ShareFinder prediction
accuracy reaches new record
by Richard Cluver
ShareFinder’s market movement prediction accuracy rate has hit a remarkable new high of
94.07 percent, a figure that we did not in our wildest dreams believe was ever possible
when we first developed the programme during the late 1980s.
Just to explain. since January 2002 we have been making market movement predictions for the
month ahead each Friday in my Richard Cluver Predicts column which is e-mailed to readers who
subscribe to my annual Prospects investment service. We follow these up in subsequent weeks to
determine whether they were right or wrong. It’s a simple observation about whether the market
either rose or fell in line with our predictions which are based upon an observation of
ShareFinder’s graphic projection system. So we are either right or wrong. There are no shades of
grey. And of course our readers monitor these figures so we obviously cannot fudge them.
Furthermore, you need to understand that the market direction prediction system employed by the
ShareFinder programme is derived from an artificial intelligence process which means that
whenever it makes a mistake it examines why it failed and adjusts the means by which it makes its
calculations. To put it simply, it learns from its mistakes and thus over time its prediction accuracy
rate should improve year by year. And indeed just that has happened.
Thus, in the first year that we employed the system, the programme achieved an accuracy rate of
82.83 percent which we believed could not be bettered. Nevertheless by the end of December
2003 the forecast accuracy rate had climbed to 84.38 percent and by the end of the following year
it had climbed to 86.51…and so forth year after year.
Thus, since the beginning of January this year, the forecast accuracy rate has climbed to 94.07
percent
The graph below is very familiar to recipients of my Prospects service for we publish it regularly to
help them plan their investment strategy in the months ahead. The green and red graph traces are
respectively what the programme expects to happen in the short and medium term to the
ShareFinder Blue Chip Index, a specially-calculated index representing the past and future
performance of all JSE shares which conform to the programme’s long term balance sheet
statistical quality-testing. So note the trend line superimposed on the graph shows how these
quality shares have largely resisted the market volatility that has made it an increasingly
hazardous place to be invested in during recent years. The trend line has been sloping upwards at
a compound annual average rate of 24.7 percent since the end of the last major bear market in
November 2008.
Generally the two future plots coincide but, in order to emphasise the expectation, the green
(short-term) prediction is reproduced on an exaggerated basis. Whenever there is a divergence

between the two plots however, we know that a period of uncertainty and heightened market
uncertainty can be anticipated.

To explain this issue of prediction divergence, let me expand the graph so we are just seeing the
next four months. Now note that the index peaked on November 5 and ShareFinder calculates (in
terms of the orange medium-term projection) that the trend will be downwards until this Friday.
However, green short-term analysis sees the decline continuing until December 7 before the
recovery begins. Furthermore, although the medium term (orange) projection continuing upward
from December 15, the green short-term projection sees declines right until Christmas.

Does this divergence means the programme is confused about the likely market trend in
December? Well simply stated the answer is yes and in such instances we have learned to rely
upon the green short-term projection as being the more accurate. Following the green line in the
short-term is what has given us the 94.07 percent accuracy rate. In the medium to long-term the

market will always revert to the orange medium-term trend and, ultimately, to the long-term trend
which is the smoothly-curving green line which changes to purple in its future prediction trend
which is overlaid upon the graph in the example below, and that is the only prediction line that is of
any real significance to the majority of our readers who are long-term investors.

So why bother at all about the green and orange projection lines? Well of course they become
very important if you are either a buyer or a seller because they help you to very accurately time
your transactions. As an example, since so many readers are very concerned about the long-term
future of MTN shares, let us look at that graph:

Here the conclusion is very clear. In the (green) short term you can
expect the price to fall further to around R128 between the end of
December and the first week of February followed by a recovery until
early June, but in the long term recovery can only be expected to
start in October next year.

Suddenly we have reached
the final crossroads!
by Richard Cluver
The university students’ “Fees must fall” campaign has very sharply underlined
that South Africa’s future, so long filled with hope and Developing World
economic expansion, is at a final crossroads.
Inevitably, the total lack of leadership of the ANC Government since the rise of Jacob Zuma and
the ever-expanding kleptocracy his administration has fostered has fanned the frustration of the
middle classes and the desperation of an ever-growing mass of poor people.
To understand where we are now we need to step back to the dark days of increasing racial
confrontation that marked the late 1980s when, by a masterstroke of diplomacy by two great
leaders who earned themselves a Nobel Prize for showing South Africans that, in contrast to a
bitter battle in which would leave this country with nothing but scorched earth, there was an
alternative path of conciliation. Few, however, seemed to grasp that the subsequent birth of the
“Rainbow Nation”, joyous and filled with hope that it seemed, merely bought us time.
In order to buy ourselves a future, we needed to build a prosperous nation that could promise ALL
its citizens a place in the sun. The dream was that we could both divert the resources we were
then pouring into defence towards providing better living conditions for the poor who had been
increasingly marginalised by apartheid and that, through a greatly improved educational system,
the rising generation could be trained to fit into an advanced developing nation. Provided everyone
could see progress towards these twin goals, there was a reasonable chance that peace would
prevail. It went without saying at the time that the massive spending that was required to provide
improved housing, sanitation and electricity to millions of previously disadvantaged people
together with the required infrastructure expansion would simultaneously boost the economy in
much the same way as China has managed its transition to a world superpower. We were on a
path to greatness and an excited world was cheering us on!
To give them their due, the ANC has done a splendid job of providing housing within its RDP
framework, but most of the good that should have been achieved has been dissipated by graft,
corruption and mismanagement that has resulted in wide scale shoddy workmanship such that the
economic multiplier failed to result and most recipients of RDP housing complain that the housing
does not live up to their expectations. But, most of all, the ANC has to shoulder the blame for the
massive failure of the education system which has destroyed the hopes and ambitions of millions
of young people rendering them a costly drag upon the fiscus instead of turning them into proud
and productive citizens whose collective efforts would have accelerated South African into a
world-beating economy. And it is this, above all, that has clearly sparked the student protest
movement.
Realistically, none of the world’s wealthiest nations are able to provide free tertiary education for
their people and so those who are seeking to promote the concept in South Africa, particularly now
at a time when our economy is all but being brought to its knees by the twin problems of the global
economic melt-down and the worst drought in a quarter century, are living in a dream world. The
problem, however, is that the ANC has continually told our young people that they are “entitled” to
a free education so nobody can blame them for now demanding it.
Furthermore, President Zuma’s affirmation in Parliament last week that free education was
possible and he had a committee working on it, can only compound the anger and heighten the
reaction when in due course he has to report back that the money cannot be found

