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Outline

1. Introduction
– Okun’s big trade-off
– Musgrave’s objectives of budget policy

2. Theory of fiscal incidence
– Completeness of policy specification
– Lambert’s conundrum

3. South Africa's budget: 
– Understanding government’s budget and public sector spending in South Africa
– Inequality and fiscal redistribution in South Africa

4. Thinking about redistribution
– Redistributive effort and inequality
– Inequality of income and wealth
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Readings and topic question

 Okun, Arthur M. 2015. Equality and Efficiency: The Big Trade-off. (Chapter 1 and 4) The Brookings Classics. 
Washington, DC: Brookings Institution Press.

 Musgrave, Richard A. 1959. ‘A multiple theory of the public household’ chapter 1 in The Theory of Public 
Finance: A Study in Public Economy. McGraw-Hill. 

 Inchauste, Gabriela; Nora Lustig; Mashekwa Maboshe; Catriona Purfield and Ingrid Woolard. 2015. “The 
Distributional Impact of Fiscal Policy in South Africa.” World Bank Policy Research Working Paper, 7194.

Bonus reading

 Bowles, Samuel, and Herbert M. Gintis. 1995. ‘Escaping the Efficiency-Equity Trade-Off: Productivity 
Enhancing Asset Redistributions’. In Macroeconomic Policy after the Conservative Era: Studies in 
Investment, Saving, and Finance, edited by Gerald A. Epstein and Herbert Gintis. Cambridge [England] ; 
New York: Cambridge University Press.

 Burger, Ronelle, Anja Smith, Nic Spaull, and Servaas Van der Berg. 2015. ‘Poverty, Fiscal Incidence and 
Service Delivery in South Africa’. In Public Economics, edited by P. A. Black, Estian Calitz, and Tjaart J. 
Steenekamp, Sixth edition, 138–67. Cape Town, South Africa: Oxford University Press Southern Africa.

TOPIC COMMENTARY

Should government redistribute more income in South Africa? 

The deadline is Friday 21 August at 9am.

1000 words, typed in Microsoft Word, emailed to michael.sachs@wits.ac.za
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Introduction



Okun’s dichotomy

CAPITALISM DEMOCRACY
Institutions Markets Voting and political participation

Firms Governments
Private property Public assets

Principles Individual preferences Collective choices
Competition Citizenship and solidarity
Rewards for contribution Equal distribution and needs
“Get ahead” Equal rights: political and legal
Incentives for performance Entitlements for equity
Prices signal scarcity Universal distribution
Voluntary exchange Inalienable rights
Productivity improvements Social development

Outcomes Efficiency Equality of opportunity
Disparities in economic outcomes Fairness in political outcomes

Commodity exchange Decommodification 
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 Democratic capitalism: a split level institutional structure



The boundary between rights and markets

 Transgressions of markets on rights

 Transgressions of political instruments on markets

 Where should we draw the boundary?

 Resource costs

– All rights have resource costs

– Political rights have low resource costs

– What about socio-economic rights? (Education, healthcare, food, minimum living 
level – a floor under essential consumption)

– Socio economic rights in South Africa?

 But a market society is constantly in tension with rights
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Budget objectives

Campos & Pradhan (1996)
Aggregate fiscal discipline
Overcoming the tragedy of the 
commons by defining the size of 
the fiscal envelope and ensuring 
compliance

Resource allocation
Prioritise competing claims and 
ensure most  effective  use of scarce 
resources

Operational Efficiency
Ensure technical efficiency in the 
use of inputs to produce outputs

Levels/Hierarchy
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Source:  Adapted from De Renzio (2013) and Musgrave (1959)

Musgrave (1959)
Distribution (equity) 
Design of tax and transfer policies 
based on values decided in a political 
process

Stabilization (full employment)
Maintain appropriate level of 
aggregate demand based on a 
determination of an inflationary or 
deflationary gap

Allocation (efficiency)
Deciding what types and quantities of 
social goods (i.e. public and merit) to 
provide, and how to allocate the costs 
of provision

A simultaneous system of 
separate objectives

solved as a budget plan

Schick (1966)
Control
Binding operating officials to the 
policies and plans set by their 
superiors

Planning
Systematically relating the 
expenditure of funds to the 
accomplishment of policy objectives

Management
Programming of approved goals 
into specific activities

Competing orientations/ 
Historical phases



Analysing fiscal redistributions



Introduction

 The rise of government has been largely driven by redistributive transfers, but all fiscal 
decisions are redistributive

– All publicly financed goods are in some since a redistribution 

– A transfer is by definition an unrequited transaction

– The method of financing (tax, debt or money) have particular distributive qualities. 

