
  

How to outperform the 
investment indices  

by Richard Cluver 

It is common cause in the investment industry to rubbish active 
portfolio management with the argument that fewer than one in six 
active portfolio managers are able to beat the market indices, an 
argument claimed by a Princeton University economic study. So, 
whenever I can I like to stick my hand up in the air and shout “It’s not 
true. ShareFinder portfolios beat the indices all the time” 

As proof I offer you the amazing latest achievements of our ShareFinder share 
market analysis system which I and my team of programmers have spent 30 years 
building and perfecting, and none better than the latest performance rates of our 
London share portfolio which was entirely selected and maintained by the 
programme. 

The graph below tells its own story of an original investment of £2 124 545.25 
exactly four years ago, that has swelled to £6 487 398.85 which represents a 
compound annual average growth rate of 32.5 percent That is eight times better than 
London’s most broadly representative Financial Times 100 Index which achieved a 
compound annual average growth rate of 4.1 percent during the same period. 
Considering, however that the portfolio was created using Rands invested by South 
African clients when the exchange rate was R13.46 to the British Pound relative to a 
rate of R18.68 as I write, the more realistic growth achieved by this portfolio was 
43.49 percent a year over the past four years. 

  



 

  

Now part of the story about this portfolio is that sharp upward spike in the graph 
which occurred between July 14 this year when the total value stood at £4 761 
919.35 and July 18th when the value soared to £6 381 503.3. It was the happy result 
of a takeover bid for one of the companies listed in the portfolio, Armor Designs.  

Nevertheless over the period until July 14 the portfolio had still performed 
exceptionally well, rising in Pound terms at compound 22.4 percent annually which 
was five and a half times greater than the FT100 Index while, in Rand terms it had 
been rising  annually at 33.75 percent compound which was eight and a quarter 
times better than the FT100 Index.  

Furthermore, the performance of the London portfolio is not unique. Though not quite 
as spectacular, our Prospects Portfolio in respect of which I telegraph in advance 
every proposed purchase or disposal in our monthly Prospects newsletter in order 
that our readers might be able to emulate the changes, has achieved a compound 
annual average growth rate of 23.9 percent since we launched the portfolio in 
January 2011 as illustrated below. 
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By way of contrast, South Africa’s best known tracker fund, the Satrix 40 is illustrated 
below. In the same period it has achieved an annual compound average value 
growth of 9.5 percent. 

 

For those who do not understand the difference, tracker funds, or “passive funds” as 
they are sometimes known, do not rely upon fund managers to take buy and sell 
decisions. Instead they simply model one or more of the market indices such as, in 
the case of the Satrix 40 the JSE Top 40 Index which I have depicted below and 
which, not surprisingly, also achieved 9.5 percent compound during the same period 
from January 2011 until the present. 

So, in the case of the Prospects 2011 Portfolio, we managed to achieve a two and a 
half times better growth than achieved by the Satrix 40 using the simple rules that 
define the ShareFinder share selection system. That is, we only work with JSE listed 
shares (or in the British case London Stock Exchange) that have achieved constant 
or rising dividends annually for a minimum of ten years and, from these, we select 
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the best dividend performers. It is hardly rocket science but the growth difference 
over time is dramatic as I have illustrated with these two portfolios. 

Finally, in dismissing the argument that tracker funds can be relied upon to 
consistently beat managed funds, I offer you Britain’s best known London Stock 
Exchange tracker fund, the Legal & General UK 100 Index Trust  which is illustrated 
below. In contrast with our London Portfolios’s 32.5 percent a year each year over 
the past four years, it has achieved a total of only 32.58 percent growth in five years: 
one fifth of the ShareFinder guided London portfolio’s growth rate: 

 

If you would like to know more about the London Portfolio, you should 
contact Kylie Jerg on Kylie@banyan.co.za 
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Era of Practical Politics  

by Cees Bruggemans and Prof Willie Esterhuyse  

  

South Africa’s old modern era of fully inclusive democracy, basically a short 
interim, started in 1994 and ended in 2004, at which point the ANC hegemony 

reached 

its high tide – 69% of the electorate voted in its favour. After that, already some 
erosion, but the freefall came only with the rise, spreading and 

tentackling of Zuma, terminating in a 54% local election vote four weeks ago. A 
shocking rapid demise for a party once thought invincible.  

Simultaneously, the old liberal cause, from humble beginnings that had also 
confronted a previous generation of Nationalists, and had been part of 

their demise story, kept on marching, transforming itself into an ever broader spread 
of race and political interests from its Cape base as the DA.  

Beyond these two majors there was more fragmentation and yeasting, focused on 
IFP, UDM, Cope, FF+ and many others. And since 2014 the EFF. 

But what had so far been missing from the piece was a decisive confrontation 
between the dominating ANC and its interlocutors. That came in the past 

two years as the person and reign of Zuma became increasingly questioned as to 
ethics and suitability, while it was busily digging itself in 

institutionally. 

The 2016 local elections were a watershed, as for the first time the ANC lost control 
of major metro councils. Whereas the dam wall had been cracking 

since 2009, the first major seepage occurred this month. The opposition parties, from 
all over the political spectrum, gained enough votes to deny the 

ANC continued access to the biggest local power centres. 

This came about mainly because nearly a million voters shifted allegiance, but also 
because a few million more stayed away on voting day, disgusted 

with what their old party was still offering, yet not ready to move across the aisle. 

Thus the August election wasn't so much a final victory (and ANC demise), as the 
confirmation of a deep structural churn (or as some would say, the 

beginning of the end). 

The greater electorate clearly wants more from the ANC than what it has been 
offering. Besides promises, not enough reform effort has gone into 

ensuring a better delivery. With office bearers increasingly unacceptable to many, 
even if their own close followers protect and cherish them, mainly 

captured by rich patronage or more traditional dependencies. 



 

Following the election this month, however, none of the opposition parties in their 
own right had key metro majorities either. There would have to be 

some kind of cooperation to follow through and deny the ANC continuing governing. 

But among very diverse and sized opposition parties, this wasn't an easy thing 
either. And yet what united, animated, many was the thought of ending 

the hurtful ANC hegemony, and focus on what voters wanted most (delivery), clearly 
also with an eye on the electoral future. 

 

It turned out many of the smaller parties were prepared to cut deals with the DA, to 
support its governing effort in alliance with it. Others took a 

different tack, the IFP and EFF opting to only support non-ANC councils where there 
interests were most at stake (mainly seeking advancement for the 

poor). 

In a broader context, the EFF (and IFP) choose to walk its own path. Theirs is a long 
term vision, building their own political brand, and 

ideologically different from the DA. As to the EFF rekindling interest in its old mother 
ship, the ANC, it demands a clean sweep of leadership and 

ethics. But once realised, any move back together again may well be a form of a 
reverse takeover. For the energy rests with the young firebrands, 

while the old ANC gang are now merely mostly tired time servers enjoying their 
perks and self-importance, but long ago already having lost their way 

viz the electorate. Short on vision, high on maintenance. 

