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South Africa’s inflation outlook

remains challenging

By MARIE ANTELME

THE
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Global inflation is cooling fast,

yet central bankers are keeping a
Q UICK hawkish eye, as macro variables and
TAKE region-specific factors continue to

weigh, and core remains sticky

WE EXPECT DOMESTIC headline inflation to slow
in coming months, but that a range of factors will
limit the rate of disinflation, leading to higher
inflation than markets expect and the need for
restrictive policy settings, for longer. After some
resilience at the start of this year, global inflation
has fallen fast off its peak in the third quarter
of 2022. The sharp moderation has comforted
policymakers, while raising expectations that
sticky core inflation will follow suit. However,
concerns remain as to whether core inflation will
soon return sustainably to target from currently
elevated levels. This reflects the unusual nature of
the post-pandemic inflation shock and will keep
central banks vigilant and biased to more tight-
ening. South Africa’s (SA) inflation has also turned,
but has declined more slowly than global peers.
Core inflation has been sticky, despite the weak
economy. We believe there is a risk that changes in
the post-pandemic economy and shifting inflation
drivers will slow the pace of domestic inflation’s
moderation.

SA’s inflation was more muted

than elsewhere, but is proving

stickier in an almost no growth
environment

We don’t expect any relief for
borrowers in the near term, as the
SARB will likely keep a tight rein on
prices for longer

GLOBALLY, INFLATION IS SLOWING

Global headline consumer inflation - including
volatile food and consumer fuel markers - slowed
to 4.3% year on year (y/y) in May, with a monthly
gain of just 0.1%. This is broadly in line with
pre-pandemic monthly growth, and annual rates
are a full three percentage points (ppt) lower
than a year ago. Consumer energy prices have
been an important driver of the moderation. The
two ppt drop in this component of the inflation
basket between April and May was broad-based
across countries, with the US seeing fuel prices
down -3.6% y/y, Japan -3.7% and the UK -1.6%. In
Europe, household fuel is concentrated in residen-
tial energy prices, and here too declines and base
effects are building momentum, with more to come
into year end.

Global headline consumer inflation - including
volatile food and consumer fuel markers - slowed
to 4.3% year on year (y/y) in May, with a monthly
gain of just 0.1%. This is broadly in line with
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pre-pandemic monthly growth, and annual rates
are a full three percentage points (ppt) lower
than a year ago. Consumer energy prices have
been an important driver of the moderation. The
two ppt drop in this component of the inflation
basket between April and May was broad-based
across countries, with the US seeing fuel prices
down -3.6% y/y, Japan -3.7% and the UK -1.6%.
In Europe, household fuel is concentrated in resi-
dential energy prices, and here too declines and
base effects are building momentum, with more
to come into year end.

Global food prices have also started to ease, as
sharply lower agricultural commodity prices feed
through into food products. Monthly gains have
slowed from 0.7% month on month (m/m) to 0.4%,
helping annualised inflation slow to 3.8% from
7.6% at the start of the year.

Looking ahead, inflation is expected to continue
slowing, although some of the disinflationary
momentum may moderate in the second half of
2023 (H2-23), especially if international oil prices
recover, and as base effects fade. Food inflation
is expected to ease further, although risks are
building from a recent rise in key commodity
prices, a drier planting season (El Nifio, notably
in Latin America) and the war in Ukraine’s threat
to the Black Sea grain deal. Nonetheless, that
headline inflation is heading meaningfully lower
is positive for real incomes and provides some
support for consumption and growth and offers
some relief to policymakers.

Core inflation has been much less cooperative.
May core inflation growth slowed to 0.4% m/m,
but the annual gain remains close to 5%, and the
monthly annualised rate is also close to this level
- which is a long way from convincing central

DEVELOPED MARKET HEADLINE AND CORE INFLATION, % Y/Y

%
10

-2
Jan-05  Jan-07
— DMCPI, % y/y

Source: Haver

v

Jan-09

Jan-11 Jan-13 Jan-15  Jan-17  Jan-19  Jan-21 Jan-23

— DM Core CPI, % y/y — World CPI, % y/y

coduos

banks that their job is done. Within this, services
inflation is still running at a 6% annualised rate.
This is where most of the policy-setting focus is,
because it is the cleanest inflation indicator of
monetary policy transmission (i.e., is policy tight-
ening having the desired effect). While trends by
region vary, indicators linked to wages suggest
that in some areas - like the UK - price pressures
are still alarmingly high. Core goods inflation,
which had moderated sharply with the normali-
sation of supply bottlenecks is now rising again
in the US.

