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FOREWORD

FOREWORD &
EDITORIAL
T

he Financial and Fiscal Commission (the Commission) provides independent, impartial advice
and recommendations on intergovernmental fiscal relations (IGFR), including the technical evaluation and design of provincial and local fiscal and economic policy. Established by the Constitu-

tion of South Africa in 1994, the Commission provides information to all organs of state to help them
make informed decisions about complex fiscal issues. In this respect, one of the Commission’s main
objectives is to help inform the following year’s budget by making recommendations on the division
of revenue among the three spheres of government and to support IGFR policy-making. This is done
by submitting annually to Parliament an advisory document summarising the recommendations that
the executive should take into account when crafting the next year’s budget. This Submission for the
Division of Revenue is made in terms of Section 214(2) and Section 229(5) of the Constitution, and
Section 9 of the Intergovernmental Fiscal Relations Act of 1999. Under the theme of Fiscal Levers
for National Development this year’s Submission identifies fiscal levers and other measures that the
Government can adopt for a well-functioning fiscal and financial system that promotes development.
This volume of technical chapters is published as a companion document to the Submission for the
Division of Revenue 2014/15 that the Commission tabled with Parliament in May 2013. Collectively,
the chapters in this Technical Report argue that fiscal consolidation cannot be indefinitely deferred in
anticipation of a global and economic upswing. However, fiscal consolidation must be done in such
a way as to (a) maximise short-run growth, (b) increase the potential for long-run growth, (c) extend
(not rollback) gains in the progressive realisation of socioeconomic rights, (d) raise the impact of
existing public spending, and (e) build institutional capability, accountability and performance orientation.
An effective IGFR system is only one component of the preconditions for capable local, provincial and
national government. The other dimensions, which need urgent attention, lie outside the domain of
fiscal allocations and will not be addressed by simply adding more money. They include administrative issues relating to human resources, management systems, stabilising the politico-administrative
interface, professionalising the public service in all spheres, and intergovernmental coordination
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in planning, budgeting and monitoring and evaluation (M&E). In addition, fundamental governance
issues need to be addressed, such as political will and leadership, and political and administrative
accountability. These other factors are thoroughly analysed in the National Development Plan (NDP),
which identifies other, non-fiscal levers for change. Unless all (fiscal and non-fiscal) levers for development are synchronised and mutually supportive, the substantial resources channelled through the
IGFR system are unlikely to achieve the envisaged developmental impact.
The Technical Report contains 13 chapters. Chapter 1 deals with the issue of growth-friendly fiscal
consolidation. In the short to medium term, fiscal consolidation has become unavoidable for South
Africa. Apart from adding large and potentially unsustainable amounts to the public debt, high budget
deficits will put upward pressure on interest rates and discourage private investment – especially in
the context of the large infrastructure investment programmes to be undertaken by various public
corporations in the next few years.1 Furthermore, the increases in interest payments resulting from a
rapidly growing debt burden could crowd out public spending on priority functions. All these factors,
combined with the narrowing fiscal space, further indicate the need to rebuild fiscal buffers. Chapter
1 contributes to future debates on fiscal consolidation and the fiscal framework in South Africa, by
considering the role of revenue and expenditure components in reducing the budget deficit, while
still maintaining economic growth.
Economic recovery in South Africa has been slow and exacerbated by the inability of the economy
to create jobs, as well as recent labour unrest and credit downgrades. The risk is that longer-term
fiscal imperatives could be used as reasons to limit the necessary future growth in social services
spending, in particular, child support grants. Chapter 2 tackles this issue and addresses how high
poverty levels among children can be resolved, or at least managed, in the prevailing fiscally constrained environment. In particular, what policies the government could adopt to ensure an orderly
downward adjustment (or reduce the risk of a disorderly one) in child poverty. Findings from the
chapter are encouraging, showing that government transfers to children lead to increased consumption and production of education and nutritious food products, thereby challenging the often-held
view that these grants are squandered on non-productive consumption. The chapter shows in no
uncertain terms that even these modest reforms have a significant impact on children and households, by improving the welfare of the poorest. However, of concern is the widespread poverty
among beneficiary children that the proposed policy reforms are not capable of eliminating. More is
needed to be done in this regard.
Understanding the channels through which public expenditure affects economic activity can aid in
understanding how to redirect public spending and which components (of public spending) should
be limited. The purpose of Chapter 3 is to investigate whether or not social expenditure affects
economic activity at national and provincial levels. The idea is to compare the effects of the different
components of social expenditure (i.e. education, health, etc.) on economic activity, as well as to
compare these social expenditure components to other types of public expenditure (i.e. aggregate
government spending, government spending on economic activity, etc.). The findings provide a useful
starting point for how budget allocations can be made among the different policy arenas so as to
create the best possible outcome for economic activity and output. A secondary outcome will be to
1

The public sector is expected to spend a total of R846 billion on infrastructure projects during the fiscal years 2011, 2012 and

2013 (National Treasury, 2010a: 66).
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consider the crowding in (or crowding out) effects of social spending on consumption and investment, which are important indicators of economic activity.
Chapter 4 looks at the sustainability, productivity and affordability of the public sector wage bill.
The analysis suggests that increases in the wage bill do not necessarily translate into an increase
in productivity in the South African setting. However, this has to be balanced against the fact
that provinces typically spend in areas such as health and education, which contributes to both
long-run growth and broader social development. Levels of employment and of wages in the
public sector are relevant, not just because of their weight in the economy or in the government
budget, but also because they play an important role in the business cycle. However, spending on
current items (such as public sector wages) can put at risk the roll-out of the government’s infrastructure programme. What is needed is to raise overall productivity through looking at a more
appropriate skills mix and possibly redirecting funds from personnel expenditure in social service
to complementary inputs such as equipment and infrastructure. Policy adjustments should not
only be restricted to personnel management and performance-based measures, but should also
include exercising effective accountability, financial management, organisational reform and
adhering to monitoring mechanisms.
Chapter 5 develops a new index that provides early warning signals of fiscal distress for municipalities in South Africa. Fiscal stress is an acute state of disequilibrium that is threatening to spin
out of control. Fiscal stresses are traumatic and raise the spectre of even worse things to come
unless contained and effectively managed. Yet all these disorders should be preventable. The trick
is to identify which indicators bring about destructive fiscal outcomes and how to forestall them.
The research found that the number of municipalities in fiscal distress has remained below six per
cent over the review period, while the short-term analysis indicated a gradual increase. Therefore,
the Government needs to assist municipalities in fiscal distress and fiscal watch categories.
National Treasury should develop and institutionalise a fiscal distress early warning system to
identify municipalities heading towards fiscal distress.
Chapter 6 seeks to identify indicators of fiscal distress in the provincial government sphere. Unlike
most previous studies, the chapter takes a broader perspective of fiscal stress. Instead of being
limited to financial difficulties, the operational formulation of fiscal stress is broadened to include
non-fiscal indicators (e.g. structural, institutional and legislative). An index was developed to assess
the build-up of fiscal stress since the start of the global financial crisis. In most provinces, risks are
lower because of sounder fiscal fundamentals, but fiscal stress remains higher than before the
crisis. Factors contributing to the fiscal stress were found to be mostly endogenous (e.g. expenditure management, maladministration and wasteful expenditure). The chapter concludes that the
fiscal performance of provinces must be improved by monitoring various elements of fiscal stress
and putting in place necessary fiscal rules.
Chapter 7 unpacks the dynamics of the general tax base of rural municipalities. Using econometric
techniques to isolate the strength of contributions made by different sources to overall revenue,
the chapter finds that rural municipalities use only half of their existing property rates-revenue
base. Nevertheless, in general, the revenue capacity in these areas is very limited – less than a
tenth of an urban municipality’s tax base. Therefore, although revenue effort in these areas is
poor, the revenue base is very limited. Contrary to anecdotal evidence, capacity constraints and
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confusion over land tenure in traditional land are not the driving factors of the poor revenue effort
in these rural municipalities. In fact, social dynamics associated with income inequality appear to
be hindering revenue effort in these areas. The chapter concludes that rural tax bases are clearly
a complex issue. Some rural municipalities appear to be financially unviable, as revenue from
property rates is inadequate to support expenditure needs, but others could improve revenue
collection.
Chapter 8 assesses whether municipalities spend adequately on municipal infrastructure asset
care activities, in particular water and electricity distribution and reticulation-related infrastructure. It proposes some incentives that the Government can employ to encourage greater investment in maintaining and renewing municipal infrastructure. Investment in infrastructure is one
of the key levers through which the State can contribute to accelerated and shared growth, but
the maintenance of existing infrastructure is equally important. Inadequate infrastructure maintenance undermines service delivery, contributes to increased backlogs and places a strain on
public finances. This is particularly important in the case of basic services such as water, sanitation, electricity and refuse removal.
Claims of a supposed “economic efficiency dividend”, associated with the decentralisation of
authority and resources, has in part fuelled the trend of devolving the transport function to
municipalities. Devolution is supposed to deliver greater economic efficiency by giving administrations greater autonomous powers to tailor policies to local preferences, to be innovative in
providing public services, and to encourage greater participation and accountability. However,
little is known about how to devolve such functions optimally to ensure that the growth dividend
is reaped. Chapter 9 investigates feasible options for improving transport service delivery through
devolving transport functions to municipalities. An effective transport system means a system
that minimises costs and supports inclusive growth. The findings suggest that baseline funding for
transport functions must be thoroughly understood before being devolving to municipalities. If unaddressed, historical under-investments in transport infrastructure (leading to structural backlogs)
can prevent the positive effects of devolution from materialising.
Education is perhaps the most important issue facing families today. In a world of drastically
high unemployment and economic instability, children will need every opportunity to get ahead.
For this, higher education is crucial. It gives school leavers a chance to continue their studies at
tertiary level, opens the door to all kinds of jobs and opportunities, gaining skills and knowledge
that many employers want. In this respect, Chapter 10 focuses on further education and training
(FET). The chapter’s key message is that the FET college sector plays a vital role in the development of middle-level skills that are crucial for economic development and for building an inclusive
society. The provision of FET college education has been very uneven across provinces, while
the sector faces governance and management problems. The transfer of FET functions from the
provincial to the national sphere, and the introduction of a new funding framework, can address
these issues, provided financial accountability in the sector receives serious attention. An adequately and equitably funded FET sector will improve the country’s human capital and is an
important investment level for economic development.
For many, research is the most important component of long-term economic growth. Therefore,
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Chapter 11 focuses on financing research in higher education. South Africa is one of the few countries
in Africa that has invested heavily in academic research, although gross expenditure on research and
development as a percentage of GDP is still relatively low compared to some BRIC2 countries. In
2004, the new funding formula (NFF) was introduced to improve research outputs at higher institutions of learning. The chapter evaluates the effectiveness of the NFF in increasing research outputs
(through the number of Master’s and doctoral degrees and published academic works) in South
Africa. The research found that, while research outputs have increased since 2004, the majority of
higher education institutions have not met their per capita targets. A review of the NFF would need
to reassess the appropriateness of targets and to take into account the profile (rank and qualification) of academic staff.
Chapter 12 examines the local government sector, which has performed below expectations in
delivering services. Service delivery continues to be a big challenge, despite the South African Government instituting a number of policy and legislative reforms since 1994. In addition, the Government has initiated a number of performance-enhancing measures, such as regular benchmarking
exercises, M&E systems, capacity-building initiatives, annual municipal audits, performance-based
budgeting and appraisal schemes, and performance-based contracts. The chapter evaluates the case
for introducing incentives in the transfer system. Incentives have the potential to play a critical role in
supporting and reinforcing other performance-enhancement initiatives. Factors that are key for the
successful implementation of performance-based transfers are: credible data, political commitment,
adequate capacity (human, institutional and organisational), robust M&E systems, and a common
understanding of goals, targets, indicators and assessment criteria.
Effective and efficient performance is the mantra of modern-day public sector management, including
in South Africa, as highlighted in the NDP. Chapter 13 looks at efforts to strengthen South Africa’s
intergovernmental planning and budgeting for better outcomes. The major deficiency identified is
the dual responsibility of national government and provinces for concurrent functions, which creates
multiple points at which executive and legislative decisions can be taken over the same mandate.
The chapter argues that introduction of outcomes-oriented M&E in a decentralised government
system requires numerous practical considerations relating to rules, leadership, accountability and
design. Complex contractual obligations mean that information asymmetries between the principal
and agent are minimised. What is important is to be clear on who is ultimately accountable for
outcomes between administrators and politicians, and to align the outcomes-oriented M&E approach
to existing country-specific circumstances.
The Financial and Fiscal Commission would like to thank all the seminar participants and reviewers
who contributed immensely to the chapters, and government departments and conference participants who assisted in shaping the contents of this submission through their comments. Finally, we
wish to express sincere gratitude to Kristina Davidson for technically editing the chapters contained
in this volume. The views expressed in this volume are those of the authors and do not necessarily
constitute those of the Financial and Fiscal Commission.
August 2013
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CHAPTER 1

Budget Consolidation In South Africa:
A Disaggregated Approach
Marina Marinkov

1.1 Introduction
South Africa’s fiscal space3 is narrowing. Since the 2008/9 global financial crisis, fiscal policy
(together with helpful monetary policy that has kept interest rates low) has sought to improve
weak demand as well as the country’s negative output gap.4 However, economic recovery has
been slow, hampered by an inability to create jobs, as well as industrial unrest and credit downgrades. In addition, renewed slowdowns in global economic growth have created new risks and
uncertainties. All these factors, combined with the narrowing fiscal space, point to a need to
rebuild the fiscal buffers that helped to moderate the effects of the 2008/9 recession by giving the
South African government the necessary fiscal space to act in a countercyclical way.5 With this in
mind, it is clear that a thoughtful debate is warranted on an optimal approach to fiscal consolidation,6 especially as rising state debt in the medium term could threaten the sustainability of public
finances, burdened, among other things, by rising social expenditure needs.
The government is already investigating initiatives aimed at bolstering the credibility of long-term
fiscal sustainability. These include fiscal guidelines and long-term fiscal reporting, which the
Financial and Fiscal Commission (the Commission) has commented on before. The model
described in this paper contributes to debates on fiscal consolidation and the fiscal framework as
it considers the role of revenue and expenditure components in reducing the budget deficit while
maintaining economic growth.
Sound public finances are a prerequisite for sustainable economic growth and for maintaining
welfare. Therefore, “growth-friendly” fiscal consolidation (i.e., a fiscal consolidation path that takes
into account economic growth and development trends) can create a solid foundation for future
economic growth and development, and even aid a more even distribution of income.7 Fiscal con3

Fiscal space can be defined as the financial resources available to a government for policy initiatives through the budget

and related decisions (Schick, 2009:2).
4

Output gap is the difference between the actual output and the potential output. When the output gap is negative, actual

output is below the potential output, and hence the economy is not fully utilising its resources (i.e. the economy is not at is
full productive potential).
5

Countercyclical fiscal policy refers to policy that is moving in the opposite direction to the economic cycle – i.e. fiscal policy

that increases (decreases) debt and deficits when the economy is weak (strong).
6

Although the government has reiterated its commitment to fiscal consolidation, the Commission noted in its response to

the 2012 Medium Term Budget Policy Statement that the pace of fiscal consolidation has slowed down significantly since
2009. This may potentially undermine the government’s plans, particularly in the eyes of the international community.
7

For example, recent Section 100 interventions could have targeted expenditure items that are less politically contentious

such as maintenance, training and expenditures designated for research and development activities. However, such actions
would have achieved fiscal discipline at the expense of future growth (i.e. would have undermined economic growth). This
example serves to illustrate that achievement of a growth-friendly fiscal consolidation is a delicate exercise, which requires
balancing of social objectives and economic objectives that may at times be mutually contradictory. Such a fiscal consolidation would thus need to be built around some social compact. Sustaining growth and preserving a fiscal compact in an era of
fiscal consolidation will require a strong political consensus, so that sacrifices can be made in the short run in order to achieve
economic growth and development in the medium to long run.
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solidation is a potential lever to long-run economic development. The structural reforms proposed
in the government’s National Development Plan (NDP) and New Growth Path (NGP) are aimed at
creating higher levels of economic growth as well as a more inclusive economy. Both plans imply
an active role for government, proposing a tighter fiscal policy combined with a looser monetary
policy and labour market reforms. Fiscal policy8 is central to these strategies because it influences
economic growth through its effects on private sector behaviour and on (human and physical)
capital formation
Fiscal consolidation is a tool that can be used to reduce budget deficits and achieve better macroeconomic outcomes (i.e. greater productivity, higher levels of economic growth and development, etc.) through its focus on public expenditure and revenue reform (for example, using public
revenue more efficiently, investing in development, and directing public resources at the most vulnerable people). Expenditure reform is particularly important as the government is making efforts
to reprioritise expenditure and identify savings in the fiscal framework in order to encourage
productive expenditure (e.g. investment in infrastructure) while maintaining social support to vulnerable groups (FFC, 2010).
This paper is an extension of the fiscal consolidation model (FFC, 2011a; Jooste and Marinkov,
2012). It seeks to answer the question of whether the government should be pursuing spending
cuts (and if so, which); tax increases (and if so, which), and/or debt reduction in order to consolidate its budget.9 The approach taken is to disaggregate various components of the budget
and state debt, and examine their effects on the budget consolidation process and on economic
growth.
Against this background, this paper has a twofold purpose. The first is to examine what economic
factors are important for (i.e. will have a positive or negative effect on) fiscal consolidation. The
second is to establish which combinations of these factors are most likely to achieve a growthfriendly fiscal consolidation. It is organised as follows: Section 2 summarises the literature
reviewed; Section 3 outlines the data, model, and estimation technique; Section 4 reports the
results; and Section 5 concludes, and offers some policy recommendations.

1.2 Literature Review
Fiscal consolidation is generally defined in terms of policies aimed at reducing government deficits
as well as public debt. International literature contains abundant evidence of and proposals for
fiscal consolidation, as well as methods to achieve it. For example, in a study of OECD countries,
Alesina and Perotti (1997) argue that the composition of fiscal adjustments (i.e. consolidation)
affects their likelihood of success and macroeconomic consequences. They find that, unlike
fiscal consolidation which relies on tax increases and decreases in public investment, fiscal con8

Fiscal policy is concerned with (i) allocation of resources, (ii) efficiency in the use of resources (to achieve economic stability

and growth, for example), and (iii) redistribution of income. This paper aims to provide recommendations on (i) and (ii).
9

To make the point; the fiscal multiplier (i.e. change in GDP as a result of a one unit change in a fiscal variable: for example, a

fiscal multiplier of 0.6 implies that a R1 of government spending creates R0.6 of GDP, or national income) differs for government consumption relative to government investment. The time it takes for changes in fiscal policy to affect output is also
different using different fiscal levers. As an example, government consumption reductions will affect output much quicker
than investment reductions.
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solidation that depends mostly on spending cuts in transfers and the government wage bill can
be expansionary, and also have a better chance of success. Using a sample of 39 low-income
countries, Gupta et al. (2002) find a strong link between public expenditure reform and economic
growth. More specifically, they find that reducing current expenditure and domestic borrowing
and protecting public investment all have a positive effect on economic growth. According to
Baldacci et al. (2004), directing public expenditure towards productive uses is crucial for achieving
more sustained fiscal adjustments. Using a sample of low-income countries, they conclude that
reducing current expenditure and protecting capital expenditure lead to longer fiscal consolidation episodes. In addition, countries with larger cumulative reductions in deficit are less likely to
abandon consolidation efforts, whereas countries that have achieved macroeconomic stability
are more likely to do so.
In South Africa, fiscal consolidation is backed by sound reforms, including the Public Finance and
Management Act of 1999, which calls for rigorous expenditure controls and supervision systems
(Siebrits and Calitz, 2004; Ajam and Aron, 2007). Other fiscal reforms contributing to fiscal consolidation are related to budget procedure, tax reform, and revenue collection. Discretionary fiscal
policy post 1997 is described as “transparency-based discretion” (Siebrits and Calitz, 2004; Ajam
and Aron, 2007), which amounts to fiscal authorities reporting cyclical, structural, and off-the-line
budget components.
Successful fiscal consolidation is an ambiguous notion.10 According to Alesina and Ardagna (2010),
it implies a significant and persistent reduction in the debt-to-GDP ratio. However, this definition
ignores the possibility that public budget cuts will significantly reduce rates of economic growth.
Therefore, a possible trade-off exists between a scenario in which public debt is reduced but
negatively affects GDP, and one in which debt increases but positively affects GDP. However, it
should be noted that increased debt can hamper economic growth in the long run.
Reinhart and Rogoff (2011) suggest that debt-to-GDP ratios above 60 per cent in developing
countries reduce economic growth, and argue that the intergenerational consequences of higher
debt should also be considered. However, debt in itself is not a problem because it can be selffinancing when GDP growth exceeds interest rates, usually proxied by the long-run government
bond yields (cf. DeLong and Summers, 2012). Higher levels of inflation can also erode the real level
of debt. In addition, when bond yields are low (i.e. the demand for debt is high), debt financing
is not a pressing issue. Given this, embarking on fiscal consolidation without an adequate understanding of the factors surrounding public debt might result in a sub-optimal policy choice.
This paper argues that the definition of fiscal consolidation should be broader than just reducing
budgets and debt: instead, successful fiscal consolidation should be defined as the simultaneous
reduction of the budget deficit and overall level of debt, and an increase in GDP growth.

10

According to the European Commission (2007), a definition of successful consolidation should incorporate the following

elements:
• A measure of fiscal consolidation (i.e. reduction in public debt, reduction in the (cyclically adjusted) budget balance,
reduction in government expenditure and/or an increase in taxes);
• A reference period over which a given size of consolidation is implemented; and
• A criterion discriminating between success and failure.
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A review of international empirical literature on fiscal consolidation yields the following conventional wisdom:
1.

successful fiscal consolidation is characterised by primary expenditure cuts rather than tax
increases11 (Alesina and Ardagna, 2010; Devries et al., 2011; Perotti, 2011);

2.

the initial state of the economy and public finances is important to fiscal consolidation
(McDermott and Wescott, 1996; Perotti, 1999; IMF, 2010); and

3.

successful consolidations need to reduce transfer payments and government wage expenditure (IMF, 2010; de Cos and Moral-Benito, 2012).

Other factors examined include the role of political leadership (Kumar et al., 2007), the timing
of fiscal consolidations with respect to elections (Alesina, 2010) and the role of the government
composition in fiscal consolidations (Perotti, 1996; Gupta et al., 2002).
An important empirical study is that of De Cos and Moral-Benito (2012), who use a probit model to
analyse the macro environment that signals successful debt reductions. It includes various fiscal
variables such as government wages, subsidies, non-wage expenditure, and taxes. Irrespective of
their specification of a successful consolidation,12 the output gap is the most important factor to
consider. Any fiscal lever used to consolidate the budget out of step with the output gap can have
negative economic consequences. De Cos and Moral-Benito (2012) extend Alesina and Ardagna
(2010) by defining a successful consolidation as one where the cyclically adjusted budget deficit
is reduced by at least three percentage points over three years, and future GDP is greater than
GDP during the consolidation period. With this specification, only wage reductions are a robust
determinant of successful fiscal consolidation.
For South Africa, Jooste and Marinkov (2012) have developed and used a model on the “optimal”
path of fiscal consolidation. Instead of the conventional measure of successful consolidations
(debt reductions) used in the literature, their main findings suggest that the consolidation of
fiscal balances should be aligned with the output gap. This would not only strengthen the size of
automatic stabilisers,13 but would also ensure that fiscal policy is more sustainable by adhering
to countercyclical policy. Such a strategy would avoid a too hasty consolidation, which would
hamper employment and economic growth, and the rapid accumulation of unwanted debt.
Jooste and Marinkov (2012) also suggest that any consolidation strategy by government should
heed efficiency--volatility trade-offs. Efficiency is measured as the fiscal multiplier, and volatility
as growth-induced volatility due to changes in fiscal policy. They argue that increases in fiscal
spending or a reduction in taxes leads to volatile GDP growth which could have negative long-run
effects on GDP. Also, the multiplier, which measures the degree to which fiscal policy strengthens
GDP, is subject to many other economic factors: openness, interest rates, debt, and the choice

11

Although papers like Ardagna (2004) also argue that both expenditure and revenue-based fiscal consolidations may be

successful.
12

Some of these specifications include: a 1.5 per cent point reduction in the cyclical adjusted budget balance, and a 4.5 per

centage point reduction in the debt-to-GDP ratio.
13

Automatic stabilisers refer to government policies that moderate the effects of the economic cycle fluctuations on income,

employment, etc. without direct government intervention. Examples include the unemployment insurance fund and progressive income tax.
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of fiscal variables. Therefore, when considering the optimal path for fiscal consolidation, these
factors must be taken into account, and other definitions of what constitutes a successful fiscal
consolidation must be considered. The following sections explore these factors in the South
African context.

1.3 Research Methodology
The approach followed is to model and analyse the most effective means of fiscal consolidation
using various fiscal variables (i.e. different components of revenue, expenditure and debt). A successful fiscal consolidation is defined as a simultaneous reduction in the budget deficit, decrease
in public debt and increase in GDP growth. Following Alesina and Ardagna (1998), Baldacci et
al. (2004), Giudice et al. (2007) and De Cos and Moral-Benito (2012), a probit model is used to
explain the likelihood of a successful consolidation episode in terms of the type of adjustment
(i.e. expenditure, revenue, and/or debt) and the initial conditions.14 The specification of the probit
model is as follows:

[1]
Where:
t

represents the year during fiscal consolidation

t-1 represents the year preceding the beginning of fiscal consolidation
Yt is a discrete dependent variable, taking on the value of 1 in the case of success during a consolidation episode (judged, for example, by an improvement in the fiscal balance) and 0 otherwise
(i.e. when no improvement in the fiscal balance)
α is a constant
k is a number of explanatory variables
ßj represents the coefficients on the explanatory variables
Xjt-1 represents continuous explanatory variables that will capture the contribution of economic
factors in successful fiscal consolidations. (These variables will also include variables that capture
the initial macroeconomic and fiscal conditions.)
The probit model assumes that the true likelihood function is given by:

L(ß)=πY=1Pr(Yt=1).πY=0Pr(Yt=0)

[2]

Where the error term that creates these probabilities (i.e. εt) is distributed normally with a mean
of 0 and a variance of 1. Using this assumption, and with the knowledge of the normal cumulative
distribution function, the probabilities of successful fiscal consolidations can be calculated, and
values of ß parameters that maximise the likelihood function [2] can be estimated.
As noted in De Cos and Moral-Benito (2012), because of a lack of theoretical guidance as to
what variables should be included in Xjt-1, the results (of estimating [1]) will vary depending on
what variables are included in the regression. The Bayesian Model Averaging (BMA) technique is a

14

It should be noted that a probit model can also be used to estimate the likelihood of commencing a fiscal consolidation

depending on the realisations of explanatory variables in a given period (see for example von Hagen et al., 2001).
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useful tool in this regard. BMA is a method used to analyse the sign of the variables of interest and
is also helpful in selecting the most important explanatory variables in a regression – i.e. instead of
including many explanatory variables that erode the degrees of freedom, BMA estimates the best
combination of models (see Zeugner, 2011). Starting with a simple model as outlined in equation
[1], there are k potential explanatory variables and thus 2k possible combinations of those variables
(hence, 2k models). BMA estimates all of the 2k models and then constructs a weighted average
over all of them, giving the following model weights (that arise from the Bayes theorem):
[3]

Where:
p(Mγ/Y,X) represents the posterior model probability
p(Y/Mγ,X) represents the marginal likelihood of the model (i.e. probability of the observed data
given model Mγ)
p(Mγ) represents the prior model probability (i.e. how probable model Mγ is before looking at the
data)
The model prior is set in such a way to reflect the lack of knowledge (i.e. uncertainty with regard
to sign and/or magnitudes of the relevant coefficients), hence p(Mγ)α1. For this purpose, a noninformative prior – Zellner’s g-prior – is used, with the assumption of a large value for g, which
indicates uncertainty as to whether or not the coefficients in question are 0.
Hence, given the discussion in this section, the following strategy is proposed:
1.

Use the BMA to select relevant explanatory variables for equation [1] and to
obtain some idea of the signs and magnitudes of the estimated coefficients.
This step determines what variables are important for successful fiscal consolidation, and
what types of contributions (i.e. positive or negative) these selected variables make to fiscal
consolidation.

2.

Estimate a probit model using the explanatory variables selected in step 1.
This step determines the probabilities of a successful consolidation, given different scenarios
using disaggregated data on revenue, expenditure and debt. Hence, more detailed conclusions can be reached regarding fiscal consolidation in South Africa.

Macroeconomic data for variables such as consumer price index (CPI), the oil price, the exchange
rate, and GDP growth is used in estimates. In addition, fiscal data on the three major taxes –
personal income tax (PIT), corporate income tax (CIT) and value added tax (VAT) – as well as
data on major components of expenditure (i.e. investment, consumption, etc.) is used. Lastly,
public debt is disaggregated into domestic and foreign components. The data has been sourced
from the South African Reserve Bank (SARB), Statistics South Africa (StatsSA), the International
Monetary Fund (IMF), and National Treasury. The period under consideration is 1990Q1-2012Q2
(i.e., 90 observations).
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1.4 Results
As noted earlier, successful fiscal consolidation is defined as the simultaneous reduction in the
budget deficit and overall level of debt,and increase in GDP growth. To capture this definition
quantitatively, a dummy variable is constructed, equalling 1 for a successful consolidation,15 and 0
for an unsuccessful consolidation.16 This measure serves as the dependent variable in the probit
regression specified in equation [1]. The effects of different tax and expenditure levers on fiscal
consolidation are examined. In particular, the impact of an increase in the PIT, CIT and VAT rates,
expenditure on investment, the public sector wage bill, and other expenditure are analysed.
Average tax rates are calculated for each tax by taking the ratio of the tax collected to its tax base.
Therefore, these rates are close approximations of the actual rates, but not perfect substitutes.
In order to avoid possible regression misspecification, the model is conditioned on the oil price,
inflation, the output gap, and government subsidies. As discussed in Section 3, BMA is also used to
take account of misspecification. The modelling technique samples across a multiple combination
of models with the various regressors. It then chooses the model that maximises the likelihood
function, and averages out parameters across the different model combinations.
Figure 1 (please see page 34) summarises these models.17 The colour blue indicates a negative
and statistically significant impact of an explanatory variable on fiscal consolidation, whereas
the colour red indicates a positive and statistically significant impact of an explanatory variable
on fiscal consolidation. The empty spaces represent coefficients of 0 – i.e. they indicate that
these explanatory variables are not significant for that particular model. The frequency of colours
indicate the importance of a specific variable in different combinations of models. For example,
government subsidies (gsub) entered the top 22 models chosen by the BMA only three times. On
the other hand, inflation, VAT, and government consumption variables are the top three variables
selected by the BMA, and hence constitute important influences on fiscal consolidation in South
Africa.

15

Periods where there is a decrease in budget deficit, a decrease in public debt and an increase in GDP growth.

16

Periods where there is an increase in the budget deficit and/or an increase in public debt and/or a decrease in GDP growth.

17

The different variables shown in Figure 1 are defined as follows:

• infl: inflation rate;
• gdp: output gap (defined as the difference between actual and potential GDP);
• pit: average PIT rate = PIT/compensation of employees;
• cit: average CIT rate = CIT/gross operating surplus;
• vat: average VAT rate = VAT/household consumption;
• gc: government consumption (about 60 per cent of which is expenditure on wages, while the rest constitutes government
purchases such as buildings and equipment);
• gcoth: other government consumption;
• ig: government investment; and
• gsub: government subsidies.
It should be noted that the oil price was also included in the estimation, but the BMA technique dropped this variable because
it was not selected by any of the models that were estimated. Hence, the conclusion is that the oil price is not an important
variable to consider when modelling successful fiscal consolidation in South Africa. While government debt is an important
fiscal variable, it does not lend insight into which fiscal levers achieve successful consolidation. This makes sense, since
government debt is not a control variable but an outcome of fiscal policy.
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Figure 1: BMA Summary of Best 22 Models
Models selected by BMA

Source: The Commission’s estimates.

Table 1 summarises the parameters, standard deviation, and inclusion probabilities resulting from
the BMA. The inclusion probabilities are indicated in the column “PIP”. The closer the PIP is to 1,
the more important the variable associated with that specific PIP. A PIP close to 0 means that
the variable associated with that specific PIP is not important. The two most significant fiscal
variables that have an impact on fiscal consolidation are government consumption and VAT rates.
According to Figure 1, government consumption, VAT rates, inflation, and the output gap are the
most consistent inclusion variables that explain fiscal consolidation in South Africa. An increase
in the PIT and CIT rates decreases the probability of a successful fiscal consolidation. This implies
that increasing PIT and CIT rates does not necessarily lead to higher rates of tax collection, and
that taxpayers could possibly be diversifying their income into other types of taxes with preferential rates. However, an increase in the VAT rate increases the probability of a successful consolidation. This VAT is a flat rate on consumption goods and so, unless goods are sold on a cash
basis, consumers are unlikely to be able to avoid paying taxes on consumption. An increase in
government consumption (mainly comprising the public sector wage bill) decreases the probability of fiscal consolidation. This finding is consistent with conventional wisdom, namely that
a decrease in the public sector wage bill would result in more successful fiscal consolidation.
Inflation has a negative relationship with the fiscal consolidation variable. One argument is that
inflation should increase the probability of successful fiscal consolidation, as it erodes real debt
and deficit. However, strict inflation policies increase interest rates in line with inflation. In turn,
an increase in interest rates increases debt service costs, resulting in higher debts and deficits.
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Furthermore, high inflations hamper economic growth. Thus it would appear that the inflation
effect in this model justifies an accommodative monetary policy (i.e. monetary policy that tolerates
a certain level of inflation).

Table 1: Posterior Inclusion Probabilities (PIP), Posterior Mean and Standard Deviation
Posterior
mean

Variable

PIP

Intercept

100

0.826

7.362

Inflation

100

-1.044

0.372

Output gap

22.3

0.106

0.245

PIT

5.3

-0.018

0.12

CIT

3.9

0.000

0.044

VAT

50.2

0.621

0.79

Government consumption (gc)

54

-0.289

0.339

Government investment (ig)

8.6

-0.048

0.08

Government other consumption (gcoth)

39.7

0.005

0.021

4

0.000

0.003

Government subsidies (gsub)

Posterior SD

Notes: Commission’s estimations. PIP refers to the inclusion probabilities. The posterior mean represents the
average coefficient value for the relevant variable with the standard deviations (i.e. Posterior SD) presented
in the last column.

The results suggest that reducing government spending (consisting mainly of the government
wage bill) and increasing VAT are best suited to consolidating the budget without damaging
economic growth in South Africa. The first result is a welcome finding, particularly as the government has committed itself to managing the increases in the public sector wage bill as part of
its expenditure reprioritisation programme (FFC, 2011b). Implementing this successfully in the
medium term may effectively relieve some of the pressure on the fiscal envelope. The second
result is potentially unpopular because VAT can be considered as a regressive tax, being a burden
borne by both the rich and the poor. However, it should also be noted that VAT collection as a
percentage of GDP has remained constant since 1994, while the shares of PIT and CIT to GDP have
increased. In addition, VAT should still be regarded as a consolidation instrument because it is
only one component of a broader fiscal framework aimed at achieving redistribution objectives.18
Discussion of this issue should focus on the design of the proposed VAT changes. Some options
to consider include broadening the VAT base (i.e. re-examining the categories of consumption
that are exempt from VAT – for example, banking, services that are physically performed outside
of South Africa, certain services that are supplied to non-residents, etc.) and exempting from VAT
certain consumption goods that bring significant relief to the poor.
Figures 2 and 3 analyse the effects of different cuts/increases in government consumption and
different average VAT rates on the probability of a successful fiscal consolidation. The red lines correspond to positive output gaps, while the blue lines correspond to negative output gaps. Figure
2 shows that if there is zero growth in government consumption, the probability of a successful

18

This has to do with creating an optimal tax framework, which falls beyond the scope of this paper. In theory, negative distri-

butional effects that arise as a result of an increase in VAT could be offset by changes in other taxes and/or policies. Hence,
the tax system should be viewed holistically as opposed to merely considering the effects of changes in individual tax rates.
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consolidation is 0.3 and 0.5 respectively. Real decreases in government consumption increase
the probability of successful consolidation. On the other hand, Figure 3 shows that increasing
the average VAT tax rate (historically 10 per cent) by four percentage points results in a 0.6 and
0.7 probability of a successful fiscal consolidation. In an intertemporal framework, consumption
taxes are not distortionary, and continue to ensure a competitive equilibrium. In both instances
(i.e. Figures 2 and 3), positive output gaps speed up the consolidation process, as taxes are closely
linked to the economic cycle.

Figure 2: Using Government Consumption to Consolidate the Budget

Source: Commission’s calculations.

