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Comments and Recommendations on Matters Relating to the 
Allocation of Financial Resources to the National, Provincial 
& Local Governments 

This document has three chapters. 

I. The first chapter sets out the Commission's comments on the recommendations of 
the Department of Finance (subsequently accepted by the Budget Council at its 
May 1997 meeting) on the allocation of resources to the national and provincial 
governments.  

II. Chapter II motivates for the introduction of national legislation to regulate the 
imposition of provincial taxing powers. This chapter spells out in some detail the 
implications for both national government and the provinces, of the introduction 
of the surcharge on personal income tax by creating tax room.  

III. Chapter III provides a summary of the Commission's recommendations for 
financing of the local government sphere and municipalities. This summary is 
distilled from the more detailed "Local Government Discussion Document" to be 
released on the 23 July 1997 for public comment and debate.  

 

CHAPTER I 

RECOMMENDATIONS OF THE DEPARTMENT OF FINANCE ON THE 
ALLOCATION OF FINANCIAL RESOURCES TO THE NATIONAL PROVINCIAL 
GOVERNMENTS: FFC COMMENT 

A. FFC's Recommendations for the 1997/98 Financial Year - A Summary.  
B. The Department of Finance's Recommendations for the 1998/99 Financial Year: 

A Summary  
C. FFC Response to Department of Finance Recommendations .  

 

A.  FFC's Recommendations for the 1997/98 Financial Year - A Summary 

1. The FFC's recommendations for the 1997/98 financial year fell 
into two categories:  

• the division of resources between national 
government and provincial governments (this 
addresses the problem of `vertical fiscal 
imbalance');  

• the division of resources amongst the provincial 
governments (`horizontal fiscal imbalance').  



2. With regard to the vertical division, the FFC document stated that 
the division of the total available resources between the national 
and provincial governments is based on the constitutional 
allocation of functions, according to which the delivery of the 
major services to the public, such as education and health-care, is 
the responsibility of provincial governments, while non-
population-driven functions such as defence, police and foreign 
affairs are national government functions. However, it recognises 
that both levels of government have existing commitments which 
must be honoured in the short term.  

3. As the services of only a limited number of national departments 
were related to the increase of the population (and some could be 
decreased over the period), the FFC recommended that allocations 
to the national government grow more slowly than those to the 
provincial governments over this period. This would enable the 
current extremely unequal provision of public services amongst 
provinces to be corrected in the reasonably short period of six 
years.  

It was proposed that an appropriate 
intergovernmental body such as the Budget Council 
determine the vertical division on the basis of the FFC 
recommendations. 

4. The FFC recommended that the total provincial allocation (P) be 
divided among the provinces by means of a provincial revenue 
sharing (grants) formula comprising the following elements:  

• a minimum national standards grant (S) to 
enable the provinces specifically to provide primary 
and secondary education and primary and district 
health-care to their residents;  

• a spillover grant (m) to provide for the financing 
of those services which have inter-provincial 
spillover effects;  

• a fiscal capacity equalisation grant (T) to ensure 
that provincial functions are financed from an 
equitable provincial taxing capacity and to 
encourage accountability and democratic 
institutions associated with the establishment of 
provincial legislatures;  

• an institutional grant (I) to provide funds for each 
province to finance the core of its legislature as 
required by the Constitution; and a  

• basic grant (B) to enable provinces to establish and 
maintain the institutions necessary for the fulfilment 



of their constitutional obligations according to their 
own priorities.  

The relationship between these components was 
expressed in the form of an equation, namely: 

P = S + m + T + I + B 

5. The education component of the national standards grant was 
determined by calculating the cost of providing a nationally 
acceptable level of education to the residents of a province, 
between 5 and 17 years of age, using the norm of one teacher for 
every thirty-eight pupils.  

6. The value of the health-care component of the national standards 
grant was determined by calculating the costs, firstly, of providing 
within ten years an average of 3.5 visits per year to a primary 
health-care clinic by people who do not have access to medical aid 
schemes, and 0.5 visits by those who do have access to such 
schemes; and secondly, of providing services by district hospitals.  

7. A spillover grant, "m", was recommended for provinces with 
academic hospitals to compensate them for the costs of medical 
training and the provision of "unique" health services such as heart 
transplants.  

8. The FFC also recommended that the provinces be allowed to 
exercise their constitutional powers to raise own revenues by 
imposing surcharges on personal income tax. In order to make 
"room" for such surcharges, the FFC proposed that the national 
government reduce its individual income tax rates by 7 percentage 
points. Such tax room would be phased-in, beginning with 1 
percentage point in 1997/98 and increasing to 7 percentage points 
five years later.  

9. In the absence of appropriate legislation enabling provinces to levy 
such surcharges in 1997/98, a proxy for own revenue equal to the 
tax room created was allocated as a grant to the provinces. This 
grant was termed the transitionally assigned surcharge (TAS).  

10. A zero-sum system of fiscal capacity equalization grants (which 
can be either positive or negative, for a given province) was 
proposed to compensate partially for horizontal fiscal disparities, 
as reflected in differences in the taxable capacity of the provinces. 
This grant is not, however, dependent on the provincial tax rate 
actually chosen (or on other grants it receives). Thus, by levying a 
tax at a higher or lower rate, a particular province can have a 
higher or lower level of public services.  

11. An institutional grant, established by calculating the cost of 
running a basic administration in terms of the Constitution, was 



recommended for each province as a "bottom slice" before the rest 
of the FFC formula was applied.  

12. The basic grant was determined on the basis of the weighted 
population figures for each province. A weight of 25 per cent was 
given to the number of rural people in each province, because 
"ruralness" is well-suited as a proxy for differences in wealth, is a 
good indicator of deprivation and presented relatively few data-
related problems.  

13. The FFC was of the opinion that the provincial grants formula 
should be set initially for a period of three years. Annual updates 
of the independent variables such as population and economic 
growth data would be necessary as new figures became available. 
It was proposed also that, initially, the vertical division should 
be determined annually because of the uncertainties associated 
with the transitional period.  

14. The provincial grants formula did not address the issue of whether 
some provinces should be compensated for infrastructural 
backlogs, other than through the higher weighting given to the 
rural population numbers. It was felt that this should be done 
through ad hoc (conditional) grants from the national government.  

15. Given the lack of consensus amongst South African researchers on 
population data, the FFC, after careful examination of the various 
data sources, decided to make use of the figures of the Central 
Statistical Services (CSS) as adjusted by the Demographic 
Information Bureau, a group of independent demographers. This 
decision was supported by the CSS.  

16. The FFC recommended that the formula be phased in over a period 
of six years, so as to ensure that those provinces which are 
projected to receive real cuts in their budgetary allocations, are 
given sufficient time to make the necessary adjustments, either to 
their expenditures or to their own revenues.  

B.  The Department of Finance's Recommendations for the 1998/99 Financial 
Year: Summary 

1. These recommendations are contained in a document submitted to 
the Budget Council meeting of 5 May 1997.  

Indicative allocations are provided for each province 
for the period 1998/99 to 2000/01. 

These indicative allocations are to be used as the 
basis for each province's and all national 
departments' Medium-Term Expenditure Framework 
(MTEF). The document states that "(A)11 MTEF 



projections must fit within the envelope provided by 
these indicative allocations." (Dept. of Finance 
document, point No.S) 

2. These MTEFs are expected to be completed in July/August 1997 
and would be considered at a cabinet meeting in early November. 
This meeting could decide that insufficient funds are being 
allocated to certain provincial and/or national services, and 
reprioritisation may require a change in the vertical division 
between the national and provincial shares of revenue.  

3. The macroeconomic assumptions underlying the Department of 
Finance (DoF) recommendations are the following: the tax to GDP 
ratio is projected to decline from 26.0% in 1996/97 to 25.0% in 
2002/03 and the budget deficit is projected to fall from 5.4% to 
3.0% during the same period. However, real economic growth 
rates projected in the model are lower than those contained in the 
GEAR document, with growth projected to increase from 2.5% to 
4.0% for the period under consideration.  

4. A 'Policy reserve' fund has been created to cope with the 
`uncertainty' associated with the introduction of the first year of the 
MTEF. The intention is to distribute this policy reserve "according 
to broad priorities identified by Cabinet' and `on the basis of the 
relevant formula used for the division of funds described in (this) 
document" (point No. 17).  

5. A small `contingency reserve' is also proposed, about R2 billion in 
1998/99, to deal with emergencies that arise during the year. It is 
specifically stated that these funds were available for coping with 
natural disasters, and `not for bailing out overspending by national 
or provincial spending agencies" (point No. 19).  

6. The recommended amounts set aside for the policy and 
contingency reserve for the three years are respectively R5 billion, 
R6 billion and R7 billion. Up to R3 billion for each of the three 
years was expected to be allocated during the course of this year.  

7. Because it is not clear whether the reserve fund would be allocated 
to national or provincial spending it is recommended that it be 
"top-sliced" before the vertical division was made.  

Top-slice items would therefore include the following: 

i. "standing appropriations" which are a legally 
binding first call on expenditure, such as SA's 
subscription to the IMF;  

ii. projected debt service costs; and  
iii. the policy and contingency reserve.  



8. The vertical division of resources to determine the national and 
provincial slices is made on the basis of the ratio in 1997/98, 
namely 42.1% (national departments): and 57.9% (provinces). It is 
proposed that this share remain constant for the next five years. It 
was felt there was not sufficient information available at this stage 
to make changes in either direction and hence a "neutral, no 
change assumption" is recommended as the solution (26).  

9. Improvements in conditions of service: both national departments 
and provincial governments are expected to fund improvements in 
conditions of service from their budget allocations. However, the 
following rider is added: "If, in the course of the year, it becomes 
evident that this approach ...becomes unworkable, we will have to 
revert to the current practice of top slicing an amount and 
(reallocating) it during the relevant financial year. The implication 
of such a revision is that amounts to be estimated will have to be 
recovered from the indicative allocations ...." (29).  

Provincial Grants 

10. Four types of grants are proposed for the provinces: conditional 
grants for services which have national benefit, such as academic 
hospitals and teacher training; an "unconditional" grant for social 
security; an unconditional "tax share" related to the size of the 
personal income tax base in each province; and unconditional rants 
related to demographic distribution.  

11. The following specific grant structure is proposed for the 
provinces:  

i. the total amount for conditional grants would be 
that currently spent on the services for which the 
grants are available, and projected to grow in line 
with non-interest expenditure. These conditional 
grants would comprise approximately 11% of the 
total resources available to provinces.  

ii. an unconditional (sic!) grant for social security, 
projected to grow by 2% a year in real terms from 
the current base, and distributed according to 
demographic projections. This so-called social grant 
would make up approximately 18% of budgeted 
provincial expenditure.  

iii. the unconditional `tax share' grant would comprise 
10% of what remains and approximately 7% of the 
total resources available to provinces.  

iv. an unconditional grant, based on population, and 
comprising approximately 64% of the provincial 
share.  



