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Presentation plan

• Context

• A recap of countercyclical fiscal policy

• The “Cycle is the trend” (CITT)

• Fiscal policy in South Africa

• Why did South Africa (inadvertently) pursue procyclical fiscal policy?



“While fiscal policy has supported the economy for the past seven years, this 

countercyclical approach has reached its limits. The budget deficit is largely 

structural and cannot be reduced through a cyclical upturn in revenues.”

– Budget Review 2015, p.30

Context



Context
• South Africa has major fiscal challenges

• Concerns around debt sustainability
• Credit ratings
• Fastest growing expenditure item are debt service costs (share of total expenditure)
• Limited efficacy of “countercyclical stance”
• End of countercyclical stance (BR 15)
• Attempt to consolidate public finances

• But not just SA, other EMDEs countries too

• Question: Why are countries facing fiscal challenges? 

• We hypothesise that countries (EMDEs) may have inadvertently pursued a 
procyclical fiscal stance, due to the long and sustained uptick in growth due 
to higher commodity prices  - a mirage of higher trend growth



Trend growth
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Recap: Business cycle vs trend growth

Business cycle

positive output gap

(actual growth > potential growth) 

negative output gap

(potential growth > actual growth) 



Trend growth
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Typical countercyclical fiscal response

Business cycle

Expansionary fiscal response during 

downward-phase of the business cycle

Contractionary fiscal response 

during upward-phase of the 

business cycle



Actual trend growth
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Our hypothesis:
The “cycle is the trend”

“The cycle is the trend”

Mirage of a negative 
output gap

Actual negative output gap



How the cycle becomes the trend – a measure of 
cycle persistence
• Cycle-lengths matters

• The extent to which expenditures respond to output depends on the length of the cycle 
(Strawczynski and Zeira 2013)

• Fiscal policy is prone to become procyclical in cases where shocks lengthen the duration of the 
cycle 

• How the cycle becomes the trend, a measure (Strawczynski and Zeira 2013 ; Aguiar and Gopinath
2007):

• 𝜎∆𝐾
2 = 𝑣𝑎𝑟 𝑦𝑡 − 𝑦𝑡−𝐾

2𝐾−1 (9)

• Where 𝑦𝑡 is the log of per-capita real GDP and 𝐾 is the number of lagged differences. Normalize above 
to one using 𝜎∆𝐾=1

2 = 𝜎∆𝑌
2 and express the time sequence as:

• 𝐶𝐾 =
𝜎∆𝐾
2

𝜎∆𝑌
2 (10)

• Essentially a variance ratio test

• A measure of long-run variability to short-run variability, or the degree to which the cycle is the trend

• If the standard deviation of per capita real GDP for any period lagged is the same as the difference of 
one period lagged, then there is no cyclical trend ( 𝐶𝐾 = 1) implies a random walk,

• If 𝐶𝐾 < 1 it implies mean reversion

• If  𝐶𝐾 > 1 it implies some very persistent movements in output (random walk with drift)



Variability in output cycles in selected EMDEs
Long-to-short term variability of GDP per capita at various lags
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Effect of commodity prices on “cycle is the trend”



Fiscal policy in South Africa: a brief history



Was South Africa’s fiscal stance countercyclical?
(using 𝐶𝐼𝑇𝑇 and 𝑌𝐺𝐴𝑃)

 Model 1  

∆𝑙𝑛(𝐺𝑡 ) 
Model 2  

∆𝑙𝑛(𝐺𝑡 ) 
Model 3 

∆𝑙𝑛(𝐺𝑡 ) 
Model 4 

∆𝑙𝑛(𝐺𝑡 ) 
Model 5 

∆(−𝑆𝐵𝐵𝑡 ) 
Model 6 

∆(−𝑆𝐵𝐵𝑡 ) 
Model 7 

∆(−𝑆𝐵𝐵𝑡 ) 
Model 8 

∆(−𝑆𝐵𝐵𝑡 ) 

𝐶𝐼𝑇𝑇 0.27** 

(0.11) 

 0.24** 

(0.10) 

 0.01 

(0.02) 

 0.03 

(0.02) 

 

𝑌𝐺𝐴𝑃  0.85 

(0.81) 

 0.69 

(0.73) 

 0.94 

(13.09) 

 1.18 

(13.81) 

 𝛽𝑖𝐷𝑈𝑀𝑖
𝑃𝑜𝑙𝑖𝑐𝑦

𝑛

𝑖=1
 

  0.13 0.10   1.45 0.13 

𝑎𝑑𝑗 𝑅2 0.28 0.01 0.44 0.22 -0.03 -0.07 -0.02 -0.16 

F-Stat (P-value) 0.02 0.31 0.03 0.16 0.57 0.94 0.48 0.48 

 



And the structural budget balance has been in 
deficit since 2005
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“While fiscal policy has supported the economy for the past seven years, this countercyclical 

approach has reached its limits. The budget deficit is largely structural and cannot be 

reduced through a cyclical upturn in revenues.”

– Budget Review 2015, p.30



So why did South Africa (inadvertently) 
pursue procyclical fiscal policy?

1. Over-estimating growth
2. Political economy and institutional factors
3. Design of countercyclical expenditure response, 

and expenditure composition



Over-estimating growth

1. Cycle is the trend (CITT) dynamics are strong for SA
2. Evidence of government growth projections to 

have somewhat of an upward-bias, despite 
comparative accuracy

3. Under-appreciation of binding structural 
constraints facing SA economy



Political economy and institutional factors

1. “Voracity dynamics”
2. Genuine and critical social and economic needs 

following transition to democracy in 1994
3. Institutions and decision-making have been 

weakened 



Design of countercyclical expenditure 
response and expenditure composition 

1. Effective countercyclical fiscal spending depends on public 
spending responding to changes in the business cycle (i.e. can 
expenditure be easily and timeously increased in the case of a 
negative output gap, and decreased in the case of a positive 
output gap?)

2. SA’s countercyclical response has been largely discretionary –
more difficult to reverse

3. Composition of spending has also contributed to procyclical
bias – especially wages



Conclusion

1.Cycles are persistent in EMDEs, especially in South Africa
2.Persistent cycles may have contributed to the “cycle is the 

trend” dynamics, with countries inadvertently pursuing 
procyclical fiscal policy

3.Despite the stated policy of government and concomitant steps 
taken, South Africa’s fiscal stance has been procyclical

4.In addition to CITT dynamics, other factors are likely to have 
also contributed to the observed procyclical stance
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