentiment 
are key drivers of our risk-on stance. In the absence of any significant bout of risk aversion, equity market 
valuations will remain expensive as company fundamentals will likely take some time to catch up to 
rampant post-lockdown asset price advances.
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Equities
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United States Overweight

European Union Overweight

Emerging Markets Overweight

DM Small Caps Overweight
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Bonds

South Africa Overweight

United States Underweight

European Union Underweight

EM (USD) Underweight
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Real Assets

SA Property Neutral
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SA ILBs Overweight

DM Property Overweight

FX

Euro Overweight

British Pound Overweight

Japanese Yen Overweight

SA Rand Overweight

UNPACKING OUR VIEW ON SA BONDS

WHERE WE CURRENTLY STAND

We have maintained a high-conviction 
overweight position in SA bonds for a large 
part of the past six months, supported by 
very attractive valuations. Our indicators 
have maintained a bullish signal on the 
asset class. This is largely driven by 
the higher relative yields of SA bonds 
than other countries and a stronger risk 
appetite for global investors. From a flows/
positioning point of view, we have not seen 
foreign investors return to the local bond 
market in a meaningful way since the great 
exodus post South Africa’s exclusion from the World Government Bond Index (WGBI). With global central 
banks continuing to inject liquidity in the markets, EM bond funds are likely to start attracting inflows 
as yield-starved investors venture further out on the risk curve. Inflows into EM bonds, coupled with the 
covering of underweight positions in SA bonds within those funds, could significantly lower local bond 
yields – particularly if one considers that the local bond market has significantly outperformed the EM 
basket on a year-to-date basis.
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Our indicators remain positive almost across the board, providing a strong overweight thesis for  
our funds.

By way of contrast within EMs, the chart Valuations indicator: Emerging markets risk permia comparison 
depicts the bond yields of comparable EM bonds decomposed into risk premia for which investors require 
compensation. SA bonds offer the second-highest yields amongst these emerging markets. SA bonds 
are even more favourable than Turkey’s after accounting for inflation in the two regions. This indicates 
that the wide currency risk premium embedded in Turkish bonds merely reflects idiosyncratic factors – 
specifically the Turkish central bank’s independence that has been under relentless attack under Recep 
Erdogan’s presidency. 

On a relative basis within EMS, this provides a strong buy case for South African bonds. 
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Valuations indicator: Emerging markets risk premia comparison

Sources: Prescient Investment Management, Bloomberg (as at 30 June 2021)

LOOKING AHEAD: RISKS TO OUR VIEWS

DELTA VARIANT

Worries over the spread of the highly contagious Delta coronavirus variant are taking hold, not to 
mention the more recent outbreak of the Lamda variant in South America. The fear is that the new 
strains may disrupt the global growth rebound that has fuelled risk assets in 2021. The impact on 
economic activity will likely be felt mainly by countries lagging in their vaccination efforts, countries 
where the variant is spreading quickly (leading to lockdowns) and those that are heavily reliant on 
tourism. In the wake of the pandemic, we saw a strong sell-off in equities, emerging market currencies 
and a rally in US treasuries. Refreshed uncertainty over COVID-19 and incremental lockdowns could lead 
to a similar impact on global financial markets. This would pose a risk to our negative view on developed 
market bonds and our positive outlook on equities and the rand.

On the other hand, commodity prices have remained at historically elevated levels. This has been 
supportive of the fiscal position of commodity-rich nations, such as South Africa. This newly found fiscal 
strength could better position such economies for subsequent shocks than in the initial wave of 2020.
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INFLATION: PERSISTENT OR TRANSITORY?

As things stand, our positioning will benefit most from transitory inflation, as opposed to the persistent 
kind of inflation that would likely force the central bankers to prematurely tighten policy – sending 
risk assets into a nose-dive in the process. As such, we will be paying attention to several markers to 
judge whether monetary authorities have been too sanguine in their assessment of the future path 
of inflation. 1) Persistence and breadth of price increases, 2) Evidence of second-round effects on 
wages/expectations, 3) Signs of broad capacity pressures, especially in labour markets, and 4) Reduced 
precautionary money hoarding, including an increase in velocity. The big thing about “transitory” inflation 
is that it should be temporary. If rising prices mainly reflects one-off “reopening” costs and base effects, 
we should expect the burst of inflation to happen over the next few months, fading during the second 
half of the year. 

We can gain further insight into the transitory nature of the inflation scare by looking at the distribution 
of price changes. In recent months, most of the upward pressure has been concentrated in a small subset 
of goods and services, specifically those closely related to the “reopening” phase. The big April inflation 
spike in the US, for example, was mainly the result of five items – energy, car prices, airline travel, hotels 
and admissions. The common theme is easily identifiable here. If we want to better picture the true 
inflation situation – the broader pricing environment – we can look at measures such as the trimmed 
mean and modal estimates, which strip out extreme readings. These measures remain subdued, though 
it will be essential to monitor them in the coming months. 