Most forecasters expect core inflation to follow
headline CPI lower with a lag, as it did on the
way up. Certainly, past rate hikes will take time
to offset the tailwinds of previous policy accom-
modation and bed down price- and wage-setting
behaviour. Slowing wage growth and industry
surveys indicating that inflation pass through
has peaked suggest this is already underway,
and June core inflation data offers a mixed bag
of evidence of easing. That said, a sustainable
return to target levels is expected only by the end
of 2024, or later in developed markets, and this
forecast is usually predicated on a combination
of additional rate hikes, and an anticipated mild
recession in the US.

SOUTH AFRICA - SIMILAR, BUTWITH
DISTINCT DIFFERENCES

While that pace may be slower, SAs inflation
trajectory shares similar features to its global
peers, but also has distinct differences. Headline
inflation peaked at 7.8% y/y in July 2022 -
on average lower than both developed and
emerging market peers. Since then, moder-
ating transport costs and a recent peak in food
inflation - coupled with a building drag from
base effects in these two components - has seen
inflation ease to 6.3% y/y in May 2023. In June,
CPI slowed to 5.4% y/y somewhat lower than
expected.

Core inflation slowed to 5.0%, supported by
weaker core goods inflation, coupled with weak
hotel- and domestic-wage pressures. However,
after a long period of very weak growth, rental
inflation has picked up.

While we expect headline inflation to slow
further in coming months, we expect core
inflation to accelerate from current levels into
2024, and to remain elevated at about 5% in the
longer term. This contrasts to the South African
Reserve Bank (SARB)’s and market expectations
for core prices to moderate roughly in line with
headline inflation to the mid-point of the target.
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1.

Economic forecasting is fraught with chal-
lenges and, in the wake of the pandemic, the
forecast errors for inflation for much of the
world were significant. In part, this reflected
the dramatic changes the pandemic imposed
on countries and, in particular, the profound
mismatches between demand and supply, the
unprecedented and extended stimulus, and the
changed shape of economies in its aftermath.
But the experience provides some lessons for
our thinking about inflation and underpins our
more cautious view. Inflationary episodes tend
to have their own dynamics. Attempts to make
strong historic comparisons with the post-Covid
inflation shock showed some similarities, but
also strong differences.

. ‘Common components’ can have a meaningful

influence on aggregate inflation. This happens
when a single or a few price drivers affect a
range of goods and services. The pandemic-re-
lated supply chain shocks on goods inflation are
a salient example.

The pandemic reminded us that relative price
changes can still ignite broader price pressures.
In an environment of low inflation, individual
price changes percolate less, limiting the overall
price impact. But the opposite is true when the
inflation environment has shifted and there are
fewer low-inflation alternatives.

. New inflation dynamics can also emerge. Of

particular concern are price influences along
all points of the supply chain, for which there
are no substitutes. These dynamics can make
price increases reinforcing, either amplifying
or adding to the durability of price pressure in
the system.
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5. Persistence seems to be rising. Persistence
measures the proportion of past inflation that
is carried over into the next period. In periods
of high global inflation - notably in the 1970s
and early 1980s - price persistence was very
high. This fell visibly from the mid-1980s through
the post-Global Financial Crisis, but picked up
in the post-pandemic surge.

6. Pass-through from core to non-core inflation
has also increased.

7. While inflation expectations have remained
relatively well anchored, history suggests that
inflation expectations of people who have lived
through a high-inflation episode tend to be
higher than those who haven't.

8. The pandemic left many economies shaped
differently. In many developed markets (but
especially the US), the labour market was most
affected. In SA, parts of the economic infrastruc-
ture have been damaged, and economic growth
has been unable to recover. The economy is less
productive and more uncompetitive.

RISKS TO SOUTH AFRICAN INFLATION
OUTLOOK

SA also emerged from the pandemic with an
economy that looks different to how it did before.
Unemployment is considerably higher; employ-
ment has almost recovered, but only just and to
weak levels overall. Real GDP is hovering at about
pre-pandemic levels (give or take), but some sectors
have not recovered, in part because network indus-
tries, which are really like the vascular system of the
economy, are on life support. Government debt is
much higher, and the fiscal position more vulner-
able, which has raised risk premia and discouraged
capital flows contributing to a weaker currency.
Taken together these dynamics pose a range of
home-grown risks to the outlook for inflation.

