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Abstract

Background: This study examines the macroeconomic effects of fiscal consolidation in the post-2008-2009 global financial crisis, focusing on its impact on economic growth, unemployment and income inequality. Prompted by persistent budget deficits, rising government debt and low revenue generation, issues intensified by the 2008–2009 global financial crisis, South Africa adopted fiscal consolidation as a corrective measure.

Aim: This study analyses the macroeconomic consequences of fiscal consolidation in post-global financial crisis-South Africa by examining its effects on economic growth, unemployment and income inequality.

Setting: The study focuses on South Africa in the post-2008–2009 global financial crisis period.

Methods: Using the Johansen-Juselius Cointegration Test and the Vector Error Correction Model (VECM), the analysis evaluates the short- and long-run interactions between fiscal consolidation indicators and key macroeconomic outcomes.

Results: The findings reveal that while fiscal consolidation improves budget balances, it can suppress economic growth and exacerbate inequality without complementary social and employment-supportive policies. The effects of fiscal adjustment vary across economic contexts and approaches, with developing countries such as South Africa facing more complex trade-offs.

Conclusion: The article concludes with recommendations for a balanced fiscal consolidation framework that aligns fiscal discipline with inclusive economic development.

Contribution: The study adds to the literature by jointly analysing the effects of fiscal consolidation on economic growth, employment and income inequality in South Africa. It applies a VECM framework to analyse macroeconomic outcomes and includes distributional impacts in the analysis of fiscal consolidation, examining the trade-offs policy-makers face.
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Introduction

Background

The challenge of persistently increasing budget deficits and government debt faced by many countries worldwide is a result of the 2008/2009 global financial crisis, coupled with subsequent low economic growth. South Africa is heading towards a fiscal cliff because of rising government expenditure and declining tax revenue (Tandon et al. 2020). An increase in the budget deficit and government debt signals an economic challenge of scarcity and an inability to generate sufficient tax revenue required to finance government expenditure. Governments use expenditures to achieve macroeconomic objectives (Moyo, Samour & Tursoy 2021; Tala 2024; Tendengu, Kapingura & Tsegaye 2022). Governments use tax collection to finance government expenditure; therefore, the inability to achieve macroeconomic objectives (Moyo et al. 2021; Tala 2024; Tendengu et al. 2022). Countries implemented fiscal consolidation frameworks to maintain and ensure fiscal discipline. Fiscal consolidation refers to the policies implemented to reduce the budget deficit and slow debt accumulation (Havemann & Hollander 2024). However, it has been observed that implementing fiscal consolidation can undermine other macroeconomic objectives, such as achieving economic growth, creating employment, and promoting equality (Georgantas, Kasselaki & Tagkalakis 2023). The potential impact of the fiscal consolidation framework on macroeconomic variables depends on how fiscal consolidation is implemented. Governments implement fiscal consolidation motivated by its positive aspects, but often overlook its negative aspects.

Several studies have investigated the determinants of fiscal consolidation, and the findings suggest that countries implement it to achieve macroeconomic stability or stabilisation (Arizala et al. 2021; Centinaio et al. 2024; Havemann & Hollander 2024; Nandy & Sur 2024). Macroeconomic stability refers to a balanced relationship between macroeconomic variables, including government revenue, government expenditure, output, and domestic demand. A study by Centinaio et al. (2024) found that fiscal consolidation is implemented to improve the country’s macroeconomic policy framework. A study by Chugunov et al. (2021) found that countries implement fiscal consolidation to stimulate economic growth.

The successful implementation of fiscal consolidation differs between advanced economies and developing economies. The existing literature acknowledges that advanced economies reduce government expenditure to attract job creation and economic growth. In contrast, reductions in government expenditure in developing countries lead to increased inequality, slower growth, and higher unemployment (Chugunov et al. 2021; Kim et al. 2021; Poku, Opoku & Agyeiwaa 2022).

Fiscal consolidation requires governments to allocate funds to economic functions to stimulate economic growth and reduce budget deficits. Yabré and Semedo (2021) stated that the consequences of fiscal consolidation depend on the government’s decisions regarding fiscal adjustments. This article focuses on analysing the macroeconomic effects of fiscal consolidation in South Africa. The challenge of increasing the budget deficit in South Africa is not a new economic tragedy; it dates to the 2008–2009 global financial crisis. The budget deficit is common worldwide, but it becomes challenging when it threatens economic growth and development in developing countries such as South Africa.

South Africa has yet to conduct extensive research into the potential implications of fiscal consolidation for macroeconomic performance. The study aims to analyse the impact of fiscal consolidation on economic growth, employment, and inequality. Few studies have investigated the impact of fiscal consolidation on macroeconomic performance. The recent study by Buthelezi (2023) investigated the threshold for cyclical fiscal consolidation episodes. The other study by Havemann and Hollander (2024) focused on fiscal sustainability. Some key South African macroeconomic objectives include achieving economic growth, creating employment, and promoting equitable income distribution. Successful fiscal consolidation is said to bring about economic growth, stimulate job creation, and bring about equality (Balasundharam et al. 2023; De Souza Cardoso & Barbosa de Carvalho 2023; Georgantas et al. 2023; Heimberger 2020; International Monetary Fund [IMF] 2014, 2020; McManus, Ozkan & Trzeciakiewicz 2021; Sakkas & Varthalitis 2019). South Africa is among the countries aiming to achieve inclusive economic growth, which encompasses the sustainable and equitable distribution of socioeconomic resources (Sharma 2020).

