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SARB October Monetary Policy Review: 

SARB explains (almost) everything 

 On Wednesday night, the SARB published its biannual Monetary Policy Review 

(MPR), which we view as an important communication given its differentiated 

forward-looking analysis, including a lot of previously unpublished detail 

regarding the intersect of monetary policy and South Africa’s macro economy. 

 The SARB MPC is changing its preferred inflation forecasting model to one which 

allows the exchange rate and policy interest rates to adjust endogenously, which 

should improve the accuracy of its inflation forecasts. 

 The MPR also discusses some of the most central conceptual questions on 

monetary policy including themes such as the output gap and the neutral real 

interest rate. We aim to summarise the key points in this report. 

 The broad, “meta” takeaway from the MPR is that it presents a set of analyses 

that justify a hawkish approach towards monetary policy and suggest there is 

little scope for further rate cuts. 

Last night the SARB published its highly detailed biannual Monetary Policy Review 

(MPR). The MPR is fundamentally different from the Quarterly Bulletin (which aims 

rather to present and explain recent data and economic developments) and also from 

the statements that accompany each bimonthly Monetary Policy Committee (MPC) 

meeting, which seek to briefly explain the balance of considerations pertinent to that 

particular MPC decision. Instead, the MPR is an unprecedentedly comprehensive and 

forward-looking analysis of the monetary policy issues and how they intersect with 

South Africa’s particular macroeconomic challenges. As such, we believe the MPR is 

required reading for investors. 

In this report, we aim to briefly summarise some of the key takeaways from each 

section of the MPR, focusing especially on the items that are not generally widely 

understood. Our conclusions are drawn from the main analysis and seven particular 

themes as presented in the MPR as Boxes 1 to 7, which including topics such as such as 

the SARB’s decision to introduce a new inflation forecasting model and its analysis of 

the issue of the neutral real interest rate (NRIR)  
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Main analysis 

 The SARB elaborated on two specific heightened risks that that led to its surprise 3:3 

split vote to stay on hold at the September MPC: 1) a higher electricity price increase 

which could potentially add 0.2–0.3 percentage points to headline CPI; and 2) a 

worsening outlook for the rand “not least because disappointing fiscal revenues 

increase the probability of additional credit ratings downgrades”. This is an unusually 

frank comment from the SARB on fiscal policy, in our view, suggesting that it might be 

more vocal on the important linkages between broad fiscal settings and monetary 

policy, even if it continues to avoid commenting on the specifics of fiscal policy. 

 We also discern in the MPR commentary (as well as other recent communication from the 

SARB) an increasing attempt to shift inflation expectations by orienting the conversation 

on the 3-6% inflation target more towards the midpoint of the range. For example, the 

subtitle of the section on inflation developments is “Below 6%, but above 4.5%”. 

 As regards the discussion on the global economic impact, the MPR mentions the 

puzzling slowdown in productivity growth in both DM and EM economies since the 

global financial crisis, and discusses the various competing explanations for this 

slowdown (all of which have quite different implications for how the global economy 

will fare in the future). Importantly, the MPR does not appear too sanguine about global 

monetary conditions, in contrast to the more relaxed attitude on display in the recent 

MPC. For example, the MPR notes that one of the key global risks is faster-than-

expected inflation in DM economies, which could cause wild swings in global capital 

flows. Of the current buoyant financial asset performance and unusually low levels of 

volatility, the MPR says that such “conditions may foment complacency; historically, 

periods of ultra-low volatility have preceded crises”. 

 The MPC contained a section on growth and household consumption, but these issues 

are generally quite well understood, and so we choose to not summarize this section. 

However, we think the MPR did present one noteworthy observation, namely, that the 

recent rise in employment levels, despite weak growth, is rather unusual. A chart of 

historical data on growth versus employment shows that the private sector typically 

only employs more people when GDP growth is roughly 2% or more. Indeed, the fitted 

regression line suggests that when real GDP growth is zero, private employment 

typically shrinks by 1.1%. Thus, with government hiring currently frozen, the 

employment outlook is rather “bleak”. 

