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1. Introduction 
 
South Africa is one of the most unequal countries in the world and this high level of inequality has persisted 
over time. While research has demonstrated that fiscal policy is generally progressive and contributes to 
reductions in inequality, see for example Inchauste et al. (2015) and Maboshe and Woolard (2018), the effect 
of monetary policy on inequality in South Africa has not been studied. 
 
The South African Reserve Bank instituted an inflation targeting framework in 2000 and the current target 
is the range from 3 to 6 percent. Given the country's high unemployment rate, the Phillips curve inflation-
unemployment relationship would suggest that strict inflation targeting would increase inequality through 
its adverse effect on employment. However, this argument misses the other channels through which 
monetary policy affects inequality. This short note moves beyond the simple Phillips curve tradeoff to 
discuss the five channels through which monetary policy can affect redistribution, review the international 
evidence, and explore the potential importance of the various channels in the South African context. 
 
Understanding how monetary policy affects inequality is of course important for developing the kind of 
policies that are required to reduce inequality in South Africa. Additionally, there is a developing literature 
that incorporates heterogeneous agents and distribution channels into macroeconomic models to study the 
transmission of monetary policy (Auclert (2019) and Kaplan, Moll, and Violante (2018) are two influential 
papers in this area). In these models redistribution, rather than merely being a side effect of monetary policy, 
also affects the monetary policy transmission mechanism so that the aggregate effects of monetary policy 
cannot be understood without understanding the redistributive effects. This seems particularly salient for 
the South African context given the country's extremely high levels of inequality. 
 

2. Channels of redistribution 
 
Following Coibion et al. (2017), there are _ve channels through which monetary policy can affect the 
distribution of income and wealth: 
 

I. Income composition channel: Households differ in the share of income they derive from labour 
earnings, business, financial and transfer income. Since monetary policy tends to affect these 
different types of income in distinct ways it will affect income and consumption inequality. For 
example, Coibion et al. (2017) demonstrate that contractionary monetary policy typically increases 
financial income but decreases business income in the US. These divergent effects make it difficult 
to ex ante determine the net effect of the income composition channel on inequality. 

II. Financial segmentation channel: Some households are more connected to financial markets, in the 
sense that they frequently trade financial assets, than others. Interest rate cuts directly benefit more 
connected households and redistributes wealth away from less connected households (Williamson 
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2008). Since more connected households tend to have higher income and consumption on average, 
this channel implies that expansionary monetary policy will increase inequality. 

III. Portfolio channel: The composition of assets held by households matters - low-income households 
typically hold more cash than high-income households and are more negatively affected by the 
inflationary consequences of an interest rate cut. In addition, Auclert (2019) emphasizes the 
importance of the duration of the assets held and shows that households with negative unhedged 
interest rate exposure (URE), i.e. their maturing liabilities exceed their maturing assets, benefit from 
expansionary monetary policy. For example, savers with large amounts invested at short durations 
tend to have positive UREs while those with longer-term bond investments have negative UREs so 
that the former lose and the latter gain from interest rate cuts. 

IV. Savings redistribution channel: Inflationary actions from the central bank will harm savers and benet 
borrowers, leading to a reduction in income inequality if borrowers have lower incomes than savers. 
This channel is often referred to as the Fisher channel, by Auclert (2019) for example, after the work 
of Fisher (1933). 

V. Earnings heterogeneity channel: The labour earnings of high- and low-income households may be 
differentially affected by monetary policy changes. Interest rate cuts that reduce unemployment 
disproportionately benet low-income households who tend to have high unemployment rates, 
thereby reducing income inequality. Wage rigidities, the substitutability of labour and capital, and 
labour supply responses may all differ across the income distribution leading to changes in income 
inequality after monetary policy shocks. 

 

3. International evidence 
 
Early work by C. D. Romer and D. H. Romer (1998) demonstrated a correlation between expansionary 
monetary policy and improved welfare for the poor in the short run in the US, but that the reverse was true 
in the long run across a cross-section of countries. In the last few years, the distributional impacts of 
monetary policy have received more attention in the literature and researchers have turned their attention 
to deeper investigations of the relationship between monetary policy and inequality.3 
 
Contractionary monetary policy shocks have been found to persistently increase income and consumption 
inequality in the US (Coibion et al. 2017) and the UK (Mumtaz and Theophilopoulou 2017). Similar 
relationships hold across many other countries: Furceri, Loungani, and Zdzienicka (2018) find that 
unexpected interest rate cuts decrease income inequality across a panel of 32 developed and developing 
countries and that the effects are asymmetric{ contractionary monetary policy increases inequality more 
than expansionary monetary policy reduces it. On the other hand, in Mexico contractionary monetary policy 
shocks decrease labour income inequality among households employed in the informal sector, although 
they increase overall labour income inequality (Villarreal 2014).4 Cloyne, Ferreira, and Surico (2018) provide 
evidence that suggests that expansionary monetary policy could increase inequality, although they do not 
directly study the effects on inequality. They find that expansionary monetary policy in the US and the UK 
increases consumption for mortgagors more than for renters, and since mortgagors have higher wealth than 
renters this points to a potential increase in inequality from an interest rate cut. 
 