Despite the growing use of fiscal consolidation frameworks in developing economies, there is limited knowledge about their impact on growth, employment, and inequality in South Africa. This study aims to empirically assess the effects of fiscal consolidation on key macroeconomic outcomes, namely, economic growth, employment, and income inequality in South Africa. Like many developing economies, South Africa has experienced a sustained rise in public debt and budget deficits since the 2008–2009 global financial crisis. Low economic growth and diminishing tax revenues further exacerbate these fiscal challenges. While fiscal consolidation is promoted as a strategy to restore macroeconomic stability, its implementation often conflicts with other policy goals such as employment creation, inclusive growth, and income equality. These objectives are central to South Africa’s developmental agenda. However, there is limited empirical evidence on how fiscal consolidation has affected these macroeconomic variables in South Africa. This study aims to fill that gap by examining the short- and long-term effects of fiscal consolidation on economic growth, unemployment, and income inequality in South Africa during the post-2008–2009 global financial crisis period. A plethora of literature has addressed fiscal consolidation, but, for the most part, studies focus on either fiscal sustainability or economic growth. Moreover, researchers have neglected the joint effects on growth, employment, and income inequality in South Africa. Analysis of these macroeconomic outcomes is conducted alongside an assessment of the distributional effects of fiscal policy within a Vector Error Correction Model (VECM) framework. This study extends the existing literature in three important respects. Firstly, the study contributes to the literature by jointly analysing economic growth, employment, and inequality within a unified estimation framework. Secondly, it adds to the literature on fiscal consolidation, given the limited empirical evidence for South Africa. Thirdly, the distributional effects of fiscal policies provide important insights for inclusive policymaking.

Literature review of the study

Numerous theoretical and empirical studies have examined the relationship between debt levels and their macroeconomic implications. Researchers have examined the impact of growing debt on key economic indicators, including income disparity, inflation, economic growth, and investment. This section discusses the pertinent literature by first summarising the stylised facts observed across various contexts, then presenting the theoretical viewpoints that explain these trends and the empirical evidence supporting them.

Debt levels and macroeconomic outcomes: Stylised facts

The macroeconomic environment in South Africa is worrisome and warrants intervention; hence, the fiscal consolidation framework is being implemented. However, as the trajectory is reversed, it is crucial to ensure that no negative externalities accrue, which could be even more destabilising.

A bar graph comparing government expenditure and national tax revenue over different years, highlighting fluctuations and the growing gap between spending and income in South Africa (Figure 1).
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Since the global financial crisis, South Africa’s economic growth rate has averaged 1.3%, compared with the global average of around 3.1%. A slow-growing economy needs to provide more room for revenue generation, as the tax base will be smaller. Nevertheless, expenditures may be expanding, and in South Africa, the social net has been increasing rapidly, with over 22 million individuals receiving social grants in one form or another.

Refer to Figure 2 for a multiline graph showing trends in South Africa’s economic growth rates, fiscal deficit, and public debt levels over time, illustrating economic pressures and rising debt burden.
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Figure 3 presents gross domestic product (GDP) growth, budget deficit, and central government debt as a percentage of GDP. Since 1994, government debt has been in decline, with the lowest rates observed at the start of the Global Financial Crisis in 2008/09, the shock that led to a rapid spiral of debt, reaching 58% by 2018 and over 74% by September 2022 (CEIC Data 2022). In the same vein, growth has been low since the 2009 recession; some positives were registered only in 2010 and 2011, when growth slowed, and the deficit widened.
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Figure 4 shows a bar graph projecting South Africa’s national debt relative to GDP from 2017 to 2027, showing a gradual upward trend in national debt as a percentage of GDP.
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Figure 5 shows a bar graph illustrating annual real GDP growth rates in South Africa from 2017 to 2027, comparing each year’s growth performance to the previous year, with both historical and forecasted values.
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Theoretical and empirical perspective

Public finance theorists hold differing views on fiscal discipline because of the crowding-out effect of fiscal consolidation policies. In this regard, four theories have been consulted to examine the impact of fiscal consolidation on macroeconomic variables: the Theory of Functional Finance, the conventional Keynesian view, the Modern Monetary Theory (MMT), and the Ricardian Equivalence Theory. The Functional Finance Theory disagrees with the doctrine of public finance stability and the principle that governments balance government expenditure and revenue at the end of each financial period. The theory posits that governments cannot achieve stability in public finance because of the nature of their functions. The government can borrow funds only if it wants the public to hold more government bonds and have less for private consumption.

Furthermore, the theory maintained that the government could increase taxes only if the goal were to reduce public consumption and thereby reduce inflation. Lastly, the government can increase or decrease expenditure to prevent unemployment and inflation. The studies by Buthelezi (2023) and Stoilova and Todorov (2021) found that fiscal consolidation may stimulate economic growth only if government borrowing requirements are reduced, and the fiscal adjustment is designed to support long-term macroeconomic stability and promote sustainable fiscal management.

The Functional Finance Theory is closely related to the Laffer curve’s conceptualisation of the relationship between taxation and government revenue. The argument behind the Laffer curve is that increased taxes lead to decreased government revenue (Laffer 1974). Laffer (1974) argued that the challenge of rising taxation discourages investment and leads to tax evasion. Furthermore, Laffer (1974) argued that a tax increase discourages households from searching for job opportunities. When the labour force is small, government revenue decreases.