 

So longer term, SA’s political evolution will likely still be a dynamic one, in which big 
interests will clash. But instead of allowing this to cloud the present, 

 there is an apparent will to make a beginning, first in finishing the job (further 
whittling down 

the ANC in size and importance) while simultaneously serving the people better, 
making the case of being the better alternative in future elections. 

This set of affairs has brought into being a set of minority metro governments, where 
some opposition combos rule with the agreement of the EFF, 

provided it matches its interests at local level. 

 

While this dispensation kicks off with the best of intentions, marked by sensitive 
negotiation and determined cooperation to make a difference to 

long-suffering voters, and deliver, the underlying governing instability cannot be 
denied. As temptation arises, to demand more than can be easily 



chewed, tempers can be expected to rise, and effective governing become a 
challenge. 

An early return to the polls is for technical reasons limited to two years, and not really 
wanted by the EFF or others, as loyal ANC followers may 

react with a lot more naked aggression next time around. 

  

It would seem many in ANC ranks have been shocked deeply by recent events, not 
thinking their party could ever fade, many in denial, about Zuma, about 

their political paradigm, their often self-serving dysfunctional behaviour, many having 
long ago lost a real intention to serve the people. A 

psychological shock without equal has been administered to many of their rank and 
file, and this, too, will have a bearing on what comes next. 

  

Then also, the DA, its coalition partners and its EFF and IFP associates, will need 
time to deliver better municipal services results, the kind that 

will prevent present disgruntled voters from drifting back to the ANC and undoing this 
startling opening that has now been made. 

So there is much to be said to make it work, despite undoubted temptations to try to 
get more short-term advantage or deny it to others, while 

undeniably in the background there will be the stark reality of how far apart the DA 
and EFF ideologically really are in a much larger sense. 

So future clashes stored up, even as the battle freshens against the ANC, 
determined to further freeze it out of the political landscape, until 

nationally it may be possible to achieve a new transformation of our politics, with 
either an EFF, DA or reformed ANC rump as dominant core, in 

isolation or as coalitions. 

 

So we seem to have entered into yet another interim transition, the 1994-2004 
ascent and 2004-2016 descent episodes now followed by something that 

could be a 2016 to 2019/26 yeasting one, an Era of Practical Politics (at local level at 
first), testing the electorate, transforming political 

realities, seeking advantages that can be levered while trying to actively shut down 
competing power blocs. 

 

This interim we are now entering is unlikely to be a stable one, despite early 
professions of goodwill, pragmatism, cooperation and determination. Too 

many things will challenge what are structured power blocks having clear defining 
weaknesses. 



It may see more violence amongst a more restless, 
impatient urban electorate, while the private sector interests 

driving the economy may have 

difficulty in maintaining confidence in such a lively 
environment, in turn weighing the economy down, possibly 

more severely than seen hitherto. 

 

Hope certainly remains part of the SA psychic, and with it a 
belief in the future, despite the many hurdles and 

challenges. So more political jousting 

won't necessarily immediately break the camel’s back. But 
conditions likely will remain strained, possibly for years, 

keeping us back, waiting for a 

new dispensation to slowly munch through the niceties of 
preparing the ground, that a new political dispensation may 

ultimately take root that can 

provide us with a viable vision taking us out of the 
structurally stagnant middle income trap of the past 70 years 

(and counting). 

In this, our political maturation and evolving away from party 
dependencies to increasingly democratically thinking for 

ourselves, will probably keep 

matching our steady pace of urbanisation and its 
accompanying growing modernity.  

It certainly will prove yet another Long March, though 
probably not a forced one. 

 

 

 

 



SA overreaction? Or 
not...? 

by Cees Bruggemans  

How does one respond to judicial intimidation and political innuendo? Our 
markets are rule-based, requiring trust in the most basic assumptions. When 

instead, one is offered ambiguity, active feinting, uncertainty tends to rise, to 
the point of spilling over into panic. 

 

It has been interesting to see the instantaneous market reaction to suggestions 
finance minister Gordhan is under renewed siege from any number of 

quarters, some of them supposedly visible (the SARS wars), but others sensed in 
deep background (political motivations clearly not in line with the 

national interest).At bottom, what is so frustrating is that few can get a handle just on 
what are the realities of a sitting minister surviving the displeasure of his 

president, for whatever reason. Things get only weirder when the politicians involved 
claim to have no beef with Gordhan (look Ma, no fingerprints) or 

like the deputy-president say to be actively rooting for him? What do they think they 
are doing? 

 

Yet even so, the clashes of policy and political intentions appear deepening.It is not 
something that one thinks can be sustained, and the President 

sits rock-firm in his saddle.How could a minister serving at the pleasure of such 
president survive, if the frustrations have gone far enough? 

The legal advice to Gordhan has been to the point. You have been cooperative, they 
haven't a leg to stand on, resist them by ignoring them though 

agreeing to cooperate in any bona vide investigation. Ignore the innuendos. Carry on 
with your job. 

 

Gordhan is doing just that, not for the first time. Instead, it is the rest of us and the 
watching market audience that is doing the active fretting 

rather than simply ignoring such intimidation. Not knowing quite the unwritten 
political rules, not knowing how this thing could suddenly reveal 

something truly evil, we fly blind. 

  



That invites higher risk premiums. The sudden uncertainty of what to expect in terms 
of key policy areas (fiscal, parastatal governance, they 

concerted efforts to regain business confidence and get growth going again) cannot 
be wished away. It is too crucial to a few very major performance 

areas. And thus the panicky reactions. 

 

But that doesn't mean that sold off markets necessarily give a better reflection of 
reality. SA is again being oversold, courtesy of stealth politics 

so refined that few seem to be able to price it. That could mean there are asset 
bargains which could be easily picked up, provided you fully 

understood the nature of the endgame.Or in fact far worse is still to follow, serially, 
last December’s Nenegate turning out to have been child’s play, indeed foreplay, 

given 

apparent relentless probing for access to the national purse. 

 

Meanwhile we are left looking at the Rand back above 14:$, apparently straining on 
its leash, giving now few indications of wanting to come back yet 

more than already achieved so far this year, instead back in 2010-2015 mode, 
apparently seeking deeper oversold territory. That is, if we read the 

political tealeaves at all correctly. It leaves one wondering how far this strange 
irrational behaviour can still move goalposts. And by how far this 

will still sink the Rand before we are many more months older. 