Figure 3: Using VAT Rates to Consolidate the Budget

Source: Commission’s calculations.
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1.5 Conclusion and Policy Recommendations
This paper addresses the question of which fiscal levers would be most effective in consolidating South Africa’s national budget. Disaggregated components of the budget and state debt are
modelled in order to examine their effects on the budget consolidation process and on economic
growth. This paper broadens the conventional definition of fiscal consolidation (i.e. debt reduction)
to incorporate the effect of fiscal consolidation on GDP growth. This is done in a framework that
analyses consolidation in an uncertain economic climate, using the BMA technique as well as
probit regressions.
With respect to fiscal consolidation, the Commission recommends that:
•

Government continues its efforts to moderate the growth in expenditure components such
as the public sector wage bill (which constitutes some 60% of government expenditure), as
decreases in government expenditure increase the probability of a successful fiscal consolidation in South Africa. More effort must be made to improve the effectiveness of public
finances, through greater and more rigorous oversight to ensure the elimination of fruitless,
wasteful, and unauthorised expenditure, and corrupt practices in managing public finances.

•

Government explicitly considers economic growth as an important factor for fiscal consolidation in South Africa. The most obvious manner in which South Africa could improve its fiscal
situation is if the economy grew faster. This would help generate higher growth in tax revenue
and thus budget deficits could decline a lot faster, and public debt would begin to reduce
accordingly.
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A Quantitative Analysis of the Impacts of Social Grants on
Social Welfare and the National Economy
Ramos Mabugu, Luca Tiberti, Helene Maisonnave, Margaret Chitiga, Stephane Hoareau, Véronique Robichaud and Stewart Ngandu

2.1 Introduction
South Africa is an upper-middle-income country based on economic factors, such as gross
domestic product (GDP) per capita and the structure of the economy, but its social indicators
(such as life expectancy, infant mortality and quality of education) are closer to those of a lowermiddle-income or even low-income country. Despite successive governments giving priority to
reducing poverty and inequality since the end of apartheid in 1994, most studies confirm that
income poverty increased between 1993 and 2000, since when it has declined only marginally
(StatsSA, 2008; Ozler, 2007; Leibbrandt et al., 2010). Between 1993 and 2008, about 3.8 million
more people were categorised as poor, with the increase being most striking in urban areas
(Leibbrandt et al., 2010). Government officials often greet statistics such as these with scepticism,
pointing to the substantial improvements in social protection coverage, the provision of a range of
free services, and the national budget’s growing allocation to social services. For example:
•

The number of beneficiaries who receive non-contributory social grants rose from 2.9 million
in 1994 to 13.4 million people in 2009, while the value of those grants increased from 2.9 per
cent to 4.4 per cent of GDP over the same period (Leibbrandt et al., 2010:52).

•

In 2010, 80 per cent of the elderly and 71 per cent of eligible children were estimated to
receive grants.

•

Since 1994, 15 million previously unserviced households have been connected to a formal
water supply, while between 1993 and 2009 access to electricity for lighting increased by
almost 60 per cent, to reach 82 per cent of all households (Bhorat et al., 2006).

•

Estimates suggest that the value of free or subsidised services, which the South African government often refers to as the “social wage”, was aboutR88 billion in 2004, or R587 per
household per month19 (Friedman and Bhengu, 2008).

In recent years, social grants have expanded greatly and are particularly aimed at poor families.
In April 1998 the Child Support Grant (CSG) was introduced, replacing the child maintenance
grant and contributing to South Africa’s progressive realisation of the constitutional right to social
security, as enshrined in Article 27 of Constitution (South Africa, 1996). The CSG is paid to the
child’s primary caregiver and is currently the most important form of assistance for children in
poor families, offering some protection against poverty. The CSG has expanded greatly: until 2008
only children aged 0–13 years were eligible for the grant, which was then in 2009 extended to
include children aged 14; since 2010 the age of eligibility is 18 years (SASSA, 2010). As of 31
March 2011, an estimated 10 977 000 beneficiaries receive the CSG, which since 1 April 2012
amounts to R280 per month (National Treasury, 2011). The importance and scale of the CSG mean

19

The South African Rand was worth approximately $0.15 in 2004.
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that any changes related to the grant will have an impact on the economy. This chapter assesses
the impact of two potential policy changes as well as their combined effect: (1) the number of
beneficiaries is likely to increase by two million (see Section 2.11); (2) the value of the grant is
also expected to rise (see Section 2.2). Both these developments will have an impact on poverty
severity, incidence and depth.
In the short to medium term, South Africa faces two fiscal imperatives: (a) fiscal consolidation
is unavoidable; and (b) there is no room for the introduction of costly new social assistance
programmes (but CSG commitments will be honoured). Against these imperatives, this chapter
seeks to understand the economic impact on the South African economy of increasing the grant
amount and of including the missed children in the “net”. Evidence suggests that social grants
have positive effects on inequality and the economy, and reduce poverty. However, the impact of
social grants on productive efficiency in the economy is uncertain, and has not been systematically investigated. The perception that grants create dependency and perverse incentives has also
not been investigated from an economy-wide perspective.
Using a bottom–up/top–down economy-wide modelling approach, the chapter identifies several
documented channels for the macroeconomic and household-level impacts of social grants: (1)
changes in labour supply of different household members; (2) investments of part of the funds into
productive activities, which increase the beneficiary household’s capacity to generate revenue;
and (3) prevention of detrimental risk-coping strategies, such as distress sales of productive
assets (selling at a loss), learner drop-out from schooling, and increased risky income-generation
activities such as commercial sex, begging and theft. Research has also documented three types
of local economy impacts: (1) transfers between beneficiary and ineligible households, (2) effects
on local goods and labour markets, and (3) macroeconomic (growth) and multiplier effects on
income and/or welfare. This chapter focuses on the last of these channels. The research question,
which is inspired by knowledge in the literature and in practice, is: Do different size increases in
transfer payments to the poor cause their consumption and investment to increase differentially?
This chapter is structured as follows: Section 2 discusses the coverage of the CSG in South Africa
in terms of the number of beneficiaries and the changes in eligibility over the years; Section 3
briefly reviews literature on the impact of social transfer programmes; Section 4 discusses the
methodology and data used for this study; Section 5 discusses the results of the three simulations
carried out; and Section 6 concludes and gives some recommendations.

2.2 Social Grants in South Africa
This section gives a brief overview of South Africa’s CSG, focusing on its reach, expenditure and
impact on both poverty and the lives of grant recipients.

2.2.1 Reach of the CSG
When the CSG was introduced, the goal was to reach three million children within five years.
Fourteen years later the CSG has more than 10 million beneficiaries and is the largest social assistance programme in South Africa and one of the largest globally. Table 2 shows the number of
beneficiaries, by type of social grant, from 2008 projected to 2015.
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Table 2: Social Grants Beneficiary Numbers by Type and Province (2007/08–2014/15) in thousands

2008/09

2009/10

2010/11

2011/12

2013/14*

2014/15*

% Growth

Projections

Type of grant
Old-age

2012/13*

per year

2.344

2.490

2.647

2724

2.773

2.835

2.881

3.5%

2

1

1

1

1

1

1

-10.9%

1.372

1.299

1.212

1216

1.192

1.196

1.196

-2.3%

Foster care

476

489

490

598

671

769

874

10.7%

Care
dependency

107

119

121

126

131

141

147

5.4%

War veterans
Disability

Child support
Total

8.765

9.381

10.154

10.903

11.301

11.549

11.659

4.9%

13.066

13.779

14.625

15.568

16.069

16.491

16.758

4.2%

Source: National Budget Review (2012). * Projected numbers at fiscal year-end.

Table 2 shows clearly that the CSG has the highest number of beneficiaries, growing annually by
4.9 per cent over the period. This growth has continued despite many initial implementation challenges, including the lack of equipment in many offices, the under-staffing of welfare offices, a lack
of uniformity in the application process across provinces and offices, problems with accessing
vital registration documents (for example, identity documents and birth certificates), and difficulties in providing postal addresses (Eyal and Woolard, 2011).
Although the number of beneficiaries has increased over the years, many eligible children are
not able to access the grant. More than 600 000 maternal orphans are not receiving any grant, a
vastly higher proportion than for any other group (SALDRU, 2008), while disproportionately fewer
younger children (0–2 years) and rural children are accessing the CSG (McEwan and Woolard,
2010). The Department of Social Development acknowledges that not all eligible children are
receiving the CSG, citing a lack of documentation as the biggest barrier. According to SASSA, 2.1
million children (or 27 per cent of those eligible) did not receive the CSG in 2008 (DSD et al., 2012).
Table 3 shows the CSG beneficiaries at the regional level. KwaZulu-Natal and the Eastern Cape
have the highest number of children who benefit from the CSG, with children under seven years
being the largest age group. The figures for these two provinces demonstrate the ability of the
CSG to reach large numbers of poor children, including those living in deep rural areas.
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Table 3: Number of Child Support Grants by Age and Province as at 30 June 2011
Ages

EC

FS

GAU

KZN

LIM

MPU

NW

NC

WC

Total

(0-1 yrs)

74 455

30 236

66 160

113 815

73 040

37 870

28 969

11 708

35 164

471 417

(1-2 yrs )

99 812

39 511

92 978

156 402

95 599

57 607

45 572

16 622

52 055

656 158

(2-3 yrs )

108 824

41 170

98 238

168 819

99 788

62 838

51 131

17 886

58 215

706 909

(3-4 yrs )

119 287

43 414

100 194

181 963

104 137

66 804

54 203

17 933

58 527

746 462

(4-5 yrs )

119 881

41 994

96 833

180 604

100 542

65 476

54 576

17 387

56 106

733 399

(5-6 yrs )

123 790

41 794

96 986

187 620

99 603

66 617

53 979

17 332

54 931

742 652

(6-7 yrs )

119 996

41 303

93 689

177 739

94 276

65 991

53 580

16 848

51 396

714 818

Total 0-7

766 045

279 422

645 078

1 166 962

666 985

423 203

342 010

115 716

366 394

4 771 815

(7-8 yrs )

112 890

38 618

89 497

166 128

84 294

61 731

50 470

16 253

48 355

668 236

(8-9 yrs )

103 266

34 828

81 714

155 893

77 518

56 869

46 246

15 509

44 852

616 695

Total 7-9

216 156

73 446

171 211

322 021

161 812

118 600

96 716

31 762

93 207

1 284 931

(9-10 yrs )

98 578

33 822

77 787

159 740

75 727

54 849

44 767

14 760

43 140

603 170

(10-11 yrs )

95 621

32 806

73 977

152 548

76 129

56 081

43 898

14 200

43 364

588 624

Total 9-11

194 199

66 628

151 764

312 288

151 856

110 930

88 665

28 960

86 504

1 191 794

(11-12 yrs )

99 546

31 806

70 234

155 238

76 031

55 910

42 453

14 646

42 083

587 947

(12-13 yrs )

103 749

29 324

65 761

149 619

74 922

53 359

40 013

13 825

39 741

570 313

(13-14 yrs )

103 480

28 646

62 864

143 549

75 175

53 799

38 285

13 274

37 942

557 014

Total 11-14

306 775

89 776

198 859

448 406

226 128

163 068

120 751

41 745

119 766

1 715 274

(14-15 yrs )

103 388

29 398

63 840

139 666

76 481

53 763

38 870

13 320

38 606

557 332

(15-16 yrs )

103 458

29 461

60 137

135 218

77 318

52 387

38 049

12 792

35 752

544 572

(16-17 yrs )

94 057

26 366

51 721

116 285

74 904

48 049

33 679

11 399

29 503

485 963

(17-18 yrs )

44 272

13 718

21 709

61 419

44 040

24 919

13 508

5 311

12 185

241 081

Total 14-18

345 175

98 943

197 407

452 588

272 743

179 118

124 106

42 822

116 046

1 828 948

Key: EC – Eastern Cape; FS – Free State; GAU – Gauteng; KZN – KwaZulu-Natal; Lim – Limpopo; MPU – Mpumalanga; NW –North West; NC – Northern Cape; WC –
Western Cape.
Source: South African Social Security Agency, Third Quarter Indicator Report, December 2011.

Table 4 gives the age of eligibility and the value of the CSG between 1998 and 2012.

Table 4: Changes in Age Eligibility and Grant Value Progression of the CSG
Year

Age Eligibility

Grant Amount

1998 – 2000

Children under 7 years

R100

2001

Children under 7 years

R110

2002

Children under 7 years

R140

2003

Children under 9 years

R160

2004

Children under 11 years

R170

2005

Children under 14 years

R180

2008

Children under 15 years

?

2010

Children under 16 years

?

2011

Children under 17 years

R270

2012

Children under 18 years

R280

Source: Eyal et al (2011.)
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Both the age of eligibility and the value of the CSG have increased over time. Between 1998 and
2000, children under the age of seven years were eligible for the grant, but thereafter the age limit
increased gradually, reaching 18 years in 2012. From an original amount of R100, the grant has
increased to R280 per month.
The CSG is based on the follow the child concept, which recognises the varied and fluid nature
of the family structure in South Africa: the grant is not linked to a biological parent and can be
accessed by a primary caregiver. The primary caregiver is defined as anyone older than 16 years
who is taking primary responsibility for the day-to-day needs of that child, whether parent, relative
or unrelated carer (Patel et al., 2012).

2.2.2 Spending on the CSG
In 2011/12, South Africa spent R96,703 million on social assistance, with a significant amount
going towards the cost of the CSG (Table 5). The magnitude of the CSG expenditure in South
Africa’s social spending forms part of the motivation for this chapter. Total expenditure on social
assistance represents approximately 3.5 per cent of GDP, an increase of 1.5 per cent since 1994
(Seekings, 2007; Laryea-Adjei et al., 2011).

Table 5: Social Grants Expenditure by Type and Province, (2007/08– 2013/14)
2008/09
R million
Old-age
War veterans
Disability

2009/10

2010/11

Actual

2011/12

2012/13

Revised
estimate

Projected

2013/14

2014/15

% Growth
per year

25.934

29.826

33.751

37.318

39.323

42.526

45.823

10.0%

20

17

14

12

13

10

11

-9.8%

16.474

16.567

16.84

17.834

19.152

20.41

21.992

4.9%

Foster care

3.934

4.434

4.616

5.245

5.952

6.216

6.697

9.3%

Care dependency

1.292

1.434

1.586

1.948

1.857

2.107

2.27

9.9%

Child support

22.348

26.67

30.342

34.036

38.237

41.553

44.774

12.3%

Grant-in-aid

90

146

170

192

188

203

219

15.9%

Social relief of
distress

623

165

174

118

165

183

197

-17.5%

70.715

79.26

87.493

96.703

104.888

113.208

121.982

9.5%

Eastern Cape

12.557

13.914

15.281

16.761

18.119

19.556

21.073

Free State

4.573

5.055

5.53

6.234

6.698

7.229

7.79

Gauteng

8.289

9.39

10.539

11.871

13.03

14.063

15.153

Kw aZulu-Natal

17.59

19.454

21.308

23.507

25.301

27.307

29.424

Limpopo

9.656

10.855

11.986

12.318

14.111

15.231

16.41

Mpumalanga

4.943

5.567

6.024

7.431

7.558

8.157

8.79

Northern Cape

5.711

2.227

2.497

2.816

3.021

3.26

3.514

North West

1.962

6.366

6.869

7.241

7.851

8.474

9.131

Western Cape

5.434

6.432

7.46

8.524

9.199

9.93

10.698

70.715

79.26

87.493

96.703

104.888

113.208

121.982

Total
Province

Total

Source: National Budget Review (2012).
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Seekings (2007) argues that South Africa is unique, as no other developing country redistributes
as large a share of its GDP through social assistance programmes. More importantly, projections
show that these costs will continue to rise (National Treasury, 2011) because the size and cost of
the CSG is driven in the main by the progressive increases in the age limit and the adjustments to
the means test threshold (Table 6).

Table 6: Child Grant Cost Projections (milions of Rands)
Year

Child Support Grant Cost

Jun-05

14 143

Jul-06

17 559

Aug-07

19 625

Sep-08

22 348

Oct-09

26 670

Nov-10

30 342

Dec-11

34 036

2012/13*

38 237

2013/14*

41 553

2014/15*

44 774

Source: National Budget Review 2009, 2011, 2012. * Projections.

2.3 Literature Review
The impact of cash transfers (CTs) on poverty ultimately depends on how poor people use the
money. As cash is fungible, the fear is that recipients may squander CTs on “sin goods” and other
luxuries, which has in the past led to policy-makers preferring in-kind transfers to CTs. Another
crucial distinction is differentiating between what Devereux (2002) refers to as the “livelihood
protection” and “livelihood promotion” effects of anti-poverty interventions. The former refers
to consumption smoothing and the maintenance of minimum living standards, while the latter
refers to sustainable poverty reduction (a longer-horizon concept). CTs have long been regarded
as measures of livelihood protection during times of crisis, although recent research has started
questioning this (Devereux, 2002). Yet another important strand of the literature has pointed to
the importance of distinguishing between “direct” and “indirect” effects of CTs (Sadoulet et al.,
2001). Direct effects are the intended impact of the programme, without taking into account any
spill-over or general equilibrium effects. Indirect effects arise from the outcomes of the direct
effects and can either enhance the direct impacts or create unintended consequences, which
lead to other undesirable outcomes. While the intended direct impact of conditional and unconditional CTs (such as the CSG) are meant to improve the income of beneficiaries, the direction
of impact for the indirect effects are not always easily predictable. To illustrate the interaction
of direct and indirect effects of CTs, Sadoulet et al. (2001) make an example of credit and cash
transfer programmes. The former is shown to have the direct effects of loosening up liquidity constraints and hopefully boosting the incomes of borrowers. It can also have the indirect outcome of
increased school attendance, as a result of the children being relieved from work that competes
with school. Various studies have explored the impact of grant income on the spending patterns
of recipient households, particularly on nutrition; its incentive effects on savings; and its impact
on the labour market as well as poverty.
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2.3.1 Effects of Cash Transfers on Nutrition
A number of studies discuss the nutritional benefits for children of increased food expenditure
resulting from the receipt of CSG and social pensions. Using children’s height-for-age ratios as
ex post indicators of nutritional inputs, Agüero et al. (2007) find that KwaZulu-Natal children
benefited significantly from the CSG in the first three years of their lives. The Department of Social
Development assessed the impact of the CSG on children, adolescents and their households
using survey data from five provinces20 and propensity score matching. The study found that
receiving the CSG in the first two years of life increases the probability of a child’s growth being
monitored by 7.7 percentage points (statistically significant at 10 per cent level) and improved
height-for-age scores for children whose mothers have more than eight grades of schooling (DSD
et al., 2012). Yamauchi (2005) uses three rounds of the KwaZulu-Natal Income Dynamics Study
to show that grant-financed nutritional improvements produced positive educational outcomes
for children, including lowering the age when they start school, reducing grade repetition, and
increasing grades obtained at the early stage of schooling. Williams (2007) shows that grants
reduced significantly the probability of childhood hunger.
With regard to old-age pensions, Duflo (2003) used ordinary least squares and two stage least
squares to measure the impact of the old-age pension programme on the anthropometric status
of African children (aged 6–60 months). The study found that the grant recipient’s gender has a
big influence on his/her anthropometric status. When the recipient of the pension is female, the
impact is greater on girls than on boys, with no impact when the recipient is male. Samson et al.
(2004) and Lund (2006) corroborate these observations, finding that the probability of nutrition
improvements was higher in families with female pension recipients than with male recipients.
Most evidence appears to suggest that receiving CSG and old-age pensions encourages school
attendance among recipient children (Case et al., 2005; Budlender and Woolard, 2006; Leibbrandt
et al., 2010). The only exception is the study by the Community Agency for Social Enquiry (CASE,
2008) that reported no discernible difference for children aged between seven and 13 years who
receive the grant and those who do not. The evidence is overwhelming that receipt of a grant has
a positive effect on school attendance in absolute terms, although this must be nuanced by the
fact that high-school enrolments and attendance rates in South Africa are already high, even in
the absence of grants. Thus, as Budlender and Woolard (2006) point out, the evidence suggests
that grant receipt reduces considerably school non-attendance.

2.3.2 Effects of Cash Transfers on Savings and Investment
Most international evidence indicates that the marginal propensity to save and the rate of return
on investing using CTs are relatively high. Martinez (2005) found that pension transfers, which
were invested in smallholder agriculture in Bolivia, increased food consumption by twice the
amount of the transfer received. Therefore, by enhancing the ability of recipients to save and
invest, CTs reduce detrimental risk-coping strategies, such as the selling of productive assets. In
South Africa, evidence of the incentive effect of grants on savings is less clear, and complicated

20

Eastern Cape, Gauteng, KwaZulu-Natal, Limpopo and Western Cape.
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by the fact that the means test imposes an onerous effective marginal tax rate of 50 per cent on
non-pension incomes exceeding R606 per month (Van der Berg and Siebrits, 2010). This suggests
that the means-tested nature of the social old-age pension reduces the incentive for low-income
earners to save for retirement (National Treasury, 2004). The actual impact of this disincentive
on the savings decisions of lower-income workers remains unresolved. Nonetheless, there is
some evidence of a positive effect of grants on savings. Using pension transfers as an example,
Duflo (2003) found that both male and female old-age unconditional pension recipients saved on
average 67.5 per cent of the transfer. The evidence for investment is equally compelling, with
highly positive rates of return that households obtain on investing out of their CTs.

2.3.3 Effects of Cash Transfers on Labour Market Behaviour
The Unemployment Insurance Fund (UIF) is the main instrument used to provide unemployment
benefits in South Africa. It is a contribution-based social insurance institution, which means that
grants are only given to people whose employment has been terminated by the employer among
the working-age population. The social assistance system has some impact on labour-market
participation, although the channels are different from those predicted by conventional theory
(distortion of the relative prices of work and leisure) (Van der Berg and Siebrits, 2010). A survey
by the Human Sciences Research Council revealed that the poor prefer labour-market income
to grant income (Noble et al., 2008). The grant system instead influenced labour supply through
direct and induced effects on retirement decisions, household formation and job-search activities (Van der Berg and Siebrits, 2010). Direct effects (incentives actually faced by recipients) are
largely influenced by the means test that discourages elderly people from working after reaching
eligibility age (by imposing an effective marginal tax rate of 50 per cent on non-pension incomes
referred to earlier). Disability grants also are subject to means tests, resulting in similar discouraging effects. The situation is worsened by the high levels of unemployment and other labourmarket disadvantages faced by elderly and disabled South Africans – according to Van der Berg
and Siebrits (2010), many members of these groups have limited skills, and reside in rural areas
where job opportunities are scarce. Thus the difference between the disability grant and available
market wages is small, implying little incentive for persons with disability to seek or take up paid
work. Johannsmeier (2007) suggests that this is even more so for casual and temporary jobs.
The results of studies exploring the induced or indirect labour market effects of the South African
social assistance system are rather mixed. Some conclude that social pensions have become a
main source of support for unemployed South Africans of working age, especially in rural areas
(see for example Case and Deaton, 1998; Keller, 2004; Klasen and Woolard, 2008). Social pensions
delay labour market participation through various channels, including delays in new household
formation by younger adults or discouraged job search by individuals now residing with families
with pension income (Bertrand et al., 2003; Klasen and Woolard, 2008). Studies that include
migrant absentees in the definition of households have found that pension income access does
in fact stimulate job search (see for example Posel et al., 2006; Sienaert, 2008), particularly for
women. Eyal and Woolard (2011) found the CSG had a positive effect on the labour force participation, employment probability and unemployment (conditional on being a participant) for Black
mothers aged 20 to 45.
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With respect to the old-age pension, Ardington et al. (2009) use longitudinal data to assess the
labour supply responses of adults to changes in the old-age pensioners in the household. In order
to analyse unobservable household and individual characteristics that might influence labour
market behaviour, households and individuals are compared before and after pension receipt
and pension loss. The results show the strategic role that CTs can play in facilitating job search.
Following the receipt of the transfer, the study found an increase in employment among adults
in the household, indicating that the CT was used to finance the cost involved in job search.
Furthermore, in the case of prime-aged households with children, migration was made possible
because the pensioners were able to take care of children while their parents looked for work.
Similarly, Williams (2007) concludes that CSG influences positively labour-force participation by
caregivers (but not their search behaviour or actual employment). All in all, CASE (2008) and Noble
et al. (2008) conclude that the small value of the CSG means that significant labour-supply effects
are unlikely.

2.3.4 Effects of Cash Transfers on Poverty
Although not all CT programmes succeed in reducing poverty, a significant body of international
evidence shows that both conditional and unconditional CTs have a positive impact on poverty
(see Rawlings, 2005; Grosh et al., 2008; Fiszbein and Schady, 2009; Arnold et al., 2011). Devereux
(2002) conveniently identifies three causes of poverty that facilitate the discussion of the effects
of CTs on poverty: chronic poverty, which is often associated with low productivity (due largely
to unemployment or underemployment); transitory poverty, which is often due to vulnerability
to temporary shocks and an inability to cope with such shocks; and dependency, which is often
a major cause of poverty and related to personal characteristics such as old age, childhood or
disabilities.
The conventional wisdom is that CTs are best designed to address dependency-related poverty.
Indeed, the South African social assistance system was designed to mitigate dependency-related
poverty, focusing on vulnerable groups falling outside the labour force (children and elderly and
disabled people). A number of studies have shown that the grant system is effective largely because
the grants are well targeted and have significant mitigating impacts on poverty. When the actual
incidence of poverty is compared to the incidence that would have obtained if all households had
earned zero income from social grants, studies found that social grants are effective at reducing
poverty (Woolard, 2003; Armstrong et al., 2008; Armstrong and Burger, 2009). Other pieces of work
focusing on the effects of specific grants (for example Case and Deaton, 1998; Barrientos, 2003)
and the social grants system as a whole (for example Samson et al., 2004) come up with a similar
conclusion. Some indirect corroborating evidence of the poverty-reducing impact of social grants
is provided in Van der Berg et al. (2007, 2008), The Presidency (2009) and Leibbrandt et al. (2010).
Amstrong and Burger (2009) show that the effects of social grants are sensitive to the poverty line
chosen, with the higher poverty reductions being associated with the lowest poverty lines. These
studies may provide compelling evidence, but they are based on a very strong assumption that
social grants have no general equilibrium effects; in other words, that they have no effect at all on
household behaviour in terms of labour supply, saving, household formation patterns and so on.
As a result, the utilisation and incentive effects of grants are uncertain.
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As discussed earlier, there does not seem to be widespread evidence that grants are used to
finance undesirable consumption patterns or other undesirable behavioural effects. Instead, the
CSG and old-age pension have been used to enhance the nutrition and schooling of children. These
are likely to enhance those children’s human capital and productivity in later years. Similarly, when
migrant members are included in the definition of households, grants were found to have an
impact not only on chronic poverty (through sharing of the proceeds and acting as a safety net),
but also on labour-market participation, particularly of females and caregivers.21
Evidence is growing of the important role played by the CSG in mitigating the impacts of economic
shocks on South African households. Jacobs (2010) looked at how the most recent food price
crisis and global economic downturn might have affected the food security status of low-income
households. The analysis showed that female-headed households in traditional huts and informal
backyard shacks were severely affected by the dual crisis, and also that households with CSGs
fared better than households without. A number of studies have found that South Africa’s CSG
contributes to reducing poverty and to shielding children from adverse effects, particularly from
the financial and economic crisis of 2008 and 2009 (Chitiga et al., 2010; Ngandu et al., 2010).
According to SASSA (2011), in 2007 the CSG was responsible for a 9 per cent drop in child poverty.
Therefore, the case is very strong for at least maintaining the existing, targeted social grants as
an anti-poverty measure. What is less clear are the developmental effects of continuing coverage
along the lines discussed in Sections 2.1 and 2.2, given that CT schemes in South Africa were
not initially intended for such large numbers and even less for addressing developmental effects.
Samson et al. (2004) are one of few studies to use an economy-wide model to assess the impact
of the CSG on the South African economy. Using a micro-simulation model, they analysed the
role of social assistance in reducing poverty and promoting household development, focusing
on the effects on health, education, housing and vital services. The study used three different
poverty measures: the poverty headcount measure, the relative poverty gap measure and the
rand poverty gap measure. Three data sources were used to calibrate the model: the September
2000 Income and Expenditure Survey, the September 2000 Labour Force Survey, and administrative data from the Department of Social Development. The study identified 11 scenarios of
possible social security reform, which were then modelled using seven different poverty lines. The
reduction in the poverty headcount was found to range from two per cent (for the full take-up of
the CSG among eligible children aged 0–7) to 5.6 per cent (for the full take-up of the CSG among
eligible children aged 0–18). The results for the latter group show that nearly 12 million additional
grants were created, an increase of over 2 500 per cent from baseline. The impact is to free more
than 1.4 million individuals from poverty, approximately one million more than the CSG 0–7 years
reform. Consistent with the poverty headcount, the CSG 0–18 years reform produces the greatest

21

Seyisi and Proudlock (2009) assessed the impact on children and families of stopping the CSG at the age of 15 years, using

testimonies collected from caregivers of children aged 14–18 years. What emerged was that, thanks to the CSG, families
had been able to meet the nutritional and educational needs of their children. Families were using the grant to buy school
uniforms, lunch, stationery, transport to and from school, and books. Moreover, although most of the caregivers qualified for
school fees exemption, a significant number reported that they were not able to get the exemption and were therefore using
the CSG for school fees. In meeting the transport needs of some of the children, especially in winter and the rainy season, the
CSG ensured that children did not miss too many days of school. It was also clear that in cases where the primary caregivers
were the grandparents of the child, the CSG offered relief to their old-age pensions, which allowed them to continue meeting
their own needs, such as medical care.
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impact on both destitution and the aggregate poverty gap, reducing them by 35.6 per cent and
58.7 per cent respectively. This chapter goes beyond the micro-simulation model used by Samson
et al. (2004) and adopts a bottom–up/top–down modelling approach, which uses both a microsimulation and computable general equilibrium models. 22

2.4 Methodology
The household-level impacts of social grants come from:
1.

changes in labour supply of different household members,

2.

investing part of the funds in productive activities, which increase the beneficiary household’s
capacity to generate revenue, and

3.

preventing detrimental risk-coping strategies such as distress sales of productive assets
(selling at a loss), children dropping out of school, and increased risky income-generation
activities such as commercial sex, begging and theft.

Research has also documented three types of local economy impacts:
1.

transfers between beneficiary and ineligible households,

2.

effects on local goods and labour markets and

3.

multiplier effects on income and/or welfare.

This study focuses on the last of these impacts. The methodology developed is used to estimate
the potential effects on the welfare of South African households as well as the national economy
following a change in the CSG scheme. In particular, three simulation scenarios are presented as
follows:
1.

Simulation 1 (sim1): A 20 per cent increase in the value of the CSG for people already benefiting from the transfer.

2.

Simulation 2 (sim2): An increase of two million in the number of beneficiaries (eligible children)
– for more details on the selection of the new beneficiaries, see Appendix 1.

3.

Simulation 3 (sim3): Combination of sim1 and sim2, so the additional beneficiaries from sim2
also benefit from a 20 per cent increase of the CSG from sim1.

As mentioned earlier, the two main justifications for the proposed simulations are: (1) the relatively
little awareness of the economy-wide impact of social protection instruments, such as the CSG;
(2) the strong possibility that plans are under way to accelerate reaching some two million eligible
children who are not currently receiving the CSG because of mainly administrative reasons.

22

The importance of incorporating such general equilibrium features is illustrated in a study by Davies and Davey (2007)

that used a social accounting matrix approach to analyse the impact on the local economy of an emergency cash transfer
programme in rural Malawi. This approach was used to try and capture the economy-wide impacts of the cash transfer on
the local economy. Using the minimum requirements method to compute the multipliers, the study found multiplier estimates
between 2.02 and 2.45. The cash transfer programme was found to have extensive multiplier effects on employment and
local economic activities. Specifically, small farmers and businesses, together with health and education, benefited from the
secondary effects of the transfers. The ability of this type of economy-wide framework to pick up second-round effects of
transfers highlights the role that computable general equilibrium models can play in assessing the full impact of changes to
the transfer.
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Figure 4 summarises the modelling framework. Conceptually, the modelling process starts
with Step 1, which consists of micro-simulation modelling. Here the following variables will be
estimated and fed into the computable general equilibrium (CGE) model:
a) Estimation of consumer prices and income elasticities, and simulation of the effect of a
change in CSG on consumption patterns.
b) Estimation of a model for labour force participation, and simulation of the effect of a change
in the CSG on labour force participation.
The relevant changes are then transmitted to the macro (CGE) model, which is Step 2 of the
modelling process. The model simulates changes in different variables (e.g. volumes of consumption and production, prices, employment), which will then be inserted into the micro module in
order to produce changes in poverty and inequality following reform of the CSG scheme (Step 3).

Figure 4: Modelling Framework

BOTTOM-UP/TOP-DOWN MODELLING APPROACH
Variables: Changes in poverty and inequality levels

STEP 3: MICRO MODELING FOR POVERTY ESTIMATIONS
Variables: Changes in volumes of consumption and production, prices,
employment, etc.

STEP 2: (MACRO) CGE MODELING
Variables: Prices and income elasticity of consumption categories;
elasticities of labour force participation ; new consumption and labour force
participation vectors following the policy simulations.

STEP 1: ECONOMETRIC MODELING

2.4.1 The Micro Model and Linking Variables to CGE Model (Bottom–Up)
The micro-economic module identifies two main channels through which the change in the
CSG affects the economy: labour force participation and household consumption. The models
described hereafter are estimated based on the National Income Dynamic Study (NIDS) from 2008
(SALDRU, 2008).

Labour force participation
The change (positive or negative) in the incentive to participate in the labour market due to a
variation in the social transfer is estimated. Knowing whether labour force participation or employment are affected by receipt of the CSG is not obvious because of the endogeneity of the CSG
variable. In South Africa, as in most other contexts, the grant is not randomly assigned, but its
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receipt is likely to be correlated to e.g. income, education, place of residence and bureaucratic restrictions. It follows that the CSG coefficient risks being biased, if some modelling precautions are
not taken into account. In order to check for and to take into account the endogeneity problems,
Bertrand et al. (2003) and Eyal and Woolard (2011) are followed, with major modifications.
An instrumental variable probit model (with standard errors corrected for the correlation of geographic clusters) is used, where the binary (dependant) variable is the labour force participation,
and the per household amount linked to the grant is instrumented by the number of age-eligible
children residing in the household. The estimations follow the procedure described in Wooldridge
(2010:472–477) and are computed with the ivprobit Stata command.
All kinds of workers (for wage, self-employed and casual) and short-term unemployed are taken
as participating in the labour force (following the definition reported in the Labour Force Survey
reports in South Africa). The estimates are run on a sample of individuals not enrolled in school
at the time of the survey and aged between 15 and 64 years. Although the CSG is more likely to
affect mothers in the younger tail of the population, the entire working-age population was used,
as defined by Statistics South Africa (StatsSA) and consistent with the definition of workers in the
Social Accounting Matrix (SAM) used in the CGE. This model is then used to predict the change
in the proportion (or probability) of labour force participation following the extension of the CSG.
In order to check for the robustness of coefficients, the model was re-run only on individuals
aged 22–50 years old and not enrolled in school at the time of the survey. Finally, the sample
was restricted only to people whose youngest child living with them is aged between 12 and 15
(that is, just around the age eligibility threshold), again leaving those enrolled in school out of the
analysis. By restricting the age group of beneficiary children, the heterogeneity of children’s needs
is reduced, and labour supply behaviour (especially for women) is less likely to be affected by the
presence of young children.

Consumption
The Exact Affine Stone Index (EASI) system is used to evaluate the effect of a change in the grant
on household consumption behaviour and on the aggregate demand for different goods (Pendakur,
2008; Lewbel and Pendakur, 2009). The EASI system has the advantages but none of the limitations of the Almost Ideal Demand System (AIDS). Like the EASI, the AIDS has budget shares that
are linear in parameters, given real expenditures. However, unlike the AIDS, EASI demands can
have any rank and its Engel curves can have any shape over real expenditures. EASI error terms
equal random utility parameters, which account for unobserved preference heterogeneity. In this
study, the EASI demand system is estimated by an iterated three-stage least-squares model. The
estimate provides prices, income and other variables (including the CSG) elasticity of different
consumption categories.
Consider the following cost function in the EASI class:

InC ( p,u,z, ε ) =u+ ∑m j(u,z)lnp j +

∑∑ a jk lnp j lnp k + ∑ ε j lnp j
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where u is the implicit utility23, p is the J-vector of prices p=[p1, pJ], and z demographic
characteristics.24 By Shepard’s Lemma, the Hicksian budget-share functions are:
[2]
where ajk = akj for all j, k. Implicit utility is given by:
[3]
where lnx - ∑wjlnpj is the log of stone-index deflated nominal per capita expenditures. By substituting mj(u,z) by mj(y,z) where:
[4]
we finally get the implicit Marshallian Demand system:
[5]
The selected consumption categories are meat, fish, fruit and vegetables, dairy products, rice and
grains, starches, bakery, beverages and tobacco, other food, education, and other non-food goods
and services. Since the NIDS does not contain any direct and indirect information to construct
the unit prices associated with each consumption category, the primary price data collected by
StatsSA at the provincial and regional levels is used. Apart from prices, other explanatory variables
are gender and age of the household head, population group, household size, education level of
the household head, total amount of CSG per household, total per capita household expenditure,
and geo-type (rural formal, urban formal, urban informal and tribal authority). The CSG variable
was instrumented as discussed above.
Having estimated the consumption coefficients, the changes in consumption patterns are stimulated (i.e. changes in the average consumption shares for all the categories) following the reform
in the CSG scheme as proposed in the three simulation scenarios. These changes, together
with those simulated for the labour force participation, are then plugged into the macro model
(bottom–up). The new additional two million children benefiting from the CSG are estimated as
described in Appendix 1.