The Keynesian view of fiscal consolidation is that it can push the economy into recession if it is fragile (Romer 1986). Keynesians stated that expenditure cuts or tax increases decrease aggregate demand and further reduce tax revenue. The Keynesian approach assumes that economic agents’ consumption and investment decisions are influenced by their expected future income and wealth. In this regard, expenditure cuts can induce economic agents to expect lower taxes and higher net income. These expectations can cause the economic agents to increase consumption of goods and services in the short run. The Keynesian view on fiscal consolidation was that government expenditure should be reduced only when the economy is fully recovered, as doing so can prevent inflation.

On the other hand, MMT maintains that a government budget deficit is beneficial to the economy and that there is no need to reduce it. The theory argues that the government should not reduce the budget deficit so that private savings remain surplus. Mavodyo (2023) supported the MMT view, arguing that a budget deficit is not a threat to economic growth; rather, the problem lies in the deficit’s level.

The Ricardian Equivalence Theory posits that financing government expenditure through borrowed funds or tax revenue does not impact aggregate demand or consumer choices. David Ricardo argued that government borrowing is intended solely to finance government expenditures or the budget deficit and does not affect GDP. Ayunasta, Setiaji, and Hakim (2020), Mehta and Derbeneva (2023), and Mehta (2024) supported this perception, arguing that increased private-sector savings from a higher tax cut, financed by borrowed funds, will be offset by a decline in public-sector spending. Eichler and Pyun (2022) also supported the Ricardian theoretical perception. They argued that the Ricardian Equivalence Theory holds that if economic agents expect the tax burden to rise because of fiscal expansion, private-sector spending can offset the increase in public debt. They argued that the financial consequences of fiscal contraction can be offset by increasing private-sector consumption if economic agents expect the tax burden to decline. The forecasts of macroeconomic theories do not align with policymakers’ views and vice versa. The Keynesian and functional finance approaches suggest that contractionary fiscal policy entails negative consequences for both growth and employment. But Ricardian equivalence is not always true. As a result, the theoretical expectations are put to the test.

Research methods and design

This study employed a quantitative research design based on secondary macroeconomic time-series data. Econometric techniques, specifically the Johansen–Juselius Cointegration Test and VECM, are used to examine dynamic relationships between variables. Three specifications are presented, with each identified macroeconomic indicator serving as the dependent variable: economic growth, equality, and employment creation.

Model specification 1: Nexus between fiscal consolidation and economic growth

The study employed the econometric model proposed by Fatás and Mihov (2001) (Equation 1):
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Y denotes GDP needed to estimate induced changes in budgetary variables, which is sufficient for describing the state of the economy.

B and C are coefficients of interest.

P denotes fiscal policy variables, that is, net tax.

Because the estimates enter with K lags, the coeffcient matrices are zero. The equation assumes that, to demonstrate the effects of changes in government spending on other macroeconomic variables, the baseline vector autoregression (VAR) will be employed, and budget estimates will be excluded.

Model specification 2: Nexus between fiscal consolidation and employment creation

The study employed the econometric model of Lopes and Do Amara (2017) to examine the fiscal consolidation-employment nexus. The econometric model is presented as follows (Equation 2):
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where

L is the employment level of the economy (proxies: employment in the public sector and employment in the private sector)

Lc, lG, lEX are the employment content coefficients of the economy’s aggregate demand.

B is the government budgetary balance, given as B= tY + O- G- IPub- TR. The equation is tY= average tax rate (the combination of all taxes and payroll contributions), O is net government receipts, which also include interest on public debt, and TR is government transfers.

C, G, and EX denote private consumption, government expenditure, and net exports. These variables represent the aggregate demand in the economy.

To specify this model, there is Model 2.1, which focuses on the nexus between fiscal consolidation and public sector employment. Model 2.2 focuses on the employment nexus between fiscal consolidation and private-sector employment.

Model specification 3: Nexus between fiscal consolidation and equality

The study will employ the econometric model proposed by Buyse (2015) to examine the relationship between fiscal consolidation and equality. The model is given as follows (Equation 3):
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where

∆Ii_ is the measure of change in income inequality.

Xi_ is fiscal consolidation composition measures (such as ∆ social expenditure, ∆ public investment, ∆ social contributions, ∆ tax on business, ∆ tax on households, ∆ government consumption) and Ɛi _ is the disturbance term.

Ethical considerations

Ethical clearance to conduct this study was obtained from the Faculty of Business and Economics Sciences, Research Ethics Committee at Nelson Mandela University (No. H22-BES-ECO-085).