 

It is three years to the 2019 national elections, and until then all power strings will be 
firmly in Zuma’s hands, to direct as he pleases, knowing 

full well he remains in charge of the larger part of the power structure through his 
deep patronage networks. Unless deeper resistance is stirring 

within inner councils, evidence of which finally broke surface spectacularly at 
Stofile’s Eastern Cape funeral this week, with yeasting consequences 

yet to come fully into focus. Will they? 

 

These are very unsettling, bewildering thoughts to middle class South Africans who 
sense a deep exposure. Certainly in social media, there is a naked 

fear of what is still to coming. Mostly, people feel it is going to cost them, heavily, in 
perpetuity.  

That what should be totally unacceptable, has become the new norm in our midst. 
Something for our modernity still to fully internalise, 

digest, work out, reject, transform. Some way to go.  



  

Learning about options 

  

by Jared Dillian 

I started my career on an options trading floor. It’s weird to start learning about 
options before you know anything about stocks or bonds or anything else. When I 

interviewed, I didn’t even know what these people traded (early days of the Internet, 
you couldn’t look something like that up).  

“We trade options,” they said. First time I ever heard of it. Actually, that’s not true. It 
was the second time I ever heard of it. The first time was when I read Burton 

Malkiel’s book, A Random Walk Down Wall Street, in 1997. There was a section on 
options toward the end. That was where I learned about call options, where you 

could lay out a small amount of money for the potential of a huge reward.  

 

   

“Why doesn’t everyone do this?” I thought. The answer, as it turns out, is that most 
of these options expire worthless. Making up a number—90% of the time, you lose. 
Maybe 9% of the time, you break even. But 1% of the time, you blow the doors off it. 
Most people don’t have the constitution to lose at something 99 times out of 100. But 

if you think about it, that is really what venture capital is like. You invest in this 
portfolio of companies, and the vast majority of them go nowhere—but maybe one 

turns into Facebook.  

But as I mentioned before, more people would rather sell options than buy options.  



 

You have limited gain and unlimited loss. 90% of the time, you make a little bit. 9% of 
the time, you break even. 1% of the time, you get blown up.  

That sounds bad, but people really like constant positive reinforcement, selling these 
options that expire out of the money, and they figure the rogue wave will never 

happen to them.  

So which strategy is right? Well, it depends on the price of the option.  

Implied Volatility 

Sometimes options are cheap, and sometimes they are very expensive. Right now, 
they are very cheap. You would rather buy them than sell them. But in true market 
fashion, everyone is falling over themselves to sell them. And when the market is in 
crash mode, and the prices of options are all jacked up, everyone will want to buy 
them. Human nature. But here’s the thing: there is optionality in everything we do. 

Basically, every risk decision can be boiled down to this options paradigm: either you 
are risking a lot to make a little or risking a little to make a lot.  

Bonds have embedded options, you know. My friend Jason Brady wrote an entire 
book on this subject, called Income Investing, which is a great book for equity people 
who might not know a lot about bonds. Think about it—if you own a bond, like some 

Home Depot bond at 4%, you are collecting these small coupons (making a little) 
and if something goes wrong, and in the unlikely event that Home Depot defaults, 

you lose everything. It is very much like selling options.  

Good bond investors understand this asymmetry. But not every bond works this way. 
Buying distressed debt is very much like buying options. If you are buying a 

defaulted piece of paper trading for 15 cents on the dollar, chances are, you aren’t 
going to get very much in bankruptcy court (lose a little), but who knows, maybe you 

score big in the restructuring and get some stock that rips.  

The first bond I ever bought for my personal account was distressed, which speaks 
to my inherent bias to be long volatility. Everyone Is Short Volatility It’s getting 

spooky out there.You have probably heard that about half of all government bonds 



globally are now trading at a negative yield. Negative yields don’t make any sense. 
The only way they can be justified is if it is a bubble.  

Here’s what’s going on: zero interest rate policy around the world has made it really 
hard for savers (retirees, pension funds, etc.) to earn any income at all. They’ve 

been squeezed, year after year after year.  

Someone who used to make 6% in cash has been squeezed further out the risk 
curve, into government bonds, then corporate credit, then high yield, and now into 

dividend-paying stocks. And the yields go lower and lower. If you think about it, if you 
are long government bonds that yield less than 1% (or negative), you are massively 

short optionality. You are making a little (or nothing, or less than nothing), with 
unbounded downside risk.  

The whole world is implicitly short volatility. Implicitly. The people here who really 
know how options work (who understand the concept of gamma) know what this 
could potentially mean for risk assets. I hate to be that guy, but this could crash 

someday. And it would annihilate millions of investors who have spent the last eight 
years chasing smaller and smaller yields.  

How do you avoid it? Go for stuff that has low or no yield at all:  

 Gold 
 Small cap stocks 

 Growth stocks 

 Tech 

 Biotech 
 Commodities in general 
 Distressed debt 
 Zero coupon converts  

That is the only place to hide. When does it blow up? Don’t know. First person to ask 
me what the catalyst is gets punched in the grill.  

  

 

 

 

 

 



Renzi’s Great Gamble 

By Nick Andrews and Stefano Capacci 

Prime ministers come and go in Italy – four since the financial crisis – but 
precious little seems to change. The latest incumbent, Matteo Renzi, has 
pursued structural reform more energetically than his predecessors. But for all 
the progress he has made, he might as well have been wading through 
molasses.  

Now, in a bid to secure a popular mandate for his restructuring program, Renzi has 
bet his premiership on a referendum over badly-needed constitutional reforms. It is a 
high stakes gamble. If Renzi wins the vote, which is due in either October or 
November, his proposed measures will streamline Italy’s legislative process, 
breaking the parliamentary gridlock which has crippled successive governments, and 
opening the way to far-reaching economic reforms. If he loses, Renzi has promised 
to step down – a pledge that has turned the referendum into a popular vote of 
confidence in the unelected prime minister, his Europhile policies, and by extension 
Italy’s membership of the Eurozone itself. As a result, a “No” vote in October will not 
just precipitate the fall of Renzi’s government; it could throw Italy’s long term 
membership of the Eurozone into doubt, plunging the single currency area once 
again into crisis.  

Italy’s fundamental problem is that it is stuck in a policy no man’s land. Its old 
economic model, in place for much of the last three decades of the 20th century, 
relied on a combination of currency devaluation to maintain international 
competitiveness together with fiscal spending to support the poorer regions of the 
country’s south.  



 

Signing up to the euro put an end to all that, preventing devaluations and prohibiting 
budget deficits at 10% of gross domestic product. However, the design of Italy’s 
bicameral parliamentary system, in which the upper and lower house – the Senate 
and the Chamber of Deputies – wield equal legislative power, made it almost 
impossible for any government to push through the structural reforms necessary for 
Italy to compete and prosper within the Eurozone. The result has not just been 
depressed growth and relative impoverishment, but an outright decline in living 
standards, as Italy’s real GDP per capita has slumped to a 20-year low.  