2.4.2 The CGE Model and Linking Variables to Micro Module (Top–Down)
The SAM used is based on the 2005 Supply and Use Tables obtained from StatsSA and other
national datasets from various sources such as the Reserve Bank of South Africa. The original
SAM25 had 85 activities and commodities. For the purpose of this study, the SAM is aggregated
into 12 activities and 12 commodities. We wanted to have the best possible match between
the micro and macro models. Thus, the sectors/commodities are the following: meat, fish, fruit
and vegetables, dairy, grain milling, starches, bakery, other foods, beverages and tobacco, nonalimentary products, education, and other products.26
23

This utility is implicitly defined in terms of observables, namely expenditures x, prices p1, ... , pJ and budget-shares in w1, ... wj.

24

The first element of z is 1.

25

Davies, R and Thurlow, J. 2011. A 2005 Social Accounting Matrix for South Africa. Washington, DC, USA: International Food

Policy Research Institute.
26
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Note that this last category contains all the durable goods that are not taken into account in the micro-model.

// Submission for the 2014/15 Division of Revenue

Back to contents

CHAPTER 2

The SAM has two broad factors (labour and capital), four institutional sector accounts (households, enterprises, government and the rest of world) and two savings and investment accounts
(change in inventories and gross fixed capital formation).
For the trade parameters, we use Gibson (2003) for the low-bound export supply. Estimates of
industrial production parameters are not available for South Africa. Therefore, this study borrows
these values from the literature surveyed by Annabi et al. (2006).
In terms of modelling, we use the static Poverty and Economic Policy (PEP 1-1) standard model by
Decaluwé et al. (2009), changing several assumptions to better reflect the South African economy
and to better fit with the micro-model. First, unemployment is introduced. Levels of unemployment are very high, but unions are very strong and, as a result, wages and salaries are relatively
rigid downwards. To take this rigidity into account, we assume that wages cannot decline. Thus, if
production decreases, producers will not be able to decrease their wages below initial levels and
will therefore have to retrench some workers.
To introduce the changes in household consumption shares, we assume that household utility is
a Cobb Douglas function rather than a LES function as in PEP1-1.
In terms of closure rules, the numeraire is the nominal exchange rate. As South Africa is a small
country, world prices are assumed to be fixed. However, we assume that South African exporters
face a less-than-infinite foreign demand equation for exports. In order to increase their market
share in the world market, they need to reduce their free on board (FOB) prices for exports.
Labour is mobile across sectors, whereas capital is sector-specific. Public transfers and government spending are fixed. The rest of the world’s savings is fixed, meaning that we do not allow
South Africa to borrow from the rest of the world.
The CGE will generate new prices and volumes after a change in the social transfer (as described
above), and these changes will be transmitted to the micro module (top–down) in order to estimate
changes in monetary poverty and inequality. In particular, the changes in consumer and producer
prices, and intermediate consumption prices and revenues from capital, are integrated into the
micro module and used to estimate the new real household expenditure per capita, incorporating
the multiplier effect in the economy that was generated by a change in the social grant. More
specifically, we estimate the changes of employment status and its associated revenue, as well
as revenues from agriculture and non-agriculture sectors in comparison with the base year, and
then obtain the total per capita change of household revenues associated with the two simulation
scenarios. Due to the hypothesis that there are no savings, changes in revenues are fully transmitted into the consumption vector and used to estimate the equivalent income.
The change in the employment status is carried out by using a multinomial logit model. First four
possible statuses are identified for people aged between 15 and 64 years who were not enrolled in
school at the time of the survey: wage worker, unemployed, self-employed, and not participating
in the labour market (i.e. not working or discouraged). After the model is estimated, we predict the
individual probability associated with each of the four categories. The relevant estimated changes
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produced by the CGE model – namely wage workers and unemployed – are then fed into the
micro analysis. More specifically, an “x per cent” increase (decrease) in the rate of wage workers
is transmitted to the micro data by changing the employment status of unemployed people, or
people not participating in the labour market (wage workers) who showed the highest (lowest)
probability of being wage workers. Similarly, when an “x per cent” increase in the unemployment
rate is simulated, the corresponding absolute increase of people who are not participating in the
labour market and who show the highest probability of being unemployed are moved to the pool
of unemployed. If a decrease in the unemployment rate is simulated, the people who are initially
unemployed and show the lowest probability of being unemployed are moved out of unemployment. Here it is assumed that the self-employed are not affected by changes in the employment
status.
Changes in employment status are reflected in changes in wage income. People who lose their
jobs experience a reduction in wage incomes equal to their observed wage; while those finding
a job have an increase in wage income equal to their predicted wage (calculated by estimating a
Heckman selection model on some individual and household characteristics). For simplicity, it is
assumed that unemployed people do not benefit from South African unemployment subsidies if
they become unemployed.
The change in the revenue from self-employment activities (∆πh) in the agriculture (food and
non-food) sector, for household h is defined as:
[6]
where Yk is the production value of good k at the base year, ∆pY,K is the change in producer price
of good k (before and after simulation), Ik is the value of inputs purchased for the production
of good k, and ∆pI,k is the change in price of inputs for the production of good k (the simulated
changes in the price of intermediary goods are used). Note that self-consumption is included in
this income component, but its change is calculated by using changes in consumer rather than
producer prices.
Income from self-employment activities (∆φh) in the non-agricultural sector for household h is
defined as:
[7]
where Yj is the production value of good j at the base year, and ∆(pjVAj) is the change in the value
of the value-added good j (before and after simulation).
Changes in total household revenue (ΔYh) relative to the base year for each scenario can thus be
written as:
[8]
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Finally, the approach used to evaluate the effect on household welfare following the simulated
reforms of the CSG scheme is the one introduced by King (1983), referred to as equivalent income.
According to this approach, for a given budget (pc, xc,h), the equivalent income, ec,h , is defined as
the value of income ensuring the same utility level that would have been obtained with the budget
(pr, ec,h). We derived ec,h starting from the EASI model as follows (for more details, see Appendix 2):

[9]
where lnxc,h is the log of per capita expenditure after simulation (i.e. per capita expenditure at
base year plus the change in per capita revenue, as estimated before). To measure the poverty
effects of the reform in the CSG scheme, the popular Foster-Greer-Thorbecke (1984) (FGT) family
of poverty indices is used. The FGT family of indices is defined as:

[10]
where z is the national monthly poverty line at the base year, equal to R502 (see Argent et al.,
2009); f+ = max(0, f); N is the number of households in the survey; nc,h is the size of the household
h; ρc,h is the sampling weight of h; α is a parameter that captures the “aversion to poverty” or the
distribution sensitivity of the poverty index; and et,h is the per capita equivalent income (as defined
in [9]) at time t (t corresponds to the different scenarios: base year, sim1, sim2 and sim3 respectively). Here we report figures for α = 0, 1 and 2, measuring the incidence of poverty (headcount
ratio), poverty gap, and the severity of poverty respectively.
The well-known Gini index is used to measure the inequality effects of the reform in the CSG.
Starting from the class of single-parameter Gini (see Duclos and Araar, 2006) indices
[11]
for ρ=2, we get the standard Gini index, with ρ being an ethical parameter, L(p) being the cumulative percentage of total income held by the cumulative proportion p of the population (ranked
according to increasing consumption values), and κ(p, ρ) being the percentile-dependent weights
to aggregate the distances p-L(p).

2.5 Results
Results of the labour force participation model are shown in Table 7. The three specifications of
the model presented differ only in the sample on which they are run, as described above. The
coefficient associated with the total amount received by the household through the CSG is fairly
robust across the three specifications. A positive link is always found between the CSG and the
probability of participating in the labour force, although (as expected) the coefficient’s value is
slightly higher when only people whose youngest children are around the age eligibility threshold
are included (model 3). Specification [1] is finally retained for the simulation analysis.
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Table 7: Results of the Labour Force Participation Model

CSG_amount_hh
Age

(1)

(2)

(3)

0.000548**

0.000504*

0.00307*

-0.00205

0.00691***

0.0280***

ln_pcincome

0.0857***

0.104***

0.214***

Hhsize

-0.0521***

-0.0568***

-0.0474

Geo-type: rural formal (comparison modality)
Tribal authority areas

-0.452***

-0.522***

0.192

Urban formal

-0.267***

-0.284**

0.469

-0.148

-0.186

0.184

0.306**

0.21

Urban informal

Province: Western Cape (comparison modality)
Eastern Cape
Northern Cape
Free State
KwaZulu-Natal
North West

0.217*
0.0977

0.153*

0.555

0.296***

0.296**

-0.137

0.107

0.0987

0.255

0.330***

0.370***

0.431

Gauteng

0.294***

0.294***

0.173

Mpumalanga

0.329***

0.381***

0.586**

Limpopo

-0.00593

0.0138

-0.109

Education: less than 7th (comparison modality)
less than 12th

0.147***

0.161***

0.211

12th or more

0.357***

0.312***

0.202

Marital status: married/living with partner (comparison modality)
widow/divorced

0.0332

0.214**

0.502**

-0.226***

-0.0959**

0.253

-0.326

-0.636***

-3.251***

106.5***

104.7***

64.93***

Rho

-0.0636

-0.0531

-0.222

N

15911

10944

784

never married
_cons

Total amount of CSG per hh (instrumented variable)
n_child

Source: Authors’ estimation based on NIDS 2008.
Note: *p<0.10,**p<0.05,***p<0.01; amount of CSG instrumented by n_child (the number of age-eligible
children); model (1) is estimated on the entire sample of working age people, i.e. people aged 15–64 (not
currently enrolled in school), model (2) on people aged 22–50 (not currently enrolled in school), model (3) on
people aged 22–50 (not currently enrolled in school) and living with children aged 12–15 (without younger
children).

Table 8 reports the quantity elasticities with respect to own price, expenditure and CSG for each
category. They all take the expected sign, revealing an interesting heterogeneity across categories. Fruit and vegetables, rice, starches and beverages are more responsive to a per cent
change in their price (more than proportionate reduction), while the own price elasticity of other
non-food items is -0.84. Education and other non-food items are found to be superior goods, as
their demand increase by 1.70 and 1.17 respectively after a per cent increase in household expenditure, whereas demand for rice and starches only rise by around 0.60. Finally, only education
and other food categories are found to have a statistically significant CSG elasticity, of 1.17 and
1.11 respectively.
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Table 8: Quantity Elasticities with Respect to Own Price, Expenditure and CSG
(with t-stat) Evaluated at the Sample Mean
Own Prices
Category

Expenditures

CSG

Elasticity

t-stat

Elasticity

t-stat

Elasticity

t-stat

Meat

-0.95

-21.22

0.78

43.98

0.86

-1.42

Fish

-1.11

-1.79

0.73

16.40

0.91

-0.19

Fruit & vegetables

-1.15

-2.06

0.89

38.53

0.96

0.50

Milk

-0.96

-1.37

0.98

27.13

0.92

-0.14

Rice

-1.20

-3.76

0.58

35.43

0.95

0.45

Starches

-1.09

-3.96

0.60

24.84

0.97

0.74

Bread

-0.94

-4.43

0.74

29.88

0.84

-1.62

Beverages

-1.02

-9.28

0.82

43.51

0.93

-0.09

Education

-0.96

-16.07

1.70

34.45

1.17

2.33

Other food

-0.98

-30.35

0.82

38.11

1.11

3.27

Other non-food

-0.84

-2.58

1.17

42.45

0.88

0.79

Source: Authors’ estimation based on NIDS 2008.
Note: Calculation of elasticities is shown in Appendix 3. Standard errors are calculated with the Delta method.
Elasticities values in bold are statistically significant at 5 per cent.

Both simulations represent three different shocks that are integrated into the macro model. The
shocks only differ by their magnitude between the three simulations. Table 9 summarises the
results of the shocks:

Table 9: Results from the Micro Model Used for the Macro Model
(Micro) sim1

(Micro) sim2

(Micro) sim3

(Macro) Shock1: change in labour supply (in %, variation)
1.429

1.581

3.342

(Macro) Shock2: change in government transfer received by households (in %, variation)
(Macro) Shock3: Change in consumption shares (absolute difference)
Meat

-0.00031

-0.00015

-0.00048

Fish

0.00011

0.00005

0.00018

Fruit & vegetables

-0.00007

-0.00004

-0.00012

Milk

0.00002

0.00001

0.00005

Rice

-0.00057

-0.00027

-0.00094

Starches

-0.00007

-0.00003

-0.00010

Bread

-0.00011

-0.00005

-0.00015

Beverages

0.00014

0.00009

0.00031

Education

0.00169

0.00064

0.00234

Other food

0.00011

0.00009

0.00023

Other non-food

-0.00096

-0.00035

-0.00133

Source: Authors’ estimation based on NIDS 2008.
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As mentioned earlier, three shocks are applied to the CGE model at the same time. Each will have
a different impact on the economy. Ceteris paribus, an increase in the labour force would have an
impact on unemployment, as it is not feasible for firms to lower wages below the minimum wage.
In the same way, an increase in the transfer households receive from government will increase
their income as well as the government deficit. Finally, the changes in household consumption
shares will have impacts on final demand.
Volumes of household consumption follow the new repartition of the budget shares. Indeed,
education and fish shares increase in household budgets. Ceteris paribus, we expect their volume
to increase. On the contrary, the shares of meat and rice decrease, so we expect their corresponding demand from households to decrease.

Table 10: Impact on Consumption Volumes (in %)
sim1

sim2

sim3

Meat

-0.91

-0.41

-1.4

Fish

1.09

0.53

1.8

Fruit&vegetables

-0.54

-0.24

-0.83

Milk

0.19

0.13

0.4

Rice

-1.57

-0.72

-2.59

Starches

-0.65

-0.25

-0.91

Bread

-0.34

-0.13

-0.44

Other food

0.28

0.22

0.57

Beverages

0.23

0.17

0.48

Education

4.95

1.93

6.93

Other non-food

-0.04

0.04

0.02

Source: Results from CGE.

These changes in household consumption patterns will have an impact on the production of these
sectors. Indeed, for the alimentary products such as meat and fish commodities, final demand
represents 75–95 per cent of the composition of total demand for commodities. Thus this change
in household consumption will have a huge impact on their production. In contrast, the nonalimentary commodities rely more on intermediate demand from other sectors.
As Table 11 shows, production increases, notably in the education sector, which (together with
the dairy sector) is labour-intensive. Thus, to increase their production, both sectors will hire more
workers. To produce more, firms can hire workers either from the other sectors whose production is decreasing, or from the increase in the labour supply due to the cash transfer. The overall
effect on labour is an increase of 0.04 per cent and 0.05 per cent respectively in the first and
second scenarios. In the third scenario, where the two policies are combined, labour increases by
0.08 per cent.
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Table 11: Impact on Production Volumes (in %)
sim1

sim2

sim3

Meat

-0.92

-0.42

-1.43

Fish

0.75

0.36

1.24

Fruit & vegetables

-0.28

-0.11

-0.40

Milk

0.19

0.14

0.41

Rice

-1.24

-0.58

-2.08

Starches

-0.69

-0.27

-0.97

Bread

-0.82

-0.35

-1.24

Other food

-0.04

0.03

0.00

Beverages

0.13

0.10

0.28

Education

4.48

1.75

6.27

Other non-food

-0.01

0.00

-0.01

Source: Results from the CGE.

This impact on the labour market, together with the increase in the transfer they receive, results
in an increase in household income. As consumption, direct taxes and savings are a proportion of
agent income, they logically increase in both scenarios.
Government income increases because of increased direct tax receipts, indirect taxes (as consumption increases), and production taxes. However, given the increase in its transfers (i.e. the
increase of the CSG), government savings decrease.27 This has an impact on total investment,
which decreases and has an impact on non-alimentary and other food commodities, as they are
the only ones consumed for investment purposes. The impact on price is hardly perceptible as
seen in Table 12: the consumer price index increases very slightly by 0.022 per cent, 0.014 per
cent, and 0.03 per cent respectively in the three scenarios.

Table 12: Impact on Consumer Prices (in %)
sim1

sim2

sim3

Meat

-0.15

-0.06

-0.22

Fish

0.25

0.12

0.42

Fruit & vegetables

-0.10

-0.05

-0.16

Milk

0.02

0.02

0.06

Rice

-0.30

-0.13

-0.50

Starches

-0.12

-0.04

-0.16

Bread

0.04

0.03

0.09

Other food

-0.02

0.01

0.00

Beverages

0.06

0.05

0.13

Education

1.34

0.53

1.86

Other non-food

0.00

0.00

0.00

Source: Results from the CGE.
27

We assume that there is no fiscal policy adjustment to finance the increase of the CSG, and thus this increase, ceteris

paribus, will increase government’s deficit
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Before looking at the poverty and inequality results, it is worth discussing briefly the budget cost
of the different simulations. Simulation 1 would cost the government 1.11 per cent of GDP (in
2008 terms), while simulation 2 and simulation 3 would cost 1.15 per cent and 1.38 per cent
respectively. All the scenarios would call for a significant budget increase (probably unrealistic in
the case of sim3), as in 2008 the CSG programme cost 0.93 per cent of GDP.
Tables 13 to 19 report the results for poverty gaps and the inequality Gini index by different
groups. Table 13 and Table 14 show that P0, P1 and P2 decrease in comparison with the base year
for the whole population as well as for children. The improvement is particularly strong in respect
of poverty severity. As expected from the small changes in the relevant variables discussed above,
the multiplier effects on the economy (namely changes in prices, incomes and employment) –
other than the direct effect of the change in the CSG – have practically no further effects on
household welfare. In addition, for the national population, simulations 1 and 2 do not differ substantially, with poverty incidence under the “+two million beneficiaries” (sim2) decreasing from
53.2 (base year) to 52.6 per cent (versus 52.8 per cent under the “+20% of CSG value” – sim1). This
is not the case for P1 and P2, for which the two scenarios do not differ in terms of effectiveness of
poverty reduction: P1 and P2 go respectively from 0.261 and 0.156 (base year) to 0.250 and 0.145
(under both sim1 and sim2). The Gini index decreases from 0.687 (base year) to 0.682 (under both
sim1 and sim2). As expected, under sim3, poverty and inequality decrease substantially: P0 by
1.3, and P1, P2 and Gini by 2.4, 2.3 and 1.1 percentage points respectively. If the multiplier effects
are not taken into account, poverty incidence, poverty gap, poverty severity, and the Gini index
do not change.
Poverty and inequality effects depend primarily on the distribution of CSG across the different
population groups The distribution of CSG beneficiaries observed in the base year will affect the
results associated with sim1, while the simulated increase in the number of beneficiaries by two
million will be reflected in the results for sim2. As for sim1, Limpopo and the Eastern Cape show
the largest poverty reduction, which is expected as they are the provinces with the largest shares
of CSG beneficiaries in the base year (see Table 19 in Annexure 4). This will also be the case for
households living in tribal authority areas, and for the African population group. Concerning sim2,
Northern Cape is the province where the largest increase in the number of additional beneficiaries
(in per cent and in percentage points) is simulated, as well as for the African population group
(see 2.18 in Annexure 4). Of course, the final results on the incidence of poverty will critically
depend on the distribution of CSG (observed and simulated) of those around the poverty line,
while changes in the Gini inequality index will be affected primarily by the changes occurring for
those in the middle of the expenditure distribution.
Results by provinces (as shown in Table 15) reveal a heterogeneous impact linked to the CSG
reform. In most cases, the same trends as in the national figures are observed, except for Northern
Cape where under sim2 inequality deteriorates – although slightly – when multiplier effects are
included.
As expected, African and Coloured households benefit the most from the CSG proposed reforms,
while White households are not affected (see Table 16 in Appendix 4). Interestingly, Indian households largely benefit from a 20 per cent increase in the value of the CSG, with a reduction in the
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number of people living below the poverty line – a large part of households receiving the CSG are
around the poverty line (see Figure 5 in Appendix 4). Under both simulation scenarios, welfare
improves for households in rural formal, tribal authority and urban informal areas; poverty is not
affected for households living in formal urban areas under sim1 but is reduced under sim2 (see
Table 17 in Appendix 4). However, in sim2, contrary to what is observed elsewhere, results are
less effective than sim1 in reducing P0, as a large part of new beneficiaries under sim2 are too far
from the poverty line. Finally, poverty among children is so widespread that the proposed policy
reforms are not capable of having a substantial impact on child poverty and welfare in general
(see Table 18 in Appendix 4). Under sim2 children living in households who were not CSG beneficiaries at the base year substantially improve their welfare. This is reflected in the change in P0,
which moves from 0.545 to 0.532.
The monthly cost of a one percentage point reduction in poverty gap (P1) among children is: for
sim1, R204,950,019; for sim2, R234,965,035 and for sim3, R222,991,915. From these results, we
can conclude that sim1 is the most cost-effective of the policies.

Table 13: Poverty Incidence, Gap and Severity and Gini Index for Base Year, Sim1,
Sim2 and Sim3, Whole Population
Sim 1
Reference
situation

P0

0.532

Sim2

Sim 3

w/
multiplier
effect

w/o
multiplier
effect

w/
multiplier
effect

w/o
multiplier
effect

w/
multiplier
effect

w/o
multiplier
effect

0.528

0.528

0.526

0.526

0.518

0.518

P1

0.261

0.250

0.250

0.250

0.250

0.237

0.237

P2

0.156

0.145

0.145

0.145

0.145

0.133

0.133

Gini

0.687

0.682

0.682

0.682

0.682

0.676

0.676

Source: Authors’ estimation based on NIDS 2008
Note: figures in bold indicates the cases where the difference between the reference situation is statistically
different from zero. As for figures not including the multiplier effect, the difference is calculated with respect
to the corresponding scenario including the multiplier effect. Statistical tests, as well as P0, P1, P2 and Gini
figures, are run with the DASP statistical package (Araar and Duclos, 2007).

Table 14: Poverty Incidence, Gap and Severity and Gini Index for Base Year, Sim1,
Sim2 and Sim3, Children
Sim 1

Sim2

Sim 3

Reference
situation

w/
multiplier
effect

w/o
multiplier
effect

w/
multiplier
effect

w/o
multiplier
effect

w/
multiplier
effect

w/o
multiplier
effect

P0

0.655

0.649

0.649

0.647

0.647

0.634

0.634

P1

0.338

0.321

0.321

0.320

0.320

0.299

0.299

P2

0.206

0.188

0.188

0.190

0.190

0.170

0.170

Gini

0.681

0.672

0.672

0.672

0.672

0.662

0.662

Source: Authors’ estimation based on NIDS 2008.
Note: figures in bold indicates the cases where the difference between the reference situation is statistically
different from zero. As for figures not including the multiplier effect, the difference is calculated with respect
to the corresponding scenario including the multiplier effect. Statistical tests, as well as P0, P1, P2 and Gini
figures, are run with the DASP statistical package (Araar and Duclos, 2007).
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Table 15: Poverty Incidence and Gini Index for Base Year, Sim1, Sim2 and Sim3 (by Province),
Whole Population
Reference
situation

sim1

sim1

sim2

sim2

sim3

sim3

w/ multiplier
effect

w/o multiplier effect

w/ multiplier
effect

w/o multiplier effect

w/ multiplier
effect

w/o multiplier effect

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

Western Cape

0.324

0.634

0.323

0.633

0.323

0.633

0.322

0.633

0.322

0.633

0.320

0.631

0.320

0.631

Eastern Cape

0.731

0.679

0.727

0.669

0.727

0.669

0.724

0.670

0.724

0.670

0.714

0.658

0.714

0.658

Northern Cape

0.428

0.561

0.423

0.557

0.423

0.557

0.420

0.554

0.420

0.555

0.413

0.549

0.413

0.549

Free State

0.517

0.618

0.510

0.612

0.510

0.612

0.516

0.613

0.516

0.613

0.508

0.606

0.508

0.606

KwaZulu-Natal

0.700

0.771

0.692

0.765

0.692

0.765

0.697

0.766

0.697

0.766

0.688

0.758

0.688

0.758

North West

0.493

0.638

0.486

0.633

0.486

0.633

0.487

0.633

0.487

0.633

0.481

0.627

0.481

0.627

Gauteng

0.319

0.605

0.318

0.603

0.318

0.603

0.312

0.602

0.312

0.602

0.303

0.599

0.303

0.599

Mpumalanga

0.462

0.651

0.461

0.647

0.461

0.647

0.451

0.647

0.451

0.647

0.448

0.642

0.448

0.642

Limpopo

0.692

0.648

0.688

0.638

0.688

0.638

0.683

0.640

0.683

0.640

0.672

0.628

0.672

0.628

Source: Authors’ estimation based on NIDS 2008.
Note: Here we do not show statistical test for the difference of P0 and Gini figures as we took as the primary sampling unit variable (used
to set the complex data survey) corresponds to the province variable. P0 and Gini figures are run with the DASP statistical package (Araar
and Duclos, 2007).

2.6 Conclusion
This chapter examined the impact of the CSG on the South African economy using a bottom–up/
top–down modelling approach to estimate the potential effects of a change in the CSG on the
welfare of South African households as well as the national economy. Three simulation scenarios
are presented: in simulation 1 the value of the CSG is increased by 20 per cent, in simulation 2 the
number of beneficiaries among the eligible children is increased by two million, while simulation
3 combines the first and second simulations. A positive link is found between the CSG and the
probability of participating in the labour force. Results are encouraging at the economy-wide level,
showing that the CSG has several positive impacts on the economy. The consumption and production of education and nutritious food products increase. Household income increases, as a result
of the positive impact on the labour market, together with the increase in the transfers received.
Poverty decreases in comparison with the base year for the whole population and for children.
Finally, the results show that simulation 1 is the most cost-effective of the policies.
The great danger confronting South Africa today is that longer-term fiscal imperatives could be
used as reasons to limit necessary growth in spending on the CSG. At the economy-wide level,
the results of this study challenge the often-held view that these grants are squandered on nonproductive consumption. The study shows in no uncertain terms that even these modest reforms
have a significant impact on children and households, by improving the welfare of the poorest
and allowing poor households to increase their consumption of education and nutritious foods.
The CSG is a consumption expenditure that enhances intergenerational equity, and also promotes
productive efficiency and human capital. This suggests a compelling “developmental state”
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argument to preserve and protect current expenditure levels even in fiscally austere conditions.
We therefore recommend that Government expands coverage and strengthens integrated social
protection systems to respond to the multiple and compounding vulnerabilities faced by children
and their families. However, levels of child poverty are so high that much more needs to be done.

2.7 Recommendations
With respect to the social protection sector in terms of social and economic value, the
Commission recommends that:
•

Government makes more resources available through the transfer system to enable progressive realisation of an ideal child support system. An ideal child-support system is a system
that relaxes the existing means test and moves towards faster universalisation of the Child
Support Grant (CSG). This should happen even under fiscal consolidation because of the social
and economic benefits.

•

Government puts in place a system to ensure coverage is extended to children currently
excluded from accessing the CSG for administrative reasons.

•

Government moves faster towards consolidating the various social protection instruments
(CSG, Foster Child Grant, UIF, social wage, etc.), as part of the long-standing reform of the
social security system because of the significant effects on reducing child poverty.

•

National Treasury provides advice to departments and agencies working with children on
developing major cross-portfolio initiatives aimed at eliminating child poverty. To date, a range
of child poverty measures have been accommodated and scattered across many agencies,
but these should be nested within a new unified outcomes framework of related agencies
because of synergies with related programmes.
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Appendix 1: Selection of the New Two Million CSG Beneficiaries
We first estimated among age-eligible children the probability of receiving the CSG through a
probit model
[12]
with
[13]
where Yi is a binary variable taking value 1 if the child receives the grant, 0 otherwise. Vector Xi
identifies a group of V individual and household characteristics affecting the effective reception
of the grant, namely child’s age (and its square value), his/her gender, the education level of his/
her household head, the log of the per capita income, his/her household size, the geo-type, the
province, whether he/she has a birth certificate, his/her ethnicity, whether his/her mother is alive
and whether she lives with the child.
The estimated coefficients are then used to predict the probabilities of receiving the CSG. The new
two million beneficiaries are finally chosen among age eligible children, not receiving the grant
at the base year, and showing the highest probability to receive it. Only children up to 13 years
old (included) have been retained for this simulation. Although the current age eligibility is up to
14 included, once a child has reached the age of 14 years old, they are very unlikely to become a
new beneficiary.
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Appendix 2: Calculation of the Equivalent Income
The equivalent income is the level of income, at the reference price pr, ensuring the same utility
level as that obtained with the income level Xc,h and the price system Pc:
[14]
where v (.) is the indirect utility function and pr is the reference price system. By reversing the
indirect utility function, we obtain the equivalent income in terms of expenditure function:
[15]
where ec,h is the equivalent income of household h living in stratum c, facing the pc system prices,
and enjoying a level of nominal income per capita (or per adult equivalent) xc,h . The function
ec,h=e(pr ,pc ,xc,h) is increasing with respect to pr and xc,h , decreasing with respect to pc , concave
and homogeneous of degree one with respect to the reference price, and is continuous with first
and second derivatives for all arguments (King, 1983).
Consider the cost function of the EASI class:

[16]
where u is the implicit utility28 , p is the J-vector of prices p=[p1 , pJ], and z demographic characteristics29. By Shepard’s Lemma, the Hicksian budget-share functions are:

[17]
where ajk= akj for all j, k. Implicit utility is given by:
[18]

where lnx - ∑ wj lnpj is the log of stone-index deflated nominal expenditures. From [17], we have:
[19]

28

This utility is implicitly defined in terms of observable variables, namely expenditures x, prices p1, ..., pJ and budget-shares

in w1, ...wj.
29
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By substituting [19] in [16], we have:
[20]

With total per capital nominal expenditures xc,h and prices pc we enjoy a level of utility u0:
[21]

We finally get the equivalent income ec,h by solving:
[22]

from where Uo:
[23]
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Appendix 3: Calculation of Elasticities
Calculation of price elasticities in the EASI system
Consider the EASI implicit marshallian demand system:

[24]
where:

[25]
and

[26]
we have:
- pj = nominal price of good j,
- qj = amount of good j,
- x= total expenditure.

So, we have:
[27]

Moreover:

[28]
This allows to write:

(29)

Hence, the elasticity of good j with respect to income eij is:

[30]
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Calculation of income elasticities in the EASI system
If we consider [24], [25] and [26] we have:

[31]
Moreover:

[32]
It follows that:

[33]
Hence, the elasticity of good j with respect to income exj is:

[34]
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Appendix 4: Additional Tables
Table 16: Poverty Incidence and Gini Index for Base Year, Sim1 and Sim2 (by Main Ethnicity), Population

Reference
situation

sim1

sim1

sim2

sim2

sim3

sim3

w/ multiplier
effect

w/o multiplier
effect

w/ multiplier
effect

w/o multiplier
effect

w/ multiplier
effect

w/o multiplier
effect

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

African

0.625

0.597

0.621

0.588

0.621

0.588

0.618

0.589

0.618

0.589

0.610

0.579

0.610

0.579

Coloured

0.315

0.566

0.314

0.564

0.314

0.564

0.309

0.563

0.309

0.563

0.306

0.560

0.306

0.560

Asian/
Indian

0.173

0.526

0.135

0.525

0.135

0.525

0.173

0.526

0.173

0.526

0.135

0.525

0.135

0.525

White

0.029

0.456

0.029

0.456

0.029

0.456

0.029

0.456

0.029

0.456

0.029

0.456

0.029

0.456

Source: Authors’ estimation based on NIDS 2008.
Note: figures in bold indicates the cases where the difference with the reference situation is statistically different from zero. As for figures
not including the multiplier effect, the difference is calculated with respect to the corresponding scenario including the multiplier effect.
Statistical tests, as well as P0 and Gini figures, are run with the DASP statistical package (Araar and Duclos, 2007).

Table 17: Poverty Incidence and Gini Index for Base Year, Sim1, Sim2 and Sim3
(by Geo-type Zone), Population

Reference
situation

sim1

sim1

sim2

sim2

sim3

sim3

w/ multiplier
effect

w/o multiplier
effect

w/ multiplier
effect

w/o multiplier
effect

w/ multiplier
effect

w/o multiplier
effect

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

Rural
formal

0.601

0.593

0.584

0.587

0.584

0.587

0.592

0.586

0.592

0.586

0.574

0.578

0.574

0.578

Tribal
authority

0.815

0.499

0.809

0.484

0.809

0.484

0.808

0.488

0.808

0.488

0.797

0.471

0.797

0.471

Urban
formal

0.305

0.635

0.304

0.633

0.304

0.633

0.301

0.633

0.301

0.633

0.300

0.631

0.300

0.631

Urban
informal

0.626

0.488

0.619

0.479

0.619

0.479

0.616

0.479

0.616

0.479

0.598

0.469

0.598

0.469

Source: Authors’ estimation based on NIDS 2008.
Note: figures in bold indicates the cases where the difference with the reference situation is statistically different from zero. As for figures
not including the multiplier effect, the difference is calculated with respect to the corresponding scenario including the multiplier effect.
Statistical tests, as well as P0 and Gini figures, are run with the DASP statistical package (Araar and Duclos, 2007).
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Table 18: Poverty Incidence and Gini Index for Base Year, Sim1, Sim2 and Sim3 (by Recipient Households), Children

Reference
situation

sim1

sim1

sim2

sim2

sim3

sim3

w/ multiplier
effect

w/o multiplier
effect

w/ multiplier
effect

w/o multiplier
effect

w/ multiplier
effect

w/o multiplier
effect

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

P0

Gini

Non-CSG
recipient

0.458

0.670

0.453

0.667

0.453

0.667

0.441

0.662

0.441

0.662

0.430

0.657

0.430

0.657

CSG
recipient

0.813

0.449

0.806

0.432

0.806

0.432

0.812

0.439

0.812

0.439

0.798

0.420

0.798

0.421

0.655

0.681

0.649

0.672

0.649

0.672

0.647

0.672

0.647

0.672

0.634

0.662

0.634

0.662

Total

Source: Authors’ estimation based on NIDS 2008.
Note: figures in bold indicates the cases where the difference with the reference situation is statistically different from zero. As for figures
not including the multiplier effect, the difference is calculated with respect to the corresponding scenario including the multiplier effect.
Statistical tests, as well as P0 and Gini figures, are run with the DASP statistical package (Araar and Duclos, 2007).

Table 19: Distribution of CSG (Observed at the Base Year and Simulated
According to Sim2
Base year

sim2

Western Cape

0.267

0.345

Eastern Cape

0.627

0.777

Northern Cape

0.512

0.688

Free State

0.521

0.667

KwaZulu-Natal

0.572

0.697

North West

0.562

0.719

Gauteng

0.433

0.569

Mpumalanga

0.521

0.633

Limpopo

0.646

0.796

Rural formal

0.572

0.721

Tribal authority

0.665

0.813

Urban formal

0.362

0.468

Urban informal

0.636

0.805

African

0.638

0.800

Coloured

0.319

0.394

Asian/Indian

0.160

0.160

White

0.026

0.026

National

0.532

0.666

Province

geo-type zone

Population group

Source: Authors’ estimation based on NIDS 2008.
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Figure 5: Non-parametric Distribution of Total CSG (in Rand) per Household

300
200
0

100

total CSG per household

400

(by Population Groups)

400

440

480
520
per capita expenditures

Africa

560

oloured

Asian/Indian

White

Source: Authors’ estimation based on NIDS 2008.
Note: the figure was constructed with the DASP statistical package (Araar and Duclos, 2007).
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CHAPTER 3

The Effects of Social Spending on Economic
Activity in South African Provinces

Marina Marinkov

3.1 Introduction
Mainstream economists have traditionally viewed government as less efficient than market forces
in allocating resources. However, the recent global economic crisis has reinforced the view that
government has an important role to play in maintaining and promoting economic growth and
development. When asking whether or not fiscal policy has an effect on the economy, a deeper
understanding is needed of the relationship between public expenditure and economic activity
(growth) and, specifically, whether government spending is a consequence, rather than a cause,
of economic growth. In addition, understanding the channels through which public expenditure
affects growth can also aid in understanding how to redirect public spending and which components should be limited. Apart from necessary reforms in public service delivery, South Africa
will need to moderate public spending growth as the economy recovers, in order to stabilise the
growth in the medium-term public debt. Composition of public expenditure is thus an important
issue to consider. If the aim is to promote growth, development and economic activity (as it is the
case for most economies), the focus should be on the more productive items of the budget, such
as investment in capital. This project looks specifically (but not exclusively) at the social spending
components of the budget in South African provinces, with the aim of ascertaining their effect on
economic activity. The focus on the provincial sphere is warranted, as provinces in South Africa
are tasked with meeting social spending objectives and are responsible for the majority of government’s social spending.
Social policy is as important to economic development as economic policy. However, theoretical
and empirical evidence of social spending’s impact on economic growth is ambiguous. Some
papers argue that social spending impedes economic growth and development, while others
maintain that social spending is instrumental in stimulating economic development. An important
question to ask is whether or not social spending is a potential lever for economic growth and
development in South Africa. Efficient social spending contributes to the formation of capital:
human capital, through its investment in education and health, and physical capital, through its
investment in infrastructure (for example related to education and health). Human and physical
capital are both crucial for economic growth and development and are continuously emphasised
in the government’s fiscal framework. The National Development Plan (NDP) also emphasises
human capital, productive capacity and infrastructure as prerequisites for the creation of a more
equitable and inclusive South Africa (NPC, 2012). In addition to the NDP, the New Growth Path
(NGP) focuses on the government’s role in directing resources towards job drivers (i.e. drivers
necessary for the creation of decent jobs for South Africans), such as infrastructure investment.
The NGP also emphasises that a productive labour force can be achieved through human capital
development, which is vital in addressing structural problems inherent in the South African labour
market (for example, skill shortages).
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The intention of this research is to analyse and evaluate the effect of South Africa’s provincial
social expenditure on economic activity. Components of social expenditure that are considered
include expenditure on education, health, and social development. The work will by no means be
exhaustive, as many aspects need to be considered30 in reaching a definitive conclusion, but will
provide a useful starting point for how budget allocations can be made between different types
of policy arenas, so as to create the best possible outcome for economic activity and output. A
secondary outcome of the study will be to consider the crowding-in (or crowding-out) effects of
social spending on investment (as an important indicator of economic activity) in South African
provinces.