According to the definition of conditional grants 
provided, 89% of provincial finances would be 
provided as unconditional grants. 

12. Conditional Grants:  

It is proposed that the following services should be 
supported by conditional grants: 

i. tertiary and academic health services;  
ii. vocational education and teacher training colleges;  

iii. RDP expenditure; and  
iv. intergovernmental grants to local government.  

13. Social (Welfare) grants:  

i. Consideration was being given to transferring 
functional responsibility for these grants to the 
national government but until that is finalised, they 
remained a provincial responsibility. The size of 
this grant is calculated from an estimate of the cost 
in 1998/99 of existing policies, projected to grow by 
2% a year in real terms.  

ii. The proposed distribution of the grant takes into 
account "...the likely shift in grants towards 
children. It is estimated using a simple formula 
which is based on the number of old people (80%) 
and children (20%) and then weighted by the degree 
of rurality..." (47).  

iii. It is made clear that provinces had to budget on the 
basis of their estimated expenditure on social 
welfare grants. No additional funds would be made 
available from the national government even if the 
indicative allocations for social welfare were 
inadequate; that is, provinces would carry the risk 
for additional claims.  

14. "Tax Share" Grant: 

i. Of the unconditional grant - R6bn rising to R7.5bn - 
is allocated as a `tax share' grant.  

ii. Gross Geographic Product (GGP) is used to 
estimate the tax base of the provinces. It is argued 
that GGP is "...a measure which is the least unequal 



of the possible measures, and ...is the broadest 
measure of taxable capacity." (42)  

15. The distribution of the unconditional, population-based grant 
follows the FFC recommendations closely. However, the 
recommendations are based on official CSS population data, 
namely the 1995 October Household Survey rather than the FFC 
population projections. The main consequence of this is that more 
funds are allocated to Mpumalanga and less to Gauteng and the 
North West.  

16. The proposed allocation of this unconditional grant is based on a 
demographic formula with four components:  

i. a basic share which is allocated according to the 
size of the population of each province; 20% of the 
equitable distribution is allocated this way;  

ii. an education component which is calculated as the 
average of the percentage distribution of the 
population aged 5-19 and the percentage 
distribution of full-time educational enrolment; 45% 
of the equitable distribution is allocated this way;  

iii. a health component "...which comprises two equally 
weighted parts: the weighted `qualifying population' 
as estimated by the FFC, which weights more 
favourably the estimated population without 
medical assurance cover, and a composite of the 
distribution of the population aged over 60 
(weighted 0.33), the total number of women 
(weighted 0.33) and children under 5 (weighted 
0.33). This extension of the FFC proposal takes 
account of the higher primary health service usage 
rates of women, infants and the elderly; 30% of the 
equitable distribution is allocated this way."(36 (c))  

iv. an institutional allocation analogous to the FFC's 
institutional grant. This grant is divided in equal 
parts between provinces, in order to provide "...for 
the institutional foundation of provincial 
governments and to take account of the higher 
service delivery costs of a province with a smaller, 
more dispersed population..."; 5% of the equitable 
distribution is allocated this way. (36(d))  

17. The resulting allocations are phased in over a five year period 
towards the "target" distribution.  

18. The proposed indicative allocations for 1998/99 are set out in the 
following table alongside the FFC recommendations:  



Table I-1 
PERCENTAGE SHARES OF REVENUE: 1998/99 

   Dof (%)  FFC(%) 
Western Cape  10.6  10.3 
Eastern Cape  16.9  17.2 
Northern Cape  2.32  2.1 
KvvaZulu-Natal  19.6  19.8 
Free State  6.8  6.8 
North West  8.2  8.6 
Gauteng  16.3  16.5 
Mpumalanga  6.2  6.1 
Northern Province  13.1  12.6 

PERCENTAGE SHARES OF REVENUE: 2000/2001 

   DoF(%)  FFC(%) 
Western Cape  9.8  9.5 
Eastern Cape  16.2  16.6 
Northern Cape  2.1  1.9 
KwaZulu-Natal  20.0  20.1 
Free State  6.8  6.7 
North West  7.8  8.5 
Gauteng  16.8  17.8 
Mpumalanga  6.6  6.3 
Northern Province  13.3  12.6 

C.  FFC RESPONSE TO THE DEPARTMENT OF FINANCE 
RECOMMENDATIONS 

INTRODUCTORY COMMENTS 

1. Acceptance of FFC Recommendations?: The overall approach 
adopted by the DoF for the allocations for 1998/99 to 2000/2001 
does not differ significantly from that recommended by the FFC in 
its 1996 publication, "Recommendations for the Allocation of 
Financial Resources to the National and Provincial Governments 
for the 1997/98 Financial Year". In fact, there is more than an 
implicit acceptance of virtually all the FFC recommendations with 
regard to the horizontal division of resources. However, an attempt 



has been made to obscure the reality that the FFC 
recommendations have been accepted by making use of a number 
of dubious assumptions (which are discussed later) and 
modifications to the formula to give it a supposedly more rational 
and scientific veneer.  

2. Indicative Allocations: The document notes that the allocations 
are "indicative". The whole tone of this document, however, 
indicates that very marginal changes will be made to the so-called 
indicative allocations. It is not clear when national departments and 
provincial spending agencies are expected to meet to decide which 
services should be subject to conditionality, to set criteria for 
conditional grants and to develop monitoring mechanisms. This 
document was already submitted for approval to the Budget 
Council on 5 May 1997.  

3. Omission of Local Government in the Vertical Division: The 
document recognises the constitutionally defined roles of national 
and provincial government. However, local government is omitted 
from the formula allocation process in defiance of the Constitution. 
Section 214 (1) (a) states ` An Act of Parliament MUST provide 
for - the equitable division of revenue raised nationally among the 
national, provincial and local spheres of government". However, 
local government has been neglected in the important process of 
determining the vertical division.  

4. Local Government and the MTEF: No role has yet been 
envisaged for local government in the preparation of MTEFs such 
that the equitable share going to local government can be 
established. No mention has been made of involvement of the local 
government sector in the preparation of the MTEF even in the next 
fiscal year, 1999/2000.  

MEDIUM TERM EXPENDITURE FRAMEWORK 

5. The Department of Finance is in the process of introducing a 
Medium Term Expenditure Framework as part of a multiyear 
approach to fiscal planning. This is a development that must be 
welcomed because it represents a significant departure from the 
"ad hocism" that characterised budgeting in the past. There are, 
however, several concerns that the FFC needs to note with respect 
to, the implementation of the MTEF.  

6. The MTEF is being planned and implemented in the absence of 
any broader economic or developmental planning. There has to be 
a serious question mark about South Africa's capacity to attain the 
expected development goals (employment creation, eradication of 
poverty, narrowing of income inequalities) when economic policy 
is limited to marrow elements of fiscal planning in the absence of a 
clearer definition of society's broader goals.  



7. In the absence of a broader development plan it would seem that 
the MTEF is not intended to enhance national and provincial 
planning and developmental goals but rather to ensure fiscal 
discipline within, the "fiscal envelope" provided to spending 
agencies.  

8. Implementing the MTEF in a Decentralised Political Framework: 
Fiscal planning of the type characterised in the MTEF has worked 
well in unitary states where little power is vested in the lower 
levels of government (e.g. Indonesia) and in centralised federations 
(e.g. Malaysia). The South African Constitution, however, confers 
a considerable degree of spending power to the provincial 
governments particularly with respect to important functions such 
as Education and Health. Provincial autonomy, could be a serious 
stumbling block to the effective implementation of the MTEF. A 
prerequisite for the success of the MTEF would appear to be the 
attainment of consensus in institutions such as the Budget Council 
and the Inter-Governmental Forum rather than legislated co-
ordination. Whether this could be anything more than a short-term 
solution remains to be seen.  

9. Formula Funding and the MTEF: As with the current budget, the 
FFC formula will be used to determine the global amounts for each 
province. It not clear at this stage what the relationship between the 
MTEF and this process is. In most countries that undertake some 
form of fiscal and development planning, the process is usually 
"bottom-up" with sub-national governments drawing up their plans 
and submitting these to the national government. The national 
government then decides, sometimes in consultation with sub-
national governments, what resources will be made available to 
each lower level government after evaluation of the submitted 
plans. In the South African situation, the resources for each 
province for a three-to-five-year period will be pre-determined by 
a formula. Clarity needs to be obtained about the role of the MTEF 
in ensuring that priorities are funded, and the mechanism/s to 
enforce particular patterns of expenditure in provinces.  

10. MTEF and Sectoral Planning: The establishment of an MTEF and 
the transfer of block grants to the provinces raise specific questions 
relating to sectoral planning. In the apartheid era aid in the period 
1994-1996, some element of sectoral co-ordination was possible 
through the function committees, although their primary role was 
the distribution of funds. It is not clear now how such sectoral 
planning will occur, if at all. There may be some scope for this in 
the MTEF although the institutional mechanism to achieve this has 
not yet been spelt out.  

CONDITIONAL GRANTS - GENERAL COMMENTS 



11. The DoF recommendations introduce the concept of conditional 
grants for Education, Health, transfers to local government and 
RDP expenditure. This development is a most welcome one and is 
desirable for reasons relating to equity and development. However, 
there are several concerns relating to the way in which the 
conditional grants, particularly those relating to education and 
health are determined and structured. (The FFC's proposals on 
local government are presented m Chapter III of this Report.)  

12. The first concern is a constitutional one. The FFC interpretation is 
that no portion of a province's or municipality's revenue 
determined through the revenue-sharing formula can be made 
conditional. Conditional grants can only be provided to sub-
national governments from the national government's share 
(Section 214 (1)(c)). In the DoF proposals the conditional grants 
are all derived from the provincial shares determined by the 
revenue-sharing formula. They should ,in fact, constitute part of 
the national share.  

13. Conditional grants impose administrative costs on both national 
and sub-national governments. The national government also needs 
to have the monitoring capability to ensure that the grants (i) have 
not been utilised for other purposes; (ii) have been utilised in the 
manner stipulated; and (iii) that they have not merely been 
substituted for resources that might otherwise have been allocated 
by the lower levels of government. No provision is made for the 
development of mechanisms to monitor outcomes and enforce 
compliance.  

14. What is critical with respect to the introduction of conditional 
grants and particularly their overall impact on the education and 
health systems is the need to ensure that the relevant national 
departments, in consultation with the provincial departments, are 
wholly responsible for determining the nature of these grants and 
the target group/s. Certainly, this cannot be the role of the Budget 
Council. Its role should be confined (in consultation with the 
relevant national departments) to determining the value of such 
grants within the context of the overall budgetary framework. 
While such consultation is alluded to in the DoF document, the 
considerable detail to which the grants have already been 
developed suggests that such ex post consultation with the national 
departments will make little or no difference to the proposals.  