Even though SA’s inflation shock was milder than
that of other countries, the pace at which inflation
has slowed has also been stickier - despite the
very weak economy. Part of the explanation lies
in the emergence of a range of inflation drivers
that have given rise to new inflation dynamics.
The most obvious is the cost pressure that inten-
sified loadshedding has imposed on companies
that have been forced to install costly energy
backups or run existing expensive diesel gener-
ators harder. Sectors most affected include agri-
culture, transport and logistics, and the broader
retail sector, although mining, manufacturing
and business services have also been affected.
In addition, the cost of logistics has risen.
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Rail networks are no longer efficient, with freight
seeing a dramatic decline in volume y/y, and road
transport by payload is more expensive.

This means that literally everything produced,
cooled, reticulated, inputted, and transported, on
balance, costs more that it did a year ago. While
some of this cost has been passed on - certainly,
part of the rise in food inflation over the past year
reflects these pressures - the weak consumer envi-
ronment has prohibited full compensation. This
means both producers and retailers are more likely,
incrementally, to pass through increases where
possible, for longer, than not.

As the general price level has risen, reinforcing
price pressures are emerging. NERSA's electricity

Figure 3
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tariff increase, which adds directly to the CPI, but
indirectly to the cost of doing business. Currency
weakness is also becoming more evident in some
imported goods prices. New vehicle inflation is
7.6% yly, the highest it’s been since 2017, while
book and stationary prices have risen 12.6% v/y.
Appliances and furniture prices eased in June, but
have shown steady increases in recent months,
despite their discretionary nature.

Persistence is anissue. In SA, price persistence has
always been relatively high. A 2010 research paper
by the SARB and Logan Rangasamy' on SA food
inflation and its implications for economic policy,
found that persistence in food inflation between
2000 and 2008 was as high as 85%. This means
that 85% of past food inflation lingered in the
price, while non-food inflation was lower, at 78%
and for overall headline inflation it was 81%.

We have carried this analysis forward and find
that persistence in food inflation has remained
high, and that persistence in non-food inflation
has increased materially. In addition, a more
granular approach to this analysis suggests that
persistence over the longer term is even higher
when inflation is accelerating, rather than decel-
erating. While persistence can be present in both
low- and high-inflation environments, the absence
of the compound effect of combined common
factors in the past decade, coupled with low food
inflation, helped inflation ‘self-correct.” Today,
the confluence of combined factors in a higher
inflation environment materially raises the risk of
them being reinforcing.

In addition to high persistence, we also find -
again replicating the research in the cited paper
- that pass-through from food to non-food, as well
as from non-food to food inflation, is positive. This
means that food inflation positively influences
non-food inflation, but non-food inflation also
influences food inflation, with even stronger statis-
tical ties. This is particularly visible with a 12- to
18-month lag.

The bottom line is that recent inflation may have
a significant impact on future inflation, and that
there {s a positive bi-directional relationship
between food and non-food inflation, which is
strongest over the longer term - and this relation-
ship has strengthened in the recent past.

Inputting these findings into an inflation model
suggests high food inflation will continue to feed
into non-food prices into the first half of 2024,

"Rangasamy, Logan “Food inflation in South Africa: Some implications
for economic policy” South African Reserve Bank Working Paper 197,
November 2010
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while non-food (such as electricity and energy
costs, and other administered and regulated
prices) inflation will also remain supportive of food
inflation over the same period.

Lastly, inflation expectations - which were well
anchored when inflation started to rise - have
started to move higher, notably over the medium
and longer term. Here, the expectations of busi-
nesses and households have not only risen, but
took another leg up in the second quarter of this
year, suggesting the recent anchoring may have
loosened a little.

WHAT DOES THIS MEAN FOR SOUTH AFRICAN
MONETARY POLICY?

The MPC has remained a vigilant policy setter
and started raising the repo rate in November
2021. Cumulative tightening has been 475bps to
date, and the repo rate is currently 8.25%. Despite
a decision to hold the repo rate steady in July,
the Committee judged inflation risk to be ‘to the
upside.’

In late June, the SARB published the details of
its revision to the Bank’s Quarterly Projection
Model, the MPC’s ‘workhorse’ forecasting model
since 2017. The changes are material, and are
primarily focused on better formalising how fiscal
policy affects both prices and monetary policy.
The product is a more comprehensive, granular
evolution of its predecessor.