3.2 Literature Review
Social spending is defined as the provision of benefits (and financial contributions) by public (and
private) institutions to households and individuals, in order to provide support during circumstances that adversely affect their welfare (OECD, 2007). In South Africa, social spending refers to
spending on education, health and social development.
Social spending has not traditionally been investigated in terms of its effect on economic activity,
but rather in terms of its effect on inequality and poverty reduction, which are related to economic
growth (cf. Kuznetz, 1955; Barro, 2000; Dollar and Kraay, 2002). However, as noted in Furceri and
Zdzienicka (2011), social spending can affect output (particularly in the short run) through a
number of theoretical channels. An increase in social spending can have numerous effects on the
economy, including increased demand through public consumption, increased private consumption, and decreased unemployment (given that social spending is geared towards employment
creation). Social spending can also enhance productivity (albeit with a lag) and human capital
(through spending on education, health and nutrition). Figure 6 presents the channels through
which social spending affects economic growth

Figure 6: Social Spending and Economic Growth

Channels
• Active vs. passive
• Quality of social
services

Social Spending

•
•
•
•
•
•
•

Labour force
Productivity
Saving
Innovation
Risk
Income inequality
Poverty

• Design of taxes
and transfers

Economic
Growth

Source: The Commission.

30

For example, in terms of economic aspects, medium-term and longer-term investment, as well as personnel expenditure,

also need to be considered. In addition, political aspects such as fiscal commitment beyond the electoral cycle are also
important in the context of budget reallocations.
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Arjona et al. (2002) distinguish between two types of social spending: active spending (social
spending that attempts to change the distribution of market income by promoting labour market
participation of the population with “lower-than-normal” market income) and passive spending
(pure transfers, cash or service, from one group to another). Their results indicate that active
social spending tends to boost economic growth, whereas other social spending is associated
with lower economic growth. As Figure 6 shows, social spending affects factors such as labour
force, savings31, innovation32, risk, income inequality and poverty, the effects of which feed into the
economic growth process. Effective utilisation of public sector spending on investment and the
social sector can promote long-term human and economic development, and poverty reduction
(Doytch et al., 2010). Enhanced social spending can also direct resources to households and
sectors that are most vulnerable, thus protecting and strengthening human capital and other
investments, while fostering robust social and economic recovery.
Theoretical and empirical evidence of social spending’s impact on economic growth is ambiguous.
The arguments for consider social spending as “social investment” and/or a “productive factor”,
whereas the arguments against typically see social spending as a cost of foregone output.
Table 20 summarises the relationship between social spending and economic growth as discussed
in Arjona et al. (2002). It shows that social spending has positive or negative effects on economic
growth through the channels identified in Figure 6.

Table 20: Arguments for and against Social Spending
Social Spending is Good for Economic Growth Social Spending is Bad for Economic Growth
Presents an insurance against risk (i.e. sickness, unem- When it discourages people from working (lower labour
ployment, etc.), so that individuals take more risks in supply leads to lower output).
economic behaviour. Assuming a positive relationship
between risk and return, the net effect on growth will
be positive.
Creates a more cohesive society, better able to make
political and economic decisions.

When it discourages people from saving (lower savings
imply less capital available for reinvestment).

Prevents a group/class from falling behind the main- Taxes necessary to finance social protection may
stream and from being unable to participate in the reduce the return to innovation.
market economy.
Keeping children out of poverty may have long-term
benefits for social and intellectual development.
Source: Adapted from Arjona et al. (2002).

Another proponent of the positive effect of social spending on economic growth is Lindert (1996,
2004) who argues that higher social spending does not erode gross domestic product (GDP) per
capita for two main reasons:
•

High-budget democracies are careful when choosing the design of taxes and transfers so as
to avoid compromising growth; and

•

Broad universalism in taxes and entitlements is better at fostering growth than the lowbudget countries’ preference for strict means testing and complicated tax compromises.
31

Recent studies such as Barnett and Brooks (2010) and Baldacci et al. (2010) find that social spending leads to decreased

household saving. However, Baldacci et al. (2010) note that the magnitude of the marginal impact of social spending on
household saving differs across spending items and depends on the initial level of spending.
32

Innovation is an important driver of economic growth. For example, Arjona (2002) notes that the taxes needed to finance

social spending may reduce returns on innovation.
.

Back to contents

Submission for the 2014/15 Division of Revenue //

77

CHAPTER 3

Furthermore, Baldacci et al. (2004) find that the positive effects of social spending on economic
growth are the highest in low-income countries and sub-Saharan Africa. This also supports the
view that social spending can be more effective in these countries achieving millennium development goals (MDGs).
Empirical examinations of the relationship between social spending and economic growth find
support for both arguments. Castles and Dowrick (1990), Cashin (1994), Perotti (1994), Baldacci
et al. (2004) and Furceri and Zdzienicka (2011) find evidence that social spending increases
economic growth33, whereas Gwartney et al. (1998), Atkinson (1999) and Arjona et al. (2002) find
the opposite to be true.
It should also be noted that economic growth also potentially has an effect on social spending
– either positive (in the sense that government does not have to prioritise more productive expenditure because economic growth and the tax base are sufficient to carry out all necessary
social expenditure) or negative (in the sense that higher economic growth means that less people
have to rely on social welfare, and hence social expenditure is lower). The research methodology
employed in this project explicitly tests for the direction of causality between economic growth
and social spending and is discussed in detail in the following section.

3.3 Research Methodology
3.3.1 Data
Audited fiscal data for provinces was sourced from various editions of Provincial Budgets, and
Provincial Budgets and Expenditure Reviews (www.treasury.gov.za/publications/igfr). Socioeconomic data for provinces was sourced from Quantec (Quantec EasyData, www.easydata.co.za),
where the variables of interest include GDP, population growth, private investment, employment
and inflation. The sample under consideration was driven by data availability, resulting in a sample
1995/96–2011/1234. All nine provinces were included in estimation. The following variables were
used:
•

Fiscal variables, each of which are decomposed into compensation of employees, goods and
services, transfers and subsidies35, and payment for capital assets36:

33

Two other studies are interesting in this regard. Alam et al. (2010) use panel cointegration techniques to examine the long-run

relationship between social expenditure and economic growth in Asian developing countries. They conclude that social expenditure
can enhance productivity (by spending on items such as infrastructure, education and health), which then feeds into economic growth
Perhaps the most important finding of Alam et al. (2010) is that fiscal adjustment can lead to economic growth when it reduces
unproductive expenditure and protects social expenditure. Using panel techniques on a sample of South-Eastern European countries,
Alexiou (2009) also finds evidence that social spending contributes to economic growth. In particular, he finds that government
spending on gross fixed capital formation, development assistance, private investment and trade openness all contribute positively to
economic growth.
34

All of the socioeconomic indicators are measured in calendar year frequency. However, for provinces, the financial year runs from 1

April to 31 March of the following year. This has implications for estimation, as the different data sets are not strictly comparable. Thus,
to obtain calendar year data for (say) 2009, a weighted average of the provincial data for the financial years 2008/09 and 2009/10 was
calculated. The data was weighted in accordance with the proportion of the 2009 calendar year that fell within the two financial years
respectively (i.e. ¼ for 2008/09 and ¾ for 2009/10 in the instance of provincial data). An alternative way of dealing with calendar and
fiscal year data matching entails using the calendar year data for the beginning of the fiscal year. Thus for provincial/municipal data for
fiscal year 1998, calendar year data from 1997 is used. This reflects the fact that decisions about fiscal structure are set at the beginning
of the fiscal year, which occurs in the previous calendar year.
35

These include transfers and subsidies to provinces and municipalities; departmental agencies and accounts; universities and tech-

nikons; public corporations and private enterprises; foreign governments and international organisations; non-profit organisations; and
households.
36
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- Total health expenditure
- Total education expenditure
- Total social development expenditure
- Total other37 expenditure
•

Socioeconomic variables:
- Gross value add (GVA) as a proxy for economic activity (economic growth)
- Gross fixed capital formation as a proxy for private investment
- Population growth
- Employment
- Inflation

Appendix 1 includes the decomposition of health, education and social development expenditure
by programme in order to give a more exact idea of how these funds are spent.

3.3.2 The Model
A dynamic growth equation specified as follows provides a good starting point for the model:

[1]
Where:
denotes the provincial dimension of the model (i.e. nine provinces abbreviated as EC, FS, GT,

i

KZN, LIM, MPU, NC, NW and WC)
t

denotes the time dimension of the model (1995/96–2011/12, 17 years)
denotes provincial fixed effects (given that equation [1] has a number of socioeconomic and

a

fiscal variables on the right-hand side, these can arguably be correlated with unobservable timeinvariant, historical, province-specific characteristics; thus, it is important to control for provincial
fixed effects in order to eliminate this possible endogeneity bias)
denotes time-fixed effects (helps to remove common time-related shocks and thus correla-

b

tions in errors across countries)
denotes log of output (note that lags of output are included in the equation [1] to control for

y

autocorrelation; the level of augmentation will have to be limited given the degrees-of-freedom
considerations)
denotes government spending component (i.e. education, health, social development and

s

other, as well as their subcomponents outlined in the previous sub-section; note that coefficients
δj represent government spending multipliers)
vector of control variables (such as labour, capital, population dynamics, inflation, etc. – in

X

other words, variables that are normally included in regressions that look at growth dynamics)
Equation [1] is clearly a simple model of determinants of economic growth that has been augmented
with measures of social spending. Such models have been used in a number of studies, such as
Arjona et al. (2002) and Baldacci et al. (2004).

37

This expenditure component comprises: Office of the Premier; Provincial Legislature; Public Works; Housing, Local Gov-

ernment and Traditional Affairs ; Agriculture; Economic Affairs; Environment and Tourism; Roads and Transport; Provincial
Treasury; Sports, Recreation, Arts and Culture; Safety and Liaison.
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3.3.3 Estimation Method
Equation [1] can be presented in the vector error correction model (VECM) format as follows.
Assume a px1 vector xit (including economic growth, government spending and socioeconomic
variables discussed earlier), which follows a non-stationary process VAR(k):
[2]
Where dt denotes the deterministic components,

Φ

denotes a pxp coefficient matrix and

εit

denotes a matrix of disturbances. Also, t = 1, 2, ..., T and i = 1, 2, ..., N. Rewriting [2] as a VECM
yields the following:
[3]
Where Π=αβ, α denotes a matrix of short-run coefficients, and β denotes a matrix of long-run coefficients. In the instance that the variables are not cointegrated38, equation [2] can be estimated as
a stationary VAR by transforming the variables in a stationary process VAR(k).39

3.4 Results
3.4.1 Preliminary Examination of the Data
Table 21 presents the average shares of expenditure on compensation, goods and services,
transfers and capital expenditure in total expenditure for the categories education, health, social
development and other, all by province. What is evident is that education and health spend the
majority of their budgets on compensation and very little on capital. For social development, most
of the budget is spent on transfers, whereas the budget for other is spread fairly evenly between
the different categories. It should also be mentioned that category “other” has the largest share
of capital expenditure (an average of about 20% for the nine provinces) compared to education,
health and social development. What is also noticeable is that no really stark differences are found
across provinces regarding the different expenditures and their components.

80

38

Maximum eigenvalue and trace statistics will be used to test whether or not variables are cointegrated.

39

Panel unit root tests will be used to determine the order of integration of variables.

// Submission for the 2014/15 Division of Revenue

Back to contents

CHAPTER 3

Table 21: Average Expenditure Shares in Total Provincial Expenditure on Education, Health, Social
Development and Other (1995/96−2011/12)
EC

FS

GT

KZN

LIM

MP

NC

NW

WC

Average

Compensation

88%

84%

80%

85%

87%

82%

81%

86%

82%

84%

Goods and
services

7%

7%

8%

7%

8%

12%

9%

8%

8%

8%

Transfers

2%

6%

7%

3%

2%

2%

8%

3%

8%

5%

Capital

2%

3%

4%

4%

3%

3%

2%

3%

3%

3%

Compensation

59%

62%

51%

60%

63%

57%

55%

63%

57%

59%

Goods and
services

23%

28%

34%

29%

24%

35%

33%

27%

29%

29%

Transfers

11%

4%

8%

4%

3%

3%

3%

3%

9%

5%

Capital

7%

5%

7%

8%

9%

6%

9%

7%

5%

7%

Education

Health

Social Development
Compensation

25%

29%

20%

23%

25%

20%

29%

31%

19%

25%

Goods and
services

15%

12%

13%

16%

17%

21%

23%

17%

12%

16%

Transfers

58%

56%

65%

56%

49%

56%

46%

49%

68%

56%

Capital

2%

3%

2%

4%

9%

3%

3%

3%

1%

3%

Compensation

36%

39%

18%

26%

43%

32%

28%

35%

20%

31%

Goods and
services

22%

23%

23%

25%

21%

25%

31%

23%

31%

25%

Transfers

24%

20%

36%

23%

24%

20%

20%

27%

24%

24%

Capital

18%

18%

24%

26%

12%

23%

21%

16%

26%

20%

Other

Source: Commission’s calculations.

Table 22 presents the average inflation rate and the average growth rates for investment, population and employment by province. Similar to the results in Table 21 the growth rates in the
socioeconomic variables reveal no stark differences among provinces.

Table 22: Average Inflation, Investment, Population and Employment Growth by Province (1995/96–
2011/12)
EC

FS

GT

KZN

LIM

MPU

NC

NW

WC

Ave.

Inflation

7%

8%

7%

7%

9%

8%

8%

9%

7%

8%

Investment growth

6%

6%

7%

6%

8%

6%

7%

7%

6%

7%

Population growth

1%

0%

3%

1%

1%

1%

1%

1%

2%

1%

Employment growth

0%

-1%

2%

0%

-1%

0%

1%

-1%

0%

0%

Economic growth

3%

2%

4%

3%

3%

3%

2%

2%

4%

3%

Source: Commission’s calculations.
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Appendix 2 (Table 23) presents the panel unit root tests on all of the variables presented in
Tables 21 and 22. What is notable is that all of the variables can be considered I(1) and are possibly
cointegrated. Appendix 3 presents the results of the cointegration analysis with the following
baseline specifications that are considered.40
•

First, a specification where economic growth is modelled explicitly as a function of the four
expenditure components, i.e. total expenditure on education, health, social development and
other; and

•

Second, a specification where economic growth is modelled as a function of the four expenditure components, as well as capital and labour inputs.

For the first specification, Table 24 (Appendix 3) reports that no cointegrating relationships are
present. Hence, for the first specification, the variables will have to be differenced once in order
to carry out a panel Granger causality analysis. It should also be noted that the first specification
deals with short-run causalities (because the analysis employs differenced variables).
For the second specification, Table 25 (Appendix 3) seems to indicate some cointegration.
Assuming that there is a linear intercept in the cointegrating relationship and no time trend (in line
with the model specified in equation [1]), the panel cointegration test for the second specification
indicates the presence of a single cointegrating relationship. Hence, for the second specification,
both long-run as well as the short-run causalities can be examined.

3.4.2 Panel Granger Causalities
Table 26 (Appendix 3) presents the results of the panel Granger causality analysis for the first
baseline specification. It should be noted that the VAR system underlying the Granger causality
results is stable and that the residuals of individual equations of the system are well behaved.41
The first result from this analysis is that, in the short run, only social development and other expenditure contribute to provincial economic growth, while expenditure on education and health
has no effect on provincial economic growth. Other causalities that were found to be statistically
significant include the following:
•

Economic growth has an effect on all of the government expenditure components (a plausible
channel for this may be that higher economic growth leads to higher revenue collection and
hence higher government spending).

•

Expenditure on education has a short-run effect on other expenditure.

Therefore, when a very simple specification is considered, the effects of social spending on
economic growth cannot be discerned in South Africa at provincial level.

40

Each specification also includes a dummy variable for the 1998−1999 period in the deterministic part of the VAR/VECM (i.e.

dt in equation [2]). This is to control for possible structural breaks in the data due to changes in the manner in which the fiscal
variables were compiled. Estimation assumes a homogenous panel, which is a plausible assumption given the preliminary
examination of data summarised in Tables 21 and 22, where no stark differences in fiscal and socioeconomic dimensions
were found among provinces.
41
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In the interests of brevity, these results have not been reported.
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Next, a specification is considered where capital and labour inputs are included in the estimation,
as is the case with standard economic growth functions. Given that this specification led to the
detection of a single cointegrating (long-run) relationship, the estimation was carried out in levels
(the results are reported in Table 27 in Appendix 3). The estimated long-run relationship can be
written as:

Log(GVA,t-1) = 0.112 - 0.105*Log(Educationi,t-1) - 0.001*Log(Healthi,t-1) - 0.112*Log(SocDevi,t-1) +
0.128*Log(Otheri,t-1) + 0.500*Log(Employmenti,t-1) + 0.343*Log(Capitali,t-1) + ei,t-1

[2]

The following should be noted from equation [2]:
•

Only education, employment and capital were found to be statistically significant (i.e. coefficients in bold). Other variables were found to be statistically insignificant and hence have no
effect on long-run economic growth.

•

The coefficient on the education variable is negative, implying that provincial expenditure on
education contributes negatively to provincial economic growth.

•

The coefficients on capital and labour inputs are positive and relatively large, indicating that
capital and labour are very important to provincial economic growth.

The error correction terms, although statistically significant, are all positive, indicating that,
in the short run, none of the variables adjust to the long-run relationship as indicated by
equation [2]. Further examination of the stability of the system reported indicates that the system
is not stable: at least one unit root is present, indicating that estimation in first differences might
be appropriate. Table 28 in Appendix 3 reports the results of the panel Granger causality for the
second specification. The results indicate that social development, other expenditure and capital
contribute to provincial economic growth in the short run. Other causalities that are present in
the estimated model include:
•

Economic growth has an effect on health, social development, other expenditure, employment and capital in the short run.

•

There are also some causalities between the different types of expenditure, for example
causality from social development to health.

3.4.3 An Extension of the Baseline Models
An extension of the second baseline model is now considered, where total education, health,
social development and other expenditure are divided into expenditure on compensation and
expenditure on all other items excluding compensation (i.e. sum of expenditure on goods and
services, transfers and subsidies, and capital assets).42 This is an important consideration particularly given the South African government’s commitment to moderate growth in the public sector
wage bill. Hence, as a matter of interest, the effect of provincial expenditure on compensation
on economic growth is considered. All of the variables were found to be integrated of order 1
and hence are possibly cointegrated. Under the assumption of a linear intercept and no trend,

42

The qualitative results do not change considerably with the inclusion of inflation and the population growth variables, which

consistently come out statistically and/or economically insignificant when included in the baseline specifications. In the
interest of brevity, estimations including these variables are excluded from the current version of the project.
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maximum eigenvalue and trace statistics indicate the presence of two cointegrating relationships. Weak exogeneity tests reveal log of GVA and log of capital as possible dependent variables.
Imposing the necessary identifying restrictions yields the following long-run relationship between
economic growth and social expenditure components43:

Log(GDPi,t-1) = 1.818 + 0.025*Log(Education_all_otheri,t-1) – 0.309*Log(Education_compi,t-1) +
0.377*Log(Health_all_otheri,t-1) + 0.196 *Log(Health_comp,t-1) + 0.272*Log(SocDev_all_otheri,t-1)
- 0.728 *Log(SocDev_comp,t-1) + 0.940*Log(Other_all_otheri,t-1) - 0.407 *Log(Other_compi,t-1)+
0.701*Log(Capitali,t-1) + ei,t-1

[3]

The following should be noted from equation [3]:
•

Coefficients in bold are statistically significant at the 10% significance level.

•

Together with private capital expenditure, non-compensation expenditure for the social development and other categories result in positive effects on provincial economic growth in
the long run. The largest contributor to provincial economic growth (gauged by the coefficient
magnitude) is non-compensation expenditure on the other category, followed by employment
and non-compensation expenditure on social development.

•

Compensation expenditure for the social development and other categories result in negative
effects on provincial economic growth in the long run.

•

Other variables were found to be statistically insignificant and hence have no effect on
long-run provincial economic growth.

The error correction terms are mostly positive and, where negative, either very small or statistically insignificant. This indicates that in the short run, none of the variables adjust to the long-run
relationship as shown by equation [3]. Further examination indicates that the system is not stable.
As with the baseline specification, at least one unit root is present, indicating that estimation in
first differences (i.e. short-run analysis) is more appropriate. The following are the statistically
significant short-run causalities.44
•

Non-compensation expenditure on “other” and private capital formation contribute towards
provincial economic growth (p-values of 0.100 and 0.034, respectively).

•

Non-compensation expenditure on the other category has an effect on the non-compensation
expenditure on education and social development (p-values of 0.006 and 0.067, respectively).

•

There are indications of short-run feedback effects from economic growth to non-compensation expenditure on other and health categories, as well as on private capital expenditure
(p-values of 0.004, 0.037 and 0.027, respectively).

•

Non-compensation expenditure on social development contributes towards non-compensation expenditure on health and on private capital (p-values of 0.055 and 0.075, respectively).

•

Employment contributes towards non-compensation expenditure on social development

43

Because just-identifying restrictions are necessary to identify the system, a zero restriction was placed on the employment

variable. None of the social expenditure variables were restricted because this project’s main focus is on the effect of these
variables on economic growth.
44

In the interests of brevity, statistically insignificant results are not reported. The VAR in first differences was found to be

stable with no unit roots present in the system.
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(p-value of 0.067), while private capital formation contributes towards employment (p-value
of 0.005).
•

There are no significant short-run causalities from any compensation expenditure to the
other variables.

3.5 Conclusion and Policy Recommendations
This project analysed and evaluated the effect of South Africa’s provincial social expenditure on
economic activity. For this purpose, a panel cointegration technique was applied to socioeconomic data and fiscal expenditure data on education, health, social development and other social
expenditure. The results of this project imply the following recommendations:
•

Evidence of a long-run relationship between social expenditure and economic growth for
South African provinces is limited. Hence, longer-term economic-growth powers seem not to
be well suited to the provincial level in South Africa. This is in line with past recommendations
made by the Commission, from research that implied economic-development powers are
well placed at the provincial level, while economic-growth powers could be better placed at
the municipal level.

•

There is evidence that expenditure on social development and other social expenditure contribute to provincial economic growth in the short run. This implies that provinces could
potentially constitute key role-players in socioeconomic development in South Africa and
justifies the NDP and NGP calls for provinces to adapt their drivers towards the achievement
of national policy objectives.

•

In the short run, economic growth has an effect on all of the social expenditure components.
Hence, provincial strategies geared towards socioeconomic development need to take into
account that higher economic growth is also necessary for higher social spending. Given
South Africa’s slow economic recovery and government’s expenditure reprioritisation efforts,
this result supports government’s efforts to moderate growth in social expenditure components over the medium term.

•

When social expenditure is decomposed into compensation and non-compensation expenditure, the results indicate that non-compensation expenditure on other social expenditure is
a significant contributor to short-run economic growth. On the other hand, compensation
expenditure has no effect on economic growth in the short run, thus providing justification
for government’s efforts to moderate the growth in the public sector wage bill. This finding
also provides some evidence that compensation expenditure is potentially a good candidate
for government’s expenditure reprioritisation efforts, at least in the short to medium term.

•

Private capital is an important contributor to provincial economic growth, particularly in
the short run. Therefore, provinces should create conditions that are conducive to private
capital investment. In addition, there does not seem to be any evidence of social expenditure
crowding out private capital investment.
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Appendix 1: Description of Education, Health and Social Development
Expenditure by Programme
Education by programme:
•

Administration

•

Public ordinary school education

•

Independent school subsidies

•

Public special school education

•

Further education and training

•

Adult basic education and training

•

Early childhood development

•

Auxiliary and associated services

Health by programme:
•

Administration

•

District health services

•

Emergency medical services

•

Provincial hospital services

•

Central hospital services

•

Health sciences and training

•

Health care support services

•

Health facilities management

Social development by programme:
•

Administration

•

Social welfare services:
- Administration
- Substance abuse, prevention and rehabilitation
- Care and services to older persons
- Crime prevention and support
- Services to persons with disabilities
- Child care and protection services
- Victim empowerment
- HIV and Aids
- Social relief
- Care and support services to families

•

Development and research
- Administration
- Youth development
- Sustainable livelihoods
- Institutional capacity building and support
- Research and demography
-Population capacity development and advocacy
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Appendix 2: Unit Root Test on Variables
Table 23: Panel Unit Root Tests on Variables used in Estimation
Transformation

Level

First difference

LLC

IPS

ADF

PP

LLC

IPS

ADF

PP

0.968

1.000

1.000

0.996

0.974

0.024

0.041

0.000

Compensation

0.711

1.000

1.000

0.489

0.582

0.006

0.013

0.000

Goods and Services

0.907

0.999

1.000

0.995

0.000

0.000

0.001

0.000

Transfers

0.504

0.993

0.999

0.999

0.001

0.001

0.002

0.000

Capital

0.412

0.710

0.816

0.108

0.000

0.000

0.000

0.000

0.917

1.000

1.000

0.984

0.945

0.014

0.029

0.000

Compensation

0.174

0.995

1.000

0.619

0.003

0.000

0.000

0.000

Goods and Services

0.848

1.000

1.000

0.985

0.003

0.000

0.000

0.000

Transfers

0.406

0.621

0.746

0.001

0.013

0.000

0.000

0.000

Capital

0.130

0.917

0.974

0.371

0.000

0.000

0.000

0.000

0.770

0.992

0.977

1.000

0.007

0.026

0.043

0.000

Compensation

0.140

0.845

0.387

0.683

0.000

0.000

0.000

0.000

Goods and Services

0.003

0.089

0.151

0.001

0.000

0.000

0.000

0.000

Transfers

0.933

0.667

0.775

0.627

0.249

0.014

0.027

0.000

Capital

0.021

0.365

0.431

0.002

0.000

0.000

0.000

0.000

0.886

1.000

1.000

1.000

0.000

0.000

0.000

0.000

Compensation

0.570

0.996

0.994

0.921

0.000

0.000

0.000

0.000

Goods and Services

0.790

0.999

1.000

0.977

0.015

0.000

0.001

0.000

Transfers

0.681

0.938

0.997

0.809

0.001

0.000

0.001

0.000

Capital

0.000

0.036

0.041

0.288

0.000

0.000

0.000

0.000

Deflator

0.691

1.000

1.000

1.000

0.489

0.027

0.070

0.001

Investment

0.987

1.000

1.000

1.000

0.006

0.040

0.061

0.047

Population

0.000

0.122

0.011

0.000

0.000

0.000

0.000

0.000

Employment

0.000

0.054

0.047

0.946

0.000

0.000

0.000

0.000

GVA

0.151

0.996

1.000

1.000

0.000

0.000

0.000

0.000

Unit Root Test
Variable
Education

Health

Social Development

Other

Notes: p-values reported in the table. LLC represents the Levin, Lin and Chu t-test for a panel unit root. IPS represents the Im, Pesaran and
Shin W-test for a panel unit root. ADF represents the Augmented Dickey-Fuller Fisher Chi-square test for a panel unit root. PP represents
the Phillips-Perron Fisher Chi-square test for a panel unit root. The null hypothesis for all of the panel unit root tests is unit root (i.e.
assuming an individual unit root process). Hence, all p-values less than 0.100 lead to the rejection of the null hypothesis.
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Appendix 3: Cointegration Analysis
Model 1 Specification
The first specification uses the following variables (in log form):Administration
•

Real GVA

•

Total expenditure on education

•

Total expenditure on health

•

Total expenditure on social development

•

Total expenditure on other

Table 24: Panel Cointegration Test
Data Trend

None

None

Linear

Linear

Quadratic

Test Type

No Intercept

Intercept

Intercept

Intercept

Intercept

No Trend

No Trend

No Trend

Trend

Trend

Trace

0

0

0

0

0

Max-Eig

0

0

0

0

1

Note: Selected at 0.05 level, number of cointegrating relations by model. Lags included: 2.

Table 25: Panel Granger Causality Results
Dependent variable: D(LGVA_REAL)
Excluded

Chi-sq

Prob.

D(LEDUCATION_TOT)

0.075

0.812

D(LHEALTH_TOT)

0.443

0.500

D(LSOCDEV_TOT)

4.972

0.022

D(LOTHER_TOT)

4.002

0.039

Excluded

Chi-sq

Prob.

D(LGVA_REAL)

3.223

0.065

D(LHEALTH_TOT)

0.316

0.674

D(LSOCDEV_TOT)

4.127

0.033

D(LOTHER_TOT)

0.883

0.400

Excluded

Chi-sq

Prob.

D(LGVA_REAL)

7.005

0.009

D(LEDUCATION_TOT)

0.776

0.411

D(LSOCDEV_TOT)

5.101

0.040

D(LOTHER_TOT)

0.001

0.981

Excluded

Chi-sq

Prob.

D(LGVA_REAL)

4.330

0.041

D(LEDUCATION_TOT)

0.445

0.657

D(LHEALTH_TOT)

0.021

0.870

D(LOTHER_TOT)

2.217

0.121

Dependent variable: D(LEDUCATION_TOT)

Dependent variable: D(LHEALTH_TOT)

Dependent variable: D(LSOCDEV_TOT)
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Dependent variable: D(LOTHER_TOT)
Excluded

Chi-sq

Prob.

D(LGVA_REAL)

5.564

0.020

D(LEDUCATION_TOT)

9.652

0.002

D(LHEALTH_TOT)

0.442

0.501

D(LSOCDEV_TOT)

1.993

0.176

Note: Values in bold indicate statistically significant causalities.

Model 2 Specification
The second specification uses the following variables (in log form):
•

Real GVA

•

Total expenditure on education

•

Total expenditure on health

•

Total expenditure on social development

•

Total expenditure on other

•

Total employment

•

Gross fixed capital formation

Table 26: Panel Cointegration Test
Data Trend

None

None

Linear

Linear

Quadratic

No Intercept

Intercept

Intercept

Intercept

Intercept

No Trend

No Trend

No Trend

Trend

Trend

Trace

1

2

1

0

0

Max-Eig

2

1

1

0

1

Test Type

Note: Selected at 0.05 level, number of cointegrating relations by model. Lags included: 2.

Table 27: Panel Cointegration Results
Variable:
LGVA_REAL

Cointegrating Eq:

Error Correction:

1

0.089*

0.105**

0.186871

LHEALTH_TOT

0.001

0.229

LSOCDEV_TOT

0.112

0.347

LOTHER_TOT

-0.128

0.772**

LEMPL

-0.500*

0.057*

LGFCF

-0.343*

0.432*

C

-0.112

LEDUCATION_TOT

Note: * and ** denote statistical significance at 1% and 5% level of significance, respectively.
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Table 28: Panel Granger Causality Results
Dependent variable: D(LGVA_REAL)
Excluded

Chi-sq

Prob.

D(LEDUCATION_TOT)

0.005

0.981

D(LHEALTH_TOT)

1.133

0.290

D(LSOCDEV_TOT)

4.348

0.036

D(LOTHER_TOT)

4.101

0.044

D(LEMPL)

0.373

0.925

D(LGFCF)

4.998

0.029

Excluded

Chi-sq

Prob.

D(LGVA_REAL)

2.233

0.187

D(LHEALTH_TOT)

0.576

0.502

D(LSOCDEV_TOT)

3.553

0.068

D(LOTHER_TOT)

0.333

0.614

D(LEMPL)

2.063

0.150

D(LGFCF)

0.179

0.677

Excluded

Chi-sq

Prob.

D(LGVA_REAL)

5.001

0.037

D(LEDUCATION_TOT)

0.494

0.546

D(LSOCDEV_TOT)

3.399

0.061

D(LOTHER_TOT)

0.000

0.996

D(LEMPL)

0.661

0.515

D(LGFCF)

0.511

0.486

Excluded

Chi-sq

Prob.

D(LGVA_REAL)

4.366

0.033

D(LEDUCATION_TOT)

0.097

0.771

D(LHEALTH_TOT)

0.045

0.930

D(LOTHER_TOT)

1.657

0.179

D(LEMPL)

2.005

0.165

D(LGFCF)

0.398

0.899

Excluded

Chi-sq

Prob.

D(LGVA_REAL)

4.112

0.039

D(LEDUCATION_TOT)

8.005

0.004

D(LHEALTH_TOT)

0.177

0.721

D(LSOCDEV_TOT)

1.558

0.289

D(LEMPL)

1.899

0.173

D(LGFCF)

1.638

0.182

Dependent variable: D(LEDUCATION_TOT)

Dependent variable: D(LHEALTH_TOT)

Dependent variable: D(LSOCDEV_TOT)

Dependent variable: D(LOTHER_TOT)

Table 28 continued on page 92.
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Dependent variable: D(LEMPL)
Excluded

Chi-sq

Prob.

D(LGVA_REAL)

3.001

0.072

D(LEDUCATION_TOT)

0.022

0.715

D(LHEALTH_TOT)

3.998

0.054

D(LSOCDEV_TOT)

5.765

0.010

D(LOTHER_TOT)

0.572

0.422

D(LGFCF)

8.564

0.004

Excluded

Chi-sq

Prob.

D(LGVA_REAL)

6.167

0.011

D(LEDUCATION_TOT)

0.117

0.769

D(LHEALTH_TOT)

0.976

0.310

D(LSOCDEV_TOT)

4.655

0.037

D(LOTHER_TOT)

0.661

0.387

D(LEMPL)

1.879

0.189

Dependent variable: D(LGFCF)

Note: Values in bold indicate statistically significant causalities.
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CHAPTER 4

Managing The Provincial Wage Bill To Contain
Fiscal Stress And Build A Capable State
Nomonde Madubula and Ghalieb Dawood

4.1 Introduction
In the past,45 the Commission has highlighted the risk to fiscal sustainability posed by the potentially negative impact on service delivery of the rapid rise in the public sector wage bill relative to
expenditure on complementary inputs required to deliver services effectively. The public sector
wage bill has consistently constituted the largest component of the government’s current expenditure. Reasons for this are varied: annual cost of living adjustments coupled with promotion
and job regrading; the increase in employee head-count; the introduction of the occupation-specific dispensation (OSD46); poor internal controls (poor management of the antiquated personnel
salary (PERSAL) system); a lack of critical skills resulting in head-hunting, which is often expensive;
appointments made without proper planning and budgeting, and poor organisational design
(strategic plans not aligned with organogram); policies initiated at the national level with insufficient regard to the enormous financial implications for provincial administrators; the equalisation
of service conditions (salary increases for low-income earners); and the influence of trade unions
on the outcome of wage-bargaining agreements, coupled with weak management.
On the one hand, provincial governments are responsible for remunerating their employees for
conditions of service, which are centrally determined through collective bargaining and over
which provinces have no control. On the other hand, in contrast to collective bargaining that is
centralised within the national sphere, budgeting for personnel costs is decentralised to provincial
departments as part of their allocations received through the provincial equitable share (PES).
This disjuncture – between the setting of wage levels at the national level and the budgeting for
personnel costs at the provincial level – is sometimes perceived as encouraging fiscal irresponsibility on the part of provinces. However, for provinces, the PES is also considered inadequate
to cover the full carry-through cost of remuneration decisions taken at the national level. Furthermore, national initiatives such as OSD may be implemented in widely varying ways across
provinces, contributing to personnel spending pressures.
A key determinant of progress in managing personnel expenditure is the ability to achieve an
efficient mix of spending on personnel, capital, and goods and services (National Treasury, 2012).
Without this balance, service delivery will be compromised – for example, there could be teachers

45

For example, in its Submission on the 2010 Medium Term Budget Policy Statement (FFC, 2010), the Commission raised

concerns about the rising personnel budgets, and indicated the risk of creating perverse incentives by rewarding provinces
that fail to contain their personnel expenditures through increasing their budget allocations.
46

The OSD emanated from the resolution taken in 2007 by the Public Service Coordinating Bargaining Council, introducing

a new dispensation of revised salary structures that are unique to specific skilled occupations such as educators, health
professionals and certain categories of professionals. The aim of the OSD is to improve the government’s ability to attract and
retain skilled employees through improved remuneration.
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but no learner support materials, medical personnel but no medicines, etc. Furthermore, even
within personnel expenditure an appropriate skills mix is needed – a balance between core
frontline delivery staff and support staff – as well as appropriate allocation of posts among head
offices, district/regional offices, and delivery institutions (such as clinics and schools).
This chapter examines the underlying drivers of the growth of the provincial wage bill in relation
to increases in staff numbers, vacancy rates versus scarce skills, value for money (commensurate
with productivity), and complementary inputs (such as textbooks or medicines).