POLICY AND CONTINGENCY RESERVE 

15. The policy reserve is to be top-sliced, i.e. as a first claim against 
the budget. Redirecting expenditure through the reserve will allow 
priorities to be expressed through increased budget allocations to 
functions, nationally and/or provincially. It is stated that the policy 



reserve is being introduced to cope with the "uncertainty" 
associated with the first year of the MTEF. It is not clear then why 
a policy reserve is being proposed for three years!  

16. It is not evident also why the policy and contingency reserve 
should be included in the top-slice. It would be more logical and in 
tune with the Constitution to include this element in the national 
government's share. The national government could then allocate 
these resources as Section 214(1)(c) grants in terms of national 
development priorities.  

17. Since additional funds are being made available for specific 
priorities, it is not clear how the DoF intends ensuring that the 
additional money is actually spent on those areas. Moreover, no 
explanation is provided for the decision to set aside these amounts 
for the policy reserve. While much is being said about the need to 
have a well-developed basis for budgets and policy, there seems to 
be a number of inadequate arguments from the DoF itself.  

18. Keeping the policy reserve as a top-slice item raises questions 
about the appropriate funding of national priorities across regions. 
If Cabinet, on the basis of the Budget Council recommendations, 
decides that education, for example, is a top priority for the next 
fiscal year, it will then allocate funds to provinces based on the 
education component of the formula. However, if some provinces 
have budgeted adequate funds for education because they have felt 
that this was a priority, additional funds will in any event be 
provided for education from the formula.  

19. The document states that it is not clear whether the policy reserve 
will be allocated to national or provincial spending. This implies 
that all of it may go for national spending, leaving less for 
provincial governments because this amount is being top-sliced 
before the vertical division is made. Also, there is again no 
mention made of local government sector having access to the 
policy reserve.  

THE VERTICAL DIVISION 

20. The entire framework revolves around the constitutionally defined 
roles of national and provincial governments. While the document 
does acknowledge local government as an autonomous sphere of 
government, it still treats local government as a provincial 
responsibility. Although it states that intergovernmental transfers 
to local government will be allocated from the national portion of 
the budget from 1998/99 directly and that the transfer will be 
reflected in the vertical division, it still recommends that provincial 
budgets be drawn up as if intergovernmental transfers will remain 
a provincial responsibility. Constitutionally, transfers to local 
government should be part of the vertical division.  



21. The argument for constant shares between national and provincial 
for the next five years is unconvincing. It is by no means neutral. 
There are several reasons why the vertical division may need to be 
adjusted including changing responsibilities between the three 
spheres of government, changing priorities as determined by the 
MTEF, lumpy investments and non-annual expenditure items. 
Similarly, on the revenue side, changes to the tax regime and 
borrowing powers may necessitate adjustments.  

22. With respect to these matters, the Commission is firmly of the 
view that a "top-slice" of the budget is, both unnecessary and 
unconstitutional. The Commission acknowledges that there are 
indeed, first calls on the fiscus, such as debt redemption and 
"standing appropriations" but believes that these should be 
computed on an annual basis and included in the national 
government's share as these national government responsibilities. 
Similarly, the amounts for conditional grants and the policy and 
contingency reserve should be included in the national share.  

IMPROVEMENTS IN CONDITIONS OF SERVICE 

23. The decision to include the improvements in the conditions of 
service into the national and provincial shares is-welsemed. It is 
important to stress to provinces that these amounts are included 
and that additional funds will not be forthcoming. Every effort 
should be made to ensure that they remain in the provincial 
budgets and that they do not revert to the "to,Rslice" or national 
components.  

PROVINCIAL GRANTS - SPECIFIC COMMENTS 

24. Conditional Grants for Education and Health.  

i .  Education: 

a. The total sum set aside for the conditional grants is 
R-9.326 billion. Of this, 81.885 billion (roughly 20 
% ) has been set aside for vocational education, 
specialised education and teacher training colleges. 
This covers only 76% of the total provincial 
allocation (82.468 billion) for these 3 sectors using 
provincial budgeted expenditure for 1997/98.  

b. No indication is given of the rationale for making 
these conditional grants although a strong case 
could be made for all of them.  

c. However, neither the DoF nor the Budget Council is 
mandated to make the decision about aspects of 



Education that should be subject to conditionality. 
This should be the role of the national department 
of Education in consultation with the provinces.-
There is also a role for the Department of Labour as 
it relates to vocational education. The role of DoF 
and the Budget Council is to see whether the 
recommendations are financially viable. While the 
document does acknowledge this, it is not made 
clear when in the process, these deliberations are 
supposed to happen.  

d. The document indicates that "...the actual division 
of these amounts between provinces will be 
determined separately..." and that the division is 
made purely "...to allow provinces to budget at this 
stage on the basis of the existing functional 
responsibilities". However, the amounts that are 
allocated are significantly different from what 
provinces themselves have allocated for these 
services.  

e. Table I-2 compares the DoF proposal with the 
provincial budgeted expenditure for 1997/98, and it 
is evident that the shares are very different. Table I-
3 compares an adjusted provincial expenditure on 
this sector (increased by 10%) for 1998/99 and still 
the comparison with the DoF proposals makes very 
little sense. For example, using the adjusted figures 
for provinces means Mpumalanga gets 101% of 
what it spends in these sectors while the Western 
Cape receives only 41% of what it spends in these 
sectors.  

Table I-2 
PROPOSALS FOR CONDITIONAL GRANTS FOR EDUCATION (R'm) 

Provincial Expenditure 1997/98 

Provinces  Indicative  
Allocations 

DoF % 
Share 

Specialised 
Education 

Technical 
Colleges 

Teacher 
Training 

Total 
Expenditure 

% of Total 
Expenditure 

[1]  [2]  [3]  [4]  [5]  [6]  [7]  [8] 
WC  193  10.2%  256  95  79  430  17% 
EC  348  18.5%  89  126  132  347  14% 
NC  30  1.6%  18  15  8  41  2% 
KZ-N  313  16.6%  121  95  197  413  17% 
FS  120  6.4%  60  40  65  165  7% 
NW  109  5.8%  40  18  59  117  5% 



Gaut  389  20.6%  229  176  155  560  23% 
Mpum.  142  7.5%  39  49  39  127  5% 
NP  241  12.8%  66  170  48  284  11% 
Total  1,885 100.0%  918  784  782  2,484  100% 

Table I-3 
Comparison Between Department of Finance Allocation & Provincial Allocation: 

1997/98 R'm 

Provinces 
Adjusted 
Provincial 
Allocation 

DoF 
Allocation 

DoF Allocation % 
Provincial 
Allocation 

[1]  [2]  [3]  [4] 
Western Cape  472  193  41% 
Eastern Cape  382  348  91% 
Northern Cape  45  30  67% 
KwaZulu-
Natal  455  313  69% 

Free State  181  120  66% 
North West  129  109  84% 
Gauteng  616  389  63% 
Mpumalanga  141  142  101% 
Northern 
Procvince  313  241  77% 

Total 
Provincial  2,734  1,885  69% 

i i .  Health: 

a. These grants are for the medical training and 
specialised health services provided by the 
academic hospitals. They are intended to 
compensate for spillover effects caused by the 
location of these facilities in only four of the 
provinces. The amounts are based on the base year 
expenditure plus an increment.  

b. In the DoF document, however, all provinces are 
provided with a minimum one percent of the 
available pool by 2002/03, irrespective of whether 
they have an academic hospital or not. No reason is 
provided for such a distribution although it is likely 



that an amount has been included for inter-
provincial billing for services provided to provinces 
that lack such facilities.  

c. The following recommendations should, in the 
opinion of the Commission, be regarded as key 
elements in the development of conditional grants 
for the health sector:  

• A proportion of the expenditure of 
academic hospitals be funded 
through the "m" spillover grant. The 
responsibility should remain with the 
provinces, but national guidelines 
must be developed. The allocation 
must be conditional for the 1998/99 
fiscal year.  

• The national Department of Health 
should be required to define a clear 
human resource requirement strategy 
and improve the methodology for 
costing training.  

• The principle of the "S" grant for 
health should be retained, but the 
actual values not included. More 
clarity is required over the funding of 
the districts and the possible 
unintended effects on other health 
services must be resolved. The grant 
cannot (in any case) be applied in the 
present form since national 
guidelines or norms are not in effect. 
The development of the medium 
term health framework and the 
additional information from the 
district financing project will provide 
a useful basis to resolve this 
dilemma. In addition the 
intergovernmental aspects between 
the provincial and the local spheres 
must be resolved.  

• Binding rules should be established 
to ensure an effective inter-
provincial billing system. Provinces 
must be encouraged to pay, and only 
in the absence of resolution should 



an adjustment be made to the 
formula.  

• The issue of retention of revenue at 
the hospitals, the public-private mix 
and the impact of the additional 
funding raised for the social health 
insurance system should become key 
components of the next set of 
recommendations.  

25.  "Uncondit ional" Grant for Social Security 

i. The argument for shifting the social security grants 
to the national level is based on the fact that these 
grants should be considered binding national norms 
and standards. The national Department of Welfare 
and the provincial departments have supported the 
idea, as has the Committee for Restructuring Social 
Security.  

ii. In determining the grant, the indicative division is 
based on a "grant-weighted population" which 
weighs the aged population at 0.8, and the 0-4 
population at 0.2 with a non-urban weighting bias to 
emphasise the poorer areas. The weightings are 
based on the 1997/8 base year budgeted 
expenditure. This is a static measure and will 
change. In addition, the disability grant which is 
presently far greater than the child grant, is not 
incorporated into the weighting (though there is not 
a good basis for a disability division, it will be 
different from the aged and the 0-4 population).  

iii. The consensus regarding the shifting of the function 
to the national level should not detract from the 
principal financial issues which are first, the need to 
fund on a recipient basis and second, the consistent 
gap between actual and budgeted expenditure in the 
social security grants.  

iv. The difficulty is that any individual who is eligible 
for a grant, as specified by the regulations, must 
receive a grant. The government is therefore unable 
to adjust the total expenditure unless the size of the 
grant or the eligibility criteria are changed. Under-
funding of these grants leads to claims on the 
national government which have to be met or what 
is more likely under conditions of fiscal constraint, 



is that such expenditure will impact on other 
functions in the provinces.  

v. It is recommended that the budget be transferred to 
the national pool but that provinces continue to 
administer the grant on behalf of national, until staff 
requirements and responsibilities are resolved. The 
administration budget should therefore remain in 
the provincial pool for 1998/99.  

vi. The size of the pool to be shifted to the national 
sphere must avoid, as far as possible, the risk of an 
underestimate or overestimate being borne by any 
particular level of government. When developing an 
MTEF for social security, take-up rates and good 
demographic and income distribution projections 
are required. The discussion concerning priorities 
must then establish the funds which will be 
available and these must be ring-fenced.  