 

Such a below-par economic performance has led to a build-up of bad assets on the 
balance sheets of Italy’s banks, where 18% of all loans are now classed as non-
performing. In turn, this bad loan overhang has eroded the ability of the banking 
sector to extend new credit to the thousands of small businesses which are the 
engine of Italy’s economy and which normally power employment growth. The result 
is stagnation.  

To stand any chance of escaping this low growth trap, Italy needs to enact wholesale 
structural reforms to enhance its competitiveness relative to its Eurozone 
neighbours. Notably, it needs to make the labour market more flexible to encourage 
job creation, it needs to lower the barriers to entry that protect much of the country’s 
service sector, it needs to overhaul a judicial system so sclerotic that bankruptcy 
proceedings can last 10 years or more, and it needs to restructure its fragmented 
and dysfunctional banking system.  

The prescription might be clear, but Italy’s political system makes enacting reform all 
but impossible. Renzi has already tried to overhaul Italy’s labour market by 
attempting to dismantle the generous protections that make it difficult and expensive 
for companies to dismiss staff, and which therefore encourage businesses to hire 
only temporary workers, heightening economic insecurity among the young.  

But Renzi’s attempt ran into bruising opposition from Italy’s powerful and well-
subscribed trade unions. The results were a watered-down reform package that 
entitles existing permanent staff to a near-guarantee of lifetime employment, and a 
severe dent in Renzi’s popularity from which he is yet to recover. It’s a familiar story 
in Italy. Entrenched interests, whether represented by local and regional political 
leaders, unions, protected professions, or established private sector companies, 
exert enormous influence over the political process. All profit from the status quo, 
which promises they will continue to benefit from special protections and payouts. 



And because of the equal balance of power in Italy’s parliament, which means the 
Senate can block government legislation indefinitely, the consequence is political – 
and economic – stagnation.  

Bloated and wasteful 

Renzi’s referendum aims to change that. The prime minister is seeking popular 
approval for constitutional reforms that promise to cut the size of the upper house 
from 315 to 100 senators. Under his proposals, senators will no longer be directly 
elected, but will instead be chosen by regional councils, nominated by the mayors of 
big cities, or – in the case of five – be appointed by the Italian president. The reform 
will not only cut the costs of the notoriously bloated and wasteful upper house, where 
senators have traditionally enjoyed lavish expenses and generous pensions. Most 
importantly, it will downgrade the political power of the Senate so that it will no longer 
be able to obstruct government legislation entirely, but only to propose amendments 
that will be adopted at the discretion of the lower house (although the Senate will 
retain a say on constitutional matters, including the ratification of European Union 
Treaties). The objective is to increase the executive power of the government, and to 
tackle entrenched interests with additional measures that allow for new laws to 
facilitate popular referendums and to promote citizen participation in the political 
process.  

Unlikely alliance 

However, powerful forces are arrayed against Renzi, and a “Yes” vote is far from 
assured. The proposed reforms have attracted opposition not only from 
establishment voices who benefit from the current arrangements. They have also 
drawn fire from constitutional lawyers and anti-establishment parties, including the 
populist 5-Star Movement, which argues the 50% simple majority needed to win the 
referendum is too low for constitutional changes that promise a concentration of 
political power unprecedented since the formation of the Italian republic in 1946.  

Perhaps more importantly, Renzi’s pledge to resign in the event of a “No” victory has 
raised the possibility of a protest vote against the prime minister himself – the third 
unelected head of government in succession – from a broad cohort of the electorate 
which is thoroughly disillusioned with Italian politics. Increasingly disgruntled, these 
voters are sick of the corruption and self interest of politicians, and fed up with 
painfully austere policies that they believe to be dictated from Brussels and Berlin, 
and which they hold responsible for Italy’s poor economic performance.  

The chances of a “Yes” vote in the referendum have not been improved by the slump 
in Renzi’s personal popularity following last year’s attempt to reform the labour 
market, and a series of small bank restructurings that saw retail savers “bailed-in” – 
forced to take losses – under new European Union banking regulations. From 40% 
after Renzi entered office two years ago with optimistic promises of reform, the 
approval rating of the prime minister’s PD party has fallen to little better than 30% 
today, much the same as that of the opposition 5-Star Movement. As a result, with 
two months to go the referendum is too close to call. Opinion polls indicate the “Yes” 
and “No” camps are running roughly equal, with a large proportion of voters still 
undecided.  



 

If Renzi loses the referendum, not only will Italy remain in policy limbo, but it is highly 
likely his subsequent resignation will trigger a parliamentary election. Under new 
election laws passed last year, if a party fails to win 40% in the first round of voting, 
the top two parties go through to a second round. The latest opinion polls put Renzi’s 
governing PD party on 31% and the 5-Star Movement on 29%, with the next two 
largest parties – Silvio Berlusconi’s Forza Italia and the anti-establishment Northern 
League – level pegging on around 13%.  

In recent years, Renzi’s PD government has represented the best hope for structural 
reform and economic modernization. But even if the PD party were to win a post-
referendum election, there is a risk that, following Renzi’s resignation, the left wing of 
the party would wrest back control from the reformist center-right faction, damping 
hopes for further restructuring. Such a swing to the left would hardly be unique to 
Italy. In the UK, the militant left has captured the leadership of the main opposition 
Labour Party. In Spain, Podemos has split the left wing vote, and in France the ruling 
Socialists have come under pressure in the polls from the radical and Euroskeptic 
Left Party led by Jean-Luc Mélenchon.  



 

At the moment, an election victory for the 5-Star Movement, which identifies as 
neither left nor right, appears at least as probable as a second round win for the PD. 
The Movement has already scored significant victories in mayoral elections in Rome 
and Turin, and enjoys increasing support across the country. Its broad stance is anti-
establishment and in favour of direct participatory democracy rather than 
representative democracy, which it regards – with some justification in Italy – as an 
invitation to corruption. Beyond that, however, its platform is so vague that it is hard 
to pinpoint any concrete policies, except its call for a referendum on Italy’s 
membership of Europe’s single currency.  

Leadership vacuum 

Perhaps the biggest problem for 5-Star, however, is that it has no clear leader. Its 
founder and leading voice, Beppe Grillo, was found guilty of involuntary 
manslaughter in 1980 following a fatal road traffic accident, and so cannot run for 
public office under Movement rules barring candidates with criminal records. Without 
Grillo the parliamentary party would be leaderless, meaning 5-Star has no obvious 
prime ministerial candidate even should it secure a majority in the election.  