The above evidence applies to monetary policy shocks and generally show that unexpected interest rate 
hikes increase inequality. However, Furceri, Loungani, and Zdzienicka (2018) find that predictable increases 
in interest rates driven by unexpectedly higher growth and inflation are associated with lower levels of 
inequality, although this is likely due to improving economic conditions rather than a direct causal effect. 
These results point to the possibility that systematic monetary policy can reduce inequality although 
unanticipated interest rate changes may increase inequality. 
 
The results described so far investigate the impacts of conventional monetary policy. There are fewer studies 
of the effects of unconventional monetary policy but Mumtaz and Theophilopoulou (2017) find some 
evidence that quantitative easing increased inequality in the UK, and Saiki and Frost (2014) find that Japan's 
unconventional monetary policy increased inequality as well. Both studies suggest that unconventional 
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monetary policy affects inequality primarily through the portfolio channel as only high income households 
may hold the financial assets that are affected by quantitative easing. 
 
Looking at the channels through which monetary policy can effect redistribution, the income composition 
channel seems to be important across countries. In the US, Coibion et al. (2017) find that increases in 
inequality after contractionary monetary policy shocks are primarily due to the income composition channel: 
Labour income is more important as a share of total income at higher quintiles and transfer income is a 
larger proportion of total income at lower quintiles, while business and financial income do not vary as much 
across the income distribution. Since transfer income falls relative to wages after an interest rate hike, this 
accounts for much of the observed increase in inequality. Following a contractionary monetary policy shock 
in the UK, Mumtaz and Theophilopoulou (2017) show that total income rises for the top quintile but falls for 
the lower quintiles and this seems attributable to the income composition channel since richer households 
derive a larger share of their income from investments than do poorer households. Income rebounds fairly 
rapidly to the baseline for the lowest quintile and this might be due to the increases in transfer income that 
are a large source of income for the poorest households. The results in Furceri, Loungani, and Zdzienicka 
(2018) point to the importance of the income composition channel across a panel of 32 countries as they 
find some evidence that the effect on inequality is greater the greater is the share of labour income in total 
income and the lower is the extent of redistributive policies. 
 
There is evidence of earnings heterogeneity channel in the UK and Mexico, and limited evidence in the US. 
Following a contractionary monetary policy shock, wages initially increase for the top quintiles but fall for 
the lowest quintiles in the UK (Mumtaz and Theophilopoulou 2017), and labour income decreases more for 
households working in the informal sector (who have lower incomes) than those in the formal sector in 
Mexico (Villarreal 2014). in the US, Coibion et al. (2017) nd limited evidence of the earnings heterogeneity 
channel with a slight widening of the earnings distribution above the median, and a small and statistically 
insignicant compression below the median, after a contractionary monetary policy shock.  
 
Coibion et al. (2017) find that consumption rises disproportionately relative to income changes for savers 
(dened as older households with financial income and no mortgages) than borrowers (younger households 
with no financial income and mortgage payments) following an interest rate hike in the US, pointing to the 
potential importance of the savings redistribution channel. By contrast, Cloyne, Ferreira, and Surico (2018) 
do not find that the savings redistribution channel is particularly important in the US and the UK. Instead, 
they highlight the importance of the portfolio channel by showing that expansionary monetary policy 
increases income for all households but only increases consumption for households with low levels of liquid 
wealth (both renters who have little wealth, and mortgagors who are wealthy but illiquid). The portfolio 
channel is also the key mechanism through which unconventional monetary policy affects inequality 
(Mumtaz and Theophilopoulou 2017; Saiki and Frost 2014). 
 

4. Channels of redistribution in South Africa 
 
This section examines the potential importance of each of the five channels of redistribution discussed in 
the literature 
 

4.1    Income composition channel 
 
There is substantial heterogeneity across South African households in terms of sources of income. Figure 1 
shows the composition of income by the deciles of the income distribution for 2008 taken from Leibbrandt, 
Finn, and Woolard (2012). It is evident that labour market earnings are a larger share of total income at the 
higher end of the distribution than at the lower end. Government transfers are particularly important for 
low income households and comprise 73% of income in the lowest decile. Capital income is a small 
component of total income but is more important for high-income households and is 11% of total income 
for the top decile. Since monetary policy has differential effects on each income source this heterogeneity 
suggests that the income composition channel is likely to be important in South Africa as it is in other 
countries (Coibion et al. 2017; Mumtaz and Theophilopoulou 2017; Furceri, Loungani, and Zdzienicka 2018). 
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Figure 1: Composition of income by decile, 2008 
 

 
 

Source: Leibbrand, Finn, and Woolard (2012) 

 

4.2    Financial segmentation channel 
 

Poor households in South Africa are much less connected to financial markets than richer households. Figure 
2 is adapted from the results in Matsebula and Yu (2017) and shows the proportion of poor and non-poor 
households with at least one member having access to a bank account (blue bars) or unit trusts, stocks and 
shares (orange bars) across the four waves of NIDS. Poor households are dened as those with a per capita 
income that is below the StatsSA 2015 poverty line. 
 