However, several assumptions that are implicit in
the model are of some concern to us, not in the
mechanics, but in light of the risks highlighted
here:

1. The model assumes that inflation expectations
are anchored over the long-term at 4.5%. The
new model, encouragingly, specifically models
the spillovers to more general inflation from
fuel and electricity shocks, but these then fade
relatively quickly, as low expectations limit the
duration of the spillover. This biases the inflation
forecast produced by the model towards the
anchor, when the anchor may move above the
assumed level.

coduos

2. Persistence has been modelled to be less than
before. Again, this carries the risk that the
impact of higher inflation will fade more quickly
in the model’s estimates than may be the case.

3. Pass-through from the exchange rate is
modelled to be lower than previously assumed.
A sustained 10% change in the exchange
rate adds 0.9ppt to headline inflation, from
c1.3ppt before. This change reflects the assump-
tion that lower economic potential limits
the economic stimulus of a weaker currency,
therefore also limiting its inflationary impact.
This was the case in the lead up to Covid,
but recent data suggests pass-through has
increased.

There are other changes to the model that are
likely to increase its accuracy in other areas,
notably the modeling of wages, and, impor-
tantly, the inclusion of a fiscal bloc in the model.
The former will also likely give a downward bias
to the forecasts, but is undoubtedly a better meth-
odology to the previous iteration. Fiscal changes
aren’t detailed here, but, suffice to say, that the
inclusion is an important formalisation of policy
influences which have become increasingly signif-
icant in their influence of both inflation, and
monetary policy. Notably, the inaugural publi-
cation of new inflation forecasts at the July MPC
meeting showed a modestly lower inflation trajec-
tory than before.

A LONG WAY BEFORE EASING

With these concerns in mind, we think that
stubborn price pressures will see the central bank
hold real interest rates in restrictive territory and
make cutting difficult to initiate or sustain. We
see little scope for easing before mid-2024, and
expect the SARB's assessment of its neutral real
rate to drift upwards over time from 2.5% to 3% -
suggesting a terminal repo rate of 7.0%-7.5%. +
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DISCLAIMER

South African Readers

All information and opinions provided are of a general nature and are not intended to address the circumstances of any particular individual or entity. As a result,
there may be limitations as to the appropriateness of any information given. It is therefore recommended that the reader first obtain the appropriate legal, tax,
investment or other professional advice and formulate an appropriate investment strategy that would suit the risk profile of the reader prior to acting upon such
information and to consider whether any recommendation is appropriate considering the reader’s own objectives and particular needs. Neither Coronation Fund
Managers Limited nor any subsidiary of Coronation Fund Managers Limited (collectively “Coronation”) is acting, purporting to act and nor is it authorised to act

in any way as an adviser. Any opinions, statements or information contained herein may change and are expressed in good faith. Coronation does not undertake

to advise any person if such opinions, statements or information should change or become inaccurate. This document is for information purposes only and does

not constitute or form part of any offer to the public to issue or sell, or any solicitation of any offer to subscribe for or purchase an investment, nor shall it or the fact
of its distribution form the basis of, or be relied upon in connection with any contract for investment. In the event that specific funds and/or strategies (collectively
“funds”) and/or their performance is mentioned, please refer to the relevant fact sheet in order to obtain all the necessary information regarding that fund (www.
coronation.com). Fund investments should be considered a medium-to long-term investment. The value of investments may go down as well as up, and is therefore not
guaranteed. Past performance is not necessarily an indication of future performance. Funds may be allowed to engage in scrip lending and borrowing. To the extent
that any performance information is provided herein, please note that: Performance is calculated by Coronation for a lump sum investment with distributions, to
the extent applicable, reinvested. Performance figures are quoted gross of management fees after the deduction of certain costs incurred within the particular fund.
Fluctuations or movements in exchange rates may cause the value of any underlying international investment to go down or up. Coronation Fund Managers Limited
is a full member of the Association for Savings and Investment SA (ASISA). Coronation Asset Management (Pty) Ltd (FSP 548), Coronation Investment Management
International (Pty) Ltd (FSP 45646) and Coronation Alternative Investment Managers (Pty) Ltd (FSP 49893) are authorised financial services providers. Coronation
Life Assurance Company Limited is a licenced insurer under the Insurance Act, No.18 of 2017.