At the heart of it all, however, is clear evidence that the public as a whole are fed up. More than
just fed up, they have been taking to the streets in ever-increasing numbers. Service delivery
protests have soared. Streets blockaded by burning tyres and rubble are now a daily event and,
encouraged by the success of the Johannesburg e-toll boycott, there are now signs of rapidlyrising tax delinquency. SARS says it is owed R100-billion in unpaid taxes.
Stoked up by daily reports of graft and corruption personified by the Nkandla affair and Jacob
Juma’s continued insistence that he will NOT pay back the money, now compounded by his
administration's plans to buy him a R4-billion executive jet complete with en-suite bedroom etc that
flies in the face of the grinding poverty of millions of ordinary South Africans, it is no surprise that
ordinary taxpayers are in revolt. Today only a quarter of all South African companies pay any tax
at all. Indeed the bulk of all company taxes come from 0.1 percent of companies. To put that in
terms that everyone understands, just one in a thousand companies now pays tax in South Africa
but this group contributes 65 percent of all corporate tax. And a tiny handful of wealthy South
Africans pay the bulk of the income taxes that make up the government’s biggest revenue source.
It is too small a tax base to provide all the cash that Jacob Zuma’s administration needs and
recent studies have shown that even were the present tax rate to be doubled, there would still not
be enough to meet Finance Minister Nene’s needs. And to go that route would be to see those
taxpayers simply slipping away to more favourable tax environments. Already emigration
specialists are reporting muchly increased inquiries from our top professionals who have begun to
sense that a better, safer future lies beyond our borders.
So it now looks as if we have completely squandered the opportunity that the De Klerk/Mandela
inspiration provided us and we are staring down a pathway to confrontation once again with no
ammunition left with which to provide us with a second chance. Our only hope now would be the
emergence of a charismatic leader who could sell us a new dream; one that might persuade us to
set aside our rekindled and growing racial animosity and once again get our shoulders to the
wheel.
The most charismatic leader to emerge onto the South African stage is Julius Malema, but his
brand of confiscatory politics can only compound the nation’s problems. Seizing the banks and
mines cannot provide the country with the economic lift it needs to end unemployment. Indeed it is
likely to do quite the reverse. Innumerable studies have demonstrated that nationalising commerce
and industry leads inevitably to economic inefficiency and, ultimately a loss of further jobs. But,
and most dangerously into this leaderless vacuum, he is able to command the masses with his
false promises of a better life.
And feeding into this dangerous cocktail are the facts that for the comparatively wealthy who have
been able to provide world class private education for their children, there is no shortage of jobs
for this class. Indeed in our skills-deprived society, they are comparatively speaking, snapped up
and command, by South African standards, remarkably high salaries.
Thus it will come as no surprise that at the last census, notwithstanding the fact that black
household income had risen by 34.5 percent and white household income by a mere 0.4 percent,
that white households were still earning nearly six times more than black households and, far
more telling, only seven percent of white people are unemployed compared to 27.9 percent of
black people.
These are dangerous statistics in a powder keg society. Meanwhile as we head into a municipal
election year, the ANC is haemorrhaging support. Jacob Zuma has just confessed to this truth.
Moreover the party has been losing by-election after by-election and its organisations are rent by
dissent. It might be an exaggeration to assume that the ANC will be swept away at the polls next
year, but it is reasonable to assume that it will lose a great deal of its support. The great fear,
however, is that Malema’s Economic Freedom Fighters will, like the Nazis did in Germany of the
1930s, gain sufficient power to be a credible alternative.

Meanwhile the DA, which should be able to capitalise
on ANC disarray, appears riven by its own internal
dissent as illustrated by the fury surrounding the
suspension of Dianne Kohler Barnard. The big
question then is whether the DA can between now
and the elections, get its act sufficiently together to
mount a credible opposition to the EFF. Investors
better hope they can for the EFF spells disaster for
the cause of investment in a future South Africa.

Global rates: The dropping of
the shoe
By Brian Kantor
The first Fed shoe dropped in May 2013 when it announced it would soon be halting, or in its own
words “tapering” QE, that is the purchase by the Fed of US government bonds and mortgage
backed paper in the market place in exchange for its own deposits. In other words, the Fed signaled
its intention to stop creating money, as it had been doing to the tune of an extra US$85bn a month.
True to its word, by year end 2014, QE was suspended.
The reactions in the financial markets to this announcement in 2013 were quite dramatic, and especially so
in emerging market (EM) equity, currency and bond markets, including South Africa. The rand lost over
12% of its US dollar value within a few weeks, from about R9 to the dollar at the beginning of May 2013 to
about R10 at month end while the yield on the RSA 10 year increased from 6.3% p.a to 7.08% p.a by
month end. The benchmark EM equity index, the MSCI EM, lost 10% of its value between May and June
2013 while the US dollar value of the JSE All Share Index lost 6.8% in US dollars over the two months.