All this means that the possibility of a “No” vote in Italy’s constitutional referendum 
come October or November is the biggest clear and present danger to the euro’s 
survival. Both 5-Star and the Northern League are promising a plebiscite on euro 
membership should they come to power in a post-referendum election. That does 
not mean a vote on Italy’s eurozone membership would lead directly to its exit – 
many likely “No” voters in this year’s constitutional referendum favour continued euro 
membership. However, a “No” vote come October would effectively be a vote against 
the structural reforms needed to ensure Italy’s economic growth and prosperity 
within the Eurozone.  



In other words, in the event of a “No” 
vote in October, the only economic 
choice for Italy would be between 
continued stagnation, or a return to 
the old economic model of 
successive devaluations. The latter 
course would naturally mean exiting 
the Eurozone anyway. But even if 
Italy were to take that path, it would 
hardly be a less painful way to 
restore the economy to health. 
Whether inside or outside the single 
currency, Italy still needs structural 
reform to ensure future growth. The 
only potential benefit to leaving the 
Eurozone would be that deep 
devaluation of a reconstituted lira 
could help to ease some of the 
transitional pain (although it is 
probable the palliative effect would 
be more than offset by the additional 
economic and financial damage 
wreaked by an exit).  

Europe in microcosm 

Clearly investors should be 
concerned. Italy is the third biggest 
economy in the monetary union and 
one of its core members. Its 
departure would surely hasten the 
break-up of the whole euro project. 
What’s more, the political and economic tensions within Italy ahead of October’s 
referendum mirror those at work across the eurozone as a whole. In Italy the wealthy 
north makes up the industrial heartland which drives the economy, while the south is 
underdeveloped and poor. There is little enthusiasm for structural reforms, and 
throughout the country populist movements which promise to tear down the self-
serving political establishment are rapidly gaining ground.  

Italy is the wider Eurozone in microcosm. In the EU as a whole, progress towards 
creating the political and economic institutions that could ensure the success of the 
single currency project have been comprehensively obstructed by narrow – but 
deeply entrenched – national interests. This failure to advance, and the economic 
hardships and sense of disempowerment that have resulted, has fuelled the rise of 
populist political parties from Greece to Finland – parties that are challenging an 
increasingly distrusted political elite and questioning not just the status quo, but the 
whole European project. If Renzi wins come October, the Eurozone has fresh hope. 
But if he fails, Italy fails, and very likely the Eurozone fails too.  

 



Weapons of Economic 
Misdirection  

by John Mauldin  

The problem we have today in economics is that many people, and not a few 
economists, seem to regard economics as “pure science,” as described above 
by Gauri Shankar Shrestha. If you delve deep into measurement theory, you 
find that all too often the way in which you measure something determines the 
results obtained from your experimental model. How you measure the 
effectiveness of a drug can sometimes determine whether it gets approved – 
apart from whether it actually does any good. The FDA actually works rather 
hard at measurement theory.  

And if you’re using models, as we do in economics, to determine policies that govern 
nations, your efforts can result in economic misdirection that seems for a time to 
work but that all too often can lead to a disastrous Endgame. A short sighted 
economic policy is not unlike a drug that makes one feel good for a period of time but 
ultimately leads to further weakness or collapse.  

In this week’s letter we look at the construction of gross domestic product (GDP). As 
we will see, GDP is a relatively late-to-the-party statistic, thoroughly malleable in its 
construction and often quite contentious in its application. Yet the mainstream media 
regularly releases GDP numbers with the implicit assumption that they are in fact an 
accurate reflection of the general economy. We shall soon see that GDP is instead a 
fuzzy reflection of the economy, derived from a model that is continually readjusted 
in a well-intentioned effort to understand the scope of the economy.  

GDP is one economic model among several that could serve the purpose, but 
its use conveniently leads to policies that reflect the thinking of a particular 
school of economic monetary and fiscal policy advocates.  

We all know that in operating a business we need to be able to measure the profits 
of our company and then adjust our prices and production to make sure that there 
are enough profits to adequately fund the company. That is a relatively 
straightforward process, since the amount of money in the bank at the end of the 
month is a real number.  

Hayek Versus Keynes  

When most people see the release of the GDP number, they equate the precision of 
that statistic with the bottom right-hand number in their bank accounts. And news 
anchors and journalists rarely acknowledge the rather significant caveats that the 
Bureau of Labour Statistics publishes along with that data.  

What we are going to find is that developing the concept of gross domestic product 
was more than a dry economic and accounting undertaking. At its very core, GDP is 
John Keynes versus Friedrich Hayek writ large. And their debate explains a great 
deal of the current tension between those who would make final consumption – or 
what we call consumer spending – the be-all and end-all of economic policy, and 



those who feel that productivity and income should instead be the focus. The very 
act of measuring GDP as we do gives the high and easy intellectual ground to those 
of the Keynesian persuasion.  

Let me hasten to note that I have no problem with the concept or the calculation of 
GDP in general. It is absolutely a number that we need to have in order to 
understand the workings of a part of the economy. But it is just one tool in the 
economic toolbox. If the only tool you use to affect (determine, guide – choose your 
word) economic growth and the creation of jobs is the hammer of GDP, the world 
ends up being a very strange-looking, rather deformed nail, bent time and time again 
by the imprecise blows of those wielding the hammer.  

GDP is an important concept, perhaps one of the more important that we have 
looked at in quite a few years. I urge you not to roll your eyes at the attempt to 
understand yet another dry economic statistic, but instead to look deeply at how the 
attempt to measure GDP affects everything in our lives.  

GDP: A Brief But Affectionate History  

The subtitle above is taken from the title of a recent book by Diane Coyle. (For 
economics wonks, she writes an interesting blog at 
http://www.enlightenmenteconomics.com.)  

GDP: A Brief But Affectionate History is a fascinating 140-page book that I cannot 
recommend highly enough. This is simply the best book on GDP that I’ve ever seen. 
You can read it on a few hours’ plane ride or a lazy Sunday afternoon. And Ms. 
Coyle actually makes a relatively dry subject interesting and at times a page-turner. 
She has a true gift. (Now that she has conquered the GDP mountain, might I suggest 
she move on to CPI?)  

Ms. Coyle starts with the predecessors to Adam Smith and takes us through the 17th 
century right up until today with the development of GDP, so we see the ebb and 
flow of ideas through time. Who knew the early developers of the model did not want 
to include defence spending, as they saw it as a wasteful, non-productive activity? 
Or that Adam Smith thought the inclusion of services in the concept was misleading. 
“The provision of more services was a cost to the national economy, in his view. A 
servant was a cost to his employer, and did not create anything. Importantly, money 
spent on warfare or the interest on government debt was also being used 
unproductively. The nation’s wealth was its stock of physical assets less the national 
debt. National income was what derived from the national wealth.”  

Will the Real GDP Please Stand Up?  

