Economics 3

Public Economics 

Introduction and course outline

Lecturer: Dr Daniela Casale, Room J308, Westville

Prescribed text: 

Public Economics for South African Students (2005),

by Black, Calitz, Steenekamp et al,

3rd edition, Oxford University Press.

Its 17 chapters are spread over five sections:

· Theoretical perspectives on the role of government in the economy (1-6)

· Public expenditure (7-8)

· Taxation (9-13)

· Fiscal and social policy (14-16)

· Intergovernmental fiscal relations (17)

We will work our way through most of the book (leaving out Ch 8 and possibly Ch 17 depending on time constraints), supplementing the text, where necessary, with additional reading material. Everyone should buy a copy of Black et al.

Class record: counts 40% of the total mark, made up of two tests (dates and coverage will be announced closer to the time).

November exam: counts 60% of the total mark, entire semester’s work is examinable.

Summary notes: Black et al, Chapter 1

The Public Sector in the Economy

Learning objective:

· List key issues confronting the South African government regarding its role in the economy;

· Distinguish between the main institutional categories of the public sector;

· Discuss the salient features and trends of the size and composition of the South African public sector;

· Discuss various aspects of the relationship between the public sector and the rest of the economy. 

1.1 Introduction

In economics we study the problem of how society chooses to allocate scarce resources among various alternative uses to satisfy needs and wants. Also look at the distribution of the benefits of resource allocation.

In public economics we study the impact of the government/ public sector on resource allocation and distribution. 

In a mixed economy like South Africa’s, needs which are not or cannot be satisfied through the market system of supply and demand, are provided through the political system. The equilibrating mechanism between supply and demand in the political system is the vote; the price is the tax people pay.

(In SA, more than a third of total resource use is channeled through the political system.) 
1.1.1 Legacy of the past

The new democratic government elected in 1994 - faced with a number of challenges.

GDP has not performed well over past two decades. 

High unemployment.

Poverty and highly unequal distribution of income.

Inadequate housing, education, access to basic public services, e.g. health care.

Inherited racial biases of the apartheid era.

“Generally speaking, millions of people are ill equipped to participate meaningfully in the modern (formal) sector of the economy. Under these circumstances the need for appropriate policy intervention is evidently urgent.”   

But, also constraints on new government’s ability to deal with these problems. Government’s share in the economy had already been increasing prior to 1994 – and by 1994 many felt the tax burden, budget deficit and the public debt were already too high.

1.1.2 A fresh start

SA in the 1990s had the opportunity to restructure the public sector. BUT the challenge has been, and continues to be, huge given the needs of the people and the global constraints. 

The new government came into power at a time when the role of the government was being reviewed globally. The growing consensus (as one of the tenets of the Washington Consensus) was that the efficient management of an economy required fiscal prudence (smaller budget deficits and reduced public debt). Also, a call for privatisation. 

Increased integration of the global economy has meant SA could not ignore the market-oriented principles of the WC. It has resulted in the freedom of sovereign states to formulate fiscal policy being reduced, both as far as taxation and expenditure are concerned.

The rising demand for public services by those previously excluded or inadequately treated has to take place under these conditions of declining fiscal discretion.  

Also important, is the emergence of fiscal federalism. Should decision-making be centralized in the national government or would decentralized governance result in a more efficient use of resources and a more equitable distribution? How much decision-making power should lie with provincial and local governments? How should government revenue be divided?

These sorts of issues need to be decided on by the public in general; voters, politicians, trade unionists, business and other interest groups. How these interest groups behave and interact, and their effect on the allocation of resources, is also an important part of public economics.  

The study field of public economics 

In the broadest possible sense, public finance, also called public sector economics or simply public economics, can be defined as follows: 

“Public economics is the study of the nature, principles and economic consequences of the expenditure, taxation, financing and regulatory actions undertaken in the non-profit making government sector of the economy.” 

These are the instruments of fiscal policy. 