The second Fed shoe has now dropped, which is perhaps just as well for those who have been
waiting for it to hit the floor. The second shoe comes in the form of the upward move in the Fed’s
short term rates, the first such increase since the financial crisis of 2008. An increase of 25bps in
US short term rates in December now seems certain, or at least the market place has reacted as if
it is almost certain.
Market reaction to this news have been far more muted than the responses described as the taper
tantrums of 2013. The rand has lost about three percent of its dollar exchange value since the
September month end. 10 year bond yields are about 30bps higher in response to the now firm
prospect of higher short rates in the US.

The shoe having dropped, is there more damage in prospect for the rand and the borrowing costs
of the SA government? The answer will depend largely on ongoing investor sentiment towards
emerging markets. Higher interest rates in the US and elsewhere are not welcome in hard-pressed
EM economies. But confirmation that the US economy is firmly on a recovery track, is surely
encouraging to all those EM businesses that trade with the US. A combination of strength in the
US and less anxiety about the Chinese economy would surely be better news for EM economies
and their longer term prospects that now appear so poor (as reflected in EM share markets that in
US dollars are well down on their levels of September 2009, while the New York benchmark S&P
500 has been racking higher ever since).

The rand remains an EM equity currency. It continues to move in response to the US dollar value
of the EM equity benchmark as we show below. South African events do not appear to affect the
rand in any consistent or significant way.

The rand is little changed versus other EM currencies over recent days, though both the Turkish
lira and Brazilian real have recovered some of their weakness against the rand. On a trade
weighted basis, the rand, in line with other EM currency and equity markets, has weakened
significantly since mid-year, though much of the damage occurred in August rather than very
recently.

The rand’s daily moves can be well explained by global market developments independently of SA
political or economic developments (which cannot anyway be regarded as favourable). For
example, as we show below, the rand rate against the US dollar can be predicted to closely follow
trends in the US dollar / Australian dollar exchange rate, coupled with a measure of SA sovereign
risk. Sovereign risk is measured as the premium investors would pay to ensure against SA
government default on its debt. The results of such a model are shown below. It suggests that the
rand, now trading at over R14 to the US dollar, has overshot its predicted value of R13.50 or so.

We get a similar result and a similarly satisfactory model of the rand when we replace the
influence of the Australian dollar with the MSCI EM and combine this with the credit default spread
on US dollar-denominated SA debt. The rand appears somewhat oversold using these models.

It is also clear that as the prospect of higher US rates has become more certain, the risks
associated with EM debt, as measured by the spreads over US government debt, have also
increased. The spreads attached to SA debt have widened largely in line with EM spreads
generally. SA specific risks do not appear to have had a significant influence on these spreads
recently. Higher spreads and higher interest rates in SA appear mostly as an EM rather than SA
event. The Credit Default Swap (CDS) spread between SA dollar-denominated debt and the
average EM (Brady Bond) spread has not altered recently. In a relative sense, SA debt lost some
rating ground versus other EM borrowers by mid-year, however. The spread in favour of SA can
be seen to have narrowed.

Long term interest rates in SA have followed modestly higher rates in the US as the near certain
increase in short rates was priced into the debt markets. As we have mentioned, these increases
can be regarded as modest to date.

The wider EM risk spreads have not led to any exaggerated movements in the yields on randdenominated RSA debt. We must hope that the very little inflation expected in the US helps to
continue to restrain the Fed from ratcheting up short rates and that long term rates in the US
remain at historically low levels for an extended period of time. We expect very dovish Fed
reactions, especially given the stronger dollar that will keep down the pressure on metal and
mineral prices and make deflation rather than inflation the focus of Fed concerns.
Less upward pressure from US interest rates on SA rates (short and long) will be helpful for the
rand and the inflation outlook in SA. Hopefully, less pressure will restrain the Reserve Bank from
even thinking about higher interest rates. Higher rates in SA would not necessarily protect the rand
should the dollar get stronger with higher rates in the US.
The other shoe – in the form of market reactions to higher interest rates in the US – may well have
dropped. And the reactions in the market place to date reflect a much more relaxed response to
the prospect of higher rates in the US than was the case in 2013. We must hope and encourage
the Reserve Bank to also keep its composure.

Monetary policy in SA – the dangers of bad
theory put into practice
by Brian Kantor chief economist and strategist at Investec Wealth & Investment.
The Reserve Bank is well aware that there are no demand side upward pressures on the inflation
rate. In fact the opposite is very much the case. Weak demand is clearly constraining the power
that sellers have to increase prices, not only in South Africa but globally. Hence for inflation
forecasters, including those at the Bank, lower rather than higher than expected inflation.
Moreover, the price increases to come from Eskom and municipalities and perhaps also the
Government (higher tax rates) can be expected to not only add to the CPI but deflate household
spending even further in the months to come. But regardless of even slower growth to come, the
Monetary Policy Committee (MPC) decided on a 4-2 count that a further sacrifice of expected
growth was called for.
To quote the concluding remarks of its statement of 19 November:
“In the absence of demand pressures, the MPC had to decide whether to act now or later. On the
one hand, given the relative stability in the underlying core inflation, delaying the adjustment could
give the MPC room to re-assess these unfolding developments at the next meeting, and avoid
possible additional headwinds to the weak growth outlook. On the other hand, delaying the
adjustment further could lead to second-round effects and require an even stronger monetary
policy response in the future, with more severe consequences for short-term growth.
“Complicating the decision was the deteriorating economic growth outlook. Although the change to
the growth forecast was marginal, the risks to the outlook, which were more or less balanced at
the previous meeting, are now assessed to be on the downside. Against this difficult backdrop, the
MPC decided to increase the repurchase rate by 25 basis points to 6,25 per cent per annum
effective from 20 November 2015. Four members preferred an increase, while two members
favoured an unchanged stance. “
The Reserve Bank has again been guided by a theory of dubious logic and unbacked by evidence
that inflation expected in SA can drive inflation ever higher – regardless of the state of demand in
an economy. Or in other words firms and trade unions with price and wage setting power, in their
budgets and plans for the future, having set their new demands on consumers and employers with
expected inflation in mind – will stick to them. Stick to them, that is, and then ask for still more at
the next round regardless of the ability or willingness of customers or employers to meet these
demands. Without support from the demand side of the economy and highly accommodative
monetary policy responses to higher expected and actual inflation, ever higher prices cannot stick,
and will not stick because such behaviour is simply not consistent with income maximising
behaviour. It has not done so to date and will not do so as the theory of prices, properly
understood, would predict.
In simple theories of inflation used by most central banks, including the US Fed, and as explained
very clearly in an important speech given by Fed Chair Yellen recently, the influence of inflationary
expectations on prices – that find the way into prices asked for – are combined with and excess
demand or supply variable, known as the output gap. The theory is that the wider the output gap,
the less inflation – for any given inflation expected. The Reserve Bank has seen fit to deny the role
of the output gap and its own already higher interest rate settings in restraining inflation. It is a
peculiar monetary policy and, more important, theory of economic behaviour that is being applied
by the Reserve Bank.