4.1.1 Problem Statement
Provincial governments employ a large majority of public sector employees who are funded
directly from the PES. In 2011/12 alone, the PES was adjusted upwards by R3.2 billion to cover
the higher-than-budgeted wage agreements. For the 2012 Medium Term Expenditure Framework
(MTEF), provinces have received about R3.3 billion more, of which 70 per cent is earmarked for
the provincial wage bill, leaving less than R1 billion to deal with other expenditure pressures
(FFC, 2012). Despite additions to the baseline to accommodate provincial wage bill increases, a
province-by-province analysis, from the section 32 reports in terms of Public Finance Management Act (PFMA), indicates that provinces will probably still overspend on personnel.
Increases in the provincial wage bill are a major cause for concern as they tend to be a first charge
on budgets, which could seriously compromise service delivery (FFC, 2012). These personnel
budget pressures coexist with huge public sector vacancy rates, a generally inappropriate mix
of frontline versus back office staff and low productivity concerns. This suggests that expanding
the provincial public sector wage bill may further divert resources from other critical expenditure
items, to the detriment of service delivery. Uncontrolled staff costs and inappropriate personnel
mix may crowd out other necessary expenditure items, such as complementary inputs, thereby
adversely affecting productivity and the quality and impact of social public spending. That by
implication is both fiscally and politically unsustainable.
This raises questions about what lies behind the observed increases in the wage bill, including:
•

Are these increases because of increases in staff establishments and/or employment head-count?

•

Are these increases a result of increases in the existing vacancy rates or of an inappropriate
mix of skills (for example between skilled and unskilled personnel and between frontline and
back office personnel)?

•

Are the increases in personnel spending commensurate with increases in productivity?

4.1.2 Objectives of the study
The specific objectives of the study were to:
•

Evaluate the increases in the public sector wage bill as a result of staff establishment.

•

Analyse the share of administration versus professional staff in order to understand the
personnel mix.

•

Evaluate the increases in the public sector wage bill and the productivity of the personnel
employed.
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•

Make recommendations on control measures that need to be in place to ensure contained
and productive personnel expenditure.

4.2 Legislative, Policy and Budgeting Arrangements Influencing the
Public Sector Wage Bill
4.2.1 Legislation and Policy
In line with constitutional principles, certain legislation and policies govern matters relating to
the public service administration. In addition to labour legislation regulating the private sector,47
legislative frameworks specific to the civil service include the Public Service Act (South Africa,
1994) and the Public Service Amendment Act (South Africa, 2007). The latter provides mainly for
the organisation and administration of the public service, and clearly states the responsibilities of
the Minister of Public Service and Administration. These include establishing norms and standards
related to public service functions,48 which are all subject to the Labour Relations Act and any collective agreement. The Public Service Regulations (South Africa, 2001) regulate in detail persons
employed and institutions governed in terms of the Public Service Act. They stipulate that, when
determining a public service employee’s salary, available funding, the employee’s performance,
recruitment and retention of appropriate skills, collective agreements and job evaluations need
to be taken into account. The regulations also prescribe a time frame for filling funded vacant
posts: once advertised, funded posts must be filled within a year. The Public Service Act does not
explicitly contain any consequences for non-compliance, apart from stating that, if a department
fails to comply with the regulations, reasons for non-compliance need to be recorded in writing.
Further, recognising that provincial departments are legal entities in their own right, the Public
Service Act and the Public Service Amendment Act transferred the executing authority to ministers
(in the case of national departments) and to Members of Executive Councils (MECs) for provincial
departments. However, concerns were raised when the Public Service Act was passed: (1) the Act
gives considerable personnel powers to ministers and MECs, which could lead to circumstances
where senior officials, mindful of their job security, pander to the needs of their political superiors
and compromise, at the expense of rational policy decisions; (2) the powers of the provincial
director-general are reduced (Cameron and Tapscott, 2000); (3) entrusting ministers and MECs
with personnel appointments may create an incentive for purging existing officials and putting in
place a new management team every time a new Minister or MEC takes office. This disruption in
the political–administrative interface would have a very negative impact on a department’s ability
to deliver services.
Besides these arguments, Fifield (2008) notes the functions of the Minister of Public Service
and Administration as stated above and those of the executive authorities (MECs, premiers and
ministers), which include organisational structure, appointments and promotions. With the ap-

47

Labour Relations Act (1995), Basic Conditions of Employment Act (1997), including Amended Basic Conditions of Employ-

ment Act (2004).
48

Organisational structures, conditions of service, public sector reform and other related matters.

Back to contents

Submission for the 2014/15 Division of Revenue //

95

CHAPTER 4

propriate delegations from their executive authority, heads of departments can also establish
departmental policy on human resources management.
The regulatory framework for human resource management laid out in the Public Service Regulations should be read with the Public Finance Management Act of 1999 (PFMA) and its regulations
(South Africa, 1999). These require the Accounting Officer to establish a system of controls to
ensure that any human resource decisions with financial implications are affordable in terms
of the department’s budget. Enforcing this regulatory framework is crucial for those provincial
departments that spend beyond their established approved employment structures or funded
vacancies, to ensure that spending on employees’ compensation is consistent with approved
budget plans. This is because these expenses are mainly driven by the province’s own decisions.
In line with the legislation currently in place (e.g. PFMA), accounting officers must be held accountable where these powers have been delegated to them.
Tensions with the PFMA are created when executing authorities have not delegated human resource
functions to their accounting officers. Under the PFMA, accounting officers are held accountable for
personnel spending over which they have little control. Accordingly, the National Development Plan
(NDP) has proposed that the Public Service Act be amended to locate human resource management with the accounting officer (departmental head), which would both resolve this tension and
expedite the filling of vacant posts by streamlining the appointment process (NPC, 2012).

4.2.2 Public Sector Wage Bill and Financing
South Africa has not been immune to public sector pay and employment pressures. In fact, as far
back as 1995 South Africa was among the world’s biggest spenders on public service salaries,
the second highest of the 17 countries that fall within the World Bank’s middle-income category
(Cameron and Tapscott, 2000). Since then, personnel expenditure as a proportion of total budget
has increased. The challenge facing South Africa is not the size of the public service as such but
rather the affordability of public sector employment (Cameron and Tapscott, 2000). The Presidential Review Commission noted that the salary issue is often confusing: on the one hand departments constantly refer to the failure to attract high calibre skills due to poor salaries, while on the
other hand salaries are growing constantly (PSC, 1998).
The public sector wage bill has escalated over the past ten years, accelerating above-average
inflation (Pillay, 2010). If this trend continues, the wage bill may potentially crowd out other expenditure items also needed to deliver public services. OSD's introduction is a reason cited for
this trend. Higher-than-budgeted wages could have negative effects on the fiscus because of the
carry-through effects over the MTEF period that may become unsustainable (Pillay, 2010). This
has the potential to undermine the government’s ability to fulfil its mandate of service delivery
provision. To address this, some of the measures that can be explored include: the need to link
salary negotiations with wage growth and productivity; the impact of the rising wage bill; and
the need for government and trade unions to discuss putting in place performance management
and rewards systems, which aim to improve the efficiency, effectiveness and quality of the public
services (Pillay, 2010).
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4.2.3 Public Sector Wage Bill and Staffing
The Organisation of Economic Cooperation and Development (OECD) considers the proportion of
the labour force working for government as one indicator of how public services are delivered in a
country and an important factor that determines the costs of service delivery (OECD, 2011). A large
proportion of the labour force working for government could also crowd out private sector employment. Lindauer and Nunberg (1994) argue that most governments tend to expand on employment even when in fiscal crisis, for reasons that include: employment guarantees for graduates,
a rapidly growing labour force, rising urban unemployment, macroeconomic crisis effects, and
political pressures that are often compounded by the election of a new administration. The latter
would rely on their power of appointment to reward supporters, as a form of loyalty, which often
results in excessive political patronage.
In the South African context, bargaining councils have been the pillar of collective bargaining. The
rise in the number of workers covered by bargaining councils was largely driven by the introduction of public sector councils: during the first decade of democracy, bargaining council coverage
rose rapidly in the public sector, while the private sector saw an erosion of coverage (Bhorat et al.,
2009). The expansion of the public sector wage bill is closely associated with trade unionisation:
about 76 per cent of public sector workers only 24 per cent of private sector workers belong to a
trade union. Furthermore, over the past decade government employment has grown, while employment in the agriculture, mining and other primary sectors has fallen (Prophet Analytics, 2012).
South Africans are twice as likely to be employed in the public sector compared to 40 years ago,
while more people are receiving social welfare grants than are employed (UASA, 2012).

4.2.4 Public Sector Wage Bill and Administrative Inefficiencies
The Auditor-General (AGSA, 2000) found some severely inadequate internal controls over the
compensation of public servants:
•

Payments were made to deceased staff members, and salary payments were not cancelled
on time, resulting in overpayments.

•

Payments were not cancelled timeously after the termination of service and were therefore
not effected on time in the PERSAL system.

•

The non-integration of the PERSAL system meant that multiple appointments could be made,
allowing staff members to be appointed and paid by more than one department.

•

Staff members over the age of 65 were still employed by provincial departments.

•

State guarantees of staff members who had resigned were often not covered.

•

Some users could enter and approve their own transactions on the PERSAL system.

•

In some instances, authorisation was not required either for the creation or cancellation of
posts.

•

Duplicate payment systems existed for staff members with the same identity or PERSAL
number.

•

Controls were not in place to ensure that service terminations were processed within a reasonable time in order to prevent double payment.

•

The reliability and integrity of data on the PERSAL system was questionable because of shortcomings regarding the validation of system-generated identity numbers.
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The Auditor-General made recommendations on corrective measures to be taken to remedy
these shortcomings to the accounting officers, National Treasury, and national and provincial
departments. Subsequent reports by the Auditor-General indicate that various systems were implemented to address those shortcomings. However, the reports do not state whether actions
were taken against the accounting officers and heads of departments responsible. Furthermore,
an investigation into provincial departmental operations uncovered extensive administrative
malpractices, poor delegation and coordination, as well as the employment of large numbers
of supernumeraries and fictitious or ghost employees (Cameron and Tapscott, 2000). Another
major impediment to the implementation of policies at the national level is the absence of policy
analysis skills and practices, which are essential for improving performance. These findings clearly
indicate that increases in the public sector wage bill are further intensified by inefficiencies in the
administrative processes.

4.2.5 Public Sector Wage Bill and Productivity
Since the late 1990s, public sector wages have been a point of contention between the government and trade unions. In July 2012, for the first time, the government and trade unions reached
an agreement, which stipulates in advance the annual increase (inflation rate plus one per cent)
to be received by public sector workers for the years 2013–2015, thus introducing an element of
stability to public wage growth. This wage settlement was a victory for the negotiation process.
However, issues of sustainability cannot be ignored. Unless the one per cent increase is accompanied by a similar increase in productivity, the public sector wage bill to government expenditure
ratio will deteriorate because of higher labour costs (Morton and Blair, 2012).
According to international literature, a number of productivity measures can be used, and their
feasibility is often determined by the data available. The most common ones are (a) single factor
productivity of labour or capital, based on value added or gross output; and (b) multi-factor productivity based on a combination of labour and capital (OECD, 2001). Public sector productivity
in South Africa has not been extensively researched. Recent attempts to measure productivity
by Prophet Analytics (Sapa, 2011) and especially Adcorp (2011) raised serious methodological
questions regarding the measure and the approach adopted. Nevertheless, both estimations
suggest that public sector productivity is significantly below private sector productivity.
Typically, a real increase in wages would be expected to be accompanied by an increase in productivity. A more productive public sector would reduce the percentage of total expenditure spent
on personnel, through a slowdown in the growth of personnel numbers over time. However, over
the years personnel numbers have in fact increased steadily, reaching over one million employees
(National Treasury, 2013).
Despite recession in 2009 and tepid recovery in 2010, real wages in South Africa continued to
increase rapidly, outpacing the growth in labour productivity (Klein, 2012). This misalignment of
real wages and labour productivity reflects the outcomes of the collective bargaining framework,
which not only contributes to the weak link between pay and productivity but also reduces the
responsiveness of real wages to business cycle fluctuations.
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Labour laws in South Africa limit the ability of government departments to scale down employment
when necessary in the short term. Technological advances and streamlining business processes
(such as the computerisation of certain processes in key sectors like education and health) could
enable costs to drop over the medium to long term through, for example, reallocating redundant
staff to existing vacant posts elsewhere. Doherty and Gilson (2011) found that hospitals could
significantly reduce waiting periods and cut overtime by simply reorganising the flow of work and
organisational processes.

4.2.6 Public Sector Wage Bill and Reforms
Increases in the public sector wage bill have been a contentious issue not only in South Africa but
also internationally. Sustainable government pay and employment policy reforms are needed. In
the South African case, the reforms started when the PRC was formed in 1998. Its mandate was,
among other things, to conduct an internal audit and review of the organisational component
of each sphere of government, covering objectives, functions, staffing and financing, followed
by recommendations for the operation, transformation and development of the public service,
towards a culture of good governance. The review (PSC, 1998) indicated that, despite progress
made, some concerns remained, including the slow pace of transformation, the lack of a clear
vision for change, the lack of effective leadership, ineffective strategic management, and a lack of
planning and budgeting.
The PRC concluded that, in principle, the huge number of public officials was not justified, given
the resources available and the priorities that the government needs to address. Furthermore,
the PRC noted that high public sector employment, especially at low skills levels, and the mechanisms for retrenching and redeploying staff make keeping within the budgetary constraints of
the wage bill exceedingly difficult. It recommended rationalising departments in order to meet
service delivery needs. Public service salaries are relatively competitive with the private sector
in most occupations apart from technical and specialist positions (e.g. engineers, doctors and
information technology personnel). The PRC’s recommendations included the need to rationalise
departments, so as to be able to meet service delivery needs.
In the 2013 State of Nation Address, the President announced the establishment of a new Presidential Remuneration Commission, which is tasked with investigating the conditions of service
and remuneration of civil servants and make recommendations on how to achieve an efficient,
accountable public service for improved service delivery. The National Planning Commission
(NPC) states that the government will reform the public sector through reskilling public sector
employees (so as to improve on general competency skills). Those public officials who do not
fulfil their requirements or responsibilities will be relieved through labour laws currently in place.
Further, according to the NPC, these public sector reforms will be governed by frameworks
(quality, quantity and oversight) which are currently lacking.
Performance-oriented management, which needs to be related to performance and rewards,
is a strategy used in OECD countries that implemented public administration reforms aimed at
increasing efficiency and quality of service delivery (OECD, 2009). Nunberg (1994) argues that
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civil service reforms must recognise that a well-performing government sector is an important
ingredient in restoring economic growth, and that a rational system of pay and employment of
government employees is vital in achieving this goal.
In 2009 the United Kingdom’s public sector wage bill accounted for about 281 billion pounds sterling
(or nearly a third of government expenditure), and public expenditure cuts were envisaged. Bozio
and Disney (2010) proposed strategies and policy options that government could follow to contain
or reduce the public sector wage bill. These strategies included cutting salaries, reducing the size
of the workforce, and reforming public sector pensions. However, each of these policy options
had disadvantages. For instance, reducing pay levels over long periods could result in a drop
in average skills levels and subsequent inefficiencies in delivering public services. Furthermore,
reducing the size of the workforce tends to be very costly. Lastly, cuts to public sector pensions
may be a viable option, as public pensions are more generous than in the private sector. However,
reforming pensions may save costs in the long term, with the reduction in public liabilities, but
will not reduce spending in the short term (Bozio and Disney, 2010). For each of these strategies,
there are trade-offs, and caution needs to be exercised to ensure a balance is struck between
short-term and long-term savings/costs.

4.3 Research Methodology
4.3.1 Data
Audited fiscal data for provinces were sourced from various editions of Provincial Budgets, as well
as Provincial Budgets and Expenditure Reviews (www.treasury.gov.za/publications/igfr).

4.3.2 Research Methods
The research covered the following areas:
•

Data on public sector wage bill vs. employment, vs. vacancy rates vs. skills, in relation to the
total sector wage bill.

•

Data analysis of the share of frontline versus administrative personnel, to ascertain the
portion that is distributed in these categories.

•

Status quo analysis of existing budget, allocation and funding arrangements, capturing
budget and expenditure patterns (where analysis on budget and expenditure patterns has
been conducted), to assess trends in personnel budgets and expenditures.

•

Aggregate spending trends for the public service focusing on the public sector wage bill
(national and provincial), excluding local government and state-owned enterprises.

•

Practical case studies from previous research, to support the situational analysis of personnel
funding in South Africa.

•

International review of personnel funding and the public sector wage bill, as a benchmark,
to compare (crowding out effects and trends) to the South African case, and to identify any
lessons that can be learnt.
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4.4 Findings
This section examines the public sector wage bill data and assesses the key drivers typically used
to explain the upward spiral of total personnel costs. The assessment focuses on the interaction
of the wage bill in four areas: personnel numbers, staff mix, productivity and salary notches. At
a provincial level, the departments of education and health are looked at, as these departments
have proportionately larger personnel budgets compared to other provincial departments. Health
and education are labour-intensive in nature, and so any adjustments related to personnel will
have a far greater effect than in other sectors.

4.4.1 Status Quo in Relation to the Public Sector Wage Bill
Over a six-year period, the total wage bill for the three spheres of government more than doubled,
from R140 billion in 2003/04 to R290 billion in 2009/10. In relation to total government expenditure, the total wage bill amounted to 43 per cent in 2003/04, with a marginal decrease to 39 per
cent in 2009/10. The MTEF projections show an increase to 41 per cent in 2012/13.

Table 29: Composition of the Wage Bill by Sphere (2003/04–2012/13)
Average
2003/04

2009/10

Share of Total
Wage Bill

Real Annual Growth

National

38.5

75.28

27%

6%

Provincial

80.85

171.21

57%

7%

Local

21.58

44.68

15%

7%

TOTAL

140.95

291.17

43%

39%

Rand (billion)

Wage bill as share of
Total expenditure

Source: National Treasury database, Commission’s calculations.

On average, the provincial sphere accounts for more than half (57 per cent) of the total wage bill,
followed by national government at 27 per cent and local government at 15 per cent. Between
2003/04 and 2009/10, the real wage bill increased by an average of 6.85 per cent annually.
National and provincial government have a staff component of over a million employees under
the Single Public Service initiative, with provinces employing about 73 per cent of all government
employees49 (National Treasury, 2012).
Figure 7 illustrates personnel expenditure as a proportion of total expenditure by sphere between
2003/04 and 2012/13. Provincial government spent by far the most on personnel, with the proportion of total provincial expenditure increasing from 50 per cent in 2003/04 to 58 per cent
in 2012/13. A substantial upwards adjustment for provincial government, from 46 per cent in

49

The creation of a single public service came out of a cabinet decision on 31 May 2006 and culminated in a legislative process

to align and harmonise the operations of the three spheres of government. The objectives of the new model are to facilitate
the mobility and deployment of public officials between spheres, standardise the work conditions, have uniform norms and
standards for human resources, and create single service delivery points for citizens to access government services.
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2005/06 to 58 per cent in 2006/07, resulted from underspending on non-recurrent expenditure
items. For national and local spheres, average marginal reduction in national and provincial ratios
occurred from 2006/07 through to 2012/13.

Figure 7: Personnel Share by Sphere

Source: National Treasury, Commission’s calculations.

The functions assigned to each sphere are an important determinant of the magnitude of the
personnel to total expenditure ratio. For example, national government makes policy and is
typically not directly involved in service delivery (except for defence, justice cluster and home
affairs etc.), and therefore would not be expected to spend the same proportion on salaries
compared to provincial and local government.
Nevertheless, despite being assigned the labour-intensive education and health functions, the
point to consider is whether provincial government is spending more of its total budget on
personnel expenditure than it should. In 2011/12 health and education combined accounted for
86 per cent of the provincial wage bill. The results from the status quo assessment show that, in
the current economic environment, the growth in the real wage bill may be difficult to sustain. If
the real wage bill continues to increase at the same pace, the share of spending allocated to social
and economic priorities such as infrastructure and social security may be affected. The growth of
the wage bill also coincided with a significant increase in the net loan debt, from R474 billion (36.8
per cent of GDP) in 2003/04 to R1.2 trillion (38.6 per cent of GDP) in 2012/13. Of concern is the
possibility that a failure to contain the wage bill could lead to increased inflation.

4.4.2 Factors Driving Rising Wage Bill
As mentioned, in a six-year period the total wage bill for the three spheres of government more
than doubled. This section provides an overview of the possible cost drivers of this increase.

4.4.2.1 Employment Head Count
The government plays an important labour-absorptive role in the economy, especially during
economic downturns, when employment remains relatively stable in the public sector but
generally declines in the private sector. The stabilising effect of government in the labour market
can moderate the recessionary effect on the economy through maintaining consumption levels.
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As Table 30 shows, between 2004/05 and 2011/12 the total number of public posts increased
by an annual average of five per cent for education, and six per cent for health. In 2011 the total
headcount was nearly half a million for education, and 329 253 for health. While permanent staff
comprised almost 90 per cent of the total staff complement in 2011/12, since 2004/05 both departments substantially increased the number of contract and abnormal appointments.50 Contract
employees increased, on average, by 50 per cent per annum for education and 38 per cent for
health. A similarly dramatic average annual increase was seen in abnormal appointments for
education (96.5 per cent) and, to a lesser extent, health (23 per cent).

Table 30: Total Posts Filled by Main Provincial Sector (2004/05–2011/12)
2004/2005
Education

Health

2011/2012
Education

Health

Avg Annual Growth
Education

Health

Head count
Permanent

340 544

215 533

440 467

284 867

4.19%

5%

Contract

2 843

7 864

13 021

28 794

51.14%

38%

Abnormal

3 873

5 063

30 053

13 288

96.57%

23%

Other

21 280

3 223

14 266

2 304

-4.71%

-4%

Total

368 540

231 683

497 807

329 253

5.01%

6%

Permanent

92%

93%

88%

87%

Contract

1%

3%

3%

9%

Abnormal

1%

2%

6%

4%

Other

6%

1%

3%

1%

Percent of Total

Source: DPSA (2012); the Commission’s calculations

The substantial increase in contract and abnormal staff suggests that education and health departments are adopting a strategy to expand the skills set of its workforce in the short to medium
term by using the flexibility and less onerous labour provisions that govern these positions.
There has been a significant increase in the number of additional posts filled between 2003/04
and 2011/12, with the growth for health being more pronounced, at an annual average of 38 per
cent. In absolute terms, education employed almost three times more permanent staff (19 519)
than health (7 882). However, of concern is the number of temporary posts created in education,
which amounted to roughly 54 000 in 2011/12, having increased by about 12 000 over the seven
years.

Table 31: Posts Filled Additional to Approved Staff Establishment
2002/2003

2010/2011

Avg Annual Growth

Permanent

Temporary

Permanent

Temporary

Permanent

Temporary

Education

11 422

41 995

19 519

53 954

9%

4%

Health

1 954

1 192

7 882

1 321

38%

1%

Total

13 376

43 187

27 401

55 275

13%

3%

Source: DPSA (2012), the Commission’s calculations.

50

Abnormal appointments are positions that are filled which are not part of the approved organisational organogram
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These unfunded additional posts are a drain on the fiscal resources of departments because
resources have not been allocated as part of established organogram structures. Departments
establish these posts for operational reasons, when additional functions or support are needed,
but they are not aligned with their organograms.

4.4.2.2 Staff mix
As yet, government does not have an agreed way of clearly demarcating administrative versus
frontline staff. Typically, frontline staff are directly involved in activities or processes related to
the beneficiaries of public goods or services, whereas administrative (or back office) staff support
services that help frontline staff and ensure that the organisation operates seamlessly. The combination of frontline and administrative employees may vary from sector to sector. Although rarely
directly involved in service delivery, managers are not considered to be back office staff, as they
are supposed to play a strategic role.
Table 32 shows the staff mix for provincial education departments. Employees falling into employment levels 1–5 are defined as lower, levels 6–12 as middle, and 13–16 as senior level staff.

Table 32: Staff Mix of Provincial Education Departments
(2003/04–11/12)51
EDUCATION
Provinces

2003/’04

2011/12

Low:
Middle

Low:
Senior

Middle:
Senior

Low:
Middle

Low:
Senior

Middle:
Senior

Eastern Cape

0.16

161.48

995.0

0.20

242.95

1 237.13

Free State

0.27

231.04

851.3

0.27

155.34

573.50

Gauteng

0.20

187.47

921.0

0.29

176.84

618.09

KZN

0.22

184.17

828.4

0.26

300.45

1 163.68

Limpopo

0.08

124.62

1 529.1

0.07

56.66

854.44

Mpumalanga

0.16

206.10

1 257.2

no info.

no info.

no info

Northern Cape

0.34

155.27

454.7

0.28

79.79

285.03

North West

0.20

209.71

1 053.9

0.14

88.88

657.27

Western Cape

0.19

140.49

734.5

0.2

150.73

630.73

Average

0.20

177.82

958.3

0.2

156.45

752.48

Source: DPSA (2012), Commission’s Calculations.

The most significant movement over time is the ratio of middle to senior management, which
between 2003/04 and 2011/12 declined from 958 to 752 middle employees per one senior
manager. This implies that overall senior management is growing faster than middle employees,
although the picture varies from province to province. Limpopo had the most significant decline,
going from 1 529 to 854 middle-level employees per one senior manager in 2003/04−2011/12.
Compared to the average, Eastern Cape is not employing enough senior managers, whereas the
Northern Cape has too many senior managers for the number of middle-level staff employed.

51
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No information on staff mix was available for the Mpumalanga Department of Education in 2011/12.
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However, definite conclusions are difficult to draw because no benchmark exists. Furthermore,
comparing averages is a crude indicator, since the appropriate managerial numbers would depend
on a number of other factors such as the specific delivery model being employed by the respective provincial departments. Table 33 shows the staff mix for the provincial departments of health
for 2003/04 and 2011/12.

Table 33: Staff Mix of Provincial Health Departments (2003/04–11/12)
HEALTH
Provinces

2003/’04

2011/12

Low:
Middle

Low:
Senior

Middle:
Senior

Low:
Middle

Low:
Senior

Middle:
Senior

Eastern Cape

1.23

156.08

126.88

1.12

69.36

61.72

Free State

1.21

80.21

66.09

1.20

41.64

34.56

Gauteng

1.41

97.46

68.88

1.35

28.57

21.16

KZN

1.63

232.54

142.62

1.89

77.28

40.83

Limpopo

1.41

215.07

152.87

1.49

72.48

48.48

Mpumalanga

1.49

294.70

198.22

1.43

88.50

62.07

Northern Cape

1.29

132.42

102.84

1.18

37.69

31.98

North West

1.63

291.53

179.18

1.41

78.29

55.45

Western Cape

1.11

120.75

108.38

0.97

21.88

22.59

Average

1.38

180.08

127.33

1.34

57.30

42.09

Source: DPSA (2012), Commission’s Calculations.
Between 2003/04 and 2011/12, the ratio of lower-level staff to senior management and middlelevel staff saw major shifts. The rapid increase in the number of senior management is driving
down both ratios in all provinces. Gauteng (21) and Western Cape (22.6) have the lowest ratio of
middle employees to senior management, suggesting that senior managers have fewer middlelevel employees to supervise compared to other provinces, and have significantly expanded senior
management personnel for health services. KwaZulu-Natal is also noteworthy, where in 2003/04
one senior manager was overseeing 142 middle-level employees, compared to only 40 in 2011/12.
For health and education, the ratio of low-level to middle-level employees has remained relatively
stable over time. This suggests that lower-level and middle-level staff operate in a proportional
way. If the mix between lower-level and middle-level staff is optimal, any change in lower-level
staff numbers will require a proportional adjustment to middle-level staff to keep the staff mix
unchanged. Although comparing staff mix between education and health is problematic, the
number of senior management employed in education does appear to be less than desirable.
The likelihood of improving service quality and staff productivity increases when more senior
managers are employed for the same number of middle managers. Further work in these areas
is required to determine appropriate normative benchmarks, differentiated according the specific
sector, the delivery model employed, service mix and quality, and access norms.

4.4.2.3 Salary notch upgrades and promotions
Typically, when posts are upgraded, the skills set required to function optimally in that position is
increased, and hence the requisite salary associated with that post is also increased to a higher
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salary band or notch. The converse is true when posts are downgraded. In 2004/05 net upgrades
in education amounted to 7 500,52 and thereafter remained negligible, apart from 2009/10. For
health, net upgrade of posts started off at 1 200 in 2003/04 and then remained steady at around
750, until declining to 154 in 2011/12. Net upgrades imply that additional resources are put aside
to fund the higher levels of pay associated with those upgraded posts. Both sectors have managed
to keep the number of upgraded posts under control in the past few years.

Figure 8: Net Upgrades of Posts – Provincial
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Source: DPSA (2012), The Commission’s Calculations.

It is important is to monitor closely the low levels of net upgrades to avoid the costly effect
of unsustainable net upgrades. Until 2008/09, the number of employees promoted to another
salary notch declined significantly for education and health, and then increased in 2009/10, after
the conclusion of the OSD agreement. The dispensation guaranteed a three per cent increment
between notches and grade promotion every two years, subject to meeting performance targets.

Table 34: Promotions
2003/2004

2009/2010

Education

Health

Education

Health

Promotion to Another Salary Level

16 155

2 554

469 329

27 766

Promotion to Another Salary Notch

286 968

145 779

353 561

100 088

Source: DPSA (2012), The Commission’s Calculations.

While promotions to another salary level rose steeply, especially for education, the figures should
be interpreted with caution given the quality of data provided by provinces. Nevertheless, pay
progression through salary and notch increases have contributed significantly to the increase in
the salary bill in education and health.

52

Net upgrade of posts is defined as the difference between the number of posts upgraded and the number of posts down-

graded in a particular financial year.
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4.5 Conclusion
The rising provincial public sector wage bill in South Africa is a complex issue. Reasons for the
increase range from annual cost of living adjustments coupled to promotion and job re-grading,
an increasing government employee population, the introduction of OSD, vital skilled posts not
filled (leading to the appointment of contract workers and appointments being made without
proper planning and budgeting), and poor organisational design. The analysis suggests that, in
South Africa, increases in the wage bill do not necessarily result in an increase in productivity,
which is inconsistent with the international literature. This implies that other factors could play an
important role in moderating the effects of personnel spending on productivity. These include the
collective bargaining process, which often results in higher salary increases than those assumed
in the budget negotiations; poor supervision and management of frontline staff; and a lack of complementary equipment, supplies and infrastructure. Based on the econometric analysis carried
out by the Commission, expenditure on employee compensation at the provincial level has no
statistically significant effect on economic growth in the short term. The implication of this finding
is that personnel expenditure could be reduced as part of fiscal consolidation without necessarily
compromising economic growth.
This has to be balanced against the fact that provinces typically spend in areas such as health
and education, which contribute both to long-term growth and broader social development. As a
result, productivity increases within the existing quantum of personnel expenditure is also vital
(e.g. by achieving a more appropriate skills mix), as well as the possible need to redirect funds
from personnel expenditure to complementary inputs, such as equipment and infrastructure, to
raise overall productivity. This implies that policy adjustments should not only be restricted to
personnel management and performance-based measures, but should also include exercising
effective accountability, financial management, organisation reform, and adherence to monitoring
mechanisms.

4.6 Recommendations
With respect to the provincial public sector wage bill, the Commission recommends that:
• A transition over the medium to long term is required, towards a more appropriate balance
between the wage and non-wage components of provincial budgets for social spending (starting
with education and health). This should be in the form of national sector departments setting a
norm or ratio of frontline versus administrative staff to total expenditure per sector and/or by
specific occupational categories, and developing accurate and up-to-date management information systems to monitor employee compensation expenditure against those norms
•

When human resources functions have been delegated to them, accounting officers are
required to adhere to agreed staff establishment norms when filling posts. This requirement
must be enforced through existing regulations and performance agreements. Furthermore,
each accounting officer must be held accountable for establishing effective personnel
spending controls, ensuring up-to-date and credible personnel information to act as an early
warning, and for taking prompt corrective action when necessary.

•

The capability of human resource functions within provincial line departments – to cost and
budget for staff establishments, establish the necessary control systems, respond to Auditor-

Back to contents

Submission for the 2014/15 Division of Revenue //

107

CHAPTER 4

General queries, and manage financial and non-financial information – is enhanced. Provincial
treasuries and Offices of the Premier should enhance their capacity to monitor, support and
supervise management of employee compensation.
•

Methods to improve productivity of health and education sectors are considered, such as
computerisation of certain processes, reorganising and streamlining workflow, and organisational design. The non-wage components of provincial budgets should include adequate
provision for health technologies and technologies for e-education (ICT) and supporting organisational innovations in order to enhance productivity in the social sector.
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CHAPTER 5

Measuring Fiscal Distress in South African Local
Government Sector
Mkhululi Ncube and Nomfundo Vacu

5.1 Introduction and Background
The fiscal performance of the South African local government sector is increasingly under scrutiny,
as more municipalities are failing to create and deliver public value to their communities, which
has caused a plethora of problems. Many municipalities are in fiscal distress; a key public issue
that affects the economic, social and political wellbeing of both individuals and communities
(Carmeli, 2008). Fiscal distress may mean different things to different people. In this context,
fiscal distress53 is defined and understood as the sustained inability of a municipality to fund the
delivery of basic public goods and other requirements as per their constitutional mandate. It is
a fiscal condition that is generally inadequate (Falconer, 1991), and with far reaching implications for the political, social and economic state of affairs in municipalities. Municipalities in fiscal
distress are not only failing to satisfy their service obligations to citizens but also drain the fiscus
by requiring ameliorative measures, which implies forgone economic growth and development.
Therefore fiscal distress modelling is needed to provide early warnings of fiscal distress. Fiscal
crises can be averted, thereby saving valuable human, physical and financial resources in terms
of corrective measures.
Although National Treasury (NT) has developed a diagnostic tool for fiscal health, the tool simply
reports fiscal distress when it has occurred, instead of predicting it. The NT indicators also do
not capture the service delivery side of fiscal health/distress of a municipality. What is needed
is a fiscal distress model that would anticipate those municipalities more likely to be fiscally
distressed. These models would provide important insights on local government performance and
minimise the direct and indirect costs associated with corrective measures after the fact (Boyne,
1988).

5.1.1 Problem Statement
A significant number of local governments face many challenges, which include the failure to
adequately meet the needs of their citizens. Many municipalities have fallen under section 13954
interventions , sometimes a sign of less than optimal fiscal performance. In terms of section 139(1)
(b), when a municipality cannot or does not fulfil an executive obligation in terms of the Constitution or legislation, the relevant provincial executive may intervene by taking any appropriate steps
to ensure fulfilment of that obligation, including assuming responsibility for the relevant obligation
in that municipality. According to SALGA (2011) the number of municipalities under administration
has remained high. For example in November 2010, 21 (or 8%) municipalities were under section
53

Fiscal distress has assumed many labels such as fiscal strain, fiscal stress, fiscal decline, fiscal need or fiscal hardship. It is

the negative side of fiscal health.
54

According to section 139 of the Constitution, the responsible province may intervene when a municipality is unwilling or

unable to meet its obligations.
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139, whereas at 30 June 2011 a total of 22 municipalities were either under section 139 (1) (b)
or 139 (5) (a) interventions. These municipalities were often already in a precarious financial or
fiscal state when these interventions were triggered. Using the NT measures of fiscal health or
distress, a significant and increasing number of municipalities are reportedly in financial distress.
Municipalities identified as experiencing fiscal distress numbered 63 (22 per cent) in 2009/10 and
66 (23 per cent) in 2010/11.
The problem of fiscal distress seldom emerges overnight. It develops slowly, which makes the
development of an early warning system not only a topical issue but a necessity. An early warning
system can play a critical role in preventing the occurrence or mitigating the impact of fiscal
distress and in improving the three Es (efficiency, effectiveness and economy). Yet South Africa
has no formal early warning system to alert policy-makers, oversight bodies, politicians, citizens
and other stakeholders of municipalities heading for fiscal distress. The significant number of
municipalities being placed under section 139, and the recent and much publicised fiscal crisis
that has hit some provinces, makes the need for a fiscal distress early warning system more
urgent. The absence of indicators which signal the prospect of a municipality in fiscal distress
often results in a reactive rather than a proactive approach to either prevent the occurrence
or mitigate the impact of the fiscal distress. This research aims to fill this gap and, specifically,
(i) construct a set of fiscal distress indicators and (ii) develop a new method for assessing and
predicting fiscal distress among South African municipalities.