 The MPR section on inflation is worth reading in full, as it contains a lot of highly 

relevant information and analysis. Interestingly, in this section the SARB (for the first 

time as far as we can tell) has provided its forecasts of specific foodstuff prices and also 

unit labour costs, which it sees as key to the outlook for services inflation. It notes that 

ULC growth has moderated this year, to 6.1%, and is expected to fall to 5.6% in 2018, 

but then rise again to 5.8% in 2019. It notes that ULC dynamics could change in the 

future, but points out that the key challenge for ULC dynamics in South Africa is 

currently stubbornly high wage settlements and stagnant productivity growth. 

 Electricity prices also feature heavily in the MPR discussion on the inflation outlook, with 

the SARB acknowledging strong upside risk to its assumption of an 8% tariff increase in 

mid-2018. For this reason, the SARB has also modelled a scenario in which electricity 

prices rise 20% in July 2018. It finds that the result is an extra 0.2 pp on CPI in 2018 and 

0.3pp in 2019, counting both the direct and indirect effects. Then it notes that in terms 

of the Taylor rule in its new Quarterly Projection Model (see Boxes below). This would 

elicit an interest rate response, reversing the July 2017 MPC rate cut. 
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Key takeaways from the “Boxes” 

 
Box 1: Introducing the Quarterly Projections Model 

 The MPC will soon promote the Quarterly Projection Model (QPM) to the position 

of principal forecasting model, while retaining the Core Model (CM) which has 

been in use since 2000 in a “supporting role” The MPR explains that the QPM is 

based on four main ‘gaps’: output, inflation, the real exchange rate and the real 

interest rate. A shock to the economy would create gaps between the equilibrium 

and actual values of these variables that then close bringing the economy back into 

equilibrium over time.  

 The SARB sees virtue in the QPM in its simplicity (which helps to support clarity of 

thought, and hence analysis, around issues that have been pretty “black box” in the 

CM) and in the fact that in the QPM, the exchange rate and the policy repo rate 

adjust endogenously to economic events. This is a better reflection of reality, which 

means the QPM should produce more accurate CPI and GDP forecasts. 

 It notes, however, the use of the QPM creates a communication challenge, in terms 

of explaining to the market that the projected path for the repo rate is not a policy 

commitment or even forward guidance. At times the MPC may set rates differently; 

for example, if it sees elevated risks. 

 Notably, the QPM marks a departure from our inflation forecasting model, which is 

more aligned to the CM, thus making a direct like-for-like comparison between our 

forecasts and the SARB’s harder in the future. Although, in contrast to the SARB’s 

CM, our modelling approach has allowed us to incorporate exogenous changes to 

the repo rate and exchange rate. 
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Box 2: Interpreting estimates of the South African neutral real interest rate 

 The concept of the neutral real interest rate (NRIR) is key to monetary policy, but 

unfortunately, it is unobservable and must be estimated from other data. Various 

methodologies lead to a range of point estimates that are often too wide to be of 

use for policy purposes. For example, using different approaches, the SARB 

previously estimated the NRIR in 2015 to be between -1.5% and +2%. 

 However, in what appears to be a materially improved approach, backed by new 

academic work, the QPM now estimates NRIR to be around 1.5%, derived from the 

global real neutral rate, a country risk premium and changes in the equilibrium real 

exchange rate.  

 This approach, to the extent that it is accurate (the NRIR is still, after all, not 

observable directly) generates three key conclusions, which we highlight because 

of their significance in terms of explaining the SARB MPC’s reaction function. 

Readers should refer to the charts in the MPR, which clearly illustrate these 

conclusions: 

 First, over the course of inflation targeting, monetary policy has mostly been either 

neutral or expansionary with the actual real interest rate largely falling below the 

NRIR.  

 Second, South Africa’s NRIR has fallen significantly since the global financial crisis. 

 Third, the decline in actual CPI inflation in mid-2017 caused the actual real interest 

rate to move above the NRIR in mid-2017, underpinning the rationale for the July rate 

cut; but the actual real interest rate has now moved back below the NRIR, which 

justifies leaving the repo rate on hold in September. 

 

 
Box 3: The Taylor rule: ‘look what you made me do’ 

 The SARB’s QPM also incorporates a policy adjustment rule similar to standard 

Taylor rules. The SARB clearly states that the QPM Taylor rule is not necessarily the 

best guide to policy in South Africa, in part because its parameters may be 

contested and in part because it also does not differentiate between demand-side 

and supply-side shocks. Nevertheless, its outcomes are still interesting. 