Furthermore, the evidence is very strong that inflation expected in SA is highly stable about the
6% level and is likely to remain so – if and when inflation in SA trends lower. It can and should do
so if the rand strengthens – a force largely beyond Reserve Bank powers or powers to predict.
Inflation leads inflation expected in SA, as it did between 2003 and 2006 when, thanks to a strong
recovery in the rand, inflation receded and inflation expected followed.
We can only hope for a further episode of rand recovery, lower rates of inflation in SA to follow and
less inflation expected as measured by the gap between conventional and inflation linked bond
yields. If this should happen then the theory of inflation being driven by the mere thought of more
inflation will be thoroughly and most helpfully disabused – as it should be.
As it happened on Thursday 19 November, the chances of this test of the theory improved for
reasons, surely completely independently of the Reserve Bank decision that was taken at about
15h30 our time. As Bloomberg shows (see figures below) almost exactly at that time the MPC
announced higher short term rates for SA, long term interest rates in the US fell quite sharply and
long term rates in SA followed lower. A surprising combination of higher short term rates in SA and
lower long term rates was to be observed. Also to be observed was a stronger rand. Again, this
was caused by forces quite beyond Reserve Bank influence. Emerging equity markets enjoyed a
nice bounce higher – consistently combined with the lower interest rates in the US – and even
more consistently combined with a firmer rand. Clearly the fear of a Fed rate hike has been well
priced into markets: the Fed decision to raise rates in December has become much more certain
fact and its impact much less disturbing.
This confirms once more that the most important influence on inflation, the behaviour of the rand,
is largely beyond the influence of short term interest rates in SA. Therefore the Reserve Bank can
in practice only hope to influence the level of demand in SA, which it does consistently by raising
or lowering interest rates. Given weak demand and the absence of demand side pressures on
prices in SA, it should be lowering, not raising its repo rate. The Reserve Bank is relying on a
theory that inflation in SA could become self-fulfilling and therefore demands higher interest rates,
doing our economy a grave disservice in the process.

Why people treat me like I'm
recently bereaved
'We all had such great hopes for your country. It’s a pity that things aren’t working out the way they should'

by Lindiwe Mazibuko
ONE of the more illuminating features of living as a South African politician in an academic
community abroad is being able to observe the loop of international opinion about our country from
the outside, and see how rapidly it is changing over time.
A year ago, people tended to lead with condolences on the passing of President Nelson Mandela,
usually followed by fond memories of the 2010 World Cup.
Lately, however, telling people where I am from has begun to elicit reactions that would be more
appropriate to my announcing that I was recently bereaved, or that I had a close family member
who was terminally ill.
"Oh, SA is such a great country. I was there recently," the response usually begins, followed by
expressions of sympathy along the lines of: "We all had such great hopes for your country. It’s a
pity that things aren’t working out the way they should."
This reaction is not limited to people from the US and countries in Europe. It is a refrain one hears
with increasing despair and resignation from fellow Africans.
As I pen this column, I am sitting in an airport in Spain, en route back to the US after four days in
Marrakech, where I attended the annual summit of the African Leadership Network — brainchild of
Ghanaian educational entrepreneur and all-round business savant, Fred Swaniker.
Over four hot days and chilly nights I have listened to countless young Burundian, Ivorian,
Moroccan, Nigerian, Senegalese, Ghanaian and many, many more leaders from across the
continent express their disappointment in what is perceived to be the downward trajectory of our
country’s prospects for growth and prosperity.
Some expressed disappointment in our failure to take up a more credible multilateral leadership
role in Africa; others lamented the lack of domestic political leadership in SA and despair for the
millions of young people for whom there seems to be little or no hope of escape from poverty and
unemployment.
Others voiced concern about the outlook for our higher education system, even as they were
inspired by the activism of the students of the #FeesMustFall protests.
And the golden thread that ran through almost every conversation was the scourge of corruption: if
SA cannot tackle this cancer, how can it be expected to succeed?
Regardless of the specifics, the dominant international narrative of SA today seems to be one of
deep disappointment in the vast potential and opportunity that have been wasted. There can
surely be no more potent symbol of the hubris — even delusion — that governs SA’s view of its
own position within the global community than Armscor’s R4bn planned jet acquisition on behalf of
President Jacob Zuma.
How such a callous decision could be taken at a time of massive economic hardship for ordinary
citizens boggles the mind. But to those watching our country from the outside, it is yet another