The first three involve the direct mobilisation and allocation of resources (e.g. spending tax income on primary health care; borrowing money to build roads). The different types of expenditure, taxation and borrowing have different economic consequences in terms of efficient allocation of resources and distribution of income or wealth. Two important decision-making criteria: efficiency and equity. 

Regulation involves enacting a law that indirectly affects the allocation of resources (e.g. enforcing companies to clean up their pollution).

Unlike for firms, the profit-maximising goal does not apply to the government. Other criteria are used for decision-making in the government. 

Note that government business services (e.g. National Road Fund) and public corporations (e.g. Eskom) sometimes operate between the two. They behave like businesses but are not pure private institutions so long as there are political appointees on board of directors, government is a shareholder, the firm produces certain socio-economic services on behalf of the government or they rely on government financial support.

Public finance is conventionally microeconomic in approach

i.e., the level of analysis is the individual consumer / worker / voter / taxpayer or firm (which does all except vote).

Since all states have national governments (albeit of varying degrees of centralisation of powers), consideration of the various aspects discussed above pushes one towards analysis of the ‘whole’, towards a macroeconomic approach.

Despite the need to aggregate individual behaviour up to the level of the economy as a whole, texts in the past have almost explicitly attempted to avoid macroeconomics.

The prescribed text not only locates public finance within the local institutional setting, it also recognises that a discussion of the macroeconomic setting within which fiscal policy is conducted cannot be neglected.

1.2 The public sector in South Africa

1.2.1 Composition of the public sector

See Figure 1.1, p 7.

Central/national government: all national government departments; extra-budgetary institutions (e.g. CSIR, HSRC, universities and technikons).

General government: central government plus provincial governments (9) and local authorities (284) plus business enterprises (e.g. National Road Fund at national level or trade departments for electricity, water, transport etc. at local level).

Public sector: general government plus public corporations (e.g. Eskom, Mossgas, SABC, Telkom, Transnet).  

1.2.2 Size of the public sector

Different indicators are used to measure the size of the public sector.

· Total tax income of government as a % of GDP. Measures tax burden on current taxpayers.

But government spending is also financed out of non-tax income (dividend and property income, mining leases and administrative fees) and borrowing. So a more complete picture from:

· Total expenditure of government (consumption plus investment spending), represents final demand for goods and services.

Still not complete though. Not all of government spending is in the form of final demand for goods and services. There are also:

· Government transfer payments (subsidies, current transfers, interest on public debt) to targeted beneficiaries or entities who exercise final demand.

Together, government expenditure and transfer payments = total public sector resource mobilisation.

In SA, from 2000-2004, public sector mobilised on average 32.7% of national resources. See Table 1.1, p. 9 

Note the diverging trends of general government consumption and investment spending, and the rise in transfer payments, esp. interest on public debt. 

1.2.3 The relationship between the public and the private sector

See Figure 1.2, p. 10.

· Government supplies goods and services to firms and households, who pay for these through taxes. Government uses taxes to pay for factors of production and intermediate inputs supplied by households and firms. (Salaries and wages constitute largest input cost to government.) 

· Government expenditure important at the sectoral level (esp. in engineering and construction sectors). Also public expenditure on infrastructure (roads etc.) important for functioning of private sector. At macroeconomic level government expenditure affects growth and stability. Excessive expenditure can be inflationary or crowd out private investment.

· The types of taxes and rates used affect the well-being of individuals and the decisions of private businesses. Can promote/obstruct efficiency and equity.

See Figure 1.3, p.12.

· A budget imbalance (surplus/deficit) will be reflected in an imbalance between private investment and saving (internal imbalance) or an imbalance between exports and imports (external or balance of payments disequilibrium).

· If there is a deficit (T<G) government must borrow, via financial markets, from domestic (Sd) or foreign savings (Sf). If there is a surplus (T>G), government adds to the savings in the economy.

· Government also affected by the economy: e.g. in a recession government revenues will fall, could affect its ability to provide public goods and services.  Also, feedback effects: e.g. high budget deficits result in increased interest rates, in turn increasing government’s interest bill.