5.1.2 Objectives of the Study
The objective of this study is to identify key indicators that measure the fiscal health of municipalities. This set of indicators would then be used to build a model to predict the fiscal condition of
municipalities.

5.2 Literature Review
5.2.1 Understanding Fiscal Distress
When assessing fiscal distress in municipalities and developing an early warning system, an understanding of the concept of fiscal distress is important, as it provides a basis for identifying indicators of fiscal distress. Fiscal distress refers to both short-term and long-term fiscal difficulties
that municipalities may face (Carmeli, 2008). Fiscal distress describes a situation where there is an
imbalance between the level of financial resources committed by a municipality and the potential
available resources (Kloha et al., 2005). Bradbury and Katharine (1982) distinguish between two
forms of local government fiscal distress: budgetary and citizenship fiscal distress. Budgetary
fiscal distress is when local authorities are failing to achieve balanced budgets, while citizenship fiscal distress is when the service provided by a particular municipality is below average
compared to municipalities in the same situation. Groves and Valente (1994) distinguish between
budgetary solvency and service level solvency. Budgetary solvency refers to “the government’s
capacity to generate enough revenues over its normal budgetary period to meet its expenditures
without incurring deficits”. On the other hand, service level solvency is about government’s ability
to provide a particular community with its desired services, at the level and quality required for
the health, safety and welfare of that community. In this case, the government is able to meet
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its financial obligations but fails to meet the qualitative and quantitative needs of the community
(Kloha et al., 2005).
As budgetary fiscal distress or budgetary solvency can easily be operationalised, many empirical
studies on fiscal distress are founded on these definitions (e.g. Honadle, 2003; Kloha et al., 2005;
Carmeli, 2008). However, service level solvency has not been easy to operationalise because of
varying estimates of what the community needs (Kleine, 2002:6).
Fiscal distress is sometimes confused with fiscal crisis or fiscal emergency. NT uses the concepts
financial distress and financial crises interchangeably. However, many studies distinguish between
the two concepts (Honadle, 2003; Taylor, 2009). Fiscal distress may lead to fiscal crisis, as distress
that is not dealt with adequately may degenerate into fiscal crisis, a situation where a municipality is unable to provide its citizens with adequate services or pay its bills (Honadle, 2003).
According to the Citizens’ Research Council of Michigan (CRCM, 2000), a fiscal crisis has some of
the following elements:
•

Debts are not being repaid, e.g. rentals, or money owed to other governmental units.

•

Past and present employees are not being paid, e.g. employee payroll, taxes on employee
income, pension obligations.

•

The municipality in question is unable to extricate itself from a deficit.

•

Financial problems are recurring, e.g. deficits in consecutive years, short term borrowing in
consecutive years, borrowing against future revenues.

5.2.2 Causes of Fiscal Distress
An understanding of the causes of fiscal distress is very important. A set of literature classifies causes of fiscal distress according to structural, organisational and hybrid factors (Carmeli,
2008). Another set of literature classifies causes into four categories: structural, economic, demographic and institutional (Roseburg, 1978; Rubin, 1982; Klein et al., 2002; Taylor, 2009). For this
analysis, the first set is used because it is broader and captures the factors of the second set.
Figure 9 shows the three categories of variables that explain fiscal distress (middle of diagram)
and the indicators that measure distress (on the left of the diagram) (Carmeli, 2008). Structural (or
fixed) factors include, inter alia, the erosion or interruption of the tax base, decrease in population
size, residents’ socioeconomic status, government resource allocation, loss of financial independence, (e.g. through reliance on government transfers), and decline in productivity. Organisational
factors include mismanagement, transparency, union power in public administration and other
political factors. Hybrid factors are concerned with intergovernmental relations and coordination.
Sometimes grey areas exist in intergovernmental relations, especially regarding who is responsible or accountable for what.
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Figure 9: Causes of Fiscal Distress
Locality, size and population changes
Residents’socio-economic status

Structural
Structural
Factors

Governmental resource allocation

Productivity decline
Performance assessment
Transparency

Fiscal Health
(Distress)

Organisational
Factors

Locality’s management

Central government – local
government relationships

Hybrid Factors

Central government – local
government coordination

Structural factors are known to be the hardest to resolve, as they are sometimes outside the
municipality’s control, whereas organisation factors are relatively easy to resolve because they
are internal to the organisation. However, research shows that mismanagement, one of the organisational factors, is the major cause of fiscal distress (Carmeli, 2008).

5.2.3 What Makes a Good Fiscal Distress Indicator?
Before identifying fiscal health or distress indicators, the question to ask is what constitutes a
good indicator? Literature provides a set of principles that defines good fiscal distress indicators
(Kleine et al., 2002; Taylor, 2009). These principles are the key in not only developing fiscal distress
indictors, but also evaluating their overall efficacy in warning stakeholders of municipalities that
are heading towards distress. Taylor (2009) and Kleine et al. (2002) have identified the following
principles:
•

Theoretical validity: Indictors should operationalise theoretical concepts well, which means
that what is measured must resonate well with the theory behind the indicator.

•

Prediction of fiscal distress: An indicator should be able to predict fiscal distress, rather than
report fiscal distress that has occurred.

•

Concepts: Indicators should capture concepts relevant to the government’s interest.

•

Data availability: The data used for indicators should be available to all relevant stakeholders,
including the general public. This saves users the cost of collecting new data each time it is
required.

•

Data uniformity: Indicators should be based on uniformly collected and defined data.

•

Data collection frequency: Indicators should be based on data that is collected at regular and
scheduled intervals, which allows “apples to be compared with apples”.

•

Discern progression: Fiscal distress does not happen overnight but is often a non-precipitous
process. A municipality often progresses into a state of distress, and a good indicator should
be able to capture/sense this progression.
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•

Parsimony: Indicators should be simple, accessible and well understood by all, especially
officials who evaluate them. The interpretation of indicators should not be ambiguous.

•

Manipulation: Indicators should be resistant to manipulated.

•

Distinguish between “bad” and “good” performance: Indicators should be able to tell the
difference between municipalities that are in fiscal distress and those that are not. In other
words, good indicators should avoid both type I and type II errors: not declare that a unit is
heading for fiscal distress when it is not (i.e. type I error or false positives) or predict that a
municipality is not heading for fiscal distress when in fact it is (i.e. type II error).

5.2.4 Fiscal Distress Indicators
Fiscal distress measurement is common in the developed world (North America and Europe). The
literature contains lots of indicators, but only a few meet the principles discussed above. These
indicators are used to predict fiscal distress, avert or mitigate fiscal distress and prevent reoccurrence. In South Africa, NT (2011) has a list of seven financial distress indicators:
•

cash as a percentage of operating expenditure

•

persistence of negative cash balances

•

overspending of original operating budgets

•

under-spending of original capital budgets

•

debtors as a percentage of own revenue

•

year-on-year growth in debtors

•

creditors as a percentage of cash and investments.

The major drawback with these indicators is their theoretical validity, comprehensiveness and
predictive value. As noted above, NT simply uses these indicators to report a problem, not to
predict the probable occurrence of fiscal distress.
Other studies have also crafted a number of indicators of fiscal distress (Kleine et al., 2002; Taylor,
2009; Cohen et al., 2010). In assessing fiscal distress of the Australian local government sector,
Cohen uses the following indicators:
•

Ratio of total liabilities/total assets: This ratio measures how reliant a municipality is on third
party-financing. A ratio equal to 1 or less is considered favourable. A ratio greater than one
is less desirable, as it implies the municipality is relying on debt finance to fund its activities.

•

Ratio of own revenue/total liabilities: Total liabilities include bank loans, debts to suppliers
etc. This ratio talks to how much of own revenues are necessary to cover interest payments.
If more revenues are used to cover interest payments, less would be available for other
operational expenses.

•

Ratio of operating expenses/own revenues: This ratio captures how dependent a municipality
is on subsidies. A higher ratio means a municipality relies heavily on subsidies in order to be
financially sound. A municipality that is heavily dependent on subsides is exposed to risks
over which it has no control.

•

Subsidies/population: This per capita ratio also gives an indication of how reliant a municipality is on subsidies. A ratio high means a municipality cannot easily deal with its own financial
problems when government has its own fiscal challenges.
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•

Own revenues/population: This ratio evaluates the financial autonomy of a municipality. It
gives a picture of the socioeconomic environment in which a municipality operates. A municipality with a significant rich population will have a large ratio, while a rural municipality with
high levels of poverty and unemployment will have a small ratio.

Table 35 shows the fiscal distress indicators used in the study by Taylor (2009).

Table 35: Fiscal Distress Indicators
Category

Indicator

Meaning

General economic

•

Population

Decline can indicate future business decline,

trends

•

Per capita income

and reduction in the amount paid into taxes.

Revenues

•

Revenues per capita

If per capita revenues are decreasing, govern-

•

Locally generated, intergovernmental, and

ment may be unable to sustain existing service

restricted revenues as a percentage of

levels.

total
•
Expenditures

Value of tax base, tax rate, rate of uncol-

An increase indicates a loss of control and elas-

lected taxes, earnings on investments

ticity in the budget.

•

Expenditures per capita

Increasing per capita expenses can indicate

•

Expenditures by function

that the cost of government is outstripping

•

Operating expenses as a total of all

residents’ ability to pay or can indicate declining

expenses

productivity.
This indicator can illustrate and help analyse
increases in government spending over time.
Also, the higher the level of fixed costs, the less
freedom officials have to adjust spending in
response to changing economic conditions.

Fund balances and

•

Revenues to expenditures (general and all

These illustrate a growing debt burden.

funds)

deficits
•

General fund operating deficit or deficit as

These indicators represent red flags.

a percentage of revenues.

Debt

Pensions
Management
Other

•

Declining fund balance

•

Steady pattern of budget overruns

•

Increasing incidents of revenue shortfalls

•

Debt per capita

•

Debt service to revenues

•

Borrowing to cover cash-flow needs

These indicators represent red flags.

•

Struggling to make pension payments or

This is a red flag and indicates that future liabili-

deferring pension obligations

ties are being ignored.

•

Number of employees per capita

Increases indicate diminishing efficiency.

•

Rates charged for services

•

No long range plan

•

Consistent failure to obtain unqualified

These illustrate a growing debt burden.

opinions on financial statements from
independent auditor
•

Consistent failure to address audit findings

•

Deferred capital outlay and maintenance

Source: Taylor (2009).
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5.2.5 Response to Fiscal Distress
Literature abounds with examples of how central governments have responded to local governments experiencing fiscal/financial distress/crisis. Much can be learned from the American
systems, where states have different ways of responding to local governments in fiscal distress.
Table 36 lists these response mechanisms.

Table 36: Nature of Government Responses to Fiscal Distress
State

Nature of Response

New York

Ad hoc approach: No legislation exists to guide any response.

New Mexico

Proactive approach: The state will first examine the long-term financial situation of
local governments and then provide technical assistance where necessary.

Arizona and California

Reform approach: The two states intervene by making general reforms when crisis
has occurred. These reforms seek to prevent a reoccurrence of problem.

Michigan

Fiscal oversight: The legislation prohibits the state from taking over a municipality in
distress/crisis. The state only plays an advisory role by working collaboratively with
the municipality.

Pennsylvania

Responsive approach: State intervention is negotiated and culminates in an intergovernmental agreement, which allows the state to provide technical and financial
assistance.

Connecticut, Mississippi, New Jersey

Takeover approach: Financial control boards/a fiscal distress agent are appointed by
the state’s governor to oversee the financial operations of a local government.

North Carolina

Local government commission: The state has a local government commission which
has legislated powers to monitor and intervene when local authority is under distress. It has powers to intercede in the financial affairs of the local authority and do
whatever is required to restore the financial wellbeing of a municipality.

Maine, Massachusetts, Nevada and
Connecticut

State receivership: These states have special fiscal distress legislation, which places
a local government in crisis under state receivership. In this case the state takes
over the management of the local government.

In South Africa, municipalities under fiscal distress have been dealt with through various combinations of the above measures. Local authorities in dire distress have been put under administration (section 139 interventions), while those in less distressing situations are provided with some
technical assistance to effect a turnaround of the situation.
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5.3 Methodology
The study’s scope is to develop a system of fiscal distress indicators to obtain a fiscal distress
ranking of different municipalities. These indicators are then used to construct an operational
model for predicting fiscal distress in local government. Distress prediction modelling is common
in the corporate world but very limited in the public sector and local government in particular,
despite the fact that critical insights can be gained on the performance of sub-national governments (Kloha et al., 2005; Murray and Dollery, 2005; Jones and Walker, 2007). Previous literature
indicates that some predictions were mainly based on reviewing audit reports and local government reports, which is also the case in South Africa. Audit reports, local government reports to NT
and benchmarking exercises are, to a limited extent, used for predicting fiscal distress.
This study follows two methods, so that each method can be cross-validated. Both methods rely
on a set of identified indicators. Fiscal distress is a multi-dimensional concept with financial, fiscal
and socioeconomic aspects. Therefore, measuring fiscal distress requires compiling a set of indicators that jointly capture and operationalise these different aspects. Literature has an abundant
list of measures of fiscal distress (e.g. Brown, 1996; Kleine et al., 2003; Kloha et al., 2005; Wang et
al., 2007; Cohen et al., 2012), some of which have been described elsewhere in this chapter. The
indicators to be constructed would need to satisfy the principles described in the literature and
fit the South African context, especially given data availability and accessibility, and capacity to
continuously generate such indicators.
The point scale methodology draws on Kloha et al. (2005), Zafra-Gomez (2009) and Pierhopies and
Scorsone (2011) and works in the following manner:
•

A practical measure for each identified indicator/concept is defined. For example, the ratio of
total liabilities to total assets is used to measure the extent to which a municipality relies on
third-party financing, instead of own resources.

•

Bad and good performance is then distinguished. For the above example, a ratio equal to 1 or
less is considered to be good, and a ratio greater than one is bad (as it implies the municipality is relying on debt finance to fund its activities).

•

Each municipality is scored. A municipality that performs well (good score) receives 0 points,
while a bad score means a single (1) point.

•

The scores for each municipality are totalled for the year. The scores should be in the 0-Xrange,
where X is the total number of indicators. A higher score indicates bad performance and is
undesirable. This aggregate indicator provides a global overview of the financial and fiscal
condition of a municipality; it is simple and accessible to local government interested parties
and is more objective, as it does not attach any subjective weights to variables used in the
index (Zafra-Gomez et al., 2009).

The cornerstone of a credible early warning system is a sound dataset, which needs to be reliable,
credible, publicly available, and not vulnerable to manipulation. The present study will rely on
StatsSA, audited National Treasury and Auditor General data sets.
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5.4 Results
The indicators used for the point scale analysis are grouped into four categories:
1.

Compliance indicators, which are used to identify municipalities that fail to comply with government regulations. Failure to comply may be an indicator of challenges a municipality is
facing.

2.

Fiscal performance indicators, which identify municipalities that are facing fiscal challenges.

3.

Financial performance and management indicators, which seek to isolate those municipalities that are facing financial management challenges.

4.

Service delivery and general economic indicators. In this context, service delivery challenges
are seen as a cause of fiscal distress, in the sense that poor service delivery is likely to
be associated with poor fiscal and financial indicators. General economic indicators seek to
identify municipalities with declining economies and productivity.

The indicators in Tables 37 and 41 were used to compute fiscal distress scores, as indicated in the
fourth column, for each municipality across the country55. The municipalities were then grouped
into three categories (Tables 38 and 42). Tables 40 and 44 show the list of fiscally distressed
municipalities over the years, while Tables 39 and 43 show them per year. These results are also
shown in the maps in the Appendix.

Table 37: Fiscal Distress Indicators – Short Term
Indicator

Computation/proxy

Description

Scoring system

Data source

Persistent negative

Closing balance of the

Measures the ability of a

1-negative cash balance

National Treasury

cash balance

municipal cash-flow  

municipality to manage its

0-positive cash balance

cash-flow. A negative closing balance implies poor
financial management.
Cash coverage ratio

Cash coverage ratio

Measures the ability of a

1-is given to a ratio that is

municipality to meet its

less than zero.

financial obligations when

0.75-is given to a ratio

they are due. A lower ratio

that ranges between zero

is adverse, as it implies

and one

that the municipality

0.5-is given to a ratio that

does not have enough

ranges between one and

cash at hand to make its

five

payments, which is an

0-is given to a ratio that

indication of poor financial

ranges from five and

health.

above

Debt impairment as a

Debt impairment/ billable

Measures the ability of a

1-top 50%

% of billable revenue

revenue

municipality to adequately

0-bottom 50%

fund the provision for its
debt impairment. A high
ratio is undesirable, as it
shows the inability of a
municipality to collect its
debts.
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The study covers all the 278 municipalities in South Africa.
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Indicator

Computation/proxy

Description

Scoring system

Data source

Borrowing as a % of

Borrowing/total assets

Measures the extent to

1-is given to a ratio that is

National Treasury

which a municipality uses

above 10%

credit to finance its assets.

0-is given to a ratio that is

A high percentage is un-

below 10%

total assets

favourable, indicating that
the municipality finances
more of its assets through
debt.
Percentage increase in

Comparing employee

Measures the municipal-

0-is given to a ratio that

employee costs

costs of previous year with

ity’s efficiency on person-

ranges between zero and

current year’s costs.

nel expenditure. A rapid

six

increase or decrease in

0.25-is given to a ratio

employee costs is unac-

that ranges between six

ceptable, as it implies high

and ten

inefficiency.  

0.75-is given to a ratio that

National Treasury

ranges between ten and
twenty
1-is given to a ratio that
ranges from above twenty
Asset renewal and

Asset renewal and R&M/

Measures the extent

0-is given to a ratio that

repair and mainte-

PPE

to which a municipality

ranges from 8% and above

nance as a percentage

renews its assets instead

1-is given to a ratio that

of PPE

of buying new ones. A high

ranges from 0 to 8%

56

National Treasury

percentage is favourable.
(Opening balance plus

(opening balance plus

Measures the extent to

1-is given to a ratio that is

receipts)/payments

receipts)/payments

which a municipality is

less than zero

able to balance its expen-

0.75-is given to a ratio

ditures with its revenue

that ranges between zero

over a period of time. A

and one

ratio greater than one

0.5-is given to a ratio that

implies that a municipal-

ranges between one and

ity has enough revenue

five

to meet its expenditures,

0-ranges from five and

while a ratio of less than

above

National Treasury

one or negative implies a
deficit.
MTREF 57 funded/

MTREF

unfunded

Measures the credibility

0-funded budget

of a budget proposed by a

1-unfunded budget

National Treasury

municipality.
Source: Own calculations
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Property, Plant and Equipment
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Medium Term Revenue Expenditure Framework.
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Table 38: Fiscal Health Levels – Short-term Indicators
Fiscal Health
Categories

Fiscal distress
score range

Map Key

Intervention

Fiscally Neutral

0–3

No need for government intervention

Fiscal Watch

4–5

Municipality is placed under fiscal
watch for current and following
year

Fiscally Distressed

6–8

Municipality is closely monitored/
observed, assisted to turn around
its fortunes

Source: Own calculations

Table 39: Fiscal Health Levels: Proportions – Short-term Indicators
Year

2011/2012

2012/13

Fiscally Neutral

34.0%

24.4%

Fiscal Watch

58.0%

67.3%

Fiscally Distressed

8.0%

8.3%

Source: Own calculations

As Table 39 shows, the short-run analysis found that fiscally healthy municipalities decreased
from 34 per cent in 2011/12 to 24 per cent in 2012/13. Municipalities in fiscal watch also constitute a larger percentage of municipalities across the country, while the number of municipalities
in the fiscal watch and fiscally distressed categories has increased over the period of study.
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Table 40: Municipalities Identified as Fiscally Distressed between 2011/12 and 2012/13 – Short-term
Indicators
Municipality

2011/12

2012/13

!Kheis (L)
Bergrivier (M)
Bitou (M)
City Of Tshwane (H)
Ditsobotla (L)
Drakenstein (H)
Emnambithi/Ladysmith (H)
eThekwini (H)
Ga-Segonyana (M)
George (H)
Greater Letaba (L)
Hantam (L)
Jozini (L)
Karoo Hoogland (M)
Kgatelopele (L)
Kopanong (M)
Lesedi (M)
Maluti-a-Phofung (H)
Mamusa (M)
Metsimaholo (H)
Mier (L)
Mohokare (L)
Moses Kotane (M)
Moses Kotane (M)
Msukaligwa (L)
Mtubatuba (L)
Musina (L)
Mutale (L)
Nala (M)
Naledi (Nw) (L)
Ndlambe (L)
Nongoma (L)
Ntabankulu (L)
Overberg (M)
Phumelela (L)
Siyanda (M)
Sol Plaatje (H)
Swellendam (L)
Thaba Chweu (L)
Tsantsabane (L)
Ubuntu (M)
Ugu (H)
uMgungundlovu (M)
Ventersdorp (M)
Source: Commission's Computations
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Table 41: Fiscal Distress – Long-Term Indicators

Compliance

Indicator
Indicator
Group

Compliance/non- Compliance/noncompliance
compliance with regulations

Financial management

Fiscal indicators

Expenditure per
capita

122

Computation/
Proxy

Description

Scoring
System

This indicator measures the 0-compliance
ability of a municipality to com- 1-non-compliance
ply with regulations. i.e. the ability of a municipality to submit financial statements for auditing
at a given date.

Total
expenditure This indicator measures the
over population
productivity of a municipality.
Increasing per capita expenses
can indicate that the cost of
government is outstripping
residents’ ability to pay or can
indicate declining productivity.

Data
Source
Reports of
the AuditorGeneral

Within group, a score of:
1-is given to the highest 25%
0.5-is given to the next highest 25%
0.25-is given to the next 25%
0-is given to the lowest 25%

National
Treasury
and Global
Insight

The ratio of operat- Operating expenses/
ing expenses to own own revenue
revenue

This ratio captures the extent
to which a municipality relies
on subsidies. A higher ratio implies that a municipality relies
heavily on subsidies in order
to be financially sound, and is
therefore exposed to a risk over
which it has no control.

Within group, a score of:
1-is given to the highest 25%
0.5-is given to the next highest 25%
0.25-is given to the next 25%
0-is given to the lowest 25%

National
Treasury

Under/over-spending

Value
of
underspending
expenditure
on
capital
grants/total capital
expenditure

This indicator measures how
efficient the municipality is at
spending capital grants. The
measure evaluates a municipality’s ability to plan and budget
properly. A high percentage implies a high level of inefficiency.

Under-spending:
0–5% is given a score of 0
between 5% and 8% is given a
score of 0.5
above 8% is given a score of 1
Overspending:
0–5% is given a score of 0
between 5% and 8% is given a
score of 0.5
above 8% is given a score of 1

National
Treasury

Ratio of own revenue
/total population

Own
revenue/total This ratio evaluates the financial autonomy of a municipality.
population
It gives a picture of the socioeconomic environment in which a
municipality operates. A large
ratio means that a municipality
has a significant population that
is rich.

Within group, a score of:
1-is given to the highest 25%
group
0.5-is given to the next highest
25% group
0.25-is given to the next 25%
group
0-is given to the lowest 25%

National
Treasury
and Global
Insight
database

Budget deficit ratio

Deficit/GVA

This indicator measures the ef- 0-Balanced budget or surplus
ficiency of a municipality in its 1-Budget deficit
spending. A high budget deficit ratio signifies poor planning
and poor management of financial resources.

Audit opinion

Audit opinion

Audit opinions highlight management capabilities/ weaknesses/strengths, in financial
management

0-Clean audit
0.25-Financial unqualified with
findings
0.5-Qualified
0.75-Adverse
1-Disclaimer

Reports of
the AuditorGeneral

Operating deficit ratio

(Total expenditures – Audit opinions highlight mantotal revenues)/total agement capabilities/ weaknesses/ strengths in financial
revenues
management

1-is given for scores within the
highest 25%
0.5-is given for scores within
the next 25%
0.25-is given for scores within
the next 25%
0-if given for scores of the
lowest 25%

National
Treasury
Database

// Submission for the 2014/15 Division of Revenue

Back to contents

National
Treasury
and Global
Insight
database

CHAPTER 5

Service delivery and Economic performance
indicators

Indicator
Indicator
Group

Computation/
Proxy

Description

Scoring
System

Data
Source
Global Insight database

Service delivery access

Global Insight infrastructure Index

The index measures the extent
to which households within a
municipality have access to basic services (water, sanitation,
electricity, refuse removal).

1-for municipalities within the
poorest 25% service delivery
0.5-for municipalities within
the next 25% service delivery
0.25-for municipalities within
the next 25%
0-for municipalities within the
best 25% in service delivery

Per-capita income

GVA/total population

This indicator measures the income earned per person in a
municipality. A high ratio is desirable, while a decrease may
imply a future business decline
and a decrease on the amount
of taxes collected by a municipality.

Within group, a score of 0- is Global Ingiven to the highest 25%
sight database
0.25-is given to the next
highest 25%
0.5- is given to the next 25%
1-is given to the lowest 25%

Source: Own calculations

Table 42: Fiscal Health Levels – Long-term Indicators
Fiscal Health
Categories

Fiscal distress
score range

Map Key

Intervention

Fiscally Neutral

0-5

No need for government
intervention

Fiscal Watch

6-7

Municipality is placed under fiscal
watch for current and following
year

Fiscally Distressed

8-11

Municipality is closely monitored/
observed, assisted to turn around
its fortunes

Source: Own calculations

Table 43: Fiscal Health Levels: Proportions – Long-term Indicators
Year

2004/05

2005/06

2006/07

2007/08

2008/09

2009/10

2010/11

Fiscally
Neutral

66.0%

59.0%

58.0%

55.0%

83.0%

77.0%

85.9%

Fiscal
Watch

32.0%

35.0%

38.0%

40.0%

17.0%

22.0%

13.7%

Fiscally
Distressed

2.0%

6.0%

4.0%

5.0%

0.0%

1.0%

0.4%

Source: Own calculations

The long-run analysis, which is shown in Table 43, revealed that a large percentage of municipalities across the country were fiscally healthy, followed by those in the fiscal watch category.
However, the trend shows that the number of municipalities in both categories has fluctuated
over the years. The number of municipalities in fiscal distress has been low compared to other
categories. An interesting result from the long-term analysis is that no municipality was fiscally
distressed in 2008/09, a remarkable feat considering the global economic crisis. This implies that,
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in general, the performance of municipalities across the country is improving. However, the results
from both the short- and long-run analysis also suggest a need to turn around municipalities that
are heading towards fiscal distress or are already in fiscal distress. This may assist municipalities such as Mandeni, Qaukeni, Overberg and Zululand, which regularly appeared on the fiscally
distressed category between 2004/05 and 2007/08.

Table 44: Municipalities Identified as Fiscally Distressed in South Africa –
Long-term Indicators (2004/05–2010/11)
Municipality

2004/05

2005/06

2006/07

2007/08

Aganang
Alfred Nzo DM
Blouberg
Bushbuckridge
Endumeni
Engcobo
Greater Giyani
Greater Letaba
Greater Taung
Maquassi Hills
Masilonyana
Mbhashe
Mbizana
Mbonambi
Mhlontlo
Molopo
Moretele
Moshaweng
Mutale
Naledi (NW)
Nkandla
Nongoma
Nquthu
Ntabankulu
Ntabankulu
Nyandeni
Overberg DM
Qaukeni
Tsantsabane
Tswaing
Ukhahlamba DM
Umkhanyakude DM
Umzimkhulu
Umzimvubu
Zululand DM
Source: Own sources
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5.5 Conclusion and Recommendations
The present study sought to develop an early warning system that will detect municipalities
heading towards fiscal distress. A set of indicators were identified and used to identify the fiscal
health of municipalities. The foregoing analysis (long run) found that the number of municipalities
in fiscal distress fluctuated between 0% and 6% during the study period, whereas the short-run
analysis indicated an increase. The implication is that the local government sector requires
increased support to effect turnaround in municipalities that are in fiscal distress and to monitor
closely municipalities that may be heading towards fiscal distress. Furthermore, once the probability of fiscal stress is detected, further investigation is needed to identify the underlying root
causes and frame appropriate and timely responses.
With respect to detecting and managing fiscal distress within local government, the
Commission recommends that:
•

Government develops and institutionalises an early warning system, which would identify
municipalities that are heading towards fiscal distress.

•

Government uses the early warning system as a tool to monitor and assist municipalities
heading towards fiscal distress and those already in fiscal distress.
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Appendix 1: Fiscal Distress Maps
2004/05 Local and Metros

2005/06 Local and Metros

2006/07 Local and Metros

2007/08 Local and Metros

2008/09 Local and Metros

2009/10 Local and Metros

Fiscally Neutral
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Fiscal Watch

Fiscally Distressed
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2010/11 Local and Metros

2004/05 Districts and Metros

2005/06 Districts and Metros

2006/07 Districts and Metros

2007/08 Districts and Metros

2008/09 Districts and Metros

Fiscally Neutral
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2009/10 Districts and Metros

2010/11 Districts and Metros

Fiscally Neutral
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Fiscally Distressed
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Appendix 2: Fiscal Conditions of Municipalities in South Africa – Long-term indicators
Municipality

2004/05

2005/06

2006/07

2007/08

!Kai! Garib
!Kheis
//Khara Hais
Abaqulusi
Aganang
Albert Luthuli
Alfred Nzo DM
Amahlathi
Amajuba DM
Amatole DM
Ba-Phalaborwa
Baviaans
Beaufort West
Bela Bela
Bergrivier
Bitou
Blouberg
Blue Crane Route
Bojanala Platinum DM
Bophirima DM
Breede River Winelands
Breede Valley
Buffalo City
Bushbuckridge
Cacadu DM
Camdeboo
Cape Agulhas
Cape Winelands DM
Capricorn DM
Cederberg
Central DM
Central Karoo DM
Chris Hani DM
City of Cape Town
City of Johannesburg
City of Matlosana
City of Tshwane
Dannhauser
Delmas
Dihlabeng
Dikgatlong
Dipaleseng
Ditsobotla
Dr JS Moroka
Drakenstein
Eden DM
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Municipality

2004/05

2005/06

2006/07

2007/08

2008/09

2009/10

2010/11

eDumbe
Ehlanzeni DM
Ekurhuleni
Elias Motsoaledi
Elundini
eMadlangeni
Emakhazeni
Emalahleni (EC)
Emalahleni (Mp)
Emfuleni
Emnambithi/Ladysmith
Emthanjeni
Endumeni
Engcobo
eThekwini
Ezinqolweni
Fetakgomo
Fezile Dabi DM
Frances Baard DM
Gammagara
Gariep
Ga-Segonyana
George
Gert Sibande DM
Govan Mbeki
Great Kei
Greater Giyani
Greater Kokstad
Greater Letaba
Greater Marble Hall
Greater Sekhukhune DM
Greater Taung
Greater Tubatse
Greater Tzaneen
Hantam
Hessequa
Hibiscus Coast
Hlabisa
Ikwezi
iLembe DM
Imbabazane
Impendle
Indaka
Ingwe
Inkwanca
Intsika Yethu
Inxuba Yethemba
Jozini
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Municipality

2004/05

2005/06

2006/07

2007/08

Kagisano
Kamiesberg
Kannaland
Kareeberg
Karoo DM
Karoo Hoogland
Kgalagadi DM
Kgatelopele
Kgetlengrivier
Khai-Ma
King Sabata Dalindyebo
Knysna
Kopanong
Kouga
Koukamma
Kungwini
Kwa Sani
KwaDukuza
Laingsburg
Lejweleputswa DM
Lekwa
Lekwa-Teemane
Lepelle-Nkumpi
Lephalale
Lesedi
Letsemeng
Lukhanji
Madibeng
Mafikeng
Mafube
Magareng
Makana
Makhado
Makhuduthamaga
Maletswai
Maluti-a-Phofung
Mamusa
Mandeni
Mangaung
Mantsopa
Maphumulo
Maquassi Hills
Maruleng
Masilonyana
Matatiele
Matjhabeng
Matzikama
Mbhashe

132

// Submission for the 2014/15 Division of Revenue

Back to contents

2008/09

2009/10

2010/11

CHAPTER 5

Municipality

2004/05

2005/06

2006/07

2007/08

2008/09

2009/10

2010/11

Mbizana
Mbombela
Mbonambi
Merafong City
Metsimaholo
Metsweding DM
Mhlontlo
Midvaal
Mier
Mkhambathini
Mkhondo
Mnquma
Modimolle
Mogalakwena
Mogale City
Mohokare
Molemole
Molopo
Mookgopong
Mopani DM
Moqhaka
Moretele
Moses Kotane
Moshaweng
Mossel Bay
Motheo DM
Mpofana
Msinga
Msukaligwa
Msunduzi
Mthonjaneni
Mtubatuba
Musina
Mutale
Nala
Naledi (Fs)
Naledi (NW)
Nama Khoi
Namakwa DM
Ndlambe
Ndwedwe
Nelson Mandela
Newcastle
Ngqushwa
Ngwathe
Nkandla
Nkangala DM
Nketoana
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Municipality

2004/05

2005/06

2006/07

2007/08

Nkomazi
Nkonkobe
Nokeng Tsa Taemane
Nongoma
Nquthu
Ntabankulu
Ntambanana
Nxuba
Nyandeni
O.R. Tambo DM
Okhahlamba
Oudtshoorn
Overberg DM
Overstrand
Phokwane
Phumelela
Pixley Ka Seme
Polokwane
Port St Johns
Prince Albert
Qaukeni
Ramotshere Moiloa
Randfontein
Ratlou
Renosterberg
Richmond
Richtersveld
Rustenburg
Sakhisizwe
Saldanha Bay
Sedibeng DM
Senqu
Setsoto
Sisonke DM
Siyancuma
Siyanda DM
Siyathemba
Sol Plaatje
Southern DM
Stellenbosch
Steve Tshwete
Sundays River Valley
Swartland
Swellendam
Thaba Chweu
Thabazimbi
Thabo Mofutsanyana DM
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Municipality

2004/05

2005/06

2006/07

2007/08

2008/09

2009/10

2010/11

The Big Five False Bay
Theewaterskloof
Thembelihle
Thembisile
Thulamela
Tlokwe
Tokologo
Tsantsabane
Tsolwana
Tswaing
Tswelopele
Ubuhlebezwe
Ubuntu
Ugu DM
Ukhahlamba DM
Ulundi
Umdoni
uMgungundlovu D M
Umhlabuyalingana
uMhlathuze
Umjindi
Umkhanyakude D M
Umlalazi
uMngeni
uMshwathi
Umsobomvu
Umtshezi
uMuziwabantu
Umvoti
Umzimkhulu
Umzimvubu
Umzinyathi DM
Umzumbe
uPhongolo
Uthukela DM
uThungulu DM
Ventersdorp
Vhembe DM
Vulamehlo
Waterberg DM
West Coast DM
West Rand D M
Westonaria
Witzenberg
Xhariep DM
Zululand DM
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Appendix 3: Fiscal Conditions of Municipalities in South Africa –
Short-term indicators
2011/12

2012/13

2011/13

Fiscally Neutral

2012/14

Fiscal watch

2011/14

2012/15

Fiscally distressed

Albert Luthuli (M)

!Kai! Garib (L)

!Kai! Garib (L)

!Kheis (L)

!Kheis (L)

Bitou (M)

Amahlathi (L)

Albert Luthuli (M)

//Khara Hais (M)

//Khara Hais (M)

Bergrivier (M)

Ditsobotla (L)

Amajuba (L)

Amahlathi (L)

Abaqulusi (L)

Abaqulusi (L)

City Of Tshwane (H)

Karoo Hoogland (M)

Baviaans (L)

Amajuba (L)

Aganang (L)

Aganang (L)

Drakenstein (H)

Kgatelopele (L)

Bela Bela (M)

Ba-Phalaborwa (M)

Alfred Nzo (M)

Alfred Nzo (M)

Emnambithi/Ladysmith (H)

Lesedi (M)

Blouberg (L)

Beaufort West (M)

Amathole (H)

Amathole (H)

eThekwini (H)

Mamusa (M)

Bojanala Platinum (H)

Blouberg (L)

Ba-Phalaborwa (M)

Baviaans (L)

Ga-Segonyana (M)

Mier (L)

Buffalo City (H)

Blue Crane Route (L)

Beaufort West (M)

Bela Bela (M)

George (H)

Moses Kotane (M)

Bushbuckridge (L)

Bojanala Platinum (H)

Bitou (M)

Bergrivier (M)

Greater Letaba (L)

Msukaligwa (L)

Cacadu (M)

Cacadu (M)

Blue Crane Route (L)

Breede Valley (H)

Hantam (L)

Musina (L)

Camdeboo (L)

Camdeboo (L)

Breede Valley (H)

Buffalo City (H)

Jozini (L)

Mutale (L)

Chris Hani (M)

Cederberg (L)

Cape Agulhas (L)

Bushbuckridge (L)

Kopanong (M)

Nala (M)

Dikgatlong (L)

Dr Kenneth Kaunda
(M)

Cape Town (H)