 Firstly, under some settings, the Taylor rule shows that the repo rate was below the 

level suggest by the Taylor rule for most of the post-crisis period. 

 Second, the Taylor rule model predicted an interest rate cut in the third quarter. 

Interestingly, the model saw no further cuts beyond this and had rates rising in 2019.  
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Box 4: Why is South Africa missing out on the global recovery? 

 This box aims to explain why South Africa’s post-crisis GDP growth has significantly 

underperformed the global trend by looking at five underlying drivers of growth: the 

real exchange rate, commodity prices, fiscal settings, monetary policy and consumer 

confidence as a proxy for overall private sector confidence. 

 The effects of these factors are quantified by assuming a counterfactual scenario 

where the values of the variables are at their long-run averages. The results show that 

low confidence and lower real commodity prices explain most of the 

underperformance in growth. In 2016, real GDP growth was just 0.3%. However, the 

model results show that at their long-run averages, confidence and real commodity 

prices would have added 1.2pp and 0.6pp to the final growth rate, respectively. 

 

  2014 2015 2016 

GDP growth 1.70 1.30 0.28 

Growth additions with the following variables at 1996-2013 averages 

Global growth 0.14 0.15 0.37 

Real commodity prices -0.43 0.11 0.55 

Real effective exchange rate -0.05 0.13 -0.37 

Confidence 0.43 0.99 1.15 

Real interest rates 0.00 -0.04 -0.04 

Fiscal balance -0.02 -0.29 0.13 

What growth could have been: 1.77 2.35 2.06 

Source: SARB 

 

 
Box 5: Household deleveraging by income group 

 In its Quarterly Bulletin, the SARB publishes data on household debt to disposable 

income which has showed a soft pace of deleveraging since 2008 at an aggregate 

level with the ratio falling from its peak of 87.8% in Q1 08 to 72.6% in Q2 17. But 

data from the National Income Dynamics Study (NIDS) published by the Southern 

Africa Labour and Research Development Unit (SALDRU) have shed some light on 

these trends across income groups. 

 These data show that the top two (in a division of five) income quintiles have 

deleveraged the most compared to 2008. The data also show that the top and 

lowest income quintiles have the highest ratios of debt to income. Moreover, the 

share of households with debt has increased after the crisis but average 

outstanding debt has fallen to ZAR54,719 in 2014/15 from ZAR80,460 in 2008, ie, 

there are more households borrowing but they are borrowing smaller amounts. 

 The data also show that a higher repo rate has supported deleveraging, but mostly 

for upper income quintiles. 
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Box 6: The output gap, potential growth and supply shocks 

 The SARB’s current or previous estimates of the output gap (which is not directly 

observable since it is based in part on estimates of unobservable potential growth) 

are generated from a model that does not incorporate short-term fluctuations in 

growth resulting from supply side shocks and this box notes that this could result 

in a misdiagnosis of these shocks as demand phenomena with adverse policy 

consequences.  

 By using an augmented model that takes into account these shocks (for example 

the platinum sector strikes, electricity shortages and the recent drought), their 

transitory effects can be incorporated. The new approach leads to narrower 

estimates of both historical and current output gaps. In general, it also yields a less 

volatile estimate of the output gap, which the SARB sees as a more accurate input 

for policy purposes. 

 

 
Box 7: Comparing the SARB’s forecasts with those of other central 

banks 

 In this box, the SARB evaluates the accuracy and bias of its inflation forecasts against 

those of 12 other emerging market central banks for the period 2011 to 2016 looking 

at forecasts for the current year, a year-ahead and two-years ahead. 

 In terms of accuracy, the SARB ranks first for the current-year forecasts and second 

over the other time horizons. In our analysis of SARB forecasts against the 

Treasury, ourselves and consensus, we also found that no forecaster consistently 

outperforms the SARB’s inflation forecasts. 

 In terms of average forecasts, the SARB scored the best across all time horizons. 

However, notably, using the tracking signal, which adjusts for the fact that different 

countries have different inflation rates and inflation rates with different volatilities, 

the SARB’s scores are in the middle of the sample. Moreover, the results show that 

bias changes across forecast horizons, which shows that there is no systematic 

over/under-estimation.  
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