26.  Uncondit ional "equity" Grant 

i. No explanation is provided in the DoF document for 
the different weights for the four components (20% 
for the basic share, 45% for the education 
component, 30% for the health component, and 5% 
for the institutional allocation).  

ii. The document does discuss principles governing the 
equitable share (point 65), including an equitable 
formula that should include, among other things, 
estimated numbers of people in poverty and in rural 
areas. However, in the determination of the basic 
grant, there is no weighting either for poverty or for 
ruralness. The explanation given in the technical 
tables is that the income and expenditure 
information of the 1995 OHS is not available.  

iii. The education component is calculated on the basis 
of the average of the distribution of the population 
aged 5-19 and of fulltime educational enrolment. 
This is proposed in preference to the FFC's 
estimated 5-17 population. The rationale is that it 
captures both estimated numbers of persons eligible 
for schooling or college education and actual 
enrolment. If one wishes to capture persons eligible 
for college education, surely it would be more 
appropriate to increase the upper age limit to 21 or 
22 to take account of individuals who have repeated 
classes or have returned to school or college after a 



break. There is also no explanation given for why 
the two components are weighted equally. 
Furthermore, the extended age is accommodated, to 
a large extent, by having a conditional grant for 
vocational education and teacher training.  

iv. The accuracy of the actual enrolment figures could 
also be called into question ( for example, in 1996 
the North West province was in dispute with the 
National Department of Education as regards the 
numbers of pupils in the province) :BAs provinces 
provide the figures on actual enrolment, gyre rrte an 
incentive to overstate these figures in the future, 
unless a way to verify, the figures is developed.  

Table I-4 
Comparison Between Enrolment & Qualifying Pullution: 1996 In mil l ions 

Provinces  Cohorot 5-
19  Enrolment  # not in 

School 
% not in 
School 

[1]           [5] 
Western 
Cape  1,001,000  892,000  109,000  11% 

Eastern Cape  2,552,000  2,369,000  183,000  7% 
Northern 
Cape  240,000  178,000  62,000  26% 

KwaZulu-
Natal  3,174,000  2,616,000  558,000  18% 

Free State  947,000  799,000  148,000  16% 
North West  1,145,000  955,000  190,000  17% 
Gauteng  1,647,000  1,505,000  142,000  9% 
Mpumalanga  1,096,000  931,000  165,000  15% 
Northern 
Cape  2,330,000  2,013,000  317,000  14% 

Total 
Provincial  14,132,000  12,258,000  1,874,000  13% 

v. The education component represents 45% of the 
total unconditional grant and is roughly R25 billion. 
It is not clear what the relationship, if any, is 
between the derivation of this amount for education 
and the actual education budget in the province. 
What do the provincial departments base their 



budgets on? The shares, the illustrative amounts, 
some other bottom-up process, or a combination of 
these? The FFC education formula recommends the 
minimum amount that each province should spend. 
It is not evident that this particular proposal helps 
provincial education departments budget more 
effectively.  

vi. Again, no explanation is given as to why 10% of 
what remains after the total for conditional grants 
and for social security have been allocated from the 
amount available for the horizontal split, is 
allocated as a tax share grant. In addition, despite 
the analogy drawn, the whole concept is totally 
different from what the FFC has recommended with 
regard to fiscal equalisation. The FFC's "T grant" is 
not at all similar to the tax share grant 
recommended by Finance (see below). Moreover, in 
contrast to what is claimed about the equalising 
tendencies of GGP, it is.well known that provincial 
economic capacity varies widely in South Africa.  

PROVINCIAL TAXES AND FISCAL EQUALISATION 

27. The document acknowledges the need for provinces to have own 
sources of revenue. However very little effort is made to motivate 
for the surcharge on personal income tax as recommended by the 
FFC. Instead the document suggests examining the fuel levy and 
payroll tax as alternative sources of revenue for the provinces.  

28. The discussion of the FFC proposal on the TAS and the "T grant" 
does not seem to grasp either the constitutional requirement or 
what is actually being proposed. The surcharge as proposed by the 
FFC will allow provinces a full 7 percentage points (phased in over 
six years) as own revenue and each province receives its entire 
share generated by the surcharge on the PIT.  

29. To compensate provinces that have a low tax capacity, the FFC has 
developed a zero-sum system of fiscal capacity equalisation grants 
(which can be either positive or negative, for a given province). 
This grant is not, however, dependent on the provincial tax rate 
actually chosen or on other grants the province receives.  

30. Section 214(2)(e) of the Constitution specifically requires the fiscal 
capacity of provinces and municipalities to be taken into account 
when determining their allocations. This implies an inverse 
relationship between fiscal capacity and provincial grants. In 
contrast, the Department of Finance proposals for a "tax sharing" 
arrangement (grant), that purports to include this element, is 
positively correlated to fiscal capacity. This is, therefore, akin to 



the FFC's Transitional Assigned Surcharge (TAS). This means that 
own revenue, in the true sense of the word where provinces 
determine tax rates (within set parameters, say), and fiscal 
equalisation shave not been addressed adequately.  

POPULATION DATA 

31. The 1995 October Household Survey data is used as the population 
source but no rationale is provided for it. It is well known that the 
1995 OHS has some serious sampling errors which could result in 
distortions. It is also generally acknowledged by demographers 
that using survey data to estimate population size is a dangerous 
undertaking and cannot be considered accurate or reliable.  

32. A general concern on the population data is that it would appear 
that different sources are being used for different aspects. This 
would result in even greater distortions.  

33. However, these concerns about the population data may have been 
overtaken by the preliminary results of the 1996 Census.  

Chapter II 
Provincial "own" Revenue: Surcharge on Personal Income Tax 

1.  Introduction 

This Chapter motivates for the implementation of national 
legislation to regulate the provincial imposition of a surcharge on 
the personal income tax base. 

It begins by analysing the current sources and magnitudes of 
provincial revenues. Section 3 then goes on to provide a rationale 
for provinces to raise more revenue. The fourth section describes 
the Constitutional provisions for provinces with respect to own 
revenue sources. Section 5 motivates the surcharge on the 
personal income tax base as the only viable source for provincial 
revenue. The sixth section provides estimates of provincial 
revenues derived from the implementation of the surcharge. 
Section 7 concludes. 

2.  Current Provincial Own Source Revenue 

In theory own revenue is characterised by the conditions where 
both the base and rate are determined at the discretion of the 
recipient authority. There are less extreme cases of this where 



there may be some flexibility with regard to a subnational 
government's ability to determine the base and/or rates within 
nationally prescribed parameters. 

Where a subnational government (province or municipal) is not able 
to have any influence over the base and rate then it is not a true 
own revenue, but rather a form of revenue sharing. 

Provinces currently derive their own revenues mainly from the 
following sources: user charges (at hospitals, for example), motor 
vehicle licences, horse racing and other gambling, and a range of 
other licences. (Table II-7 lists the four major own revenue sources 
for provinces in the 1996/97 fiscal year.) The estimated revenue 
from these sources for 1997/98 is R3.8 billion in 1997 rand. (Table 
II-1). It is evident that revenues from provincial own sources 
constitute only a tiny fraction of total revenue in each province, with 
the range extending from a low of 2.1 per cent in the Eastern Cape 
to 5.7 per cent in Gauteng and the mean for all provinces at 4.4 per 
cent. 

Table II-1 
Provincial Own Revenue OR): Estimated 1997/98 in 1997 R 

Provinces  Provincial 
Own Revenue 

(1997/98) 
R'000 

Allocations to 
Provinces from 

National Resources 
(1997/98) 

R'000 

Provincial Total 
Revenue Budget 

(1997/98) 
R'000 

ORs as 
& TRs 

[1]  [2]  [3]  [4]  [5] 
Western Cape  502,191  9,178,000  9,680,191  5.2% 
Eastern Cape  308,171  14,219,000  14,527,171  2.1% 
Northern Cape  70,533  2,038,000  2,108,533  3.3% 
KwaZulu-
Natal  759,805  16,286,000  17,045,805  4.5% 

Free State  275,8376  5,770,000  6,045,836  4.6% 
North West  412,740  7,005,000  17,417,740  5.6% 
Gauteng  811,126  13,464,000  14,265,126  5.7% 
Mpumalanga  200,194  4,969,000  5,169,194  3.9% 
Northern 
Province  498,930  10,968,000  11,466,930  4.4% 



Total 
Provincial  3,839,526  83,887,000  87,726,526  4.4% 

Note: TR = OR plus budgeted transfers from nationally-collected 
revenues 
Source: [2] Provincial Budget Estimates of ORs for 1997/98 and 
[3] National Department of Finance 

3.  Why Provinces need to raise more own source revenue 

The fact that own source revenues make up only a small proportion 
of total provincial revenue is not in itself sufficient reason to 
advocate increased revenue-raising powers for provinces. 

A much more compelling reason is that relating to the promotion of 
democratic and accountable government in the provinces. With 
provinces currently accounting for less than 5 per cent of their 
revenues there is little or no incentive for provincial governments to 
be fiscally accountable to their electorates. The vast majority of 
taxes are raised at the national level yet a large proportion of 
expenditure (more than 50 per cent) occurs at the provincial level. 
Provinces thus spend a large proportion of tax revenue but are not 
accountable to their electorates for it. 

One possible implication of such a situation is that provinces which 
are largely dependent on transfers from the national revenue pool 
can be fiscally irresponsible. This was certainly the case during the 
apartheid era particularly in the so-called self-governing territories, 
which were not required to account democratically for their 
revenues which were all derived as transfers from Pretoria. 

Implementing policies that will ensure that sub-national 
governments in general and provinces in particular are responsible 
for raising a large share of their revenue will undoubtedly promote 
provincial fiscal accountability and the fiscal autonomy provided for 
in both the spirit and letter of the Constitution. 

While the core theme of this proposal is a provincial surcharge on 
the PIT base, this in no manner detracts from the general principle 
that provinces (and in fact all expenditure agencies that are 
provided with access to own revenue sources) should maximally 



exploit such resources. While tax bases and capacities are unequal 
the tax effort of each agency needs to be equally high, for all 
revenue sources, those currently in use and all new ones which 
come into operation. It is thus important that each of the revenue 
sources which provinces have access to should be fully exploited. 
They should not just- look towards a new source as the solution to 
existing revenue limitations. 

4.  CONSTITUTIONAL PROVISIONS WITH RESPECT TO OWN REVENUES & 
A PROVINCIAL FLAT RATE SURCHARGE ON THE PIT BASE 

Section 228 of the Constitution sets outs the rights of provinces 
with respect to the imposition of taxes. Section 228 (1), for 
instance, states that: 

" A provincial legislature may impose-r 

a. taxes, levies and duties other than income tax, value-added tax, 
general sales tax, rates on property or customs duties; and  

b. flat-rate surcharges on the tax bases of any tax, levy or duty that is 
imposed by national legislation, other than the tax bases of 
corporate income tax, value-added tax, rates on property or 
customs duties."  