example of a decline that appears devastatingly inevitable; those in the ivory tower of government
climb higher and feast ever more luxuriously, while SA’s people face an ever more bleak and
uncertain future.
Back in Marrakech, comparisons by delegates between the divergent trajectories of SA and
Nigeria seemed irresistible: the story of the former in decline seemed to be mirrored by that of the
latter on the rise.
A peaceful change of government, which has given way to the measured but decisive style of
leadership of President Muhammadu Buhari; competent ministerial appointments to which thought
and effort have clearly been paid; modest military victories against Boko Haram in the country’s
hinterland; and real efforts at economic diversification in the face of crippling oil prices and a
stagnating manufacturing sector. All of these mark out Africa’s newly minted largest economy as a
nation with its eyes firmly on the future.
SA, on the other hand, seems increasingly to be defined by hubris: a steadfast belief in its own
exceptionality even in the face of mounting evidence that its biggest supporters are losing faith in
the country’s ability to be an economic and political leader on the African continent.
If US President Barack Obama’s recent ultimatum on preferential terms of trade is a bellwether for
declining goodwill towards SA, we may soon find ourselves short on friends and international
supporters at a time when we desperately need both.
• Mazibuko is a resident fellow of the Harvard Institute of Politics and former parliamentary leader of the Democratic
Alliance
This article first appeared in Business Day

Thought from across the
Atlantic
by John Mauldin

The Economic Impact of Evil
The world can change quickly, and last week it did. The most immediate and heartbreaking
impacts of the Paris attacks were suffered by the victims themselves and their families, but from
there the ripples of terror spread outward around the world.
The Paris events didn’t happen in isolation. Recent bombings in Lebanon, Iraq, Mali, and Nigeria,
plus the Russian airline disaster, showed us how far evil can reach. It isn’t just ISIS: al-Qaeda is
getting stronger in some places; Boko Haram continues to strengthen in West Africa; there is a
resurgent Taliban in Afghanistan; and the list goes on…
In addition to the catastrophic human cost it exacts, terrorism has economic impacts. It
misallocates resources, distorts prices, and prompts adverse government policies. We all feel
these effects, even if we live far from the terror zones.
Terrorism is global. So is the economy. We can’t separate them. I’m sure you have spent time
reading about the reaction to the terrorist attacks in Paris. I have been reading and thinking a great
deal about the effects of recent events on the European Union. Much of what I’ve read seems to
miss what I think is the larger context and what may be the real longer-term economic and
geopolitical implications of these attacks. It should make for an interesting, and somewhat
sobering, letter.
The Dysfunctionality of Europe
The European Union works marvelously as a free-trade zone of separate nations, but the
visionaries who launched the EU wanted it to be a political union, not just a free-trade zone. They
felt that if they could create a political union, then even though the economic problems would be
immense, the member countries would eventually come together on the economic front as well.
That has not happened. In fact, a fitful political union has made the EU’s economic problems
worse.
Europe has three basic economic problems, which I’ve dealt with at length over the years:
1. Capital and goods flow from the peripheral countries of Europe to the core. This huge trade

imbalance has no way to resolve itself. The peripheral countries were able to borrow
money at German rates for many years, while the politicians in those countries exhibited
no discipline in their budgeting process and ran up huge debts and deficits. Then the bill
came due.
In the modern world, the normal way to resolve trade imbalances is through currency fluctuations.
But in the Eurozone there is now just a single currency, and one size does not fit all.
1. Many Eurozone countries have run up unsustainable debts relative to their potential growth.

Unsustainable, that is, under a normal interest-rate regime. After the collapse of Greece,
the European Central Bank, worried about contagion effects, lowered interest rates
dramatically; and countries like Italy took on large amounts of additional debt. What is now
nearly a 140% debt-to-GDP ratio in Italy is manageable when interest rates are only a few

points. That ratio would be a disaster at 6 to 8%, and Italy would soon be Greece. It should
be noted that, even with the low rates, the Italian debt-to-GDP ratio increases each year.
As you may recall, I visited with a senior economist at the Italian central bank a few years back
and confronted him about the logic of the country’s debt level and the question of potential interest
rate increases. I came away with the distinct impression that the answer was “[ECB President
Mario] Draghi has our back.” I remember remarking to you on the Bank of Italy’s confidence in the
sustainability of what was then a 125% debt-to-GDP ratio.
Draghi gives at least one speech every few months begging the peripheral countries to reform
their labor markets and fiscal budgets during this low-interest-rate regime he has given them. He
knows it can’t last forever and that without market and labor reforms the peripheral nations cannot
grow their way out of the debt problem.
1. As bad as the entitlement situation is in the US, it is worse in most of Europe, especially in

the problem countries (including France!). Given the demographics involved, these
countries simply cannot sustain their governments’ promises. They have no room to
increase taxes without severely damaging their economies even further.
The Euro: A Suboptimal Currency Union
Let’s deal briefly with the first problem: trade imbalances in the currency zone.
Many of us take our national currencies for granted, and we assume there have always been
dollars, pounds, or yen. In fact, for a long time individual banks issued notes promising the holder
to exchange the notes for gold upon demand. The concept of a national currency is actually one
that came about very late in history.
Before the euro was created, the economist Robert Mundell wrote about what made for an optimal
currency area. His work was so important that he won a Nobel Prize for it. He wrote that a
currency area is “optimal” when it has
1. Mobility of capital and labor
2. Flexibility of wages and prices
3. Similar business cycles
4. Fiscal transfers to cushion the blows of recession to any region.
Europe has almost none of these. Very bluntly, that means it is not a good currency area.
As Otmar Issing, chief economist of the German Bundesbank stated in 1991, “There is no
example in history of a lasting monetary union that was not linked to one State.” And that state has
to be a fiscal union, which the Eurozone and the EU in general are not. Further, there are
significant differences among the economies of the various countries composing the Eurozone.
The United States is a good currency union. The same currency serves just as well in Alaska as it
does in Florida and as well in California as it does in Maine. If you look at economic shocks, the
US has absorbed them pretty well. If you were unemployed in Texas in the early 1980s after the
oil boom turned to bust, or in Southern California in the early 1990s after post-Cold War defense
cutbacks, you could pack your bags and head to a state that was growing. And that is exactly what
happened. That doesn’t happen in Europe. Greeks don’t pack up and move to Finland. Greeks
don’t speak Finnish (no one does, outside Finland). And if unemployed Americans stayed in Texas
or California, they would have received fiscal transfers – employment benefits and various forms
of welfare – from the central government to cushion the blow. There is no central European
government that can make fiscal transfers. So the US works because it has mobility of labo r and
capital as well as fiscal shock absorbers.