Let me note up front that Ms. Coyle takes us through not just the development of 
GDP but also the problems inherent in the concept. She delves into its misses and 
its misfires, some regularly discussed in public circles and a few new to me.  

There is no such entity out there as GDP in the real world, waiting to be measured 
by economists. It is an abstract idea…. I also ask whether GDP alone is still a good 
enough measure of economic performance – and conclude not. It is a measure 
designed for the twentieth-century economy of physical mass production, not for the 
modern economy of rapid innovation and intangible, increasingly digital, services. 
How well the economy is doing is always going to be an important part of everyday 
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politics, and we’re going to need a better measure of “the economy” than today’s 
GDP.  

GDP is a huge undertaking, full of rules, with almost as many exceptions to the rules, 
changes, fixes, and qualifications, so that, as one Amazon reviewer noted, GDP is in 
reality so complex there are only a handful of people in the world who fully 
understand it, and that does not include the commentators and politicians who 
pontificate about it almost daily. The quarterly release of GDP statistics is more akin 
to a religious service than anything resembling a scientific study. The awe and 
breathlessness with which the number is discussed is somewhat amusing to those 
who understand the sausage-making process that goes into producing the number. 
Whether the GDP reading is positive or negative, it often changes less in a given 
quarter than the margin of error in the figure itself, and it can be and generally is 
revised significantly – often many years later when almost no one is paying attention. 
When’s the last time the mainstream media reported a five-year -old revision?  

If you pay someone to mow your lawn and report wages paid, that adds to GDP. If 
you pay that person under the table, it doesn’t. If you pay your maid to clean your 
house, it adds to GDP. Except if you marry her, then it doesn’t. Unless of course she 
gets access to the credit card, in which case spending probably increases GDP 
dramatically. In England, sex with your wife does not add to GDP, but sex with a 
prostitute does – even if it is unreported. Go figure. There are so many jokes and 
one-liners that I could add to this litany, but I’m going to resist. Okay, just one. Can 
you imagine the reception if you came home with a blonde hair on your dark suit and 
your excuse was, “Honey, I was just doing my bit for the national economy. We all 
have to make sacrifices.”  

Housekeeping, cleaning, cooking, and other such duties do not get counted in GDP, 
although without them GDP would suffer significantly. Perhaps that is because when 
the original discussions about what constituted GDP were underway, “woman’s 
work” was significantly undervalued.  

But we are getting ahead of ourselves. Before we discuss how GDP is constructed 
(and abused), let’s take a look at the history of how it came about. It will not surprise 
most readers to know that governments decided they need to know what the gross 
domestic product of the country was in order to be able to both tax that productivity 
and decide about a nation’s capabilities to wage (and pay the wages of) war.  

Ms. Coyle starts her book with the rather dramatic story of the calculation (or rather 
the miscalculation) of Greek GDP upon that country’s entry into the European Union. 
The Greek group responsible for creating such numbers worked in a dusty old 
apartment without any computers and seemingly engaged in little activity. The real 
work was done by politicians, who did not appear to feel the need to be burdened by 
anything so aggravating as actual numbers. When the European Commission and 
the IMF decided to send someone to create an actual statistical agency in Greece, 
they selected a well-respected Greek economist, who within a year was charged by 
the Greek government with the crime of betraying the national interest, an offense 
that theoretically carries a life sentence. Essentially, he was charged for not cooking 
the books, which the Greeks had perfected as an art form. Evidently, in Greece 
economics is a full-contact sport, and the “calculation” of GDP had real-world 
implications for whether the government would get desperately needed money from 



its Eurozone lenders and for how many government workers would lose their jobs, 
not to mention the impact it would have on the living standards of millions of Greeks.  

GDP is the way we measure and compare how well or badly countries are doing. But 
this is not a question of measuring a natural phenomenon like land mass or average 
temperature to varying degrees of accuracy. GDP is a made-up entity. The [current] 
concept dates back only to the 1940s….  

According to Benjamin Mitra-Kahn, “The Wealth of Nations introduced a new idea of 
the economy, and through the effort of Adam Smith’s students and admirers, it was 
adopted almost instantly.” In Smith’s own words: ‘There is one sort of labour which 
adds to the value of the subject upon which it is bestowed: There is another which 
has no such effect. The former, as it produces a value, may be called productive; the 
latter, unproductive labour. Thus the labour of a manufacturer adds, generally, to the 
value of the materials which he works upon, that of his own maintenance, and of his 
master’s profit. The labour of a menial servant, on the contrary, adds to the value of 
nothing…. A man grows rich by employing a multitude of manufacturers: He grows 
poor, by maintaining a multitude of menial servants.’ The idea of a distinction 
between productive and unproductive activity, adopted by Adam Smith, dominated 
economic debate and measurement until the late nineteenth century.”  

(A side note: Karl Marx agreed with Adam Smith, and up until the collapse of 
communism in 1989, the Soviet Union’s economic statistics ignored service 
activities. Go figure.)  

Simon Kuznets was a Russian-American economist and a true giant in the field. 
Much of what we regard as economics today was developed under his aegis. 
Wikipedia notes: “His name is associated with the formation of the modern economic 
science … as an empirical discipline, the development of statistical methods of 
research, and the emergence of quantitative economic history. Kuznets is credited 
with revolutionising econometrics, and this work is credited with fuelling the so-
called Keynesian revolution” (even though Kuznets had significant disagreements 
with Keynes). Kuznets himself was influenced by Schumpeter, Pigou, and Pareto; 
and he early on introduced Kondratiev to the West.  

Kuznets, when he originally developed an approach for measuring GDP for the 
American economy, did not want to include expenses on “… armaments, most of the 
outlays on advertising, a great many of the expenses involved in financial and 
speculative activities, and much of government activity,” including the building of 
subways, expensive housing, etc.  

Such thinking could not stand the scrutiny of politicians, however:  

With this aim, in fact, Kuznets was out of tune with his times. Welfare was a 
peacetime luxury. This passage [and his early work on GDP] was written in 1937, 
when his first set of accounts was presented to Congress. Before long, the president 
would want a way of measuring the economy that did indicate its total capacity to 
produce but did not show additional government expenditure on armaments as 
reducing the nation’s output. The trouble with the pre-war definitions of national 
income was precisely that, as constructed, they would show the economy shrinking if 
private output available for consumption declined, even if the government spending 
required for the war effort was expanding output elsewhere in the economy. The 
Office of Price Administration and Civilian Supply, established in 1941, found that its 
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recommendation to increase government expenditure in the subsequent year was 
rejected on this basis. Changing the definition of national income to the concept o f 
GDP, rather than something more like Kuznets’s original proposal, overcame this 
hurdle.  