Results and discussion

Summary of statistics

Table 1 summarises the descriptive statistics for GDP, Gini, Employment in the Public Sector, Employment in the Private Sector, Government Expenditure, Tax Revenue, Government Debt, and Budget Balance. On average, GDP growth was 2.23%, with moderate variability, while income inequality remained high with a mean Gini coefficient of 0.64. Public and private sector employment exhibit considerable fluctuations over the period, reflecting both expansions and contractions in labour markets. Government expenditure and tax revenue averages suggest substantial fiscal activity relative to GDP, whereas government debt averaged 37.3% of GDP, highlighting the government’s fiscal obligations. Skewness and kurtosis measures, along with Jarque–Bera tests, suggest that GDP, public sector employment, tax revenue, and budget balance are approximately normally distributed. In contrast, private-sector employment, government expenditure, and income inequality exhibit deviations from normality.
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Unit root test results

The unit root test has been conducted to test the stationarity of the time series data. The Augmented Dickey-Fuller (ADF) and Phillips–Perron (PP) tests were conducted to determine whether the series is stationary (see Appendix 1 Table 1-A1). The findings showed that some variables, such as tax revenue and debt, were not stationary at this level. When some variables are not stationary at the level, a stationary difference is first required. However, only revenue and Gini were not stationary under the ADF test, with a constant trend at the first difference. A stationarity test enables the researchers to determine the technique for estimating the results. Some variables were stationary in levels and others in first differences. Therefore, those stationary at the level are integrated with order 0, and those stationary at the first difference are integrated with order 1. Because the variables are of different orders (0 and 1), as in this case, the Johansen–Juselius Cointegration Test and the Vector Error Correction Model (VECM) are used to estimate the results. In summary, these results indicate that the variables form a multivariate system; therefore, the VECM will be employed.

Johansen–Juselius Cointegration test results

Table 2 presents the Johansen–Juselius Cointegration test results for four models.
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Model 1 tested for cointegration between GDP and fiscal consolidation measures: government expenditure, government revenue, government debt, and budget balance. The result shows that the Trace test is statistically significant and rejects the null hypothesis of r = 0 at a 5% significance level. The Maximum Eigenvalue (Max-Eigen) test results indicate no cointegration between the equations. Therefore, according to the Trace test, there is only one long-run cointegration relationship between GDP and fiscal consolidation indicators. Studies by Antolin-Diaz and Surico (2025), Buthelezi and Nyatanga (2023), Ciaffi, Deleidi, and Di Domenico (2024), and Jiao, Renart, and Serra (2025) found that GDP has a positive relationship with fiscal variables in both the short and long run. Findings from the Johansen Cointegrating test indicate the number of cointegrating equations to be tested in the VECM. Because the Trace test identified 1 cointegrating equation, the VECM will test 1 cointegrating equation.

Models 2.1 and 2.2 tested for cointegration between employment and fiscal consolidation measures: government expenditure, government revenue, government debt, and the budget balance. Model 2.1 focuses on public-sector employment, while Model 2.2 focuses on private-sector employment. For Model 2.1, the results show that the Trace and Max-Eigen tests are statistically significant at the 5% significance level, rejecting the null hypothesis of r = 0. The Trace test also rejects the null hypothesis that r < 1. According to the Trace test, there are two cointegration vectors, whereas the Max-Eigen test indicates 1 cointegrating vector. Therefore, according to the Trace Test, there are two long-run cointegration relationships between public-sector employment and fiscal-consolidation indicators.

On the other hand, the Max-Eigen test indicated that only one long-run cointegration relationship exists between public-sector employment and fiscal-consolidation indicators. For Model 2.2, the results show that the Trace and Max-Eigen tests are statistically significant at the 5% significance level, rejecting the null hypothesis of r = 0. The Trace and Max-Eigen tests also reject the null hypothesis that r < 4. According to the Trace test, there are two cointegration vectors, and the Max-Eigenvalue test indicates two cointegrating vectors. Therefore, according to the Trace test, two long-run cointegration relationships exist between private-sector employment and fiscal consolidation indicators.

On the other hand, the Max-Eigen test indicated only one long-run cointegration relationship between private-sector employment and fiscal consolidation indicators. The fundamental business cycle theory, Keynesian doctrine, and classical and neoclassical theory argue that fiscal policy positively affects employment. However, classical and neoclassical theory holds that the effects of expansionary fiscal policy are ineffective in the long run. Findings from the Johansen Cointegrating test indicate the number of cointegrating equations to be tested in the VECM. Because two cointegrating equations were found in the Trace test and 1 in the Max-Eigen test, two cointegrating equations will be tested under the VECM.

Model 3 was tested for cointegration between inequality and fiscal consolidation measures, including government expenditure, government revenue, government debt, and budget balance. The trace and Max-Eigenvalue test results indicate three cointegrating equations at the 0.05 significance level. Therefore, we reject the null hypothesis that there is no cointegration between inequality and fiscal consolidation measures. Three cointegration equations are tested under VECM.