Setting aside the "other" own revenues (referred to in Table II-1), it 
would appear from the above that surcharges on the personal 
income tax base are likely to be the most important source of 
provincial own source revenues. In the case of value added tax, 
and corporate income tax, limitations have been placed 
respectively because of inherent administrative problems 
associated with provincial surcharges on VAT, and the fear of 
exporting provincial taxes on company income. In addition, there 
are also considerable difficulties associated with imposing 
destination-based provincial surcharges on excises. 

Section 228(1)(b) thus implies that in the context of 
surcharges the- only viable tax, with a reasonable yield, 
available to provinces is the flat-rate surcharge on the 
personal  income tax base. 



The imposition of a provincial surcharge should occur in such a 
manner that it does not prejudice national economic policy or lead 
to "beggar thy neighbour" policies across provinces. 

Hence, Section 228 (2) states that: 

"(T)he power of a provincial legislature to impose taxes, levies, 
duties and surcharges- 

a. may not be exercised in a way that materially and unreasonably 
prejudices national economic policies, economic activities across 
provincial boundaries, or the national mobility of goods, services, 
capital or labour; and  

b. must be regulated in terms of an Act of Parliament, which may be 
enacted only after any recommendations of the Financial and 
Fiscal Commission have been considered.  

The FFC interprets section 228 as follows: Provinces have the 
constitutional ri ht to impose a flat rate surcharge on the PIT base. 
A province does not require authorisation from national government 
to do so, but it does require national legislation to regulate this 
activity 

It would, in the opinion of the FFC, be preferable for national 
legislation to be in place prior to 1 January 1998 to ensure that 
there is a framework for regulating provincial taxation, especially 
the flat rate surcharge on the PIT base. Although, practically it may 
be impossible to have the legislation in force by this date, it would 
be imperative for the legislation to be passed as soon as is 
reasonably possible in 1998. The provinces constitutional right 
would be infringed if this issue is not expedited. 

The provinces also need to prepare draft legislation to enable them 
to institute the surcharge on the PIT base as soon as the national 
legislation is passed. 

As stated before by the FFC, the most effective way of collecting a 
surcharge on a national tax base is via the national tax collection 
agency, the South African Revenue Service (SARS). The option of 
creating or developing a provincial tax collection capacity is strongly 
advised against. 



The draft national legislation dealing with the SARS provides it with 
three functions, one of which is to collect provincial surcharges on 
national tax bases. Thus a province which imposed the flat-rate 
surcharge on the PIT base would expect SARS to collect its 
revenues on an agency basis. 

The Constitution also ensures that provinces will not be penalised 
in the revenue sharing process from the national pool, for any 
additional revenue they may raise. Section 227 (2) states: 

"(A)dditional revenue raised by provinces or municipalities may not 
be deducted from their share of revenue raised nationally, or from 
other allocations made to them out of national government revenue. 
Equally, there is no obligation on the national government to 
compensate provinces or municipalities that do not raise revenue 
commensurate with their fiscal capacity and tax base." 

To comply with this section any system of tax capacity (base) 
equalisation would not permit a deduction from one jurisdiction's 
own revenues to subsidise another jurisdiction's revenues. The tax 
base equalisation would have to be developed around adjusting the 
size of revenue transfers, taking account of relative tax bases. 

5.  TAX ROOM & THE SURCHARGE ON THE PERSONAL INCOME TAX BASE 

The FFC recommends that the required national legislation be 
passed as soon as possible to empower provinces with their 
constitutional right to impose surcharges on the individual income 
tax base. 

The FFC proposes further that this surcharge be implemented 
within the context of the national government creating tax room. 
This would ensure that there is no increase in the overall tax 
burden with the imposition of the surcharge. 

Creating Tax Room 

What is being suggested here is that the national rate on personal 
income tax (PIT) should be lowered concomitant with the institution 
of the provincial surcharges. This would be subtracted from every 
tax bracket at a nationally determined "norm" rate. 



The implications of creating tax room can be explained in its 
simplest form thus: 

i. Suppose that the national average tax rate for PIT is 25%. At the 
present time all of PIT is collected at the national level.  

ii. Assume that provinces impose a surcharge of 5 percentage points 
on the PIT yield (or 5% on the PIT base).  

iii. If no tax room were created and all provinces imposed the 
surcharge, the national tax burden for PIT would rise by an average 
of 5 percentage points.  

iv. However, if the national government agreed to the creation of tax 
room equivalent to 5 percentage points, the overall tax burden for 
PIT would remain the same.  

v. Twenty percentage points would then accrue at the national level 
and five to the provinces.  

An important consideration here is the distribution of revenues at 
the national level and provinces resulting from the creation of tax 
room. Remember that all nationally collected revenue, including 
PIT, is shared between the national and provincial governments. 

The creation of tax room of say, 5 percentage points at the national 
level, will not lead to a fall in revenues accruing to the national 
level. 

What in effect occurs is a redistribution of the share of tax revenue 
accruing to provinces between that amount being distributed 
according to a revenue-sharing formula (such as the FFC's inter-
provincial grant formula) and that generated by the surcharge. In 
the absence of a surcharge, all revenue accruing to provinces will 
be derived from taxes collected nationally and distributed through a 
revenue-sharing formula, "other" own revenue and loans. When a 
surcharge is introduced, the total pool of revenue going to the 
provinces as a whole remains the same; however, each province 
now receives its revenue from an additional (own) source - the 
surcharge on the PIT base. 

6.  ESTIMATED PROVINCIAL REVENUE FROM THE SURCHARGE 

It is necessary to know the magnitude of revenue the imposition of 
a surcharge would generate in each province. The first step to 
obtaining these surcharge revenues, in the absence of suitable 



data from the South African Revenue Service, is to estimate the 
provincial tax bases or taxable incomes. This can be done by 
determining, firstly, the personal income tax yields per province. 
Again, because of the lack of such data, the FFC has calculated 
these estimates based on an average of Gross Geographic 
Product, Labour Remuneration and Remuneration of Employees. 
These figures are shown in Table II-2. 

TABLE II-2: 
Estimate of PIT Yield per Province: 1997/98 

Province  Estimate of PIT Yield (1997/98) 
R 

[1]  [2] 
Western Cape  9,288,030,518 
Eastern Cape  4,683,518,585 
Northern Cape  1,277,757,901 
KwaZulu-Natal  10,016,591,191 
Free State  3,819,989,741 
North West  3,146,100,797 
Gauteng  26,406,054,948. 
Mpumalanga  4,211,031,167 
Northern Province  2,222,096,119 
Total  65,069,000,000 

Source: FFC 

In order to estimate the tax base, the average tax rate was 
estimated for each tax bracket and then an aggregate rate 
calculated. Given the lack of clarity over the data, a conservative 
adjustment has been made to estimate the tax base - which means 
that any error will provide a once-off windfall rather than a cut for 
the provinces when actual data are available. 

This was done as follows: the aggregate (average) PIT rate is 
estimated to be between 20% and 25%; which implies that the yield 
should be multiplied by between 5 and 4 to determine the tax base 
(i.e. using a multiplier of 5 (on the estimated yield of 865.069 billion 
for 1997/98) the tax base would be 8325.345 billion, while a 



multiplier of 4 would result in a base of 8260.276 billion). Refer to 
Table II-3 which illustrates the range of PIT bases using different 
multipliers. To err on the conservative side a lower multiplier was 
used, namely 3.5, which results in the tax base estimates in Table 
II-4. 

Table II-3 
Determination of the Tax Base for PIT: 1997/98 Estimates (2nd Print) 

Tax Yield 
for 

1997/98 
R65,069,000,00 

Multipl ier 
Estimated Tax 

Base 
R 

[1]  [2] 
1  65,069,000,000 
2  130,138,000,000 

2.5  162,672,500,000 
3  195,207,000,000 

3.5  227,741,500,000 
4  260,276,000,000 

4.5  292,810,500,000 
5  325,345,000,000 

Source: FFC and National Department of Finance Budget Review 1997 

TABLE II-4 
Estimated Tax Base for PIT per Province 1997/98 

Provinces  Estimate of PIT Base for 
1997/98 

(Multipleir of 3.5) 
[1]  [2] 

Western Cape  32,508,106,812 
Eastern Cape  16,392,315,047 
Northern Cape  4,472,152,654 
KwaZulu-Natal  35,058,069,170 
Free State  35,058,069,170 



North West  11,011,352,790 
Ganteng  92,421,182,318 
Mpumalanga  14,738,609,083 
Northern 
Province  7,77,336,415 

Total Provincial  227,741,500,000 
Source: FFC 

The implication of the lower estimate is that it probably 
underestimates provincial revenue, which implies that the tax room 
vacated at the national level is smaller, initially. 

The FFC supports the growth of the tax room, up to 7 
percent of the PIT Ease (equivalent to 7 percentage 
points of the PIT yield) - to be phased in over a six year 
period. This prevents any large once-off effects from occurring 
with the introduction of the surcharge. In the first year, tax room of 1 
percentage point (of the aggregate average rate, say 25%) should 
be made, which amounts to 82.277 billion in total (Table II-5). 

TABLE II-5 
One Percentage Point Tax Room for Provincial Surcharges on PIT 

Race (1997/981 

Province  Population 
(1997) 

Estimate of PIT 
Base 

1997/98 
(Xier of 3.5) 

1 (%) of PIT 
Base 

Surcharge 
Revenue 

Per capita 
R 

[1]  [2]  [13]  [4]  [5] 
Western Cape  3,986,686  32,507,023,209  325,070,232  81.54 
Eastern Cape  7,454,477  16,391,768,637  163,917,686  21.99 
Northern 
Cape  806,661  4,472,003,582  44,720;036  55.44 

KwaZulu-Natal  9,453,324  35,056,900,568  350,569,006  37.08 
Free State  3,098,070  13,369,511,429  133,695,114  43.15 
North West  3,906,987  11,010,985,745  110,109,857  28.18 
Gauteng  8,580,114  92,418,111,611  924,181,116  107.71 
Mpumalanga  3,018,909  14,738,117,796  147,381,178  48.82 
Northern 5,651,510  7,777,077,171  77,770,772  13.76 



Province 
Total 
Provincial  45,956,738  227,741,499,747  2,277,414,997  49.56 

Source: [2] FFC & DIB 

It as proposed that the tax room should increase by 1 
percentage point per annum, (1.5 points in each of the 
last two years), unti l   i t  reaches 7 percentage points, so 
that in the last year national rate is 18 percentage points 
and the provinces have access to 7 percentage points 
with the national plus provincial aggregate average rate 
sti l l  "25%':  Refer to Graphic II-1 which illustrates the tax room 
condition in the last year. 