 Fiscal redistribution is the process by which the state

– Collects revenues from individuals and households primarily through taxes

– Spends these revenues on benefits through cash transfers, price subsidies and in-kind 
benefits intended for individuals and households

– Changes the income distribution from market income to post fiscal income

 The redistributive impact of fiscal policies are multidimensional: 

– Class (income tax)

– Geography (infrastructure projects)

– Producers-consumers (tariffs)
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An approach to fiscal incidence analysis
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Benefits Taxes
Market income

Wages and salaries, income from 
capital, private transfers, contributory 

pensions

Net Market Income

Disposable income

Consumable income

Final income

Direct taxes
Personal income tax and 

payroll taxes (UIF)

Indirect taxes
VAT, excise, fuel levy

Co-payments,
user fees

Direct transfers
Grants and free basic services

Indirect subsidies

In-kind transfers
Monetized value of public services



Issues in fiscal incidence
 A description of the difference between

– Original income (before taxes and benefits of spending) and 
– Final income (net of taxes and including the benefits enjoyed from the operation fo

government)
 At best, a description of formal incidence of government operation as it impinges on a distribution 

of original income that is itself conditioned by that very system. 
– “Can we say in a simple and direct way how the government operation bites?” (Lambert)
– A description of fiscal incidence cannot tell us what is the effective of government on our 

lives
– “A comparison of what is with what would have been if what is were not”?!
– Behavioural responses generally ignored compare this to the idea of tax incidence

 Attribution
– Pure public goods
– Education

• Teachers salaries
• Investment with negative returns
• External benefits
• Inter-temporal and intergenerational issues

– Interest payments
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Completeness of policy specification

 Every fiscal decision entails a combination of policy implications

– “One can only understand each policy instrument – each piece of the puzzle – if 
the others are also on the table and the relationships between them 
understood.”

– “We typically think in terms of a single instrument – but any policy change 
must in general involve altering at least two instruments (e.g. a rise in the 
income tax rate) must be accompanied by changes in other taxes (to leave 
revenue unchanged) or in expenditure (to maintain a balanced budget) or in 
debt/monetary policy”(Atkinson and Stiglitz)

 Financing is a choice of how to allocate costs (with consequences for relative 
prices, savings/investment and distribution). 

– Taxes (choice of instrument and design)

– Debt (impact on stocks of wealth and flows of income)

– Money creation (incidence of inflation)
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A completeness paradox Kaplow (2008) 

 If our overriding objective is to improve distribution, should we support 
the following policy mix?

 Revenue: Fuel tax increase which is moderately regressive. The poor pay 
a greater share of their income than the rich (say, 0.5% vs 0.2%)

 Expenditure: Beatifying public parks in the northern suburbs – the rich 
benefit by R1000, benefits accrue more to the wealthy through 
improvements in their property prices. The poor benefit by only R300, 
which is the value of having a place to relax during lunch hour

 The net benefit to the poor is positive, while for the rich it is negative!
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Lambert’s conundrum
 Is a fiscal intervention is equalizing or unequalising?

 If there is more than one fiscal intervention, they must be judged in 
combination. 

 A regressive tax can exert an equalizing force over and above that 
which would prevail in the absence of that regressive tax. 

14

1 2 3 4 TOTAL CoV

Market income 10 20 30 40 100 5.0

Tax liability 6 9 12 15 42
Effective tax rate 60% 45% 40% 38%

Benefits 21 14 7 0 42

Post-benefit income 31 34 37 40 142 0.3
Share of post-benefit income 22% 24% 26% 28%
Effective tax rate on post-benefit income 19% 26% 32% 38%

Post fiscal income 25 25 25 25 100 0.0

Effective benefit rate 210% 70% 23% 0%

 If taxes are regressive vis-à-vis the original income but progressive with respect to the less 
unequally distributed post-transfers income, regressive taxes exert an equalizing effect over 
and above the effect of progressive transfers. 



Lambert with regressive tax and inequitable benefits

1 2 3 4 TOTAL CoV

Market income 10 20 30 40 100 5.0

Tax liability 6 9 10 15 40

Effective tax rate 60% 45% 33% 38%

Benefits 8 9 11 12 40

Effective benefit rate 80% 45% 37% 30%

Post-benefit income 18 29 41 52 140 4.6

Share of post-benefit income 13% 21% 29% 37%

Effective tax rate on post-benefit income 33% 31% 24% 29%

Post fiscal income 12 20 31 37 100 3.7
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Income inequality
and fiscal redistribution

in South Africa



Redistribution by province
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Redistribution by Municipality
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Sources of income by decile
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NB: Excludes imputed rent on own dwelling
Source: Living Conditions Survey (2014/15)
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Level of average income by decile
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Source: Woolard (2019)



Zooming into the bottom half of the distribution
21

Source: Woolard (2019)



Measuring fiscal redistribution CEQ method

 Inchauste, Gabriela; Nora Lustig; Mashekwa Maboshe; Catriona Purfield and Ingrid Woolard. 2015. 
“The Distributional Impact of Fiscal Policy in South Africa.” World Bank Policy Research Working 
Paper, 7194.

 Post fiscal income is measured by allocating the burden of taxes and the benefits of spending to 
households, using household surveys and administrative data. 

 Valuation of public spending on education and health follows ‘government cost’: Uses per 
beneficiary input costs obtained from administrative data as the measure of benefits.