Vector Error Correction Model test results

Table 3 presents the results of the Johansen Normality Test conducted within the VECM framework, reported across all four estimated models.
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Model 1 presents the results of the Johansen normalised test on the impact of fiscal consolidation indicators on GDP growth. The results indicate that government expenditure and the budget balance positively affect GDP growth, whereas tax revenue and government debt negatively affect it. Wagner’s theory of government expenditure posits that economic growth is positively influenced by government spending. Keynes’s theory also supports this argument; it holds that economic growth depends on government expenditure. Governments use expenditure to stimulate economic growth because more government capital is required in the early stages of economic development. The government uses expenditure to meet and achieve macroeconomic objectives, one of which is economic growth (Leshoro 2020; Lojanica 2015; Oladele, Mah & Mongale 2017). However, studies by Molefe and Choga (2017), Masipa (2018), and Buthelezi (2023) found that increased government expenditure has detrimental effects on economic growth in South Africa. These findings align with the Classical view, which holds that government expenditure harms economic growth. Although an increase in government expenditure can be targeted to stimulate GDP growth, from a fiscal consolidation perspective, it may not help to reduce the budget deficit or government debt. Studies by Isiaka, Mihailov and Razzu (2025) and Sidek (2021) found that improvements in economic growth are associated with successful fiscal consolidation. Reducing the budget deficit and government debt through adjustments in government expenditure and tax revenue is expected to increase economic growth. Decreasing government expenditure may not be an effective strategy for reducing the budget deficit and government debt if government expenditure is positively correlated with GDP growth. Government expenditure in South Africa has a detrimental effect on economic growth because it is not always directed towards projects that stimulate economic growth, and corruption arises from a lack of monitoring and evaluation in public finance management (Buthelezi 2023). From a fiscal perspective, if South Africa increases government expenditure in the short term and allocates funds to economic functionaries that stimulate long-term economic growth, while implementing strategies to reduce the likelihood of corruption, then government debt and the budget deficit may be reduced. According to Opperman (2023), the Free-Market Foundation advised the South African finance minister to cut government expenditure; South Africa needs to reduce the number of cabinet members and discretionary portfolios.

A positive budget balance has a positive impact on GDP. The budget balance becomes positive if tax revenue exceeds government expenditure, and vice versa. The functional finance theory posits that when the government collects more substantial revenue, the funds can be used to finance government expenditures or repay government debt (Lerner 1943). Both of these actions result in funds being allocated to stimulate economic growth. The challenge of increasing the budget deficit stems from governments’ inability to generate sufficient revenue to balance government expenditure (Bai, Hsieh & Song 2016; Bureau 2019; Picanço et al. 2018; Pugliese & Bennenbroek 2019). Governments use tax collection to finance government expenditure, and the inability to generate sufficient tax revenue negatively affects macroeconomic objectives (Moyo et al. 2021; Tala 2024; Tendengu et al. 2022). From a fiscal perspective, reducing the budget deficit can be achieved by hiring additional government employees, thereby increasing revenue through capital investments. If more people can be trained with the skills required to enter the labour market and create more jobs, the government can balance expenditures with taxes.

The findings of this study also showed that, in the long run, tax revenue has a negative impact on GDP. Tax revenue may threaten GDP if tax rates increase. Buchanan et al. (1978) argued that increased taxation results in decreased government spending because taxpayers are subject to fiscal illusion. Reduced government spending implies that fewer funds are allocated to achieve macroeconomic objectives. According to Solow (1956), tax policy impacts economic growth by discouraging entrepreneurial activity and investment, distorting investment decisions, discouraging work effort, and preventing workers from acquiring skills. However, a study by Ali, Yassin, and Mohamed (2018) found that tax revenue positively affects economic growth. Tax revenue can only reach its full economic potential if the government develops and supports fiscal laws and legislation aligned with macroeconomic objectives, thereby deterring tax evasion, corruption, and tax avoidance. According to the expenditure-taxation hypothesis, during recessionary periods, governments tend to increase government expenditure to restore confidence in the economy; however, this increase in government expenditure should be accompanied by a corresponding increase in the tax rate (Peacock & Wiseman 1979). These measures will improve tax management and enhance the accountability and transparency of government officials in tax revenue collection. Therefore, from a fiscal consolidation perspective, tax revenue can be targeted to reduce the budget deficit and government debt. The state must raise tax rates and strengthen tax administration.

Lastly, the findings indicate that government debt has a negative long-term impact on GDP. Zondi and Robinson (2021) found that in the short run, government debt has a weak positive impact on economic growth. However, in the long run, government debt does not Granger-cause economic growth, and the effect is negative. According to Ndoricimpa (2020), low government debt stimulates economic growth. In contrast, high government debt impedes it in the long run, as it leads to a larger budget deficit that crowds out private investment. Many researchers have asserted that government borrowing reduces economic growth, an effect that can be better understood through the crowding-out effect (Baaziz et al. 2015; Bilan & Ihnatov 2015; Daka et al. 2017). The functional finance theory posits that the government can borrow funds only if it wants the public to hold more government bonds and spend less on private consumption (Lerner 1943). Private consumption is the most significant component of GDP, so a decrease in private consumption reduces GDP. However, Buchanan’s Modern Theory of Public Debt, developed in 1958, acknowledged public debt as a means to encourage the development of institutions that contribute more to national savings, such as insurance companies, stock markets, capital markets, and banks (Buchanan et al. 1978). The expenditure, tax revenue, and budget balance coefficients are statistically significant at the 5% level, and the government debt coefficient is statistically significant at the 10% level. Therefore, from a fiscal consolidation perspective, government debt can be targeted to promote fiscal discipline by increasing government expenditure. A study by Buthelezi (2023) found that fiscal consolidation reduces the debt-to-GDP ratio in the long run. The study by Caldas-Montes, Bastos and De Oliveira (2019) found that fiscal transparency improves fiscal credibility in government expenditure, thereby reducing public debt. These findings align with the evidence from Arbatli and Escolano’s (2015) study, which found that transparency in fiscal management is associated with a low debt-to-GDP ratio. Highly indebted governments are reportedly less effective (Montes & Paschoal 2016). Therefore, the null hypothesis of no cointegration between economic growth and fiscal consolidation indicators is rejected.