There was a “heated debate between Kuznets and other economists, especially 
Milton Gilbert of the Commerce Department, about the right approach. The 
discussions were highly technical, but the underlying issue was profound: what was 
the meaning of economic growth and why were statisticians measuring it? Gilbert 
and his colleagues were clear that the aim was to construct a measurement that 
would be useful to the government in running its fiscal policy.”  

The inclusion of business taxes and depreciation [in GNP measured at market 
prices] resulted in a production measure that was more appropriate for analysis of 
the war program’s burden on the economy. Kuznets was highly sceptical: “He 
argued that Commerce’s method tautologically ensured that fiscal spending would 
increase measured economic growth regardless of whether it actually benefited 
individuals’ economic welfare.” In the policy tussle in Washington, Kuznets lost and 
wartime realpolitik won. [And that those arguing against Kuznets were heavily 
influenced by Keynes is rather difficult to deny. –JM]  

… This decision was a turning point in the measurement of national income, and it 
meant that GNP (or later GDP) would be a concept strikingly different from the way 
the economy had been thought about from the dawn of modern industrial growth in 
the early eighteenth century until the early twentieth century. For two centuries, “the 
economy” was the private sector. Government played a small role in economic life, 
and featured mainly because it looked to raise taxes to pay for wars. Its role 
expanded steadily over the centuries, however. In Victorian times this began to 
extend to the provision of other services, those we take for granted now such as 
roads and water as well as the historic government roles of defence and justice.”  

Keynes himself, on the other side of the Atlantic, was arguing for an extended role 
for statistical analysis in government planning. He set forth his case in a 1940 
pamphlet called How to Pay for the War.  

Coyle notes (emphasis mine):  

Crucially, the development of GDP, and specifically its inclusion of government 
expenditure, winning out over Kuznets’s welfare-based approach, made Keynesian 
macroeconomic theory the fundamental basis of how governments ran their 
economies in the postwar era. The conceptual measurement change enabled a 
significant change in the part governments were to play in the economy. GDP 
statistics and Keynesian macroeconomic policy were mutually reinforcing. The story 
of GDP since 1940 is also the story of macroeconomics. The availability of national 
accounts statistics made demand management seem not only feasible but also 
scientific.  

Understand what this means. One thing that Paul Krugman and I can agree on (and I 
say this with utmost confidence) is that we both believe that real economic growth is 
necessary to get us out of our current situation. (I am sure there are some other 
things that we could agree on, such as our mutual love for science fiction, but 
nothing else leaps to mind right now.)  



However, if your measure of economic growth over-weights the contribution of 
government spending to growth and underweights private production by focusing on 
final consumption, then when you are looking for “policy dials” to turn on the 
economic control panel in order to increase growth, the dials you reach for will be the 
two largest ones in your equation for measuring success: final consumption and 
government spending.  

GDP Is a Political Construction  

Coyle underlines the inherently political nature of GDP measurement:  

We are now awash with macroeconomic models and forecasts, published by official 
agencies and central banks, by investment banks, by think tanks and researchers, 
as well as by commercial forecasters such as DRI’s successors. Indeed, the idea of 
the economy as a machine, regulated by appropriate policy levers, took firm hold….  

Debate rages in particular about the multiplier, because the issue of whether extra 
government spending or tax cuts (a “fiscal stimulus”) will boost GDP growth turns on 
its size. If it is greater than one, a stimulus will help growth, while austerity measures 
will hurt it. Its actual size is hotly contested among macroeconomists, especially in 
the context of the present political debate about how much “fiscal stimulus” the 
government should be applying to get the economy growing faster. There is an 
unsurprising alignment in the “multiplier wars” between macroeconomists’ 
answer to the technical question about the size of the multiplier and their 
political sympathies….  

It will be clear by now that the ambition of measuring national income has a long 
history, with correspondingly many changes in how people have thought about it. As 
Richard Stone put it, national income is not a “primary fact” but an “empirical 
construct”: “To ascertain income it is necessary to set up a theory from which income 
is derived as a concept by postulation and then associate this concept with a certain 
set of primary facts.” There is no such entity as GDP out there in the real world 
waiting to be measured by economists. It is an abstract idea, and one that after 
a half century of international discussion and standard-setting has become 
extremely complicated. [emphasis mine]  

Today, as Coyle notes, the process of comprehending GDP is somewhat akin to 
what happens when my kids play a videogame. The basic concepts are simple, but 
as you master each level and move on to the next, complexity increases almost ad 
infinitum. There is now an entire international community of statisticians (a 
surprisingly small one at that) that actually determine what is accepted as statistically 
relevant to GDP. The first United Nations guide on national accounts was 50 pages. 
The latest edition has 722.  

It should not surprise readers that every few years new rules are created for the 
figuring of GDP. British statisticians just this year declared the UK economy to be 5% 
bigger than previously thought. What brought about this magical boost in 
productivity? There was no discovery of buried treasure hidden away in the vaults of 
the Bank of England. Instead, statisticians turned to counting the economic 
contribution of prostitution and illegal drugs (along with a few other odds and ends). 
If you are borrowing money and your creditworthiness depends on cash flow and 
your debt-to-GDP ratio, you tend to look for sources of income that weren’t 
previously accounted for.  



Did the size of the US economy increase by 3% last summer? According to the 
statisticians it did. They decided to include music and entertainment and make 
adjustments to how we deal with investments. These changes were then calculated 
for all previous years, and suddenly the economy was 3% bigger! Small positive 
annual changes can add up over 40 years.  

GDP has always been a political construction, subject to the ebb and flow of the 
intellectual and political climate, the need to raise taxes, and the military needs of the 
day. It is also a tool used to argue for or against income inequality (depending on 
what country you’re in).  

GDP is particularly bad at detecting innovation, as George Gilder’s powerhouse work 
Knowledge and Power explains. There is a clear consensus emerging in economic 
circles about that weakness in the formula for calculating GDP, but there is nothing 
approaching consensus on how you might actually measure the contribution of 
innovation to GDP. How do you measure the value of Google maps? The voice 
recognition software that I’m using right now has made me significantly more 
productive, but how do we measure that?  

And somewhat provocatively, there is growing disagreement over the contribution of 
the financial services sector. Depending on how you measure it, you can even 
determine that the actual contribution of the financial services sector is negative, 
although I would not make that argument. But was the contribution of financial 
services in 2005-2006 as positive as their impact on GDP suggests? Or was it part of 
the destructive process?  

If I purchase a solar energy system for my home, that purchased immediately adds 
its cost to GDP. But if I then remove myself from the power grid I am no longer 
sending the electric company $1000 a month and that reduces GDP by that amount. 
Yet I am consuming the exact same amount of electricity! My lifestyle hasn’t 
changed and yet my disposable income has risen.  

Black markets? The sharing economy? The new gig jobs which are off the radar? So 
much of our economy doesn’t easily fit into neat financial models.  

