
is not inflation.  However, a con-
tinuous rise in the relative price of 
commodities is symptomatic of 
an inflationary process. 

If commodity prices resemble a 
pressure gauge, it is flashing red.  
The Goldman Sachs commodity 

price index (GSG: NYSE) has 
doubled since early 2007.  Oil 
prices have increased 150% in the 
same period.  The price of the 
world's three main grains – rice, 
wheat and corn – have all more 
than doubled in the past year, af-
fecting just about everything peo-
ple eat, and fanning social unrest 
in some of the most unstable cor-
ners of the world. Too much de-
mand is cramping too little ability 

to increase global supply. 2 

The result has been a jump in 
consumer prices not seen since 
those un-halcyon days of the 
1970s.  The forecast for world 
consumer price increases from a 
once modest 2.4% in February 
2007 has become 4.3% in June 
2008.3 In absolute numbers, the 
increase is not that alarming, 
however in relative terms it is 
more disturbing. 

What’s intriguing about resurgent 
inflation is that it is happening 
while the US, the world’s largest 
economy, slows down. This has 
given rise to a word not heard in 
30 years: stagflation, a period of 
rising inflation with slow eco-
nomic growth. 

With America slowing, emerging 
economies, including China and 
India, now generate almost 70% 
of the world’s annual growth.  
The growth of China alone almost 
matches that of America. Having 
learnt hard lessons from the crises 
of the 1990s, emerging countries 
have strong external positions and 
intervene in currency markets to 
sustain competitiveness. The re-
sults include rapid rises in net ex-
ports, low interest rates, and ex-
pansion of the money supply. 
Several economies are now over-

“It's like deja-vu, all over again.” 
- Yogi Berra 

Political appeasement.  Flared poly-
ester pants. Union pickets.  Pierre 
Trudeau and Jimmy Carter. Disco. 
Pervasive, double-digit inflation.  

What do all of these have in com-
mon?  Answer: the 1970s.  Having 
lived through it once, please don’t 
make us go through it again! 

Even as America’s economy teeters 
on the brink of recession and many 
European economies are slowing, 
central bankers in rich countries 
rightly fear resurgent inflation. Let-
ting that genie out of the bottle 
again would be traumatic for the 
world.  While the rich countries 
should be vigilant, the inflation 
threat for developing countries is 
where the similarities with the 
1970s are more ominous.1 

Inflation is a sustained rise in the 
price level. As explained by Milton 
Friedman, “Inflation is always and 
everywhere a monetary phenome-
non.”  It is the result of too much 
money chasing too few goods and 
services. 

Whenever excess demand hits, it is 
goods such as commodities whose 
prices rise first because they are the 
ones with the most flexibility.  A 
one-off jump in commodity prices 
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inflation rates. 

China’s official rate of consumer 
price inflation is up from 3% a 
year ago to a twelve-year high of 
8.5%.  Russia’s has leapt from 8% 
to over 14% while Chile’s has 
risen from 2.5% to 8.3%.  Viet-
nam’s unofficial rate is over 25%.  
Argentina’s rate is believed to be 
23% while Venezuela, that bastion 
of socialist stability, has an annual 
inflation rate approaching 30%.7 

If measured correctly, five of the 
ten largest emerging economies 
could see inflation rates of 10% or 
more this year. Two-thirds of the 
world’s population may then be 
struggling with double-digit infla-
tion. The consequences could be 
dire. Emerging economies might 
then export inflation to rich world 
economies. The problem is people 
might get used to the idea that in-
flation can jump like this and it 
would become embedded in their 
expectations. 

If this does indeed feed into infla-
tionary expectations, the world 
will be depressingly similar to the 
1970s. 

Does anyone really want another 
round of stagflation, polyester pant 
suits and disco? 
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heating as a result of this effect. 

Most emerging economies have ac-
cumulated reserves of US dollars 
and US treasury bonds. The result-
ing capital flows have financed the 
US trade deficit. Trade deficits tend 
to lower domestic demand, unless 
there is a corresponding increase in 
spending. Until recently, US house-
holds have gladly stepped up by 
spending more than their incomes; 
the bursting of the “credit bubble” 
and the deflating of the housing 
sector put paid to that. 

Nevertheless, another US$75 bil-
lion flowed into the foreign cur-
rency reserves of the People's Bank 
of China (PBoC) in April according 
to the Hong Kong press. The PBoC 
pumped out $75 billion-worth of 
yuan in exchange, swapping the 
local currency for US dollars earned 
by exporting firms.  The tide of dol-
lars flooding across the Pacific has 
also helped swell the Chinese 
money supply by 17% year-on-
year, with more than US$1 trillion 
worth of yuan already pumped into 
the domestic economy.4 

Ten-year US Treasury bonds now 
pay around one-third less than 
China's main central-bank interest 
rate. The gap represents an immedi-
ate loss to the PBoC – and that's 
even before one considers the 20% 
depreciation in the US dollar vs. the 
yuan since summer 2005.  

Spooked by the fastest consumer 
price-inflation in more than a dec-
ade, the PBoC just raised the re-
quired reserves ratio – the amount 
of cash which private banks must 
hold back in reserve – to a massive 
17.5%.  

But the PBoC is also spooked by 

the fear of a fresh slump in the over
-inflated Shanghai stock market and 
so continues to hold its key interest 
rate below the rate of consumer-
price inflation. In fact, the falling 
yield offered by US Treasury bonds 
demands it. These negative real 
rates of interest make cash a losing 
asset class for China's new army of 
savers and investors.   

Many private individuals in China 
appear to prefer holding gold to ei-
ther US dollars or yuan.  China's 
retail investment demand for gold 
bullion rose 63% during the first 
quarter of 2008. Gold jewellery 
sales grew by 9% –one of the few 
examples of demand increasing 
over 2007 levels during the global 
spike to $1,000 per ounce – reach-
ing 86.6 tonnes.5   

All told, China now represents the 
world's second-largest gold jewel-
lery market after India. Even at a 
total of 420 tonnes last year, gold 
demand from China remains almost 
negligible on a per capita basis,  
leaving room for Chinese gold de-
mand only to grow.6 

By linking their domestic curren-
cies to the US dollar, most emerg-
ing economies have imported 
American interest rate policies 
when they should be following their 
own strict interest rate regime to 
combat inflation. Now that the 
“credit bubble” has burst, the US 
Federal Reserve has reduced inter-
est rates but has further cuts on 
hold. Some emerging countries’ 
central banks have upped their in-
terest rates but they have not kept 
pace with inflation, so real interest 
rates have fallen and are actually 
negative. This is reflected in their 
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