There are other good currency unions around the world. China comes to mind, as does Canada.
There are numerous countries that work very well as currency unions but are in fact
amalgamations of various regions with historically different identities. But those currency unions
evolved over time and did not simply turn up one bright New Year’s day, as the Eurozone did on
January 1, 1999, an ostensible union among countries with very disparate economies and wealth.
The euro works like a gold standard. Obviously the euro isn’t exchangeable for gold, but like the
gold standard, the euro forces adjustments in real prices and wages instead of exchange rates.
And, much like the gold standard, it has a recessionary bias. Under a gold standard or the euro
regime, the burden of adjustment is always placed on the “weak-currency” countries, not on the
strong countries.
Under a classical gold standard, countries that experience downward pressure on the value of
their currency are forced to contract their economies, which typically raises unemployment
because wages don’t fall fast enough to deal with reduced demand. Interestingly, the gold
standard doesn’t work the other way. It doesn’t impose any adjustment burden on countries seeing
upward market pressure on currency values. This one-way adjustment mechanism creates a
deflationary bias for countries in recession. The deflationary bias also makes it likely, at least by
historical measures, that a gold-standard regime will see a higher average unemployment rate
than will a freely floating currency regime.
In the Eurozone, Greece can’t simply devalue its currency, or even let the markets do it. So it
suffers 25% unemployment (50% youth unemployment) as it tries to bring its trade balance back
into equilibrium. The same thing is happening in Spain and the other peripheral countries. To
receive the fiscal help they need, they must turn to Germany and the other Eurozone core
countries, which impose draconian austerity on the countries receiving help. As I wrote four years
ago, the necessary rebalancing process will take at least a decade. Greece’s debt will be larger
and more unsustainable at the conclusion of that process than it is today. The question is not
whether Greece will default on its debt, but when and at what cost.
It is ironic that during the first ten years after the creation of the euro, the European periphery
experienced large increases in wages and prices compared to the core. While prices and wages
were stagnant in Germany, they grew rapidly at the periphery. This dynamic made the periphery
very uncompetitive relative to Germany and the rest of the core. The result? Peripheral countries
imported a lot more than they exported and ran large current account deficits. The only way to turn
this trend around is through real cuts in wages and prices, resulting in internal devaluations and
deflation. This approach is hugely contractionary and has clearly created tremendous problems in
the European periphery, starting with massive unemployment. Because there was no available
“quick fix” of actual currency devaluations, the process has been long and ugly, especially if you
are a worker in a peripheral country.
All these pressures have created an intense political debate over the policies that should be
adopted. In numerous countries we are seeing rising political parties on both the right and the left
begin to take “market share” from the more centrist parties that have been in control for decades.
Portugal seems to be in outright revolt, as was Greece for a period of time.
My friend and geopolitical expert George Friedman is pessimistic about the viability of the
Eurozone and has said for a long time that he thinks immigration issues will be the final wedge
that splits the union. I have been somewhat more sanguine, because the political leadership of
Europe, both left and right, is very committed to the idea of a political union. They will do, as Mario
Draghi has said, “whatever it takes.” I think the European Union still has a chance, if only a small
and expensive one, to be viable.
The European Union is a wonderful political idea but not a good economic idea. It was politics that
created Europe, and it is politics that holds Europe together. The EU’s political leaders and other
elites are committed to holding it together. Understand, the idea of a United Europe is an article of
faith, imbued with all the ferocity and fervor of any religious belief with which I’m acquainted.

There are many True Believers in a vision of a United Europe. I believe that, to hold their union
together, the leaders at the core will ultimately be willing to absorb all the debts of all the various
member nations and put them on the balance sheet of the European Central Bank, basically
nationalizing all the debt. They will then be willing to sacrifice their individual countries’ fiscal
autonomy on the altar of the European Union.
All of the problems I mentioned above can be solved by political decision making, but it must be
understood that the solutions will come at an unimaginably high cost, running to many trillions of
euros. The longer Europe puts off the day of reckoning, the bigger the bill will be. Whatever the
ultimate bill is, the euros to pay for the transition will not exist, so they will have to be
manufactured; and ultimately the value of the euro itself will be considerably reduced on world
markets, just as the current manufacturing of Japanese yen is diminishing that currency’s value. If
you are a True Believer, you might be willing to pay the price.
Either the Eurozone will be re-forged as a true political union, or it will break up. When you come
to the end game, there is really no middle ground. Oh, I suppose that Mario and his successors
can print and monetize for another decade, but they can’t do so without the euro’s suffering a large
reduction in value. There are going to have to be major reforms, or the euro will continue to
“adjust.” Right now, Europe seems quite comfortable with the idea that the euro will eventually fall
to parity with the US dollar. But what happens when the euro is at $.80 to the dollar? Does Europe
want to go down that rabbit hole another 25%?
Into that volatile mix of politics and economics, let’s now throw in terrorism, immigration, and the
refugee crisis.
The Economic Impact of Evil
I saw a report referenced on Bloomberg last week that said 2014 was the costliest year for
terrorism since 2001, in both financial terms and human lives lost. That assertion seemed
remarkable, so I went to the source. The Institute for Economics and Peace is an Australian
nonprofit think tank. I can’t vouch for their expertise, but their “Global Terrorism Index” is still
interesting.
Their report calculates that the worldwide economic cost of terrorism was $52.9 billion in 2014, an
all-time peak. That’s the GDP of a small country, gone up in smoke (literally).
IEP arrives at that number by adding up property damage along with medical costs and lost
income for victims. They do not include the indirect costs of preventing or responding to terrorist
acts.