Cape Agulhas (L)

Maluti-a-Phofung (H)

Naledi (Nw) (L)
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Cape Winelands DM
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Cape Town (H)
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Nongoma (L)
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Central Karoo (M)
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Ephraim Mogale (L)
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Swellendam (L)
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Phumelela (L)

Tsantsabane (L)
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Fezile Dabi (L)
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Siyanda (M)

Ubuntu (M)

Ezinqoleni (L)

Greater Taung (M)

Dihlabeng (M)

City Of Tshwane (H)

Sol Plaatje (H)

Ugu (H)

Gariep (L)

Greater Tzaneen (H)

Dipaleseng (L)

Dannhauser (L)

Thaba Chweu (L)

uMgungundlovu (M)

Govan Mbeki (H)

Hlabisa (L)

Ditsobotla (L)
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Greater Taung (M)

Imbabazane (L)

Dr J.S. Moroka (L)

Dikgatlong (L)

Greater Tubatse (L)

Intsika Yethu (L)

Dr Kenneth Kaunda
(M)

Dipaleseng (L)

Greater Tzaneen (H)

John Taolo Gaetsewe
(M)

Eden (M)

Dr J.S. Moroka (L)

Imbabazane (L)

Jozini (L)

eDumbe (L)

Drakenstein (H)

Intsika Yethu (L)

Kamiesberg (L)

Ekurhuleni Metro (H)

Eden (M)

Inxuba Yethemba (L)

Kareeberg (M)

Elundini (L)

Ehlanzeni (H)

Kamiesberg (L)

King Sabata Dalindyebo (H)

eMadlangeni (L)

Ekurhuleni Metro (H)

Karoo Hoogland (M)

Kouga (M)

Emalahleni (Ec) (L)

Elias Motsoaledi (M)

Kgatelopele (L)

Kwa Sani (L)

Emfuleni (H)

Elundini (L)

Kouga (M)

KwaDukuza (H)

Endumeni (M)

eMadlangeni (L)

Kou-Kamma (M)

Laingsburg (M)

Ephraim Mogale (L)

Emakhazeni (L)

Kwa Sani (L)

Langeberg (M)

Fetakgomo (L)

Emalahleni (Ec) (L)

Lekwa-Teemane (L)

Makana (M)

Fezile Dabi (L)

Emalahleni (Mp) (H)

Lepelle-Nkumpi (L)

Makhado (M)

Frances Baard (M)

Emthanjeni (M)

Lephalale (M)

Matatiele (M)

Gamagara (M)

Endumeni (M)

136

// Submission for the 2014/15 Division of Revenue

Back to contents

Ventersdorp (M)

CHAPTER 5

2011/12

2012/13

Fiscally Neutral

2011/13

2012/14

Fiscal watch
Gert Sibande (M)

2011/14

2012/15

Fiscally distressed

Madibeng (H)

Mkhambathini (M)

Engcobo (M)

Magareng (L)

Molemole (L)

Great Kei (L)

eThekwini (H)

Makana (M)

Moretele (L)

Greater Giyani (L)

Fetakgomo (L)

Mangaung (H)

Mossel Bay (H)

Greater Kokstad (L)

Frances Baard (M)

Masilonyana (L)

Msinga (L)

Hessequa (M)

Gamagara (M)

Matatiele (M)

Mthonjaneni (L)

Hibiscus Coast (H)

Gariep (L)

Matjhabeng (H)

Nama Khoi (M)

Hlabisa (L)

Ga-Segonyana (M)

Mbhashe (L)

Namakwa (M)

Ikwezi (L)

George (H)

Mfolozi (M)

Ngaka Modiri
Molema (L)

iLembe (L)

Gert Sibande (M)

Mkhambathini (M)

Ngwathe (M)

Impendle (L)

Govan Mbeki (H)

Indaka (L)

Great Kei (L)

Mkhondo (L)

Nquthu (L)

Mnquma (M)

Ntambanana (L)

Ingwe (M)

Greater Giyani (L)

Mogalakwena (L)

Polokwane (H)

Inkwanca (L)

Greater Kokstad (L)

Mogale City (H)

Richmond (L)

Joe Gqabi (H)

Greater Letaba (L)

Molopo-Kagisano (L)

Sedibeng (M)

Joe Morolong (L)

Greater Tubatse (L)

Moqhaka (H)

Sekhukhune (H)

John Taolo Gaetsewe (M)

Hantam (L)

Msinga (L)

Sisonke (L)

Kannaland (M)

Hessequa (M)

Msukaligwa (L)

Stellenbosch (H)

Kareeberg (M)

Hibiscus Coast (H)

Msunduzi (H)

Sundays River Valley (M)

Kgetlengrivier (L)

Ikwezi (L)

Mthonjaneni (L)

Swartland (M)

Khai-Ma (L)

iLembe (L)

Ndwedwe (L)

Thembisile Hani (L)

King Sabata
Dalindyebo (H)

Impendle (L)

Ngaka Modiri
Molema (L)

Tlokwe (H)

Knysna (M)

Indaka (L)

Ngqushwa (M)

Tswaing (L)

KwaDukuza (H)

Ingwe (M)

Ngquza Hills (L)

Umdoni (M)

Laingsburg (M)

Inkwanca (L)

Nkandla (M)

uMlalazi (L)

Langeberg (M)

Inxuba Yethemba
(L)

Nketoana (M)

Umzimkhulu (M)

Lejweleputswa (L)

Joe Gqabi (H)

Ntambanana (L)

Umzinyathi (L)

Lekwa (L)

Joe Morolong (L)

Nxuba (L)

uThungulu (H)

Lesedi (M)

Kannaland (M)

Nyandeni (L)

Waterberg (L)

Letsemeng (M)

Kgetlengrivier (L)

O .R. Tambo (H)

West Coast (M)

Lukhanji (M)

Khai-Ma (L)

Phokwane (M)

Mafikeng (L)

Knysna (M)

Pixley Ka Seme (MP)
(M)

Mafube (M)

Kopanong (M)

Port St Johns (M)

Makhado (M)

Kou-Kamma (M)

Ramotshere Moiloa
(L)

Makhuduthamaga
(L)

Lejweleputswa (L)

Sakhisizwe (L)

Maletswai (L)

Lekwa (L)

Saldanha Bay (H)

Mamusa (M)

Lekwa-Teemane (L)

Siyancuma (M)

Mandeni (L)

Lepelle-Nkumpi (L)

Stellenbosch (H)

Mantsopa (M)

Lephalale (M)

Sundays River Valley
(M)

Maphumulo (M)

Letsemeng (M)
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Thabazimbi (L)

Maquassi Hills (M)

Lukhanji (M)

Thabo Mofutsanyana
(L)

Maruleng (L)

Madibeng (H)

Thembisile Hani (L)

Matzikama (M)

Mafikeng (L)

Tsantsabane (L)

Mbizana (M)

Mafube (M)

Tswelopele (M)

Mbombela (H)

Magareng (L)

Umdoni (M)

Merafong City (H)

Makhuduthamaga
(L)

Umhlabuyalingana
(M)

Mhlontlo (L)

Maletswai (L)

Umjindi (M)

Midvaal (M)

Maluti-a-Phofung
(H)

uMlalazi (L)

Mier (L)

Mandeni (L)

Umzimkhulu (M)

Modimolle (L)

Mangaung (H)

Umzimvubu (M)

Molemole (L)

Mantsopa (M)

Uthukela (M)

Mookgopong (M)

Maphumulo (M)

Vhembe (L)

Mopani (L)

Maquassi Hills (M)

Vulamehlo (L)

Moretele (L)

Maruleng (L)

Waterberg (L)

Mossel Bay (H)

Masilonyana (L)

Witzenberg (L)

Mpofana (L)

Matjhabeng (H)

Xhariep (L)

Musina (L)

Matzikama (M)

Mutale (L)

Mbhashe (L)

Nala (M)

Mbizana (M)
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Mbombela (H)

Naledi (Nw) (L)

Merafong City (H)

Nama Khoi (M)

Metsimaholo (H)

Namakwa (M)

Mfolozi (M)

Ndlambe (L)

Mhlontlo (L)

Nelson Mandela
Bay (H)

Midvaal (M)

Newcastle (H)

Mkhondo (L)

Ngwathe (M)

Mnquma (M)

Nkangala (H)

Modimolle (L)

Nkomazi (M)

Mogalakwena (L)

Nkonkobe (L)

Mogale City (H)

Nongoma (L)

Mohokare (L)

Nquthu (L)

Molopo-Kagisano
(L)

Ntabankulu (L)

Mookgopong (M)

Okhahlamba (L)

Mopani (L)

Oudtshoorn (M)

Moqhaka (H)

Overstrand (H)

Mpofana (L)

Pixley Ka Seme
(Nc) (M)

Msunduzi (H)

Polokwane (H)

Mtubatuba (L)

Prince Albert (M)

Naledi (Fs) (L)

Randfontein (H)

Ndwedwe (L)
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Ratlou (L)

Nelson Mandela
Bay (H)
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Newcastle (H)

Richmond (L)

Ngqushwa (M)

Richtersveld (M)

Ngquza Hills (L)

Rustenburg (H)

Nkandla (M)

Sedibeng (M)

Nkangala (H)

Sekhukhune (H)

Nketoana (M)

Senqu (M)

Nkomazi (M)

Setsoto (M)

Nkonkobe (L)

Sisonke (L)

Nxuba (L)

Siyathemba (M)

Nyandeni (L)

Steve Tshwete (H)

O .R. Tambo (H)

Swartland (M)

Okhahlamba (L)

Swellendam (L)

Oudtshoorn (M)

The Big 5 False
Bay (L)

Overstrand (H)

Theewaterskloof
(M)

Phokwane (M)

Thembelihle (L)

Phumelela (L)

Thulamela (M)

Pixley Ka Seme
(MP) (M)

Tlokwe (H)

Pixley Ka Seme
(Nc) (M)

Tokologo (L)

Port St Johns (M)

Tsolwana (L)

Prince Albert (M)

Tswaing (L)

Ramotshere
Moiloa (L)

Ubuhlebezwe (L)

Randfontein (H)

Ubuntu (M)

Ratlou (L)

Ugu (H)

Renosterberg (M)

Ulundi (L)

Richtersveld (M)

uMgungundlovu
(M)

Rustenburg (H)

uMhlathuze (H)

Sakhisizwe (L)

Umkhanyakude
(M)

Saldanha Bay (H)

uMngeni (M)

Senqu (M)

uMshwathi (L)

Setsoto (M)

Umsobomvu (L)

Siyancuma (M)

Umtshezi (M)

Siyanda (M)

uMuziwabantu (L)

Siyathemba (M)

Umvoti (M)

Sol Plaatje (H)

Umzinyathi (L)

Steve Tshwete (H)

Umzumbe (L)

Thaba Chweu (L)

uPhongolo (L)

Thabazimbi (L)

uThungulu (H)

Thabo Mofutsanyana (L)
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CHAPTER 6

Improving the Fiscal Performance of Provinces In
South Africa
Eddie Rakabe

6.1 Introduction and Background
The aftermath of global economic crises continues to affect the economies of South Africa and
many other developing countries. Global economies are battling slow recovery and growth, and
governments are confronted by policy dilemmas over whether to continue with stimulus interventions or budget consolidation. In the midst of this predicament, the demand for public services
continues to rise because of high levels of poverty and unemployment. Government is under
pressure to fulfil its developmental goals (to educate, provide health services, keep the public
safe, and invest in the public infrastructure) using available fiscal levers to support a sustainable
economic recovery and high quality of life.
The rising need for basic services and the lower growth (or stagnation) of government revenues
to pay for those services contributes to high budget shortfalls (or fiscal stress), which in turn
threatens the attainment of developmental goals. When expenditure increases are not matched by
corresponding increases in revenue, governments are compelled to make hard choices between
mobilising additional resources, pursuing budget consolidation or improving fiscal performance, all
of which are associated with substantial economic and political costs. For example, the trade-off
between losses to the national economy from expenditure cuts and political costs associated
with “stop and go” implementation of policies. National government takes a keen interest in subnational budgetary affairs, primarily because developmental goals could be adversely affected
by actions taken to address ensuing fiscal stress, such as increasing taxes, laying off employees,
reducing expenditure and postponing or eliminating infrastructure projects (Digler, 2011).
In the context of South Africa (and perhaps elsewhere around the globe), fiscal stress is a common
feature of decentralised budgeting frameworks. Governments constantly experience revenue
shortfalls relative to original budget estimates and planned outlays, leading to periodic deficits.
For provinces in South Africa, the phenomenon and existence of fiscal stress is a subject of considerable controversy. National government retains much of the revenue-raising powers, while
provinces are expected to run balanced budgets from their meagre resources, made up predominantly of transfers. The balanced budget rules and the system underlying provincial transfers are
premised on the assumption that transfers insulate provinces against endogenous and exogenous
budget pressures. For this reason, provincial spending overruns are strictly discouraged, and
borrowing is restricted to capital finance and subject to national government approval.
Notwithstanding these fiscal arrangements, provinces in South Africa claim their budgets are
under significant pressure. Evidence emanating from provincial submissions at various forums,
especially the Medium Term Expenditure Committee (MTEC) hearings, and from the implementa-
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tion of various expenditure programmes (i.e. bus subsidies), increasingly suggests that provinces
face some degree of fiscal stress. According the prevailing view, provincial fiscal stress is a fallacy
and mainly attributable to poor fiscal performance i.e. fiscal mismanagement. However, anecdotal
evidence points to a myriad of complex explanatory factors, including high levels of service needs
versus funding adequacy, poor long-term planning, budget incrementalism, inefficiencies or “fat”
in the budgets, quasi-fiscal activities, high statutory obligations, inadequately funded national
policies (i.e. wages), unaffordable and unrealistic national expenditure norms and standards, devolution of functions. As well as misalignment in the growth of the economy and the budgets
(budget moderation).
From time to time, provinces come under heavy criticism over their growing inability to allocate
resources effectively, assign sufficient funds to nationally determined policies and meet service
delivery targets. Similarly, provinces claim to be confronted with exogenous cost pressures (some
of which are imposed by national government) and increasing demand for services, which are not
always matched by adequate transfers. The result is budget shortfalls, which manifest as spontaneous spending overruns (unauthorised expenditure), the inability to meet set delivery norms
and standards, under-servicing/backlogs, delays or deferment of expenditure commitments, and
rationing of services (e.g. long queues at clinics or low quality of service).
This chapter seeks to assess the phenomenon of provincial fiscal stress, which is defined as the
inability to meet current and future financial obligations, to provide minimum service levels and
to reduce service backlogs (infrastructure in particular) with minimum efficient expenditure. It
looks at whether and why provincial fiscal stress exists and how to address it, given the constitutional requirements for the progressive realisation of needs. A fiscal stress index is constructed by
reviewing and then using theories of sub-national budget constraint, resource-use and allocation
management, and fiscal adjustment. Fiscal stress is viewed as a structural, institutional, legislative, and expenditure and revenue problem. The chapter concludes that the fiscal performance of
provinces must be improved by monitoring various elements of fiscal stress and putting in place
necessary fiscal rules.

6.2 Problem Statement
South Africa is facing ongoing and unresolved debates around the existence or non-existence of
provincial fiscal stress. The implicit and explicit intergovernmental fiscal arrangements between
national government and provinces make it difficult to establish with certainty the degree to
which provinces are affected by fiscal stress. In South Africa, transfers represent a bigger share
of provincial revenue and are used to fulfil mainly delegated expenditure responsibilities – that is,
nationally determined policies. A widening gulf between the available resources and expenditure
needs often leads to concerns about whether the revenue is adequate for the provinces’ responsibilities, and counter concerns (from national government) over the efficacy of expenditure
management (Premchand, 1993).
National government often dismisses the fiscal stress argument, citing poor resource-allocation
planning, as shown by growing incidents of poor fiscal performance, and that the annual equitable
share adjustments insulate provinces from exogenous expenditure shocks. National government’s
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stance on fiscal stress can be explained in part by the perceived adherence to core principles of
resource-use management, including propriety, accountability and adequacy. Propriety refers to
the ability to spend funds for the purpose approved by legislature (in 2010/11 alone provinces
accumulated over R25 billion in unauthorised, irregular and wasteful expenditure). Accountability
and adequacy relate to the ability to implement policies prudently and transparently and the
capacity to produce outcomes commensurate with the respective outlays (Premchand, 1993). Yet
an increasing number of expenditure reviews, especially in education and health, suggest that the
outcomes are less than desirable, relative to allocated expenditure.
If not properly managed, run-away fiscal imbalances can cause irreversible damage to macroeconomic balances. Sub-national governments, which have the flexibility to run rolling fiscal deficits,
can endanger overall fiscal sustainability and increase the risk of moral hazards associated with
soft budget constraints.
While national government’s arguments are not without merit, it fails to acknowledge the inherent
problems of alignment between policies, budgets and implementation. National government often
makes commitment budgets, promising in its plans and new policies unrealistically high levels of
services, which provinces are then required to deliver, without costing or providing commensurate resources for these services. Furthermore, provinces have numerous exogenous input-cost
pressures, such as employee compensation, which are growing at a faster rate than the allocated
revenues. When the impact of these arrangements is recognised, and provinces are compelled to
adhere to balanced budgets, payment controls are often adopted as key adjustment measures,
thus leading to the build-up of arrears and service backlogs.
With so much complexity over what exactly constitutes or causes provincial fiscal stress, national
government’s ability to hold provinces accountable for delivery becomes limited, while provinces
have limited incentives to use resources efficiently as they know that they cannot be held directly
responsible for non-delivery (Rodden et al., 2003).

6.3 Aims and Objectives of the Study
The main aim of this study is to assess how the fiscal performance of provinces can be improved
to support national developmental goals. Specific objectives of the study are:
•

To determine whether fiscal stress, as perceived by provinces, is genuine, self-imposed,
temporary or chronic/structural.

•

To understand and evaluate the fiscal adjustment mechanism available to, and used by,
provinces to ease their respective fiscal pressure.

•

To strengthen intergovernmental relationships by understanding the peculiar provincial
budget dynamics.

•

To contribute to the Financial and Fiscal Commission’s Annual Submission on the Division of
Revenue.
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Figure 10: Conceptual Framework
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6.4 Conceptual Framework
Figure 10 depicts an analytical and conceptual framework for assessing fiscal stress. In this model,
effective fiscal performance is regarded as a composite process that contributes to making timely
and effective decisions on the use of public funds. The operational framework for expenditure
management comprises a three-stage administrative process: determination of policies, objectives and resources required; allocation of resources required to meet policy objectives; and commitment to carrying out tasks and spending resources economically, efficiently and effectively.

6.5 Framework for Evaluating Fiscal Stress
6.5.1 Overview
Like many other developed and developing countries, South Africa has undertaken fiscal decentralisation reforms, assigning expenditure functions and revenue powers to lower levels of
government. However, as with many intergovernmental fiscal systems around the world, South
Africa is facing ongoing and unresolved debates around whether adequate devolution of revenue
sources accompanies the devolution of spending responsibilities. Sub-national governments, particularly provinces, rely on national transfers (and to a lesser extent on borrowing) to finance their
expenditure commitments. These arrangements raise concerns and/or perceptions of budget
imbalances in the lower spheres (Eyraud and Lusinyan, 2011).
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Disagreement around imbalances is a feature of any decentralised system of government due
to the common economic problem of scarcity. Some level of discrepancy between sub-national
own revenues and spending is inevitable, and may even be desirable for the purpose of retaining
national control over provinces. However, large and persistent budget shortfalls, (perceived or
otherwise) can have detrimental effects, including the partial collapse of public service, underdelivery, missed delivery targets and prolonged service backlogs (Besfamille and Lockwood, 2004).

6.5.2 Conceptual Definitions of Fiscal Stress
Fiscal stress is a term that is interchangeable with concepts such as fiscal distress, fiscal strain,
fiscal crises, fiscal squeeze, poor fiscal health, poor financial condition or budget pressures.
The term is used to describe the predicament of government dealing with social, financial and
economic difficulties (Arnett, 2012). This conceptual medley means that there is no single, universally accepted definition of fiscal stress. According to Rubin (1982), there are as many definitions
as there are scholars interested in studying fiscal stress, and the situation is yet to change. The
lack of a clear definition creates confusion about the meaning of fiscal stress.
The term is used to refer to the financial conditions of different spheres or organs of government,
as well as to two different types of analysis. In addition to the proper meaning of financial strain,
fiscal stress is used to describe fiscal disadvantage relative to other spheres, absolute or relative
fiscal decline over time, and fiscal emergencies or crises that involve defaults and failure to meet
obligation (Shelley, 1982).
Fiscal stress is difficult to define because it is a dynamic, transient condition with multiple
facets and interpretations. As Arnett (2012) observes, some definitions include reactions to and
symptoms of fiscal stress, rather to the condition itself. To get around these problems, scholars
tend to adopt different definitions to accommodate their respective research objectives, mainly
restricting themselves to financial conditions rather than the causes and consequences. This
makes for ease of comparison across government and time.
Notwithstanding, the above definition problems, a compelling body of literature suggests that
fiscal stress is a condition of imbalance (Gold, 1992; Premchand 1993; Müller and Rohr-Zänker,
1998; Skidmore and Scorsone, 2009; Congressional Budget Office, 2010). Intuitively, the balance is
between what the public would like and what government can provide, given available resources.
Balance can also be viewed in the context of overall budget balance (a general accounting balance,
taking into account the difference between expenditure and revenue) and generational balance
(inter-temporal generational equity issues).
Operational definitions of fiscal stress are common. For example Müller and Rohr-Zänker (1998)
describe fiscal stress as a condition where government is unable to meet the demands of growth
and change and to maintain the existing levels of service, as a result of expenditure demands
growing faster than the available resources. For Premchand (1993) fiscal stress is defined as a
growing imbalance between revenue and expenditure over a period, usually confined to a fiscal
year and reflecting a deviation from original budget estimates. Hendrick (1989) Jiménez (2009) and
Wang et al. (2007) view fiscal stress more broadly, as government’s inability to meet its short- to
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long-term financial and services obligations, as and when they arise, accompanied by the inability
to raise adequate revenue. Accordingly, fiscal stress entails elements of government in trouble,
liquidity, insolvency, tax base and debt problems. However, Gold (1992) is quick to point out that
fiscal stress is not to be confused with self-inflicted poor budgeting practices. Good budgeting
requires holding funds in reserve, as a buffer against unexpected contingencies; only when those
reserves are below the desired level can agencies be said to suffer from stress. Furthermore,
spending that exceeds revenue because of capital investments may not necessarily be a sign of
stress.
In terms of these definitions, fiscal stress can be major or minor in size and impact. It can also
be a short-run phenomenon – a one-time event that puts the budget off balance – or long term
in nature, whereby government is under continuous financial strain and so is unable to provide
minimum levels of service (Gold, 1992). The latter entails severe forms of fiscal stress and may be
attributable to a number of factors, including indebtedness and structural and demographic issues
(section 6.5.4 provides full discussion). Furthermore, fiscal stress can emerge from either sudden
or recent events, or slowly develop.

6.5.3 Theoretical Foundations
The study of fiscal stress dates back to the middle of the 19th century, when industrialised
countries began using budgets as an integral part of broader macroeconomic management, rather
than as mere vehicles for government expenditure and accountability. Until the early periods of
industrialisation, government revenue kept pace with public spending, reflecting aspirations to
establish welfare states across Europe. In the aftermath of the Great Depression, public spending
began to outstrip revenue, contributing to high levels of public debt. The growth in deficits led to
an increased awareness of the budget linkages to the macro-economy and, more importantly,
of the long-term budget pressures on government when public spending is diverted into debt
servicing (Premchand, 1993).
In response to financial problems in urban areas such as New York and Cleveland, more attention
began to be focused at the local government level (Savage and Schwartz, 1999). The main purpose
was to identify which cities were the mostly fiscally strained, so that the size and destination of
federal and state aid could be redirected, and to distinguish between fiscally reliable and nonreliable investments (Arnett, 2012). The theoretical approaches used to explain fiscal strain vary,
but two cross-cutting themes always emerge: internal and external factors.
One approach stresses that government policies are the main causes of their financial situation,
while the other argues that structural and environmental factors are key determinants of fiscal
condition (i.e. causes of fiscal stress can be found in expenditure management weakness or,
according to public choice theory, are the result of distorted market mechanisms). The neoMarxist (or economic structuralist) approach is more comprehensive, taking into account both
economic and social conditions. Fiscal policies, particularly composition of expenditure, are seen
as a major cause of fiscal strain, but also a necessary result of the state’s function in a capitalist
society (Müller and Rohr-Zänker, 1998).
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For advocates of the structuralist approach, fiscal stress is not exclusively attributable to poor
expenditure management, but also a reflection of the underlying structural contradictions and
constraints imposed by the economic system. Fiscal stress is viewed as an intrinsic feature of
late capitalism, resulting from government’s attempt to reconcile two contradictory functions.
Government is seekings to ensure capital is accumulated by securing the profitability of priority
sectors of the economy, while at the same time maintaining the legitimacy of social and public
order (i.e. mediating the class interests of workers and capital owners). In an attempt to respond
to various claims and to avoid an economic and social crisis, the government is caught up in a
structural gap – between satisfying demand for public services and the capacity to pay for them.
This gap manifests through the budget allocated for social capital – expenditure to sustain capital
profitability – and social expense – expenditure to secure social and political patronage (Müller
and Rohr-Zänker, 1998).
Fiscal stress is also central to theories explaining rapid public expenditure growth. In both
developed and developing countries, bloated governments tend to create many economic ills,
including slow economic growth, large government deficits and internal and external imbalances.
Alm and Embaye (2010) classify theories explaining growth in government spending into “institutional” and “a-institutional” approaches. Institutional theories focus on political/public choice
considerations (e.g. the roles of government bureaucrats, voter-taxpayers and special interests,
as they engage in rent-seekings practices) and rely on structural changes (e.g. voter suffrage) and
major shocks to the political system (e.g. war, economic crises). A-institutional theories emphasise
the impacts of changing market conditions (e.g. income and price effects) on the demand for
government services

6.5.4 Causes of Fiscal Stress
While the definition of fiscal stress is fraught with challenges and confusions, the literature reveals
considerable consistency and consensus about what factors lead to, influence or cause fiscal
problems, i.e. cyclical downturns. For Premchand (1993) these factors are many; some may be
long standing, while others may be relatively recent. As noted earlier, institutional, behavioural,
structural and policy factors, as well as budget practices contribute to fiscal stress.
From an institutional angle, the following factors are perceived to contribute to fiscal stress,
although the magnitude of their contribution is difficult to measure (Premchand, 1993). When
major financial decisions are made outside the budget process, fiscal stress problems inevitably
arise. Driven by expediency and rent-seekings motivations, politicians make high-priority commitment budgets or promises that violate self-imposed parameters of formal fiscal plans (budgeting
by volume). As a result, spending overruns accumulate, representing successive waves of historically compressed spending and commitments, which are far in excess of available resources
(fiscal illusion 58).
Other political economy explanations of fiscal stress are rooted in models of polarisation or
bargaining between rival political interest groups. The models suggest that multi-party, budget

58

A situation where citizens ask for and politicians promise more than government can deliver.
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decision-making systems are likely to run bigger deficits because individual political parties make
unilateral decisions and do not internalise the full cost of funding group-specific needs. Similarly,
in a two-party state, an incumbent ruling party is likely to shift the financing of current spending
into the future, if the prospects for being replaced by a rival group are high (Khemani and Wayne,
2008).
Furthermore, unintended fiscal disorders often result from the lack of explicit procedures for
coordinating revenue and expenditure, as well as the linkage between the budget process and
macroeconomic framework. Powerful, rigid and long-term macroeconomic policy and political
habits tend to overwhelm the budget pressure in a mechanical sense (Schick, 1988). Budget
reserves are put under enormous pressure to meet the budget claimants’ insatiable demand for
additional funds, since the political machinery does not permit resource constraint to be internalised through various phases of the budget. As a result, budget outcomes (deficit/surplus) become
a mere case of impromptu, rather than deliberate, policy decisions and, more importantly, the
financial implications of decisions or budget outcomes are not fully recognised.
The two factors mentioned above tend to reinforce the notion that sub-national governments face
soft budget constraints, i.e. have incentives not to pay attention to the quality and consequences
of their expenditure decisions (Besfamille and Lockwood, 2004). Thus recognising or acknowledging any level of (perceived or actual) fiscal stress will be tantamount to further softening of the
budget constraint. In other words, the expectations of additional resources may lead sub-nationals to behave opportunistically, which precipitates a self-imposed financial crisis and a request for
more resources or bailouts from national government.
Another important institutional factor dominating the discourse on fiscal stress relates to vertical
fiscal imbalance and assignment of expenditure responsibilities (Sutherland et al., 2005; Jiménez,
2009). When the balance is disproportionate between the revenue assigned and expenditure
responsibilities, sub-national government may find it difficult to meet minimum services requirements or expenditure commitments imposed on them by the national government or statutes.
National government controls tax and debt limits, determines public wages, sets delivery norms
and standards, and introduces various legislations with permanent mandatory costs. National
government can mandate provinces to provide certain services, which provinces have to figure
out how to finance (Shelley, 1982). These arrangements sometimes create conditions or incentives for provinces to behave strategically in order to extract additional funds from national government. A common view articulated in Eyraud and Lusinyan (2011) is that the vertical structure of
the public sector may “soften” the budget constraint of sub-national governments, causing them
to overspend, and lower their tax effort – mainly because they do not fully internalise the cost of
spending and/or anticipate that additional transfers will cover their financing gap.
From a policy and budgeting standpoint, rapid growth in expenditure, which leads to fiscal stress,
can result from the pursuit of populist policies, formulation of indefinite expenditure programmes,
lack of (or poor) costing of policies, high delivery norms and standards, incremental budget
decisions and uncontrolled borrowing to finance new programmes (Premchand, 1993; Shelley,
1982). Incremental budget decision making is a direct product of the budget process, which lacks
technical rationality – i.e. is not a comprehensive review of all expenditure components and
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existing alternatives (Arnett, 2012). This raises concerns over the fair share of revenue allocation,
since expenditure adjustments are largely communal, and the share of budget among various
spheres and organs remains relatively the same.
The lack of, or weak, budget expenditure and financial controls by budget claimants (spending
agencies) and budget conservers (finance ministries) can also lead to excessive fiscal stress.
Actual spending levels are most likely to exceed the original budget estimates when the budgetary
institutions are incapable of: monitoring spending by line ministries, adjusting outlays downward
after budget approval, and sanctioning profligate budgetary practices and fiscal choices, such as
over-spending. The lack of control exacerbates the common pool problem, as spending agencies
have an incentive to overspend and derive total benefit, but only suffer a fraction of the costs
(Schick, 1988; Stasavage and Moyo, 1999). Furthermore, when budgets are not transparent and information is incomplete, national government may underestimate the effects of national policies
on sub-national budgets, or the revenue effects of small changes in grant allocation. Similarly, subnational governments may overstate the effects of national policies on their budgets to create a
fictional budget shortfall.
Other causes of fiscal stress are listed in Table 45. These factors are not mutually exclusive but
can generally be grouped in three categories: socioeconomic decline, internal political dynamics
and bureaucratic expansion.

Table 45: Miscellaneous Causes of Fiscal Stress
Demographic changes (e.g. high school General cost increases/inflation. National govenrolment or failure rate); disease burden (i.e. ernment often makes aggregated inflationary
high infection rate)
adjustment to transfers, without taking into
account the rate of cost increase in various
expenditure categories, whose rate of growth
far surpasses that of the Consumer Price Index
e.g. health-care cost (Gold,1992)
Court decisions (Gold, 1992)

High personnel (including ghost employees)
and capital outlay costs

Weak economic base

Economic swings

Rapid expenditure growth rate and/or high Wasteful expenditure or tax competition,
entitlement expenditure
service benefit spill-over
Redistributive policies

Debt obligations

Expenditure inflexibility. Factors contributing Fraud and corruption
to inflexibility include obligatory programmes
that are structured by law, as well as programmes based on political agreements
Revenue collection inefficiency

Unfunded mandates (Jiménez, 2009)

Source: Compilation from various sources.

6.5.5 Measuring Fiscal Stress
Finding an acceptable measure is one of the biggest hurdles when empirically determining the
extent to which fiscal stress affects government structures. Like the definition itself, the concept
of fiscal stress has no generally accepted measure or indicator, making the task or process of
declaring fiscal stress cumbersome, political and fraught with many disputes (Gold, 1992). The
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debate over appropriate measures of fiscal stress focuses on the breadth of the measure:
whether it should reflect once-off events, long-term financial decline or deviation from/inability to
adapt to socioeconomic changes. As the concept is inherently dynamic and circumstances vary
across agencies, there are unresolved debates over the appropriateness of a single measure or a
composite indicator to denote fiscal stress (Arnett, 2012). For Jiménez (2009), an all-encompassing
single indicator is difficult to construct because of the different dimensions of fiscal stress and the
non-contingent relationship among different causes.
Several applied and theoretical frameworks have been developed and used to measure fiscal
stress. Many applications draw on the work of Groves et al. (1981), which breaks down fiscal
stress into three types of insolvencies. This includes (a) cash solvency, which is concerned with
government’s liquidity and ability to pay its bills; (b) budgetary and long-run solvency, which is
related mainly to fiscal sustainability; and (c) service level solvency, which measures the ability
of government to meet the needs of the community by providing the required minimum service
levels. The key indicators to consider in measuring the underlying dimensions of solvency are:
•

Fund balances

•

Equity or net assets

•

Surpluses and deficits

•

Revenue performance

•

Spending pressures and expenditure needs

•

Outstanding debt, debt service, post-employment benefits

•

Liquidity

•

Financial ratios.

Table 46 demonstrates the applicability and accuracy of selected indicators of fiscal stress in
measuring the different dimensions of solvency.

Table 46: Comparison and Effectiveness of Fiscal Stress Measures
Measure

SphereYearto-sphere
to-year
comparison comparison

Budget
solvency

Long-run
solvency

Service
level
solvency

Budget
deficit

weak

moderate



Year-end
budget
balance

weak

moderate



Revenue
performance

weak

weak



Tax increase
relative to
expenditure
trends

weak

Weak



moderate

moderate

Financial
ratios

Source: Arnett, 2012.
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6.5.6 Taxonomy Response to Fiscal Stress - Closing the Gap
Responses to fiscal stress are generally limited and depend on the underlying causes, severity
of the situation and flexibility of fiscal rules. The most generic and common responses found in
the literature are expenditure cuts, revenue enhancement and borrowing where it is permitted
(Porteba, 1996; Kalambokidis and Reschovsky, 2005; Jiménez, 2009; Arnett, 2012). The budget can
also be balanced through budget gimmicks (deferring expenditure such as maintenance), expenditure reviews, drawing from reserves or “rainy day funds” and much tougher fiscal stances, such
as absorbing part of the fiscal pressure within existing budgets and the current fiscal year. The
limited number of responses mentioned conceals the wide variety of other specific approaches
available within each broader category. Table 47 outlines some of these approaches classified by
problem area or cause of fiscal stress.

Table 47: Approaches to Fiscal Stress
Problem area

Approaches

When ministry of finance lacks power to adjust
outlays after budget approval

Provision of emergency powers to finance
ministry through legislation

Low revenue efforts, extensive regulations,
indefinite spending programmes.

Revenue generation through user fees, reduction in regulations, introduction of sunset
legislation, reallocation of task and responsibilities, postponement of policy initiatives and
programmes

Uncontrolled deficits, policy implications and
costing analysis,

Introduction of global targets, forward expenditure planning; institutionalisation of functional
costing.

Lack of programme or project review

Expenditure review, programme reconsideration, performance based budgeting, incentives.

Personnel growth and expenditure rigidities

Hiring freezes and restrictions, salary reductions, staff ceilings, retrenchment, reduction in
capital outlay, across the board cuts, reprioritisation of spending into core and non-core. .

Difficulty in implementing approved budget

Cash management, cash limits, centralisation
of payments

Decision taken outside the process and no
explicit efforts to coordinate revenue and
expenditure.

Expanded budget process, envelope or portfolio budgeting

Source: Adapted from Premchand (1993).