GRAPHIC II-1 
Provincial Surcharge & Tax Room 

 

TABLE II-6 
Provincial Revenues: Surcharge on national PIT Base: 1997/98 to 
2002/03 

Provinces  1 % PIT 
Base [Year 

1] 
R 

2 % PIT 
Base [Year 

2] 
R 

3 % PIT 
Base [Year 

3] 
R 

4 % PIT 
Base [Year 

4] 
R 

5.5 % PIT 
Base [Year 5] 

R 

7 % PIT Base 
[Year 6] 

R 

[1]  [2]  [3)  [4]  [5]  [6]  [7] 
Western 
Cape  325,070,282  669,644,678 1,034,601,028 1,420,852,078  2,012,281,755  2,237,918,447 

Eastern 
Cape  163,917,686  337,670,434  521,700,820  716,469,127  1,014,699,401  1,330,178,669 

Northern 
Cape  44,720,036  92,123,274  142,330,458  195,467,162  276,830,369  363,899,447 

KwaZulu-
Natal  350,569,006  722,172,152 1,115,755,974 1,532,304,871  2,170,126,774  2,844,838,917 

Free State  133,695,114  275,411,935  425,511,440  584,369,045  827,612,659  1,084,924,959 
North West  110,109,857  226,826,306  350,446,643  481,280,057  681,612,880  893,532,521 
Gauteng  924,181,116 1,903,813,099 2,941,391,238 4,039,510,634  5,720,956.935  7,499,654,455 



Mpumalanga  147,381,178  303,605,227  469,070,075  644,189,570  912,333,478  1,195,986,251 
Northern 
Province  77,770,772  160,207,790  247,521,035  339,928,888  481,424,288  631,103,476 

Total 
Provincial  2,277,414,997 4,691,474,895 7,248,328,712 9,954,371,432 14,097,878,540 18,481,037,141 

Note: Tax Base increases by 3% per annum 
Source: FFC 

The tax room approach allows provinces to raise a 
reasonable proportion of own revenues and at the same 
time exercise their prerogative to vary the rate within a 
set band, without violating the aggregate average tax 
rate. 

7.  Conclusion 

1. It is evident that at present, revenues from provincial own sources 
constitute only a tiny fraction of total revenue in all provinces.  

2. The case for giving provinces the capacity to raise more own 
source revenue is made on the grounds of promoting democratic 
and fiscally accountable government in the provinces.  

3. It would appear from the Constitution that flat-rate surcharges on 
the personal income tax base are the only viable source of 
provincial own source revenues.  

4. The FFC thus recommends that the provinces be allowed to 
exercise their constitutional prerogative to impose surcharges on 
the individual income tax base.  

5. The FFC proposes further that this surcharge be implemented 
within the context of national government creating tax room, thus 
ensuring that there is no increase in the overall tax burden.  

6. The FFC supports the growth of tax room, up to seven percentage 
points of the PIT base, to be phased in over a five year period.  

7. The creation of tax room within the range suggested by the FFC 
will not lead to a fall in revenues accruing to national government.  

8. In effect, what will occur is a redistribution of tax revenue received 
by provinces between that amount being distributed according to a 
revenue sharing formula (for taxes collected by national 
government) and that generated by the provincial surcharge.  

9. A surcharge on the personal income tax base (sometimes referred 
to as provincial "piggybacking" onto a national tax) is to found in 
several industrialised countries. However, it has not yet been 
implemented in any developing country, the main reason for this 



being the inadequate tax administration apparatus in most of these 
countries.  

10. The FFC is confident, however, that the tax collection capacity 
exists in South Africa for the successful implementation of the 
surcharge. It is envisaged that the South African Revenue Service 
(SARS) will collect the provincial surcharge on behalf of the 
provinces, as provided for in the SARS Bill. The creation of 
provincial revenue services should be avoided. An informal 
committee comprising FFC and SARS representatives has been 
established to consider some of the possible logistical and 
administrative problems associated with the introduction of the 
surcharge.  

APPENDIX II-A 

Table II-7 
Four Largest Own Revenues as % of Total Own Revenues: 1996/97 

Source                               
% of 
Total 
Own 
Revenues 

WC  EC  NC  KN  FS  NW  GAU  MPU  NP  TOTAL 

[1]  [2]  [3]  [4]  [5]  [6]  [7]  [8]  [9]  [10]  [11] 
i. Motor 
Vehicle 
Licenses 

49.73% 38.54% 52.68% 20.96% 24.70% 20.24% 46.89%  0.00% 19.13%  31.19% 

ii 
Hospital 
Fees 

27.35% 23.36% 30.75% 10.91% 22.61%  9.45% 16.47%  6.28%  2.63%  14.5% 

iii. 
Casino 
Licenses 

0.00%  0.00%  0.00%  0.00%  0.00% 38.44%  0.00%  0.00%  0.00%  4.70% 

iv 
"Betting"  7.59%  0.00%  1.15%  6.14%  3.37%  1.24% 16.58%  6.28%  1.43%  6.78% 

v.Sum of 
above 
Sources 

84.67% 61.90% 84.58% 38.01% 50.74% 69.37% 79.95% 12.55% 23.20%  57.24% 

Chapter III 
Financial Resources for Local Goveernment & Municipalities 

Introduction 



This Chapter is a summary of a comprehensive Discussion Document on the 
FFC's current thinking on a system of intergovernmental fiscal relations for local 
government. 
It is the intention of the FFC to use this discussion document to stimulate debate 
on local government financing. The discussion document is to be disseminated 
widely. 

Constitutional provisions 

Section 155 of the Constitution determines that there are three categories of 
municipality: category A comprises municipalities that have exclusive municipal 
executive and legislative authority in their, areas; category B comprises 
municipalities that share municipal executive and legislative authority in their 
areas with a category C municipality within whose area it falls; and category C 
comprises municipalities that have municipal executive and legislative authority 
in an area that includes more than one municipality. National legislation must 
define the types of municipality that may be established within each category and 
the appropriate division of powers and functions between category B and C 
municipalities. 
In Chapter 13 of the Constitution it is stated that the local government sphere is 
entitled to an equitable share of revenue collected nationally. Furthermore, 
provision is made for municipalities to raise own revenues and to raise loans 
subject to certain conditions. 

Local Government Transit ion Act 

Section 26 of Schedule 6 of the Constitution, dealing with transitional matters, 
determines that, despite the above-mentioned sections of the Constitution, the 
provisions of the Local Government Transition Act of 1993 (LGTA), as may be 
amended from time to time by national legislation consistent with the new 
Constitution, remain in force until 30 April 1999 or until repealed, whichever is 
sooner. This period is referred to as the local government "interim phase". 
Despite the delineation envisaged in the Constitution, the Local Government 
Transition Act currently distinguishes between two main categories of local 
government, viz. urban and rural local governments. Urban local governments 
may be metropolitan councils, their constituent metropolitan local councils, or 
local councils. Rural local governments may consist of district councils, rural 
councils, representative councils, local councils or local area councils, all of 
which appear to be consistent with the Constitution. 

A partial two-tier system 



lthough the existing local government system encompasses an enormous range 
of disparities in terms of physical size and economic capacity, it lends itself 
analytically to a further (albeit incomplete) twopart characterisation. The first of 
these parts is a two-tier group of local governments consisting of categories B 
and C municipalities, into which many, especially rural, municipalities fall. In the 
major urban areas, the upper tier of this two-tier group consists of metropolitan 
councils, and the lower tier the constituent metropolitan substructures; in the rural 
areas, district (or regional or services) councils form the upper tier and a variety 
of substructures is to be found on the lower level. The second part of the 
characterisation, referred to above, consists of category A municipalities that 
form a single-tier. Many of the municipalities that fall into this category are towns 
that do not have metropolitan status (but do fall within the geographical borders 
of a district council). 

Local government functions 

n terms of section 156 of the Constitution a municipality has executive authority 
in respect of, and has the right to administer, the matters listed in parts B of 
schedules 4 and 5. Examples of the former are building regulations, electricity 
and gas reticulation, fire-fighting services, municipal planning, municipal health 
services, municipal public transport, and water and sanitation services. Examples 
of the latter are beaches and amusement facilities, cemeteries, cleansing, local 
amenities, markets and abattoirs, municipal parks and roads, refuse removal, 
street lighting, traffic and parking. 

Sources of revenue 

In contrast to the provinces, the so-called traditional municipalities in former white 
areas have historically been able to finance a significant proportion of their 
expenditures from own revenues. This was not necessarily the case in Black, 
Indian and Coloured townships in the former RSA, TBVC-states and self-
governing territories. As a consequence of the demarcation of new municipal 
boundaries in 1995, whereby former Black, Coloured, Indian and White areas 
have been amalgamated, the above-mentioned historical patterns have ceased. 
Moreover, important disparities exist between the municipalities themselves, both 
in terms of fiscal capacities and levels of service provision. 
The main revenue sources of the upper-tier municipalities (i.e. metropolitan 
councils and district, regional or service councils) are the (payroll, turnover and 
fuel) levies of the former regional services councils (and joint services boards), 
cost recovery fees, and, in the case of the metropolitan councils, surcharges on 
their constituent metropolitan local councils' revenues. The main revenue 



sources of the remaining (urban) municipalities are property rates; "surpluses" 
made on trading in electricity, water, solid waste collection and sewerage; and 
other sources such as licences and fees. 

Intergovernmental transfers 

The local government sphere is constitutionally entitled to an equitable share of 
revenue collected at the national level. In the past, intergovernmental (grants) 
transfers were paid to some (former black) local authorities to cover operating 
expenditures. In addition, in some cases "subsidies" were paid by provincial 
governments to local governments for performing agency functions; allocations 
were made to the so-called "R293 towns"; and certain grants were made for 
financing capital expenditure by various national government departments, most 
of which have now been consolidated into the Municipal Infrastructure 
Programme. 

The importance of own revenues and payments for services received 

Despite the relative significance of intergovernmental transfers for some 
jurisdictions, it is important that all municipalities should generate own revenue 
and maximise their tax effort. 
If a sector of government is required to raise (part of) its revenue, its 
accountability is increased, because of the resulting obligation to justify to its 
electorate the taxes it raises in terms of the services the revenue will pay for. 
This process also enhances efficiency and effectiveness, because taxpayers 
tend to be critical of expenditure programmes when their own money is involved. 
Similarly, consumers only use services efficiently by weighing up the costs of the 
resources they use, if they are required to pay for them. 
In principle, therefore, municipalities should raise as much own revenue as 
possible by, inter alia, charging fees for the services they provide and levying the 
taxes to which they are constitutionally entitled. There is the obligation on service 
recipients to pay for the services rendered. Long term sustainability of service 
provision is not possible without high levels of cost recovery from service 
recipients. However, in reality the tax capacity of a jurisdiction moderates cost 
recovery, especially where service recipients are simply unable to pay for even 
basic services. 