How much money does the world spend to cope with the mere possibility of terror attacks? The
US Transportation Security Administration’s 2014 budget was $7.4 billion. TSA is only one of
several agencies focused on terrorism, and the US is only one country.
Think about all the private security guards, construction costs of hardening office buildings,
executive and staff time spent dealing with the inevitable headaches and delays, and much more.
Pick a very large number. Whatever that number is, you can bet the cost will go much higher after
what happened last week. For instance, how much did it cost to shut down Paris for a weekend?
Merkel’s Gate, Redux
Looking back at my past newsletters is always interesting (and frequently humbling). It’s a bit like
entering a time machine. Reading what I said in the past underlines how the world has changed in
the meantime.

Only two months ago (Sept. 20), in “Merkel Opens the Gates,”a I looked at Europe’s refugee
crisis. Germany’s Angela Merkel had just promised to accept 800,000 refugees this year, and was
pushing other countries to help.
I don’t often quote myself, but the following excerpt from that letter helps set the stage for what we
will discuss below.
And while Merkel says Germany can take 800,000 immigrants, notice that they are instituting
border controls to stem the flow. It’s is all well and good to say you can absorb nearly a million
immigrants, but where you going to put them? How will you feed them or school them? That effort
takes planning and time, planning and time that have not been much in evidence the past few
years in Europe.
Just as the Grexit crisis showed us the underbelly of European monetary integration, the refugee
crisis highlights the huge difficulty of political integration. Hungarians, Slovaks, and Czechs do not
want Brussels telling them how many Syrians they must admit and support. I don’t blame them.
Ambrose astutely points out that Europe must now deal with an east-west split on immigration
along with the still-unbridged north-south economic chasm. Yet EU leaders push blithely on,
thinking they can roll right over their opposition. To them each crisis presents another opportunity
to impose structure and an artificial unity from the top down.
Read that last sentence again. Have we seen EU leaders pushing top-down solutions to the ISISinspired attacks? No. We see the opposite. Countries all pledge cooperation, but they want it on
their terms. The EU central command all but disappeared in the aftermath of the Paris attacks. I
think this is significant, like “the dog that didn’t bark” in the venerable Sherlock Holmes story.
European unity was already wearing thin before last week. Just two months ago, Merkel’s German
government, along with the EU authorities, thought they could impose their desire to accept more
immigrants on the entire union. Eastern European states (and many individuals all over Europe)
didn’t like that idea at all. They refused to cooperate.
Look what happened next. The German public’s initial generosity faded quickly as people grasped
the magnitude of the task. Merkel’s political allies began peeling away. Her grip on power started
looking shaky.
Elsewhere in Europe…



Protests again erupted in Greece over EU-imposed austerity measures.
A left-wing coalition brought down a euro-friendly Portuguese government just two weeks
after it took power.
 Spain’s Catalan region moved forward with its secession effort.
 “Brexit” sentiment grew in the UK.
The “European problem” was not improving even before Paris. Then the shooting started.
Hollande Shuts the EuroDoor
You might think all the minor issues would fall by the wayside in a true crisis. Francoise Hollande’s
first impulse was to reach out to his EU neighbors for help, right?
Wrong. Within hours, he issued orders to close France’s borders with its EU neighbors. There was
real fear that more attacks would follow, and Hollande essentially decided that France would stand
alone. And indeed, there are reports from the hacker group Anonymous that ISIS plans to strike all
over the world today [Sunday].) Yes, Hollande subsequently relaxed, but his initial reaction tells us
something important. So does the way Merkel and her EU friends blended into the woodwork
when Paris was hit. This isn’t what you expect to see in a healthy alliance.