The findings from Model 1 align with the ‘Debt levels and macroeconomic outcomes: Stylised facts’ section stylised facts, which note that South Africa’s low growth is accompanied by rising government debt and a budget deficit. Low economic growth and constrained fiscal balance are associated with negative impacts on tax revenue and government debt in the model. Furthermore, government expenditure had a positive impact, as reflected in increased public spending; however, its effectiveness depends on the efficiency of allocation.

Model 2.1 and Model 2.2 present results for Johansen’s normalised test of the impact of fiscal consolidation indicators on employment. In contrast, Model 2 focuses on public-sector employment, while Model 2.2 focuses on private-sector employment. According to Model 2.1, government expenditure and debt have a negative impact on public-sector employment in the long run. These findings imply that, ceteris paribus, if government expenditure decreases, public-sector employment will increase, and vice versa. The existing literature acknowledges that advanced economies reduce government expenditure to attract job creation and economic growth. In contrast, a reduction in government expenditure in developing countries leads to increased inequality, slower growth, and higher unemployment (Chugunov et al. 2021; Kim et al. 2021; Poku et al. 2022). The functional finance theory, as maintained by Keynes, posits that increasing government spending increases aggregate demand, thereby stimulating employment creation (Lerner 1943).

When government debt increases, more funds must be allocated to debt service, reducing funds available for other economic functions, such as acquiring the skills required to enter the labour market and job creation, ceteris paribus, and vice versa (Poku et al. 2022). However, the Ricardian Equivalence theory argues that government debt or borrowing has no negative impact and helps governments to achieve their macroeconomic objectives (Ricardo 1821). Furthermore, the findings also showed that tax revenue and budget balance have a positive effect on public sector employment. These results imply that if tax revenue and the budget balance increase, then public-sector employment will increase, ceteris paribus, and vice versa. If tax revenue increases, government spending will increase, enabling the state to achieve macroeconomic objectives. These findings are supported by Friedman’s (1978) tax-and-spending hypothesis, which posits that a tax increase leads to increased government expenditure and the achievement of macroeconomic objectives, such as full employment. The coefficients for government expenditure, debt, and budget balance are statistically significant at the 10% level, and that of tax revenue is statistically significant at the 5% level. Therefore, the null hypothesis of no cointegration between Gini and fiscal consolidation indicators is rejected.

According to Model 2.2, the findings indicate that only government expenditure has a positive long-term relationship with private-sector employment creation. Tax revenue and the budget balance negatively affect private-sector employment creation in the long run. These results align with the assumptions of Arthur Laffer’s 1974 curve model. The functional finance theory posits that an increase in taxation indirectly affects employment by reducing household consumption. This component is one of the most significant contributors to GDP (Lerner 1943). When GDP decreases due to a decline in private consumption, the economy is in a recession, during which people lose jobs, and the government is unable to finance its macroeconomic objectives (e.g. full employment). Laffer (1974) also maintained that the challenge of increasing taxation discourages investment and results in tax evasion (Laffer 1974). A decrease in private investment implies a decline in private-sector employment. Tax evasion means that the government will receive less revenue than expected, resulting in reduced government expenditure in the next financial period. Lower government spending has a negative impact on macroeconomic objectives. The coefficients for government expenditure and government debt are statistically significant at the 5% level, and those for tax revenue and the budget balance are statistically significant at the 1% level. Therefore, the null hypothesis of no cointegration between Gini and fiscal consolidation indicators is rejected.

The findings from Model 2 indicated that South Africa’s weak labour market performance does not depend solely on fiscal policy, as an expansion in government expenditure does not stimulate employment. The results indicate that structural challenges in the labour market may be explained by the fact that fiscal consolidation tends to affect sectors differently, as reflected in divergent results across public and private sector employment.

Model 3 presents the results of the Johansen normalised test of the impact of fiscal consolidation indicators on inequality (Gini). Equality is one of the macroeconomic objectives. The results indicate that government expenditure has a negative long-term correlation with inequality. In other words, if government expenditure increases, inequality tends to decrease, and vice versa. Isiaka et al. (2025) and Sidek (2021) supported these findings. Tax revenue and government debt are positively associated with inequality in the long run. An increase or decrease in tax revenue and government debt is associated with an increase or decrease in inequality. An increase in tax revenue, whether because of a higher tax rate or reduced government expenditure, is associated with greater inequality. Studies by Brinca et al. (2021), Furceri et al. (2022), and Heimberger (2020) confirmed these findings. However, a study by McManus et al. (2021) found that tax-based fiscal consolidation, such as increasing the value-added tax, increases inequality. In contrast, if implemented through personal and corporate income taxes, it improves equality. The coefficients for government expenditure, tax revenue, and budget balance are statistically significant at the 1% level, and that of government debt is statistically significant at the 5% level. Therefore, the null hypothesis of no cointegration between Gini and fiscal consolidation indicators is rejected. In summary, the results align with South Africa’s high level of Gini coefficient. Furthermore, the expansion of social grants in South Africa confirms that government expenditure is employed as a strategy to reduce inequality. Lastly, the positive results for tax revenue, government debt, and inequality highlight that tax-based fiscal consolidation can negatively impact low-income households.