INFLATION AND UNEMPLOYMENT

Developments in labour markets, particularly unemployment and participation, will be critical for judging 
the success of the crisis policy responses. In general, a rise in inflation is more likely to be sustained (i.e. 
not transitory) if it occurs alongside broad-based capacity pressures and low unemployment. This will 
undoubtedly have a powerful bearing on central banks’ views about inflation, particularly given their 
determination to “run their economies hotter” than during the pre-COVID-19 era. Central banks are 
always obsessed with “second-round” effects - the idea that even an otherwise once-off increase in prices 
can cause a sustained inflation problem if it becomes embedded in expectations. For example, companies 
might be more willing to raise their prices if they expect their rivals to do the same. And workers might 
demand higher wages (with companies more willing to meet these demands) if both groups expect 
consumer prices to accelerate. This is a situation that is a cause for acute concern for authorities.

INFLATION AND MONETARY POLICY

Finally, we will be paying close attention to indicators related to monetary developments. Many 
developed nations experienced a rapid acceleration in their monetary data during the pandemic, as 
governments injected massive amounts of fiscal stimulus (boosting bank deposits) while central banks 
hugely expanded their asset purchases. For proponents of Milton Friedman, this monetary expansion 
must eventually find its way into consumer prices, especially given the long-term link between monetary 
aggregates and inflation. So far, this has not happened because the speed at which money moves around 
the economy (velocity) has collapsed. The response to COVID-19 not only swelled the supply of money 
but also caused a huge increase in money demand – especially precautionary demand – as the private 
sector hoarded cash. It seems likely that money creation will slow as the pandemic eases on the back of 
ongoing vaccine rollouts and because fiscal support will eventually end. 
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Businesses will have to pay back the loans. Velocity should also recover as the economy returns to 
normal. However, if the rebound in velocity occurs alongside continued rapid monetary growth, it might 
signify a more serious inflation problem.

BRINGING IT ALL TOGETHER

The bottom line: the long-anticipated 2021 “inflation scare” has arrived. Even if it is not fully reflected 
in market pricing, anxiety about inflation is now at the forefront of investors’ minds, dominating our 
conversations with clients. Central banks, of course, remain relatively sanguine. They think it will take time 
to recover fully from the pandemic and can point to several temporary factors that have driven the CPI 
higher – namely base effects, one-off reopening costs associated with the end of the pandemic, global 
supply bottlenecks and a cyclical recovery in traded good prices. While we agree that much of this rise 
in inflation is likely to be transitory, we set out several markers that can be used to monitor the risks of 
a more persistent inflation problem as this has a direct negative impact on our current positioning. The 
hurdle for central banks to abandon their dovish policy stance is high unless the economy recovers much 
faster/more fully than they expect. More generally, there are two inflation stories. One is about COVID-19 
and reopening. This looks almost entirely transitory. The other inflation story is about longer-term shifts 
in policy frameworks and convergence between monetary and fiscal policy. Of course, how investors 
choose to play these themes will depend on their investment horizon. We generally want to fade the 
current scare while, at the same time, being cognisant of the fact that macro policy now has a long-term 
inflation bias for the first time in decades.

This document is for information purposes only and does not constitute or form part of any offer to issue or sell, or any solicitation of any 
offer to subscribe for, or purchase, any particular investments. Opinions expressed in this document may be changed without notice at any 
time after publication. We therefore disclaim any liability for any loss, liability, damage (whether direct or consequential) 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 
the information. Please note that there are risks involved in buying or selling any financial product, and past performance of a financial 
product is not necessarily indicative of the future performance. The value of financial products can increase as well as decrease over time, 
depending on the value of the underlying securities and market conditions. While reasonable steps are taken to ensure the accuracy and 
integrity of the information contained herein, Prescient accepts no liability or responsibility whatsoever if any information is, for whatever 
reason, incorrect. Prescient further accepts no responsibility for any loss or damage that may arise from reliance on information  
contained herein.

Prescient Investment Management (Pty) Ltd, Registration number: 1998/023640/07 is an authorised financial services provider (FSP 612) 
under the Financial Advisory and Intermediary Services Act (No.37 of 2002), to act in the capacity as investment manager. This information 
is not advice, as defined in the Financial Advisory and Intermediary Services Act (No.37 of 2002). 

Collective Investment Schemes in Securities (CIS) should be considered as medium to long-term investments. The value may go up as well 
as down and past performance is not necessarily a guide to future performance. CISs are traded at the ruling price and can engage in scrip 
lending and borrowing. A CIS may be closed to new investors in order for it to be managed more efficiently in accordance with its mandate. 
Performance has been calculated using net NAV to NAV numbers with income reinvested. There is no guarantee in respect of capital or 
returns in a portfolio. Prescient Management Company (RF) (Pty) Ltd is registered and approved under the Collective Investment Schemes 
Control Act (No.45 of 2002). For any additional information such as fund prices, fees, brochures, minimum disclosure documents and 
application forms, please visit www.prescient.co.za.