GDP is a financial construct at its heart, a political and philosophical abstraction. It is 
a necessary part of the management of the country, because, as with any enterprise, 
if you can’t measure it you can’t determine if what you are doing is productive. That 
said, the act of measuring GDP precipitates the observer effect writ large.  

But as we will see next week, there are additional (note, I am not saying alternative) 
ways to measure growth and the size of the economy. Those measures would 
actually lead to policies more favoured by Hayek, as the largest “dials” on the control 
panel would become productivity and income rather than consumer spending and 
government.  

********************* 
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Economic outlook 2016 – 
2020: 

 politics overshadow economy as policy 
uncertainty grows, depressing investor 
sentiment 

By Annabel Bishop, Investec chief economist 

The commodity cycle slump suppressed Q1.16 GDP (-1.2% qqsaa), but Q2.16’s 
commodity price recovery should allow SA to avoid a H1.16 recession. 
However, more worrying is the risk of longer-term stagnation of the South 
African economy on falling confidence. The recent municipal election outcome 
bolstered sentiment towards South Africa, strengthening the rand; but the 
domestic currency then weakened substantially as the possibility of Finance 
Minister Pravin Gordhan being criminally charged reopened.  

If credit rating agencies believe that SA’s weakening economic growth trend will 
persist, and that the degree of fiscal consolidation currently outlined in the budget for 
the next few years is at a real risk of not materializing, then it is likely SA’s credit 
ratings will drop to speculative grade (Fitch and S&P have SA on the last notch of 
investment grade, and review SA in December). This is the down case scenario in 
"Scenarios for SA" table. A sub investment grade credit rating (which raises the 
country’s cost of borrowings) could, in an environment of deteriorating fiscal 
finances, cause further credit rating downgrades (see extreme down case).  

These risks, along with the threat to private sector property rights, have elevated 
uncertainty in South Africa, contributing negatively to the environment of secular 
stagnation that is developing, where low confidence levels have translated into low 
private sector investment and employment, dampening incomes and personal 
expenditure (inflation is not following the path expected under secular stagnation as 
it is bolstered by high state administered price increases, the drought and rand 
weakness).  

Business and household confidence tends to fall as uncertainty and anxiety about 
the future rises. This is occurring in an environment in South Africa where 
consumers’ ability to spend is constrained by higher interest rates and taxes, falling 
real incomes per capita and rising unemployment, as well as high indebtedness and 
modest credit extension to the household sector.  



 

 

When businesses are generally uneasy about the future success of their firm 
(currently 68% are) in a weak economy and/or feared increasingly unsupportive 
political environment, they reduce, or do not make, investments and hold off on 
hiring, resulting in stagnation. SA’s business confidence remains very depressed, at 
levels last seen in the 2009 recession when the prime lending rate reached 15.50%. 
The leading indicator is also still near recessionary levels.  

Negligible economic growth is occurring in South Africa, and secular stagnation 
(without low inflation) remains the key economic growth risk. Business confidence 
gives a leading indication of the likelihood of expansion or contraction (recession), 
the impact on private sector employment and investment. In the absence of 
investment in productive capacity, the capacity for the economy to grow (potential 
GDP growth) falls. Since 2013 business confidence has fallen generally in SA, 
leading fixed investment, and so economic growth lower. Growth in employment has 
consequently dropped, with GDP growth rates expected close to zero (negligible) 
this year. Political uncertainty has risen, and so future expectations of economic 



growth have fallen, causing the downward trend in confidence. An entrenched 
downward trend in business confidence (one that is not merely cyclical as in 2009) 
fosters stagnation in the economy, and this has the propensity to lead to secular 
stagnation, or economic stagnation perpetuating. Business bankruptcies likely 
increase in this type of environment, increasing unemployment. In South Africa, 
stagflation appears to be of greater concern, with higher interest rates signalled on 
inflationary concerns, despite the stagnating economy. Higher interest rates depress 
business confidence, while falling interest rates provide a boost to demand. Raising 
interest rates aims to depress future expectations of domestic demand, in order to 
quell expectations of higher inflation. This, in turn aims to suppress inflation itself. 
However, in SA inflation is largely driven by supply side factors, not demand.  

 

 

While SA’s economy is expected to grow close to 0% y/y this year, and then see a 
weak pick-up in activity out to 2020 as the global economy gains some traction, the 
risk is that this pick-up does not occur, with negligible economic growth persisting for 
longer. Globally, secular stagnation is marked as a risk, with the IMF warning 
“(c)onsecutive downgrades of future economic prospects carry the risk of a world 
economy that reaches stalling speed and falls into widespread secular stagnation.” 



The World Bank notes “forecast uncertainty 
has increased since January 2016, while 
the balance of risks for global  growth has 
further tilted to the downside.” Q2.16 saw 
commodity prices recover, and the industrial 
sector likely pulled out of recession on a 
stronger performance from manufacturing 
production. The economy could avoid 
recession in the first half of this year, 
potentially recording a weak 0.2% y/y for the 
year as a whole. However, globally, weak 
demand domestically and globally has 
negatively impacted SA’s industrial and 
export sectors, and this will remain a risk.  

South Africa exports at least double the 
commodities it imports, exports of metals 
and minerals accounting for over 50% of 
total. SA falls into the commodity exporter, 
not importer, group. The oil price averages 
US$43/bbl so far this year, we continue to 
forecast US$45/bbl for 2016. The SADC 
drought has seen food price inflation rise in 
SA, to 11.5% y/y from 5.0% y/y in April 
2015. The lag between maize prices and 
CPI inflation means ongoing, significant 
food price inflation increases for the 
consumer. The fall in commodity prices 
(SA’s largest import is oil) has only 
temporarily lowered SA’s inflation in periods 
of extreme rand oil price collapse. SA is a 
commodity exporter, of metals and 
minerals, the category which has been most 
afflicted by the slump in the commodity 
cycle. The World Bank says “(f)or commodity exporters, exchange rate depreciations 
have contributed to keeping inflation above target, and have been met with pro-
cyclical monetary tightening in some cases.” Imports of metals and minerals 
(including oil) are less than 20% of SA’s imports. The risk (40% down case) is that 
commodity prices fail to lift materially on the malaise of secular stagnation, keeping 
the rand suppressed. The World Bank says “(g)oing forward, growth is projected to 
firm …, reflecting an expected recovery in commodity exporting countries, predicated 
on a modest upturn in oil prices and the end of recessions in Russia in 2017 and 
Brazil in 2018.” This should imply some strengthening in exchange rates for 
commodity exporters, and so some moderation in inflation in the next few years. 
However, for South Arica, much will depend on the political situation, its economic 
growth and its credit ratings for investor confidence, and also for the exchange rate 
and inflation rate, and so interest rates.  

   



 

 