Policy recommendations

In addressing South Africa’s socio-economic challenges, the results highlighted crucial policy implications: when pursuing fiscal consolidation, fiscal discipline must be balanced with inclusive growth objectives. Given these findings, the following recommendations are made:


	The government needs to continue to spend more on catalytic projects and accompany each project with proper monitoring and evaluation. Monitoring and evaluation help gauge the effectiveness of efforts to address prevailing challenges and determine whether the projects are cost-efficient, given that each Rand is expensive due to the high debt burden.

	South African Revenue Services must improve tax compliance, especially among small businesses benefiting from government contracts. The more contracts are spread across several small companies, the less revenue is generated, as they will generally fall under the tax-free threshold of less than a million Rand per year.

	Borrowed funds should not be used for consumption but only for capital expenditures.



Future studies should consider measuring thresholds for each fiscal consolidation variable relative to the targeted levels of key macroeconomic variables.

Conclusion

South Africa’s macroeconomic environment is characterised by persistently low economic growth, rising government debt, and increasing inequality, among other factors. This study contributes to the existing body of knowledge by providing empirical evidence supporting these trends. Having studied the linkages between these macroeconomic factors and fiscal consolidation, the findings suggest that trade-offs are prevalent in developing countries because of the design of fiscal policy. The article aims to investigate the implications of the fiscal consolidation framework on the macroeconomy of South Africa, an emerging economy in Africa. Three models have been tested using the VECM technique to isolate short- and long-run effects.

The following vital results emerged:

A higher tax rate is unsuitable for the economy, as Laffer’s curve states that the government ‘cannot tax to prosperity’ because there is a threshold beyond which taxation discourages labour supply. Overall, this may lead to lower economic growth.

The government can, however, stimulate growth. More catalytic capital expenditure is likely to bring more growth than wage bills. Despite the high levels of corruption reported in South Africa during this period, which led to increased government expenditure because of overvalued contracts, overall spending was growth-enhancing.

In the absence of high tax revenue, the increase in expenditure is financed through borrowing, leading to debt spiralling. The results indicate that government debt is detrimental to economic growth, posing a challenge for fiscal policy authorities. There is a push to increase spending to stimulate the economy, but resources are limited unless more borrowing is undertaken.

Increasing government expenditure creates fewer jobs in the public sector, yet that expenditure helps generate jobs in the private sector. This may point to the catalytic government projects, such as infrastructure development, that involve private-sector contracting. The private sector then hires more labour; in this way, the government plays an enabling role, not by increasing its wage bill but by focusing on investment. As alluded to above, higher taxes discourage labour supply and stifle the private sector’s ability to create more jobs. Tax revenue has a negative long-run correlation with private-sector employment creation.

The South African government has expanded social security coverage over the years amid rising unemployment, poverty, and inequality (the triple challenges). The efforts yield results, as expenditure has been observed to decrease disparities in the long run. Preferential procurement practices favour previously disadvantaged groups, yielding results in which, as the government spends, more resources are allocated to them, helping to reduce inequality. The creation of private-sector employment, enabled by government spending, also helps provide incomes to previously disadvantaged families, creating more employment opportunities and thus reducing income inequality.

The tax and debt burden falls disproportionately on low-income earners, exacerbating inequality. The increase in taxes in recent years, particularly the value-added tax (VAT) increases from 14% to 15% with limited scope for zero-rating, has been criticised by many, especially low-income earners who spend little on zero-rated products. A significant contribution of the study lies in its inequality analysis. The findings highlight that although fiscal consolidation aims to improve fiscal balance, it is associated with significant distributional consequences. Inequality is best reduced through increased government spending. However, an increase in both taxes and government debt exacerbates inequality, so this calls for considering equity outcomes when proposing fiscal policies.
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Appendix 1: Unit test results
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FIGURE 5: South Africa’s real gross domestic product growth rate from 2017 to
2027 (compared to the previous year).
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FIGURE 3: South Africa: National debt with gross domestic product (GDP) from
2012 to 2022.






OPS/APSDPR-14-1013-E3.jpg





OPS/APSDPR-14-1013-F4.jpg
100 4

80.17 838

o

]

o 80 2,71 7684

=4 69 68.98 67.99 7073

o

¥

5 60

]

v

£

5 40

]

°

5

S 20

K=

]

2
0
A O S S aa e
IS MR G U R R L S )
R L S S M

Source: Statista, 2023, National debt in relation to gross domestic product (GDP) from
2017 to 2027, viewed 23 January 2023, from https://www.statista.com/statistics/578887/
national-debt-of-south-africa-in-relation-to-gross-domestic-product-gdp/

Note: The data used during the period 2022-2027 (as indicated with an asterisk) were estimates
and not the actual numbers.

GDP, gross domestic product.

FIGURE 4: South Africa: National debt with gross domestic product from
2017 to 2027.
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TABLE 3: Vector Error Correction Model_Johansen normalised test.