 CEQ uses a ‘classic’, ‘accounting’ or ‘nonbehavioral approach’:

– Behavioural responses, general equilibrium and intertemporal effects means fiscal policy also 
change pre fiscal income distribution. 

– Amounts to asking : how much would the income of a household have to be increased if it 
had to pay for the free or subsidized public service at full cost?

 Pre-fiscal income is not a real counterfactual, but a “first-order approximation”. 

 Point-in-time vs lifecycle incidence

 Exclusions
– Expenditure on pure public goods  (e.g. defence)
– Corporate taxes and subsidies
– Interest payments
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Measuring progressivity
 Neutral:  a tax (transfer) whose concentration curve coincides with the Lorenz curve of market income 

is neutral.
 Progressive: a tax (transfer) whose concentration curve lies everywhere below (above) the Lorenz 

curve for market income is globally progressive.
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 Absolutely progressive: a 
transfer whose concentration 
curve lies everywhere above the 
diagonal (that is, the per capita 
transfer decreases with income) 
is globally progressive in 
absolute terms. An absolutely 
progressive transfer is frequently 
called “pro-poor.”

 Regressive: : A tax (transfer) 
whose concentration curve lies 
everywhere above (below) the 
Lorenz curve is globally 
regressive.



Direct taxes are progressive
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Source: Woolard (2019)



Indirect taxes are slightly regressive
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Source: Woolard (2019)



Direct cash transfers are absolutely progressive
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Source: Woolard (2019)



In-kind transfers strongly concentrated on the poor
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Source: Woolard (2019)



Concentration of revenue and expenditure in SA
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Thinking about redistribution in 
South Africa



South Africa’s budget redistributes income

 Inchauste et al, 2015 observes: 

– Redistribution through the fiscus reduced the Gini coefficient from 0.77 to 0.695 or 0.59 
including in-kind benefits. 

– “… these reductions are the largest achieved in the emerging market countries that have 
so far been included in the Commitment to Equity project.” But it goes on to say “the 
levels of inequality and poverty that remain still rank among the highest in middle-
income countries.”

 So South Africa redistributes more income than others, but the distribution of income 
remains extremely unequal?

 Is South Africa’s budget redistributive in spite of or because of extreme inequality? 

 Note that the budget was highly redistributive even prior to the democratic transition in 
1994. By 1997 the income Gini coefficient was reduced from 0.68 to 0.5 through taxes and 
cash transfers, and to 0.44 including the in-kind public social spending. (Seekings and 
Nattrass, 2005)
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Impact on the Gini coefficient 
31

World Bank (2014). "Fiscal Policy and Redistribution in an Unequal Society." South Africa Economic Update 6.



Gini coefficient for market income and disposable income
32

0

0.1

0.2

0.3

0.4

0.5

0.6

0.7
Sw

ed
en

Ne
th

er
la

nd
s

Ge
rm

an
y

Fr
an

ce

Ire
la

nd

Ja
pa

n

Po
la

nd

So
ut

h 
Ko

re
a

Ca
na

da

Gr
ee

ce

Sp
ai

n

Au
st

ra
lia

Un
ite

d 
Ki

ng
do

m

Ru
ss

ia

Un
ite

d 
St

at
es

M
ex

ico

Ur
ug

ua
y

Br
az

il

Eg
yp

t

Co
lo

m
bi

a

In
di

a

Ch
in

a

So
ut

h 
Af

ric
a

Gi
ni

 co
ef

fic
ie

nt
s

(v
ar

io
us

 ye
ar

s,
 1

99
2-

20
13

)

Disposable Gini
Market Gini

Source: CORE Team and CORE Economics Education (Project) 2017 using data from Wang and Caminada (2011), Disentangling Income Inequality and the 
Redistributive Effect of Social Transfers and Taxes in 36 LIS Countries, LIS Working Paper Series No. 567, Standardised World Income Inequality Database and 
LIS micro data



Inequality of wealth, earnings and disposable income
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Share of Wealth (2012)
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Redistribution of income and assets

 But ownership and control of assets has important non-pecuniary implications :
– Economic and social power 
– Opportunities for decommodification, non-labour income 
– Implications for social reproduction
– The inter-generational transfers of inequality 

 The incentive structures associated with “residual claimants” makes the idea of an efficient (i.e. 
productivity enhancing) redistribution of assets possible. (Bowles and Gintis, 1998) 

 Income redistribution, asset redistribution and the capability of the state
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Redistribution
income flows

HIGH LOW

Redistribution of 
assets

HIGH Market 
Socialism Asset-based redistribution

LOW Social 
Democracy Laissez-Faire Capitalism

Bowles and Gintis, 1998

 In financial statements, assets are just a stock of accumulated income and 
income is the flow of return on assets. In this sense a focus on income or 
assets might be regarded as equivalent. 



Trade-offs and synergies
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Equity

Efficiency

Efficiency 
gains
(net benefits)

Efficiency 
losses
(net costs)

Equality improvingEquality retarding

Progressive taxation

Unemployment benefits
Monopoly

Corruption

Basic education

Asset redistributions

Privatisation

Labour market flexibility



Thank you
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