Vertical and horizontal equity 

In addition to the general principles contained in the previous paragraph, many 
sound reasons exist for making intergovernmental transfers to municipalities 



under certain circumstances. Firstly, while some municipalities are able to meet 
all their obligations out of their own revenues, many are unable to do so. 
This is because their revenue sources do not match the services they are 
required to deliver. In such cases, intergovernmental transfers are necessary to 
ensure vertical equity between the different spheres of government. 
Secondly, in the interests of horizontal equity, persons in different jurisdictions 
should receive reasonably comparable levels of public services at reasonably 
comparable levels of tax effort. In order to achieve this under current 
circumstances, where disparities are severe, intergovernmental transfers are 
also required. 

Minimum levels of service provision and spil lovers 

Equity in the sense used in the previous paragraph means that certain -minimum 
levels of service provision must be attained for all citizens. In this regard, 
sections 214 and 227 of the Constitution refer to "basic services", which in the 
case of municipalities are generally regarded to be access to clean water within a 
reasonable distance of one's dwelling, basic sanitation, and in some cases, 
limited access to 

I electricity and roads with storm water drainage. 

The level at which the minimum provision of each of these services is defined, is 
influenced by the "spillovers" that arise from each. Spillovers are the indirect 
benefits or costs that other persons get from the use of the services by their 
neighbours. For example, the absence of clean water or adequate sanitation, 
leading to disease, would clearly affect not only those too poor to afford those 
services, but would also expose other members of the community to the danger 
of infection. Similarly, in an urban setting, the absence of electricity and the 
consequent use of open fires or paraffin stoves for cooking and heating by the 
poor would adversely affect the rich by subjecting them to the pollution of their 
neighbours' smoke and fumes. 
In their own interest, the relatively rich communities should ensure that the 
poorer neighbourhoods receive sufficient services to meet the minimum 
standards described above. This they should do, if necessary, by subsidising the 
levels of service consumption in their vicinities. Nevertheless, in some cases the 
attainment of the minimum levels of service provision will require assistance to 
the local community in the form of intergovernmental transfers. 
The question therefore becomes one of identifying firstly which communities 
would qualify for transfers, secondly the level at which this assistance should be 
given, and thirdly how the transfers should be determined. 



Which communities qualify for transfers? 

The principles referred to above (namely that transfers should not undermine 
accountability and that efficiency requires services to be priced and paid for), 
suggest that transfers should only be made available to those communities that 
are unable to afford the minimum levels thought to be necessary. Furthermore, 
the analysis of spillovers brings one to the conclusion that, as far as possible, 
communities should be prepared to cross-subsidise the relatively less wealthy 
communities so as to maximise their own benefits. 
Taken together, these results imply that, in general terms, the subsidies made 
available for municipalities from national revenues should be calculated after 
taking into account the circumstances of each municipality as a total entity, rather 
than those of the poor communities within a (possibly rich) municipality. In other 
words, the tax capacity of each municipality must be one of the major 
determining factors in the calculation of intergovernmental transfers to 
municipalities, even if the allocations are made subject to the rationale that they 
be used for providing minimum levels of basic services to specific poor members 
of those municipalities. 

At which administrative level should the assistance be given? 

everal options could be considered for the point at which the intergovernmental 
transfers could be SOO given: namely, the provincial level, the metro or district 
council level, or the primary municipal level. The Financial and Fiscal 
Commission recommends that the allocations be directed at the metro or district 
council level (in the medium term). The reasons for this are as follows. 
Municipal transfers should not be directed at the provincial level, unless they are 
made conditional upon being transferred to those municipalities specifically 
identified as recipients. The Constitution establishes three spheres of 
government, namely national, provincial and local, each of which is entitled to its 
own "equitable share of revenue collected at the national level" and each of 
which is entitled to a reasonable level of independence. Therefore, even if the 
municipal allocations were to be channelled through the provinces, this would 
have to be done in the form of conditional grants and the provincial treasuries 
would be no more than conduits. Section 226 of the Constitution specifically 
states that revenue allocated through a province to municipalities in that province 
is a direct charge against that province's revenue fund. Secondly, the spillovers 
that are relevant at the local government level accrue to the local communities 
themselves and should be evaluated in light of the tax capacity of each 
community in determining whether allocations should be made. This cannot be 
done at the level of aggregation implied by provincial transfers. Furthermore, the 



allocation of funds can be done more efficiently at lower levels (such as 
municipalities rather than provinces), where the specific needs and constraints of 
local communities can be evaluated more accurately. These arguments imply 
that the transfers should flow directly to the local government sphere. 
The transfers (and grants) should be directed at the metro or district council level 
rather than at the primary level for a number of reasons. Firstly, although in 
principle allocations should be devolved to the lowest possible level, they are 
blunt instruments that cannot currently be targeted at the primary municipal level 
from the central fiscus with sufficient accuracy. In contrast, metro and district 
councils have sufficiently intimate knowledge of local conditions within their 
jurisdictions to be able to reflect local priorities with a justifiable degree of 
confidence. Secondly, Schedule 2 of the Local Government Transition Act 
confers redistributive powers on metropolitan councils, whereby the principle of 
and mechanism for allocations at the second municipal tier have already been 
established; and thirdly, the current dearth of relevant data at the primary level 
makes the direct formula-funding of such municipalities difficult at this stage. 

How should the allocations be determined? 

In line with its proposals for the financing of the provinces, the FFC recommends 
that a funding formula be adopted to determine allocations to the metro and 
district councils, for both operating and capital expenditure. 
The allocations for operating expenditures should be distributed to the primary 
municipalities according to the metro and district councils' knowledge of local 
conditions, taking into account the constitutional rationale for all citizens to have 
access to "basic services". Although the FFC proposes that these transfers, 
based on the revenue-sharing principle, should be unconditional, it would clearly 
be contrary to the criteria, used to calculate the transfers, and to the spirit of the 
Constitution, if funds were allocated on the basis of dissimilar equity criteria or 
used for purposes other than subsidising "basic services". The allocation formula 
will enable the sum allocated to the local government sphere to be calculated, 
from which the vertical division can be deduced, and subsequently the horizontal 
division amongst the second-tier municipalities determined . 
Three approaches to these issues can be adopted. The first is to base operating 
transfers (inversely) on the revenue-raising potential, or tax capacity, of a 
municipality; the second is to use the expenditure needs of a jurisdiction for this 
purpose; and the third is to apply a combination of these two. 
The third option is the one advocated by the FFC. It is argued above that tax 
capacity should be an integral part of the formula. In addition, expenditure needs 



should be accommodated by taking into account the current expenditures 
necessary to meet the minimum standards for those who qualify. 
As far as capital allocations (grants) are concerned, the FFC recommends that 
these should be conditional grants allocated by national government to local 
government and municipalities. Such funds would fit into the policy imperatives of 
national government and be allocated on the basis of a formula to metropolitan 
councils and district councils. The existing backlogs in the provision of basic 
infrastructure are the criteria used to determine these grants. 

The vertical division 

A number of possibilities for determining the vertical division exists, ranging from 
the quantification of the present transfers to municipalities to a detailed 
calculation of municipalities' needs. Each of these possibilities has particular 
political, financial and data implications. On the one hand, overall financial 
constraints and the requirements of the other spheres of government make it 
impossible to increase the total amount flowing to the local government sphere 
rapidly; on the other hand, the political consequences of long delays in delivering 
services to those who have been promised them, must be considered. 
The FFC recommends that, as an initial step, the coefficients of its horizontal 
division formula be set so that the annual total transfers generated equal the 
amounts) of the present transfers. The second step, which is inherently political, 
is to evaluate the time period, derived from the first step, for eliminating backlogs 
in the provision of basic services to all citizens. The third step is to consider the 
implications of increasing the transfers to the local government sphere, thus 
decreasing the time required to eliminate the backlogs. 
In terms of the FFC's proposals for the revenue-sharing (operating) component, 
the sum of the transfers to the local government sphere will be in the local 
government vertical division share of nationally collected resources. For the 
national government's capital grants to municipalities, the sum of these amounts 
will be in the national government component of the vertical division. This 
separation allows conditions to be set for the capital grant in terms of section 
214(1)(c) of the Constitution. 

The formula for the horizontal division (nationally and locally) 

The FFC's proposals for the funding of municipalities are based on the use of a 
formula for the horizontal division of the transfer to local government amongst the 
metropolitan councils and district councils. The use of a formula will ensure both 
revenue stability and objective allocations. The proposed formula takes into 



consideration both indicators of need and tax capacity for operating transfers and 
infrastructure backlogs for capital grants. 
The transfers are based on a two-part formula with three components: 

i. a conditional capital grant (which is dealt with horizontally in the national 
government share);  

ii. an unconditional operating transfer (which is dealt with horizontally as part of the 
local government share); and  

iii. a tax capacity (equalisation) component, related to (ii).  

Both the capital and operating "grants" are designed to address the basic needs 
of the poorest section of the population. On the one hand, the capital grant is 
aimed at eliminating backlogs in the provision of basic municipal services; on the 
other hand, the operating transfer is to enable the poor to purchase the minimum 
quantities of certain essential services, such as clean water, adequate sanitation, 
suitable roads and/or electricity. 
One of the most commonly-stated rationales for the use of transfers, and of 
particular relevance to South Africa, is the need to address inter-jurisdictional 
fiscal disparities. This must be done in a fiscal context where there are simply not 
enough public resources to allocate funds for these basic services to all 
indiscriminately. Therefore, the funds generated by the first two transfers are 
tempered by the criteria discussed at length above: if a jurisdiction has the 
capacity to raise its own revenue and should therefore itself be capable of 
addressing the needs of its inhabitants, the money made available to it through 
the transfer system, is reduced. The FFC recommends that at present only the 
revenue-sharing transfers be adjusted according to a jurisdiction's tax capacity. 
Capital Grant 
(Sections 214(1)(c) & 227(1)(b) transfers) 
The capital grant is seen as a conditional grant from national government to local 
government. In terms of the vertical division, this amount would be calculated as 
part of the national government 
component so that the condition that these funds must be used for addressing 
infrastructural backlogs can be set. In line with national government policy 
objectives of developing local government infrastructure to ensure that all South 
Africans have access to basic services, national government will be able to apply 
such grants to address these capital expenditure requirements. The Constitution 
requires that the actual disbursement of these grants must be based on equity. 
In the interim, a very crude measure of "access to basic services backlogs" has 
been adopted to formulate the capital expenditure component of the formula. 
Mainly because of the inadequacy of other data, the measure focuses on the 
provision of two basic services - water and sanitation.' Weights are attached to 



the two services to derive a composite index of backlog/need. The assumption 
underlying the choice of variables making up the composite index, is based on 
backlog/need, not on financial implications. In other words, although 
municipalities are responsible for providing a number of services, some of which 
could be self-financing, for example water and electricity, it is necessary to 
identify those services which could be indicative of backlogs/need. For this 
reason, the lack of water and sanitation, combined into a single index (I), are 
chosen as being indicative of backlog/need. They must not be seen as excluding 
other basic services. 
The total allocation for capital expenditure (G;) to a municipality is calculated on 
the basis of the cost to 
I provide infrastructure to the qualifying population (i.e. the number of individuals 
or households below a defined poverty line)z that do not have access to basic 
services. This is weighted by a combined index "I" in order to determine the 
allocation to each metropolitan council or district council. The real cost of 
providing basic infrastructure services needs to be spread out over a period of 
time, say 10 years, since it would be impossible to provide the total amount in 
one year. 
The allocation of grants for capital expenditure, Gi to the ith MCs or DCs is as follows:  