That’s because the EU is not a healthy alliance. Different countries have radically different views
of national sovereignty and responsibilities. If they can’t put their heads together on handling
refugees and fighting terrorism, how can they possibly cooperate on fiscal policy? How can they
maintain a common currency? Or maintain enough political support from very nervous voters?
On Monday, Hollande formally invoked the European Union Treaty’s “mutual defense” clause,
which says member states must help any other member facing armed aggression. What does this
mean? No one knows. This is the first time any EU member asked for aid.
It does not sound as though EU leaders are anywhere near a united European response. They
have simply agreed to talk about the problems. Meanwhile, ISIS is planning its next attack. This is
why Hollande acted alone that first chaotic night – and why the euro currency is now several steps
further down the path wending toward oblivion.
A Disunited Europe
George Friedman sent around some private thoughts last week. I convinced him to let me share
them as an issue of Outside the Box, which you can read here. I think George’s assessment of
European unity, or lack thereof, is right on the money. The immigration crisis was already coming
to a boil ahead of the Paris attack. Here’s George:
Had Europe been functioning as an integrated entity, a European security force would have been
dispatched to Greece at the beginning of the migration, to impose whatever policy on which the
EU had decided.
Instead, there was no European policy, nor was there any force to support the Greeks, who clearly
lacked the resources to handle the situation themselves. Instead, the major countries first
condemned the Greeks for their failure, then the Macedonians, as the crisis went north, then the
Hungarians for building a fence, but not the Austrians who announced they would build a fence
after the migrants left Hungary.
Between the financial crisis and the refugee crisis, Europe had become increasingly fragmented.
Decisions were being made by nation-states themselves, with no one being in a position to speak
for Europe, let alone decide for it.
Exactly. This is Europe’s core financial problem as well as its political barrier. The EU nominally
speaks for the whole alliance, but it never says much because it takes forever for all the members
to decide anything. All it takes is one holdout to bring the whole apparatus to a halt – and
someone always holds out.
ISIS is not, as Obama said, the JV team. They are the real deal. All the talk I’ve read about
dislodging ISIS is just that – talk. They have 100,000 battle-hardened soldiers, are relatively wellfinanced, and are remarkably adept at utilizing social media. Paul Kagan estimates that it would
take 50,000 troops to create a safe zone for Syrian refugees in Syria and simply to contain ISIS to
the territory it holds today.
I think that estimate significantly underestimates the zealotry and ambition of ISIS. They are intent
upon establishing a caliphate. They recruit additional psychopathic soldiers every week. They
have a functioning government, albeit one that we don’t like and one as barbarous and backward
as any government the world has seen for centuries. Seriously, they have published manuals
explaining that it is perfectly within their religious law to have sex with pre-pubescent girl slaves.
And to stone women for offenses against Sharia law, etc. etc.
That Obama said we have contained ISIS is now almost laughable. They may not be growing their
territory, but they are not ceding any, either. Twenty thousand pairs of US boots on the ground
would not even come close to being enough. And the ability of ISIS to strike deep into the heart of
Europe has not been contained at all.

Let’s turn to the US for a moment. The exchange between Senators Rand Paul and Marco Rubio
in the last Republican debate was illuminating. There is a very clear divide on what military budget
priorities in this country should be. There are lots of ideas, but none of them are palatable.
Let’s examine just one notion. There are several Republican candidates who would like to arm the
Kurds. Okay, let’s say we create an army of 250,000 Kurds that is as well-armed as any group in
the Middle East. They would be a formidable force; and with US intelligence and airpower, along
with that of the rest of our allies in the Middle East, they could lead the attack to roll back ISIS.
Seems like a simple enough plan, right?
Well, not exactly. Turkey and Iran would be extremely uncomfortable if not outright hostile to such
a scheme. Iraq, such as it is, would be rendered completely incapable of keeping the Kurds from
forming their own country and then beginning to absorb more of what we now think of as Iraq. At
that point, what’s to keep them from absorbing the part of Syria that is Kurdish? Can we even
assume that the Kurds would give up any of the territory they took from ISIS? There are large
parts of Turkey and Iran that are heavily Kurdish. How would those countries be affected? In
addition, there are severe divisions among the Kurds themselves. Arming the Kurds sounds good
in theory, but in practice it could be like arming the Taliban in the 1980s to fight the Russians.
Then again, it might be a brilliant idea. No one really knows.
Donald Trump wants to stand off and bomb the hell out of ISIS. Okay, that doesn’t cost a great
deal of US blood, but how many videos of women and children being killed along with ISIS troops
are this country and the world willing to stomach? How much blood and treasure are we willing to
spend to go back into the Middle East? The free world was willing to go along with massive
bombing of mostly civilian cities in World War II, but I doubt there is anywhere near that much
resolve today. Most of the cities occupied by ISIS – they are sometimes characterized as
“strongholds” – are actually heavily civilian, and the citizens have no option to relocate.
There are no good solutions, or at least no attractive ones, for dealing with ISIS. And that reality
means they and their terrorist cohorts around the world will continue to be free to operate.
Hollande can talk about massive reprisals, but I’m not sure reprisals will solve France’s problem of
homegrown terrorists.
We should recognize that the “terrorists” in the recent Paris attacks were basically French citizens
growing up in the Muslim ghettos (let’s call them what they are), where youth unemployment is 40
to 50%.
The reality is that there are going to be more terrorist attacks in Europe, and every one of them is
going to make more European voters increasingly uncomfortable. With each terrorist act, voters
are going to grow increasingly restless and increasingly willing to listen to politicians who will
promise to control borders and make people safe.
There is already a great deal of economic distress in Europe, and a great deal of political unrest as
a result. Throw in a few more terrorist acts, which are almost a certainty given homegrown
terrorists and the porous nature of European borders, not to mention the refugee issue (which is
going to be massively expensive in the short term), and we may see the centrist parties lose
control of the political process. It is no longer outside the realm of probability that anti-EU political
parties will take control of major countries in Europe. Marine Le Pen is riding high in the French
polls.
If Marine Le Pen is the answer, France is asking the wrong question. I wonder what kind of
working partner she would be with Angela Merkel. And that’s assuming that Angela Merkel can
stay in power. I have to wonder where the political leader who will take the EU forward is going to
come from.
Please understand that I am actually pro-immigration, for economic reasons, leaning against the
grain of many of my political friends. Europe actually needs immigration, but the kind of
immigration they are getting is making their citizens very uncomfortable.

The problems in the Eurozone are already massive
and can be managed only with considerable political
coordination. There has been precious little political
coordination and agreement in the European Union
lately. Toss into the mix the current refugee and
terrorist crises, and it becomes significantly more
difficult, if not impossible, to achieve positive
outcomes in Europe. I have no particular love for
any of the centrist parties in Europe. And they may
well deserve to be voted out. Then again, look how
well that turned out for Greece. And the center-right
doesn’t appear to be doing all that well in Portugal,
either.
I don’t see how the situation in Europe ends well.
And that is sad, because Europe, the Europe I know
and love, deserves better.