Figure 2: Access to financial services by poverty status 
 

 
 

Source: Adapted from Matsebula and Yu (2017) 
 

It is evident from Figure 2 that access to bank accounts has been increasing over time for all households but 
there is still a large disparity across poor and non-poor households. In 2014/15 (wave 4), 56% of poor 
households had access to a bank account compared to 83% of non-poor households. Access to unit 
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trusts, stocks and shares is relatively low and has not changed much over time remaining at around 3% for 
non-poor households and close to 0 for poor households. Regression results in Matsebula and Yu (2017) 
show that higher household per capita income increases overall financial inclusion, measured by an index 
based on a variety of financial instruments. Furthermore, informal financial services such as stokvels are 
complements rather than substitutes for formal financial services (Ardington et al. 2004). These large 
differences in the access to financial services across the income distribution suggest that the financial 
segmentation channel is likely to be quite important in South Africa. Since connected households benet from 
the first-round effects of an interest rate cut and these households are relatively richer, expansionary 
monetary policy will increase inequality via the financial segmentation channel. 

 

4.3   Portfolio channel 
 

Using both NIDS and SARS administrative tax data, Orthofer (2016) shows that almost all interest generating 
and investment assets are held by the wealthiest 10% of South African households. This suggests that the 
poor tend to hold non-income generating assets (such as cash) and so are more likely to be adversely 
affected by the inflationary consequences of expansionary monetary policy. Moreover, the average 
household in the three low-income areas studied by Collins (2005) hold portfolios that are composed of 70% 
informal and 30% formal financial instruments. It is unclear to what extent informal financial instruments, 
and hence the majority of assets held by poor households, are impacted by interest rate cuts. These data 
suggest that expansionary monetary policy might contribute to increased inequality via the portfolio 
channel. 

 

4.4   Savings redistribution channel 
 

While there is no direct evidence on the net nominal balance sheet positions of households across the 
income distribution, the available evidence suggests that rich and poor households likely have very different 
balance sheets. Both very poor and rich households have high levels of indebtedness but the source of the 
debt is family loans among low-income households and home loans among high-income households 
(Ardington et al. 2004). Among poor households, those in urban areas rely more on formal debt and tend to 
have more temporary debt while those in rural areas rely on informal debt and have persistently high 
indebtedness (Collins 2008). These studies suggest that it is not obvious that all rich households are savers 
and all poor households are borrowers so that it might be dicult to characterise the effect of interest rate 
cuts on inequality via the savings redistribution channel. 

 

4.5   Earnings heterogeneity channel 
 

There is no empirical evidence of a Phillips curve inflation-unemployment tradeoff in South Africa (see 
Vermeulen (2017) and the discussion in Fedderke and Liu (2018)) suggesting that monetary policy is unlikely 
to affect unemployment. However, it is possible that monetary policy differentially affects wages across the 
income distribution. Essama-Nssah et al. (2007) combine a CGE model with a micro-simulation analysis of 
household survey data that captures the South Africa labour market structure and rigidities to study the 
distributional effects of a large oil price shock. They nd that an oil price shock has a large negative effect on 
earnings among poorer, and generally low-skilled, households while the earnings of high-skilled households 
at the top of the income distribution are relatively unaffected. This might reflect a lower likelihood of 
unemployment for high-skilled workers following an oil price shock, or their better ability to adapt to new 
jobs and access information about job openings. Although these results are for a different type of 
macroeconomic shock, they do suggest that a monetary policy shock is likely to affect earnings in different 
ways across the income distribution in South Africa. 
 

5. Conclusion 
 
There are five channels through which monetary policy can affect inequality: (i) income composition, (ii) 
financial segmentation, (iii) portfolio, (iv) savings redistribution, and (v) earnings heterogeneity (Coibion et 
al. 2017). The combined effects of all five channels on inequality is ambiguous but the empirical evidence 
generally shows that contractionary monetary policy shocks increase inequality (Coibion et al. 2017; Mumtaz 
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and Theophilopoulou 2017; Furceri, Loungani, and Zdzienicka 2018). However, systematic interest rate 
increases driven by unexpected changes in growth and inflation are associated with reduced inequality 
(Furceri, Loungani, and Zdzienicka 2018). 
 
The available evidence suggests that all five channels could potentially be important for the redistributive 
effects of monetary policy in South Africa. Since some channels work in opposition to the others it is not 
immediately clear exactly how monetary policy-both systematic and unexpected-affects inequality. It is left 
to future work to formally investigate this relationship. 
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