Capital Grant (Gi) = {1 - 1i /Y-(1 - I i )}*1/n(x*Hqi) 

Where: 

I; = combined index for ith MC or DC 
x = real average cost per household of providing infrastructure for basic services 
Hq; = qualifying number of households in ith MC or DC 
n = number of years (phasing) 
The composite index "I" will be constructed following the methodology used by 
CSI R in the construction of its Development Indicators Monitoring System 
(DIMS) index. Observations for each variable will be scaled from 0 (the worst-off) 
to 1 (the best-off). For example, if the percentage of the population without 
access to the minimum level of water ranges between 20% and 60%, a place 
with 20% of the people having no access to water would have an index score of 
0 while a place with 40% of the people having no access to water would receive 
an index score of 0.5. The composite index will then be calculated on the basis of 
a linear scale transformation of the average of the index scores for all variables. 
It will range in value from 0 (greatest need) to 1 (least need). 
The composite index can be broken up as follows: 



• Level: MC or DC  
• Values: Absolute (based on absolute numbers of housing units in need) 

Relative (based on relative proportion of housing units in need)  
• Categories: Water 

Sanitation  
• Indicators: Water: (number of housing units without access to on-site water) 

Sanitation: (number of housing units without access to adequate sanitation)  

The definition of basic services and values will be developed in greater detail as 
more adequate data become available so that more comprehensive indices can 
be constructed. 
The real average cost per household of providing basic infrastructure services, 
"x", will be calculated on the basis of how much it would cost to install bulk and 
connector infrastructure for basic services in the different jurisdictions under 
consideration. At present, the only information available is from the EMIP which 
uses the Combined Services Model from the DBSA to calculate infrastructure 
costs for urban and rural areas. 
Once each MC and DC has received its capital allocation, it will be responsible 
for redistributing the funds to municipalities within its boundaries or for metro-
/district-wide capital expenditure purposes. The distribution procedure followed 
would be application-driven, with individual municipalities submitting applications 
for projects. Stringent criteria need to be applied to ensure that the funds are 
equitably distributed by the MCs and DCs. An effective monitoring system also 
needs to be put in place to ensure that conditional funding is appropriately 
applied by the spending agencies. 
Operating Transfers (Revenue Sharing) 
(Sections 214(1)(x)& 227(1)(x) transfers) 
The allocation for current expenditure is intended for subsidising access to basic 
services for those who cannot afford to pay for these services. At this stage, the 
two basic services under consideration are water and sanitation.3 The operating 
grant is based on the cost to the qualifying consumer (i.e. a household below the 
poverty line) of the minimum amount of water needed for annual consumption 
and the operating cost of providing the basic level of sanitation. 
(The minimum levels of water and sanitation need to be defined. The cost to the 
qualifying consumer would be based on the average price per unit of household 
water consumption across jurisdictions. A similar process will be used to estimate 
the cost of sanitation.) 
RSi = (a*pw + b*cs)*Hqi  

Where: 



a = minimum household annual water consumption; 
pw = unit price of water; 
b = minimum level of sanitation; 
cs = unit cost of sanitation 
Pqi = qualifying population in ith MC or DC 
Here again, once each MC and DC has received its operating transfers 
allocation, it will be responsible for distributing the funds to the primary 
municipalities. 

Tax Capacity Equalisation Component 

As mentioned earlier, fiscal equalisation encompasses both equalisation of 
expenditure need and of tax capacity. The first aspect is dealt with in the 
allocation for operating and capital expenditure. The latter deals with the 
revenue-raising capacity of the jurisdictions under consideration and uses 
measures such as personal income, property taxes and other standard municipal 
taxes. 
Of critical importance is that the tax capacity measure (even if it is a proxy 
measure) has to be part of the operating transfer formula. A core principle in any 
system of intergovernmental fiscal relations is developing incentives for all 
governments to maximise the use of their own resources. The corollary to this is 
that governments should not be "subsidised" in such a manner that their tax 
effort is less than their tax capacity- If this component of the formula were not to 
be implemented, then the latter condition could prevail, which would be 
ineffective, unfair and unconstitutional. 
In the case of South Africa, tax capacity at the MC and DC level could be 
reflected in a representative tax system through a combined index which takes 
account of personal income, property taxes and RSC levies (and possibly other 
tax/revenue sources as data systems develop). At present, there are severe data 
restrictions with regard to both personal income and property taxes. While data 
for personal income are available at the national level, it is extremely difficult to 
disaggregate the data to the MC or DC levels currently. With regard to property 
valuations, the data is both dated and incomplete in its geographical coverage 
and property valuation methods are not uniform across jurisdictions. If no 
national norms are imposed for property taxation it would be well-nigh impossible 
for this source to be used as a tax capacity measure, on its own or in 
combination with other sources. 
As stated above, the tax capacity measure is directly related to the operating or 
current transfer component. With reference to the operating expenditure formula, 
"C;" what is measured is the relative cost to an MC or DC of providing a minimum 



level of service to that target population needing financial assistance due to 
poverty. What the tax capacity component does is to measure the relative ability 
of the MC or DC to "subsidise" its own "poor". If the "wealth profile" of the MC or 
DC is of such a nature that relative wealth fully compensates for the relative need 
then it will receive no operating transfer. In other words, if the aggregate wealth is 
equal to or more than the aggregate need of the jurisdiction, then that jurisdiction 
is considered able to provide for its own needs. 
Clearly, as the profile's balance changes to reflect a relatively poorer jurisdiction, 
then the operating transfer becomes positive. The tax capacity component must 
be constructed in such a manner that it would not result in a negative amount 
large enough for the MC or DC to forfeit its own revenues in contravention of 
section 227(2) of the Constitution. Thus, while TLi may be ≤ 0, RSi+ TLi ≥ 0 
The tax capacity of each MC or DC (Xit-i-) would be calculated using property 
taxes and RSC service and establishment levies. The tax capacity for each 
component will be calculated by applying a normative national average tax rate 
to each tax base to give the per capita yield for each tax. These will be converted 
into per capita tax capacity figures and then aggregated to get each MC or DC's 
actual tax capacity, Xic-1. The national average tax capacity, X*t-i, will then be 
calculated from the aggregates. 
The entire tax capacity formula would be:  

Tli = α*(X*t-1 - Xit-i)  

which can be written: 

TLi = α*(X*t-1 - Xit-i)  - 1] (α*.Xit-i)  Pi 

subject to the additional constraint that Σ TLi = 0 

Where: 

TLi = the tax capacity transfer to the ith MC or DC 

α* = the proportion of the tax capacity to be equalised 

Y*t-i = the norm/national average tax capacity per capita in year t-1 

Yit-i = the ich MC or DC's actual tax capacity in year t-1 

Pi = the population of the ich MC or DC and where: 



RSi+ TLi ≥  0 
Of course, in the short run, it will not be possible to calculate the tax base for 
property taxes due to the data limitations described earlier. Personal income may 
have to be used as a proxy. In the absence of reliable personal income figures at 
the MC or DC level, it may be necessary to use only the RSC levies to estimate 
the tax base for each MC and DC. 
In order to fulfil the condition that RSi+ TLi ≥ 0, it may be necessary to have 
equalisation only to a certain proportion, a* , of each MC or DC's per capita tax 
capacity. This means that the per capita tax capacity of each richer MC or DC will 
be reduced to the proportion a* of the national average while that of each poorer 
MC or DC will be raised to a* of the national average, where 0 ≤ α* < 1. 
The allocation of revenue sharing (RS) transfers for current expenditure, RSV, adjusted 
for tax capacity to the ich MC or DC is as follows:  

RSTi = RSi + TLi 

Where: 

RSi = Allocation for Current Expenditure; and 
TLi = Tax Capacity Equalisation Component 
  
The combined formula would be:  

IGTi=Gi+RSi+TLi 

Where: 

IGT = Intergovernmental Transfer; 
RS + T = RST = Revenue Sharing Transfer; 
G = Capital Grants; and 
T = Tax Capacity Component. 

The condit ions applicable to the transfers 

The intergovernmental transfers to municipalities should be subject to a number 
of conditions and guidelines. The capital (conditional) grant may only be used for 
financing the construction of infrastructure necessary for delivering basic 
services. The allocation of capital should be on the basis of scientific appraisals 
of infrastructural projects to address backlogs in basic service provision. 



Metro and district councils will be expected to adhere to the general guidelines 
that the operating transfers are to subsidise "basic services" within the set of 
services defined as "basic". The needs and priorities of each jurisdiction will 
determine which service or services will be subsidised. More specific guidelines 
than this cannot be prescribed as this would undermine the unconditional nature 
of the operating transfers. If services cannot be provided, because of the 
absence of infrastructure, the operating allocations could also be used 
temporarily to add to the capital grants. 

Data requirements 

The data required for the application of the FFC's proposals are not currently 
available. However, they will become so once the national census returns have 
been processed and the forthcoming municipal census conducted. This means 
that the vertical division, which is required by mid-1997, will have to be made on 
an incremental basis as a transitional measure; the horizontal division, which is 
required before the commencement of the new municipal financial year which 
begins in July 1998, may have to be done on the basis of the October Household 
Survey data if the processing of the municipal census has not been completed in 
time. 

The FFC's Recommendations vis-a-vis the development of a White Paper on Local 
Government 

The on-going development of national policy on local government issues implies 
that the current state of local government may be temporary. Thus, there could 
be changes to structures and related matters. The FFC recognises the fluidity in 
these matters and has attempted to develop an approach which would be able to 
accommodate most of the envisaged changes. In fact, some desirable changes 
such as rationalising structures would ease some of the problems the FFC faces 
at present. 

Footnote 

1 Although two services are used to "slice the cake" and are 
regarded as sensible proxies for a package of basic services, sight 
is not lost of the importance of other services such as solid waste 
removal, roads and storm water drainage and electricity. 



2 The poverty line is defined in terms of relative poverty i.e. the 
poorest 40% of households (ranked by adult equivalence) in the 
country. This definition is taken from an October 1995 RDP report. 

3 Similar to the capital grant, only two services are used as 
indicative of needs. This does not imply that transfers are applied to 
these two services but for any service which is included in the 
definition of "basic services . 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