US Readers

Coronation Investment Management International (Pty) Limited is an investment adviser registered with the United States Securities and Exchange Commission
(“SEC™). An investment adviser’s registration with the SEC does not imply a certain level of skill or training. Additional information about Coronation Investment
Management International (Pty) Limited is also available on the SEC’s website at www.adviserinfo.sec.gov. The information in this document has not been approved
or verified by the SEC or by any state securities authority. The opinions expressed herein are those of Coronation Investment Management International (Pty) Limited
at the time of publication and no representation is made that they will be valid beyond that date. Certain information herein has been obtained from third party
sources which we believe to be reliable but no representation is being made as to the accuracy of the information obtained from third parties. This newsletter contain
references to targeted returns which we believe to be reasonable based on current market conditions, but no guarantees are being made the targets will be achieved
or that investors will not lose money.

This article is for informational purposes and should not be taken as a recommendation to purchase any individual securities. The companies mentioned herein are
currently held in Coronation managed strategies, however, Coronation closely monitors its positions and may make changes to investment strategies at any time.

If a company’s underlying fundamentals or valuation measures change, Coronation will re-evaluate its position and may sell part or all of its position. There is no
guarantee that, should market conditions repeat, the abovementioned companies will perform in the same way in the future. There is no guarantee that the opinions
expressed herein will be valid beyond the date of this presentation. There can be no assurance that a strategy will continue to hold the same position in companies
described herein.

Global (ex-US) readers

The information contained in the publication is not approved for the public and is only intended for recipients who would be generally classified as ‘qualified’,
‘professional’, ‘accredited’ or ‘institutional’ investors. The information is not designed for use in any jurisdiction or location where the publication or availability of the
information would be contrary to local law or regulation. If you have access to the information it is your responsibility to be aware of and to observe all applicable
laws and regulations of any relevant jurisdiction and it is recommended any potential investor first obtain appropriate legal, tax, investment or other professional
advice prior to acting upon the information. The value of investments and any income from them can go down as well as up and investors may not get back all that
they have invested. Please be advised that any return estimates or indications of past performance in this publication are for information purposes and can in no way
be construed as a guarantee of future performance. Coronation Fund Managers accepts no liability of any sort resulting from reliance being placed upon outdated
information contained in this publication by any user or other person. Whilst every effort is made to represent accurate financial and technical information on an
ongoing basis, inadvertent errors and typographical inaccuracies may occur. Information, laws, rules and regulations may also change from time to time. Information
contained in the publication is therefore made available without any express or implied representation or warranty whatsoever, and Coronation Fund Managers
disclaims liability for any expenses incurred, or any damage, claims or costs sustained by users arising from the reliance being placed on the use of links, services or any
information or representations contained in the publication. Coronation Asset Management (Pty) Ltd (FSP 548), Coronation Investment Management International
(Pty) Ltd (FSP 45646) and Coronation Alternative Investment Managers (Pty) Ltd (FSP 49893) are authorised financial services providers. Coronation Life Assurance
Company Limited is a licenced insurer under the Insurance Act, No.18 of 2017. Coronation International Limited is authorised and regulated by the Financial Conduct
Authority. Coronation Global Fund Managers (Ireland) Limited is authorised by the Central Bank of Ireland under the European Communities (UCITS) Regulations 2011
and the Alternative Investment Fund Managers Directive 2011, with effect from 22 July 2014. Unit trusts are generally medium to long-term investments. The value of
units may go up as well as down. Past performance is not necessarily an indication of the future. Unit trusts are traded at ruling prices and can engage in borrowing
and scrip lending. Unit trusts may invest in assets denominated in currencies other than their base currency and fluctuations or movements in exchange rates may have
an adverse effect on the value of the underlying investments. Performance is measured on NAV prices with income distribution reinvested.

This article is for informational purposes and should not be taken as a recommendation to purchase any individual securities. The companies mentioned herein are
currently held in Coronation managed strategies, however, Coronation closely monitors its positions and may make changes to investment strategies at any time.

If a company’s underlying fundamentals or valuation measures change, Coronation will re-evaluate its position and may sell part or all of its position. There is no
guarantee that, should market conditions repeat, the abovementioned companies will perform in the same way in the future. There is no guarantee that the opinions
expressed herein will be valid beyond the date of this presentation. There can be no assurance that a strategy will continue to hold the same position in companies
described herein.

TRUST IS EARNED™ 6