Dependent Constant Independent variables

variable(s) Government Government Government  Budget
expenditure  revenue debt balance

Model: 1

GDP 8836181 1558457 -0.601165 -0.013799  1.079349

Standard error - 042716 026282 005376 037704

r-statistics g 3.64840 228734 025668  -2.86266

Model: 2

Publicsector 2793843 0716272 -0.639510 0032252  -0.786434

employment

Standard error . 045328 027749 005617 040107

r-statistics - 158018 230463 057417  -1.96082

Model: 3

Private sector  -1.162299  -0.763896  0.400048  0.137852  0.091544
employment

Standard error = 0.38152 0.23449 0.04789 0.33719
t-statistics = -2.00223 1.70600 2.87827 0.27149
Model: 4

Inequality -2.390020  0.174135  -0.044771 -0.007080  0.075952
Standard error - 0.01802 0.00661 0.00179 0.01297

t-statistics - 9.66406 -6.77628 -3.95477 5.85778

GDP, gross domestic product.
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TABLE 1-Al: Unit root tests.
Variable Level
Augmented Dickey-Fuller (ADF) Phillips-Perron Test (PP)

Constant without trend Constant with trend Constant without trend Constant with trend

Unit root tests

Expenditure 3133+ -3.550%* -3.449%+ -3.655%+
Revenue 0322 -4.204%+ 1362 2.694
Debt 1371 1762 0.794 1518
Budget balance -2.909%* -2.850 -2.489 2532
GDP 4.415%+% -4.389%4* -4.426%+* -4.394%4%
Gini 2.651% -3.955%+ 2.739* 2.947
Total employees_ public 2215 -2.155 -4.003%+* 3.943*+
Total employees_ private 4.479%x% -4.466%+* -4.681%+* -4.632%4%
First Difference

Expenditure -5.236%+* -5.225%4* -6.473%4% -6.673%4%
Revenue -3.890%+* 3.181 7.435%k% 7.4474%
Debt 3174+ 3.138 -3.244%+ 3.227*
Budget balance -6.263%+* -6.162%4* -6.731%k% -6.522%4%
GDP -5.057%k% 5.221%4% -0.407%+* -9.069%4*
Gini 3262+ -1.648 3293+ 4327+
Total employed_ public 11,988+ 11,8824 12,577+ 13,1454+

rivate -4.553++* -4.836%**

154k

Total employed_ 83744+

Note: *** and **, denote significance at 1% and 5%, respectively. The figure in parentheses (...) represents the optimum lag length selected based on the Akaike Information Criterion. The figure
in brackets [...] represents the bandwidth used in the Kwiatkowski-Phillips-Schmidt-Shin (KPSS) test selected based on the Newey—West bandwidth criterion.
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TABLE 1: Descri

1Cs..

Statistics GDP Gini Employed inthe  Employedinthe  Government Taxrevenue  Governmentdebt Budget balance
public sector private sector expenditure
Mean 2225250 0636538 1172500 1.310000 18.65650 23.78205 37.31250 -3.082500
Median 2.445000 0.640000 1100000 0.950000 18.86000 23.53000 34.45000 -3.300000
Maximum 6.620000 0.660000 4.800000 8.600000 21.30000 27.60000 56.70000 0.900000
Minimum -2.140000 0590000 -4.100000 -4.200000 12.97000 18.59000 26.00000 -7.100000
sD 2258369 0.018535 2486269 2340370 1877865 2.469650 8.427342 1.839299
Skewness -0.152530 -1.016911 -0.355437 0754037 -1.206952 -0.204082 0534324 0293732
Kurtosis 2209194 3.972863 2.208183 4.758400 4564322 2218936 2.037160 2.484497
Sum 89.01000 16.55000 46.90000 52.40000 746.2600 927.5000 1492.500 -123.3000
Sum Sq. Dev. 198.9090 0.008588 241.0798 213.6160 137.5287 231.7684 2769.784 131.9378
Jarque-Bera 1197393 5.506466 1887193 8.943757 13.79006 1.262072 3.448446 1.018095
Probability 0.549527 0.063722 0389225 0011426 0.001013 0532040 0.178312 0.601068

GDP, gross domestic product; SD, standard deviation; Sum, sum of observations; Sum Sa. Dev., sum of squared deviations.
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TABLE 2: Johansen—Juselius Cointegration Tests.

Hypothesised Statistics Critical values (5%)
number of CE(s) Trace Max-Eigen Trace Max-Eigen
Model: 1
r=0 76.84914**  29.99755 69.81889 33.87687
r<i 46.85159* 21.39829 47.85613 27.58434
r<2 25.45330 14.10226 29.79707 21.13162
r<3 11.35105 7.868389 15.49471 14.26460
r<4 3.482659*  3.482659* 3.841465 3.841465
Model: 2
r=0 83.73688***  33.73732**  69.81889 0.0519
r<i 49.99956**  23.41890 47.85613 0.1563
r<2 26.58066 19.52003* 29.79707 0.0828
r<3 7.060630 5.162780 15.49471 0.7211
r<4 1.897851 1.897851 3.841465 0.1683
Model: 3
r=0 84.20185***  36.98706**  69.81889 33.87687
r<i 47.21479* 18.74706 47.85613 27.58434
r<2 28.46773* 17.30336 29.79707 21.13162
r<3 11.16437 6.526340 15.49471 14.26460
r<4 4.638033**  4.638033**  3.841465 3.841465
Model: 4

=0 142.4039%**+  52.78558*+*  69.81889 33.87687
r<i 89.61828***  44.95982*++%  47.85613 27.58434
r<2 44.65847+*+  32.16807*++*  29.79707 21.13162
r<3 12.49040 12.48909* 15.49471 14.26460
r<4 0.0001304 0.001304 3.841465 3.841465

Note: ***, denotes significant at 1%; **, denotes significant at 5%; and *, denotes significant
at 10% significance levels.

CE, Cointegrating Equation; Max-Eigen, Maximum Eigenvalue.