Premchand (1993) suggests that, before considering any of the above approaches, an elaborate
process should be undertaken to identify the nature and duration of the problem, formulate the
corporate strategy and build consensus to gain support for implementation. Each of the choices
explicitly reflect the opportunity costs of alternative policies, especially because all the approaches have the effect of reducing the rate of development, foregoing social welfare and adding to the
future costs of maintaining or refurbishing assets.
Making choices about which remedy to administer requires practical considerations of the
sequencing of approaches, ease of implementation and effectiveness, for example trade-offs

Back to contents

Submission for the 2014/15 Division of Revenue //

151

CHAPTER 6

between whether to introduce across-the-board cuts or sector-specific cuts. The political process
is biased against limiting item-by-item spending, and there may be arguments about which items
to cut (and by how much), even where cutback decisions have been made (Wildavsky, 2003).
Across-the-board cuts represent an easy way out and a lack of prioritisation and method in the
handling of stress (Premchand, 1993). Where the magnitude of the problem is severe, universal cuts
may not be adequate and will have to be supplemented by specific reductions, preferably within
unprotected or non-core expenditure categories. Another tactic for avoiding deeper cutbacks is
to schedule a series of down payments over a period of years for closing the gap (Schick, 1988).
However, cutbacks within core spending areas are not without precedent. Schick (1988) found
that most developed countries made marginal cutbacks in entitlements and transfer payments,
making patients pay a higher share of the cost of medical care by tightening eligibility standards
for social grants and by relying more heavily on non-governmental revenues to finance these
programmes. Kalambokidis and Reschovsky (2005) observed a similar trend in the United States,
where budget shortfalls between 2001 and 2004 led various states to cut spending in protected
areas, such as K-12 education, and contain costs in Medicaid.
Similarly, the efficacy of curbing personnel expenditure depends on a number of factors. The widely
held perception that the public sector is overstaffed led many countries to introduce measures
such as staff reduction targets and ceilings, freezes in recruitment and wages, and retrenchments through incentives for early retirement. However, in many instances these efforts were a
smokescreen to the real problem. Increased personnel expenditure is often the result of growth
in programmes that tend to be labour intensive. In other words, staff increases reflect a structural
problem that requires an exhaustive response. Thus, unless a comprehensive programme review
is carried out, measures such as freezing and ceilings may only have a short-term effect on fiscal
stress (Premchand, 1993).
Premchand (1994) proposes that fiscal stress responses be centred around the four pillars of
expenditure management: stabilisation, economy, efficiency and effectiveness.
•

Stabilisation is primarily concerned with determining and sustaining the aggregate level of
expenditure, and observing the limit.

•

Economy entails using fewer resources than planned (i.e. economies of scale and savings).

•

Efficiency involves the ability to produce more with the allocated resources.

•

Effectiveness is concerned with the extent to which the programme objectives have been
fulfilled.

Thus, if the issue is one of excessive use of resources in relation to the needs, the policy response
may have to emphasise economy. Alternatively, if the problem emanates from leakages and inefficient operations, policy options focus on restoring efficiency. However, in practice, Schick (1988)
found that governments tend to look for the easiest places to reduce spending, rather than resort
to reviewing the efficiency or effectiveness of programmes.
To deal with sub-national fiscal stress, Shah (2006) notes that it is important to deal with sources
through a combination of policies, such as the reassignment of responsibilities, tax decentralisation or tax abatement by the centre, and tax-base sharing (by allowing sub-national governments

152

// Submission for the 2014/15 Division of Revenue

Back to contents

CHAPTER 6

to levy supplementary rates on a national tax base). Only as a last resort should revenue sharing
or unconditional formula-based transfers be considered to deal with the gap, as they weaken
accountability to local taxpayers. According to the OECD (2009), the most critical intervention
for bridging fiscal stress and overcoming associated obstacles is the promotion of coordination
and capacity-building at national and sub-national levels. However, Wildavsky (2003) argues that
improving efficiency (reducing overlap or duplication and perfecting procedures) ordinarily does
not involve substantial sums that quickly cumulate into large savings.

6.6 Fiscal Stress in the Context of Provinces in South Africa
Constructing acceptable measures of fiscal stress is empirically difficult, and provinces agree that
declaring themselves fiscally stressed (or not) is difficult without carrying out a comprehensive
costing of delivery norms commensurate with all their functions. Notwithstanding the importance
of costing as a critical factor, provinces do encounter numerous budgetary problems, which are
consistent with the literature on causes of fiscal stress. Most notably, the issue of misaligned
expenditure responsibilities (or unfunded mandates) tops the agenda of problems that affect the
budget significantly. Misalignment cuts across different provincial departments and is often linked
to political decisions on policy, which are made without being accompanied by funding for implementation. The most compelling finding from the interaction with provinces is that their positive
budget balance is in effect masking a number of “budget gimmicks”, which may not necessarily
show up in official budget and audit reports. For example, spending agencies tend to understate
their performance targets to cater for national mandates, unforeseen expenses and profligacy.
Table 48 provides a list of practical factors, which the provinces consider create or contribute
to budget pressures and service level fiscal stress. Factors are classified as either exogenous or
endogenous. (Please see Table 48 on page 154).
In addition, the South African legislative framework describes and specifies factors that may constitute fiscal stress, and how such conditions should be addressed. First, the legislation stipulates
that national government may intervene in provincial and municipal affairs if they fail to fulfil their
obligations, or experience material and persistent financial problems (sections 100 and 139 of the
Constitution and sections 6 and 136 of the Public Finance Management Act (PFMA) and Municipal
Finance Management Act (MFMA) respectively).
The PFMA does not explicitly list criteria for determining the seriousness of financial problems.
However, section 138 of the MFMA, which applies to municipalities, provides a list of factors that
constitute financial problems and by implication fiscal stress. These factors are generic and are
equally applicable to provinces. They include:
•

Failure to make payments as and when due.

•

Default on financial obligations for financial reasons.

•

Actual current expenditure exceeding the sum of actual current revenue plus available
surpluses for at least two consecutive financial years.

•

Operating deficit in excess of five per cent of revenue in the most recent financial year for
which financial information is available.

•

Submitting annual financial statements to the Auditor-General more than 60 days late.
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•

The Auditor-General withholding an opinion or issuing a disclaimer due to inadequacies in the
financial statements or records.

Both the Constitution and public finance management legislations discussed above suggest that
fiscal stress is much broader than financial problems.

Table 48: Causes of Service Level Fiscal Stress in Provinces
Exogenous

Endogenous

Policy contradicts compliance with the Financial Management Capability Maturity Model,
where the Auditor-General raises an opinion
about adequate staffing of financial units, but
at the same time National Treasury requires
provinces to contain personnel expenditure.

MEC adverts.

Statutory obligations (competency levels).
Setting up of district offices for the Department
of Cooperative Governance and Traditional
Leaders.

Administrative cost of oversight for Members
of Parliament (MPs). MPs must have both a
secretary and researcher for every committee
on which they sit.

Strengthening of oversight in the premiers’
offices.

Operational costs of royal trusts in KwaZuluNatal and the Eastern Cape.

Health staffing norms (1 nurse per 1 000 people)
Minimum delivery norms are expensive to
meet
National Health Insurance norms on training

Operational costs.
Catering for meetings.

Implementation of the Administrative Adjudication of Road Traffic Offences (AARTO).

Executive imbizo – visits.

Declaration of no-fee schools and occupational
specific dispensation (OSD). Inadequate funding
of no fee schools. Change in early child development norms and standards.
10 new schools per annum (Gauteng).

Expenditure on Industrial Development Zones
and Special Economic Zones.

Inadequate personnel costs adjustments.

Ghost staff.

Court decisions to reinstate staff.

Over-pricing.

Costing of social services is not properly
aligned with norms set by national government.
Emergency services ( no control over).
Source: Author’s compilation.

6.6.1 Operationalising and Measuring Fiscal Stress – Fiscal Stress Index
The literature does not contain a clear, optimal operational definition and measure of fiscal stress.
The concept is highly dynamic and encapsulates numerous political, institutional, managerial,
structural and cyclical elements. Existing definitions of fiscal stress are mostly country specific
(and narrowly tied to the research objective under review) and focus mainly on financial conditions. The financial bias gives the impression that fiscal stress is strictly a budgetary problem and
hence the overemphasis on budget-related variables as measures or indicators. For the purpose of
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this study, fiscal stress is viewed more broadly, as the manifestation of service delivery problems
transmitted through the budget from political, institutional, structural, legislative, financial and
economic factors. These factors constitute most of the variables that indicate the degree to which
government is fiscally stressed (i.e. unable to meet current and future financial obligations, to
provide minimum service levels, and to reduce service backlogs, in particular infrastructure, with
minimum efficient expenditure).
Variables or indicators are drawn from literature and selected on the basis of their relevance to
the South African environment and ease of measurement. Table 49 provides a list and description of 10 indicators, which capture the underlying drivers of fiscal stress, used to compute a
composite fiscal stress index. Indicators are classified as either exogenous or endogenous.

Table 49: Selected South African Indicators of Fiscal Stress
No

Indicators

Description

Source

1

Provincial annual budget balance

Credit rating agencies and lenders view two operating Endogenous
deficits within a five-year period as a financial risk.
For provinces in South Africa, the minimum allowed
threshold for over and under-spending is eight per
cent.

2

Cash balances

A cash balance of five per cent or less is generally regarded as a low cash balance, which results in delays
in paying suppliers.

Endogenous

3

Expenditure buoyancy

Expenditure elasticity measures whether growth in
expenditure is keeping pace with the rate of growth
in national income.

Exogenous

4

Expenditure rigidity and earmarking

This measures the extent to which the composition of Endogenous
provincial expenditure fluctuates in response to changing economic conditions and spending priorities.

5

Unfunded mandates / Misalignment of expenditure
responsibilities

delivery responsibilities undertaken by provinces for
which funding from national government is nonexistent or incomplete.

Exogenous

6

Wastage and profligacy

This measures the extent of inappropriate use of
resources by provinces.

Endogenous

7

Budget and expenditure
control

This measures the ability of provinces to maintain fis- Endogenous
cal discipline, allocate resources in accordance with
national priorities and produce maximum output with
minimum costs. The inability to control budgets is one
of the biggest triggers of fiscal stress.

8

Maladministration/managerial
capacity

This measures the extent to which the province is
able to comply with regulatory requirements pertaining to reporting, performance oversight and internal
audit controls.

Endogenous

9

Minimum efficient expenditure

This measures the minimum expenditure associated
with the inputs required to deliver national minimum
service standards that are within provincial mandates, given that certain prices are set by national
government (e.g. wages).

Exogenous

10

Service needs/burden

This measures the extent of service needs and burden in relation to other provinces, as well as budget
allocation in response to such needs. .

Endogenous

Source: Author’s compilation.
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6.6.2 Evaluation of Provincial Fiscal Performance
Before calculating a composite fiscal stress measure, each indicator is evaluated separately to
establish historical provincial fiscal performance. Table 50 shows provincial fiscal balances over a
nine-year period ending in 2011. Provinces do not show a clear, consistent pattern of surpluses or
deficits in the nine-year period, which suggests possible fiscal stress. However, there are isolated
incidents of surplus and deficit, which are beyond the threshold of eight per cent to total budget
strictly enforced by the National Treasury. Most notably, in 2005 the Free State and Mpumalanga
provinces recorded a surplus of R4 billion and a deficit of R9 billion respectively. Cases of deficit
or surpluses are immediately corrected within a single financial year, as indicated by a significant drop in Mpumalanga’s fiscal balance between 2005/06 and 2006/07. Over the long term,
all provinces seem to gravitate to near a zero budget balance, as shown by the average budget
balance in Table 50. However, zero budget balance is not sufficient as a measure of fiscal stress,
as surpluses may not be indicative of 100 per cent service delivery, while deficits may not be
symptomatic of genuine tight fiscal space.

Table 50: Provincial Annual Budget Balance
R’ Million

2002/03

2003/04

Eastern Cape

-275

-2252

Free State

2028

Gauteng

2004/05

2005/06

2006/07

2007/08

225

1333

1101

583

2950

3824

4022

51

150

-35

1037

-555

KwaZulu-Natal

534

155

158

Limpopo

-555

262

Mpumalanga

2065

Northern Cape

2008/09

2009/10

2010/11

Average

402

-2198

-2428

-390

101

149

410

-56

1498

-636

275

1276

-2228

-1089

-201

-247

598

-380

-2308

-1126

1423

-133

-69

-1036

110

220

330

273

-1885

-261

2914

3370

-9561

-47

151

536

196

-10

-43

733

901

1428

1427

103

146

167

237

37

575

North West

213

167

1298

-683

65

130

195

245

-280

150

Western Cape

-80

476

533

-402

-604

-318

-294

-104

208

-65

Source: National Treasury budget database and author’s calculations.

The ability to raise revenue plays an integral part in determining whether a province has fiscal
stress. In any given year, prevailing economic conditions and structural factors affect the amount
of revenue likely to be raised. The design of South Africa’s intergovernmental system means that
provinces rely almost entirely on transfers from national government for revenue. This makes the
task of assessing fiscal stress from the perspective of revenue generation rather debatable. On
aggregate, provinces account for nearly 45 per cent of nationally raised revenue. Figure 11 shows
the share of revenue between national and provincial governments and a gradual decline in the
provinces’ share of revenue.
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Figure 11: Share of Provincial and National Revenue.
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The issue of whether revenue and expenditure responsibilities between provinces and national
government are misaligned or not − and more specifically whether provinces are adequately
financed or not (unfunded mandates) – is contentious. While settling this debate is beyond the
scope of this chapter, acquiring a definitive answer is critical to determining whether misalignment contributes to stress or not. Getting closer to the answer requires detailed information
about minimum levels of service and associated costs. In South Africa, provinces are compelled to
provide minimum levels of service, but national government always sets the norms and standards
for delivery in various areas of functional assignment.

Table 51: Fiscal Stress Induced by Vertical Fiscal Imbalance
Province

Per capita
spending

Per capita
spending
variance
(mean)

Per capita
spending
variance (top
3 average)

Fiscal stress
(scenario 1)

Fiscal stress
(scenario 2)

Eastern Cape

8 152

-613

589

-4 023 472 756

3 867 597 356

Free State

8 663

-1 124

78

-3 087 017 073

214 639 160

Gauteng

5 519

2 020

3 222

24 788 926 101

39 546 698 976

KwaZulu-Natal

7 664

-126

1 077

-1 290 008 334

11 056 735 004

Limpopo

8 018

-479

724

-2 587 938 138

3 911 581 500

Mpumalanga

7 272

266

1 469

1 075 603 470

5 933 754 097

Northen Cape

9 409

-1 870

-668

-2 142 868 895

-764 935 878

North West

6 822

717

1 919

2 515 228 473

6 736 054 671

Western Cape

6 329

1 209

2 412

7 041 399 586

14 043 415 912

Source: Author’s calculations

To make up for this deficiency, a modified Factor Assessment Method (FAM) is used to measure
the fiscal stress effect of provincial revenue adequacy. FAM measures expenditure need as the
per capita expenditure that a region needs to provide a standard level of services (measured as
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mean per capita expenditure of top three provinces) and the per capita difference in the region’s
demand for services and the unit cost of providing services. Table 51 shows the application of the
FAM for provinces in South Africa. The table uses mean per capita spending and the average of
the three highest per capita spending as the hypothetical cost of providing standard level services.
The two scenarios shows the difference between actual and mean per capita spending extent to
which budget needs to be adjusted upwards or downwards if actual per capita spending is normalised across all provinces to a mean average. In scenario 1 where actual per capita expenditure
is compared to mean per capita spending, the extent of fiscal stress is only concentrated in 4
provinces because of lower actual per capita spending. Scenario 2, where actual per capita expenditure is compared to an average of the three highest per capita spending, implies a significant
element of stress.
Figure 12 assesses fiscal stress from the perspective of the rate of expenditure growth in relation
to the economy’s capacity to sustain such a growth, as well as the alignment of the rate of
increase with the general price level and population growth as proxy for expenditure needs. In
general, total provincial expenditure growth appears to consistently outpace growth in real GDP
and inflation. For Mitchell (2010), the expenditure growth path depicted in Figure 12 is unsustainable because it outpaces the wealth-creating sectors of the economy and therefore indicates
possible fiscal stress.

Figure 12: Provincial Expenditure Growth Moderation

Source: National Treasury budget database, StatsSA, 2012, and Reserve Bank, 2012.

While rapid expenditure growth in itself does not indicate fiscal stress, a growth pattern that is
inconsistent with inflation and the population growth rate can induce fiscal stress, which may
have been avoidable if an inflation-linked spending path had been adhered to. Many of the factors
explaining high expenditure growth rate (i.e. incremental budget decisions) play out within South
Africa’s intergovernmental system. These factors are typically not amenable, clear-cut measurements. Every year the government introduces spending priorities, which require significant budget
commitments and add to the rate of spending increase. In the 2011/12 financial year alone, more
than 34 spending priorities were identified and funded.
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Rigidities in expenditure line items can cause irreversible fiscal damage. Generally, personnel
costs are considered to be most invasive and damaging because they are a first charge against
expenditure and tend to encroach on other important expenditure line items. Figure 13 compares
expenditure composition across time within and among provinces. A discernible trend of rigidity
or drag is apparent, given the insignificant change in the proportion of funds allocated to goods
and services.

Figure 13: Expenditure Rigidities/Flexibility
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Source: National Treasury budget database.

The last, important component of fiscal stress assessed is the ability of government to deliver
services. Fiscal stress invariably arises when a province has a disproportionately high level of expenditure needs or responsibilities relative to the available revenue. In Table 52, selected service
responsibilities are used to demonstrate service access levels, while expenditure needs indicators
serve to gauge the provinces’ ability to provide the level and quality of services required for the
general health and welfare of the residents. Provinces with the highest level of expenditure needs
will likely experience pressure on their respective budgets, especially where delivery norms and
standard are adhered to. For example, KwaZulu-Natal (KZN) has the highest level of primary healthcare visits and hospital workload. However, this information alone is not sufficient to determine
whether KZN is fiscally stressed, but needs to be validated against costs or applicable norms and
standards. In education and health, provinces must adhere to set staffing norms at considerable
costs. Provinces whose staff/learner or staff/patient ratio falls below the set norm fit the fiscal
stress definition of being unable to provide minimum levels of service.
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Table 52: Service Level Fiscal Stress
Primary healthcare visits / 1000

No of children
below six years

Hospital workload

Eastern Cape

No of people
above 60 years

Fiscal stress
(scenario 1)

17 556

4 525

1 082 368

638 223

6 598

1 617

408 514

228 787

Gauteng

20 216

5 968

1 586 554

842 283

KwaZulu-Natal

26 151

7 982

1 649 310

779 375

Limpopo

13 972

2 681

936 332

467 364

Mpumalanga

8 029

1 724

634 681

284 155

Northen Cape

3 472

507

169 407

98 388

North West

8 025

1 550

547 887

292 390

15 643

3 941

762 412

520 784

Free State

Western Cape

Source: National Treasury 2011, Statistics South Africa, 2011.

Audit opinions are important in determining whether provinces are well managed and governed
to prevent financial or governance fiscal stress. A negative audit opinion (disclaimer, adverse or
qualified) suggests that a province is performing poorly on various aspects that contribute to clean
governance, including procurement contracts, human resources and expenditure management,
and compliance with preventative measures such as setting up of audit committees. In 2009/2010
a total of 53 out 251 audited provincial departments and entities received negative audit opinions
(see Table 53). Similarly, negative audit opinions are not entirely a reflection of fiscal stress, unless
they show a consistent pattern over a given period. As Table 53 illustrates, incidents of negative
audit opinion are too few to discern a consistent pattern.

Table 53: Provincial Audit Outcomes 2008/09–2009/10

Province

Disclaimer

Adverse

Qualified

Financially unqulified with
findings*

Financially unqulified with no
findings*

2009/
2010

2008/
2009

2009/
2010

2008/
2009

2009/
2010

2008/
2009

2009/
2010

2008/
2009

2009/
2010

2008/
2009

Eastern Cape

2

1

0

2

5

5

16

18

3

0

Free State

2

0

0

1

5

7

12

14

8

7

Gauteng

4

4

0

0

3

11

23

20

11

4

KwaZulu-Natal

0

1

0

1

9

13

19

21

6

5

Limpopo

1

1

0

0

3

6

12

10

1

1

Mpumalanga

0

0

0

0

2

3

14

17

3

1

Northen Cape

2

3

1

0

4

6

10

10

0

0

North West

4

5

0

0

6

7

15

12

0

5

Western Cape

0

1

0

0

0

3

13

23

12

0

Total audits

15

16

1

4

37

61

134

145

44

23

Source: Auditor-General, 2010.
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Service level fiscal stress is also a function of successive incidents of fiscal profligacy. Provinces
that continuously receive unacceptable audit opinions and are found to squander millions in
fruitless and irregular expenditure are most likely to experience fiscal stress. Table 54 shows the
amount of funds spent on fruitless and wasteful expenditure; Gauteng province has the highest
amount of fruitless, irregular and unauthorised expenditure.

Table 54: Provincial Fiscal Profligacy 2010/11
Province R’000
Eastern Cape

Fruitless
expenditure

Irregular
expenditure

Unauthorised
expenditure

116 886

4 553 334

139 372

Free State

57 784

1 159 685

81 386

Gauteng

400 455

4 813 889

1 436 527

KwaZulu-Natal

12 363

1 402 851

265 037

Limpopo

252 446

1 135 804

773 771

Mpumalanga

10 149

535 589

84 730

Northern Cape

9 784

1 323 561

101 755

North West

9 003

1 682 604

66 023

Western Cape

7 702

182 880

-

Source: Auditor-General, 2010.

6.6.3 Provincial Fiscal Stress Index
When assessed individually, the above provincial fiscal performance variables do not give a clear
picture of whether provinces are especially fiscally stressed. Table 55 shows a composite fiscal
stress index, or a combination of indicators that provide a better picture of the overall provincial
fiscal situation. Each indicator is scored from 1 to 5 (where 1 is good and 5 is bad) to measure the
severity and weight of its relative contribution to total stress. Scores are assigned to each quintile
on the basis of variation from a set norm or national average over a given period.
The results suggest that fiscal stress within South Africa’s provinces may not be as severe as
reported. The Eastern Cape has the highest weighted fiscal stress score at 3.25, followed by
Gauteng at 3 and the Free State at 2.8. The Western Cape and Mpumalanga have the lowest
fiscal stress score of 1.3 and 1.4 respectively. Surprisingly, Limpopo, which is always compared
to Eastern Cape in terms of poor socioeconomic attributes and fiscal performance, has a middle
fiscal stress score of 2.5. Yet in 2012/13, national government took over the provincial administration in Limpopo because of poor financial and expenditure management. The result of this index
seems to suggest that Limpopo province is performing better, despite having been a candidate
for national intervention.
This difference can be explained by the triggers that inform national government intervention and
the indicators used to compute the index. Interventions are mainly driven by internal expenditure and financial control weaknesses, whereas the fiscal stress index comprises indicators or
variables beyond mere expenditure and financial control. Under the broader definition of fiscal
stress, expenditure and financial mismanagement alone do not constitute fiscal stress. As seen

Back to contents

Submission for the 2014/15 Division of Revenue //

161

CHAPTER 6

from Table 55 most provinces score 5 on wastage and irregular expenditure, budget and expenditure control and maladministration, indicating that such problems are not limited to Limpopo
when assessed over a long period.

Table 55: Composite Provincial Fiscal Stress Index

Weight59

Eastern
Cape

Free
State

Gauteng

KwaZuluNatal

Limpopo

Mpumalanga

Northern
Cape

North
West

Western
Cape

Budget
balance

5

1

1

1

1

1

1

1

1

1

Cash
balance60

10

0

0

0

0

0

0

0

0

0

Expenditure
bouyancy/
growth

5

5

4

2

1

3

1

1

5

2

Expenditure
regidity

5

4

4

1

4

5

4

2

2

2

Unfunded
mandates61

10

0

0

0

0

0

0

0

0

0

Wastage and
irregular
expenditure

15

4

3

5

3

3

2

2

2

1

Budget and
expenditure
control

15

5

5

5

4

4

2

4

3

1

Maladministration/
management
capacity

15

5

5

2

2

3

1

4

3

1

Minimum
efficient
expenditure

10

3

1

5

5

3

1

2

1

3

Service needs/
burden

10

3

3

5

4

3

2

2

1

3

Overall Fiscal
stress score
(Weighted)

100

3.2

2.8

3

2.55

2.55

1.35

2.1

1.8

1.3

3

2.6

2.6

2.4

2.5

1.4

1.8

1.8

1.4

Overall Fiscal
stress score
(unweighted)
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It should be noted that weights are based on author’s judgement

60

Information outstanding

61

No adequate indicator
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6.6.4 Case Studies of Limpopo and KZN
Limpopo
Description of the fiscal situation
Towards the end of 2011, National Treasury declared Limpopo technically bankrupt. At the time
the province was experiencing serious financial problems, which later manifested in some
hospitals running out of medical supplies and food, and schools not fully funded and/or receiving
textbooks. The province ran an overdraft facility of just over R1.2 billion, had a large accumulated
unauthorised expenditure of R2.6 billion and accruals of R1.2 billion, and did not have sufficient
cash to finance its budget or pay teachers and doctors etc.
Causes of the situation
The causes of fiscal stress in Limpopo appear to have been mostly self-induced and consistent with the factors that constitute financial problems, as listed in the MFMA. These include
poor cash-management system, ineffective expenditure management, non-compliance with
supply chain regulations and a weak provincial treasury. National Treasury’s diagnostic found that
cash-flow management was weak; payments were made too frequently, without being backed
by documentation and cash; suppliers were either paid late or not paid at all; and the provincial
treasury did not have enough skilled staff. Other underlying causes listed were weak HR management controls, excess staff and vacant critical positions.
Response mechanism
The severity of the situation in Limpopo led to the national government responding swiftly by
invoking section 100 of the Constitution, which provides for the takeover of a provincial administration. The intervention resulted in the development of recovery plans for five provincial departments. The recovery plans focused mainly on cash management, cost containment, reduction of
personnel costs, organisational realignment, financial accountability, restoration of legal procurement practices and service delivery monitoring. In each remedial area, specific activities were
undertaken and reported over the period of intervention. Some of the activities included cleaning
up the personnel payment system, undertaking personnel head counts, issuing a schedule of
payments, and instigating disciplinary processes and criminal charges against fraud and corruption. Within the twelve-month period under administration, the province’s cash and liquidity
position improved from negative to positive, the cash management system was fully restored,
accruals declined from R1.2 billion to just under R250 million and a budget surplus was expected.

KwaZulu-Natal
Description of the fiscal situation
In 2009/10 KwaZulu-Natal was expected to overshoot its budget by over R5.6 billion. In the same
year the total revenue for the province totalled just over R62 billion. In spite of the projected
overspending, the province was still expected to meet the majority of its financial and service
delivery obligations. Unlike Limpopo, there were no concerns of liquidity, cash position or growing
accruals.
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Causes of the situation
The reasons given for overspending were: extra medication needed to treat Aids-opportunistic infections and extreme drug-resistant tuberculosis, the OSD, skills retention incentives and nursing
that resulted in many patients (especially in Durban) being “farmed out” to the private sector,
costing the fiscus several additional millions. However, this does not rule out the possibility of
fiscal ill-discipline, as reports indicate a dramatic rise in non-core staff in the province and isolated
incidents of supply chain deficiencies.
Response mechanism
National government drove the interventions in Limpopo, whereas in KZN the provincial treasury
(supported by the provincial legislature) instituted an internally driven fiscal restraint. The provincial executive committee approved a number of cost-cutting measures, which were strictly
enforced and monitored by the premier and MEC of Finance. Key among such measures were:
•

The freezing of all posts

•

The freezing of capital projects for which tenders had not been issued

•

A moratorium on the purchase of furniture and equipment

•

Travel and accommodation controls (pool travelling, no overnight accommodation for distance
below 500 kilometres)

•

No payment of performance bonuses or leave-day conversions.

6.7 Conclusion
This chapter sought to answer one of the long-standing questions in South Africa’s gradually
evolving intergovernmental system: the fiscal condition of provinces in relation to the capacity to
deliver their constitutionally mandated services in a sustainable manner. Those who sympathise
with provinces decry the narrow fiscal space within which provinces operate, while detractors
stress the need for improved fiscal performance. The balance between these opposing views is
resolved through empirically testing whether provinces are fiscally stressed or not.
The answer is not straightforward because the concept of fiscal stress is value laden and because
national and provincial governments have irreconcilable fiscal performance perceptions about
each other. National government perceives provinces as perennial budget claimants, while
provinces perceive national government as having an insatiable need to maintain its stronghold
on available resources. Thus any answer to the question of fiscal stress is likely to be challenged
according to whether it supports the particular perception or not.
In an attempt to mediate the two opposing views, this chapter has applied an objective method
to measure fiscal stress. The method combined existing legislative prescripts and practical experiences borrowed from the literature in assessing various elements that are considered unfavourable to service delivery. These elements vary widely in nature, from political to institutional,
structural, legislative, financial and economic, but broadly manifest as service delivery problems
transmitted through the budget. A fiscal stress index was then compiled, containing 10 indicators
to capture the underlying drivers of fiscal stress.
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The index reveals that (based on the broad definition) fiscal stress is not rampant in provinces.
The Eastern Cape has the highest weighted fiscal stress score (3.25/5), followed by Gauteng at
3 and the Free State at 2.8. The Western Cape and Mpumalanga have the lowest fiscal stress
scores of 1.3 and 1.4 respectively. The stress appears to be mostly attributable to endogenous
factors, such as expenditure management, maladministration and wasteful expenditure. These
findings are consistent with national government’s perceptions of the efficiency and effectiveness
of provincial budgets.

6.8 Recommendations
With respect to improving provincial fiscal performance, the Commission recommends that:
•

National and provincial treasuries put in place an agreed-upon measurement and assessment
framework for fiscal performance against which provinces are evaluated. The assessment
framework must:
- Take into account various factors that capture fiscal performance holistically, including
services burden, expenditure efficiency, and funding and delivery norms;
- Incorporate information from internal audit reports and serve as an early warning system to
complement section 32 reports and National Treasury benchmarking exercises;
- Provide for monitoring and disclosure of key fiscal performance indicators of provincial departments, particularly when deviation (as defined by the PFMA) from a healthy fiscal trajectory is prolonged;
- Provide for monitoring of expenditure benchmarks against which key provincial expenditure
items are regularly evaluated and reported by provincial Accounting Officers.

Rationale
The current legislative and accountability framework for detecting and responding to financial
and delivery problems at provincial level is weak. This recommendation seeks to ensure that
the legislative and accountability framework is strengthened through constant monitoring and
public disclosure of key fiscal performance indicators. Poor fiscal performance does not evolve
for a single reason, but results from diverse factors acting at the same time. Thus, a framework
is needed that covers both external and internal factors that cause disequilibrium in the national
context.
•

Government considers reducing or replacing the maximum allowed threshold for over- and
underexpenditure with relative inflation-adjusted figures, to avoid “budget creeping” – a
situation where the budget’s annual rate of growth makes large amounts of over- and underexpenditure acceptable because they are below threshold.

Rationale
A stagnant threshold for over- and under-spending, which is not constantly adjusted for buoyant
expenditure growth, invariably increases the likelihood of highly volatile provincial budget
balances. A lower threshold will stabilise provincial budget balances and, more importantly, foster
effective expenditure planning. As explained earlier, stabilisation is primarily concerned with determining, sustaining and observing the limit of the aggregate level of expenditure.
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•

National and provincial Accounting Officers rigorously enforce section 86 of the PFMA, which
provides for the initiation of criminal and disciplinary proceedings for persistent contravention, especially for wasteful and unauthorised expenditure. Where individuals are found guilty,
consistent sanctions should be applied, commensurate with the seriousness of the offence.

Rationale
The Public Service Commission found that less than five per cent of people who violated the
PFMA were charged with financial misconduct. Rigorous enforcement of the rule of law will not
only increase its credibility, but will deter further fiscal irresponsibility.
•

Provincial treasuries must carry out mandatory expenditure reviews (overseen by National
Treasury and the Department of Performance Monitoring and Evaluation in the Presidency)
after every Medium Term Expenditure Framework (MTEF) cycle, specifically focusing on
composition, efficiency, economy and effectiveness of expenditure, as well as on access to
services and realignment of spending with programme objectives and delivery targets.

Rationale
Expenditure reviews will assist provinces in determining whether they are on a sustainable fiscal
path, the degree to which they have fulfilled programme objectives and introduce self-imposed
fiscal restraints where necessary.
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Understanding the Dynamics of Rural Tax Bases
and Their Influencing Factors
Jugal Mahabir and Nomfundo Vacu

7.1 Introduction
7.1.1 Background
In theory, a fiscally decentralised system of government usually results in the devolution of expenditure responsibilities to lower spheres of governments along with complementary taxation
powers to fund these service delivery mandates. The assignment of these concomitant revenue
powers to sub-national governments also enhances the local autonomy of the sub-national entity,
decreases the administration costs of these taxes, and enhances democracy by creating a direct
link between local taxes and local service provision. The latter assists local communities in holding
their councils accountable for the use of their taxes.
Although such fiscal powers are usually devolved uniformly to all sub-national entities within a
sphere,62 the expenditure potential and ability of sub-national entities to generate funds from
these taxation powers vary quite markedly. This is usually due to differences in the revenue
capacity and revenue effort across sub-national governments. Revenue effort refers to the effectiveness in collecting revenues, which can vary because of capacity constraints, weak incentives,
or simple mismanagement within sub-national governments. Revenue capacity is a relatively
more complex concept and assumes that if all sub-national governments apply the same effort
in collecting revenues, any difference in revenue collection is due to differences in tax bases.
The tax base can be defined generally as the item or measure on which the liability to pay tax is
based.63 The characteristics and size of the tax base give an indication of how “taxable” the base
is, i.e. the amount of revenues that can be generated subject to the extent of economic activity
or the ability of households to pay taxes within a municipality’s jurisdiction. In other words, in the
short run, other factors exogenous to a municipality’s influence determine the size and nature of
a municipality’s tax base.
In most countries, sub-national governments that implement a fiscal decentralised system are
likely to have different revenue-raising capacities (because of differences in their respective tax
bases) and different revenue efforts (because of differences in capacity, ability and willingness to
collect revenues). Within a national landscape, social, demographic and economic circumstances
are likely to differ across various regions. Therefore, different revenue-raising capacity(ies) is a

This is a simplified statement, as several countries assign expenditure and revenue powers across sub-national tiers within
spheres of government
63
In the case of municipalities, property tax is based on the value of the property, while a surcharge on a user charge is based on
the amount of services consumed by a household. In terms of the latter, one can see why business activity, household poverty
and income levels are important in describing the tax base of municipalities, as richer households have a greater ability to
pay for services and can thus consume more services, while businesses are likely to consume a higher quantity of services to
support their productive activities.
62
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structural characteristic of fiscal decentralisation, as not all sub-national governments are likely to
have the ability to support their expenditure mandates from their devolved taxation instruments.
In such instances, intergovernmental transfers aim to fund a fiscal gap64 in sub-national governments with limited revenue-raising capacity but with greater or relatively similar expenditure
responsibilities compared to other provincial or local governments.

7.1.2 Problem Statement
Within South Africa’s intergovernmental fiscal system, municipalities are also subject to the
realities of fiscal decentralisation described above. South African society is very diverse, and characterised by large inequalities in the distribution of resources across its economic landscape.
As mentioned, such diversity and inequality also manifest themselves at the local government
level. The country’s 278 municipalities each operate in unique economic and demographic circumstances, which are fundamental in determining their revenue and expenditure performance.
The inherent inequalities in South African society mean that the ability to generate taxes differs
considerably across the various municipal jurisdictions. Varying economic, social and demographic
circumstances are likely to result in differences in the respective tax bases of municipalities. Thus
revenue capacities will differ across local government.
Inefficiencies and ineffectiveness are inherent in the system, as highlighted by recent service
delivery protests and poor financial performance at the local government level. Factors such as
sub-standard services, financial mismanagement, and severe capacity constraints can explain
some of this poor municipal performance and are likely to affect the ability of municipalities to
maximise their revenue bases; indeed, low revenue efforts across the sphere are possible.
Compared to their urban counterparts, rural municipalities generate/collect low levels of actual
revenue, but the primary driver is difficult to explain. It could be because of structural problems
(i.e. limited tax bases in areas characterised by high levels of poverty, low levels of employment,
and limited business activities) or administrative problems (i.e. weak revenue effort).
The aim of this chapter is to understand the dynamics of the rural municipal tax base and to
identify the structural and/or administrative factors that explain revenue constraints in these
areas. The study uses the Stochastic Frontier Analysis (SFA) method to explicitly compute the
current revenue capacity of the rural property tax base and the extent to which this tax base is
maximised. Ultimately, the chapter assesses the adequacy or appropriateness of the revenue
instruments devolved to rural municipalities to support their expenditure mandates.

A fiscal gap can also arise due to differences in expenditure assignments across municipalities and not solely due to differences in revenue capacity and revenue effort. For example, municipalities can deliver a relative higher quality of service or be
devolved more service functions, which can increase a municipality’s fiscal gap relative to others. Thus, it is important that norms
and standards to guide minimum service levels.
64
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7.2 The Context of South African Rural Municipalities
7.2.1 Defining Rural Municipalities
In South Africa, there is currently no accepted methodology for distinguishing rural areas from
urban areas, let alone rural from urban municipalities. The Constitution (South Africa, 1996) recognises three categories of municipalities: category A (metropolitan), category B (local), and category
C (district) municipalities. Although metropolitan municipalities are widely accepted as being large
urban hubs, the contexts of various local municipalities differ considerably. For instance, Msunduzi
contains Pietermaritzburg, which forms a large urban core within the municipality, whereas
Msinga has no central town at all.
Without a common understanding of what constitutes a rural municipality, the categorisation
methodology developed by the Department of Cooperative Government and Traditional Affairs
(CoGTA, 2009) is used. The methodology identifies 70 local municipalities that are mainly rural
with, at most, one or two small towns in their areas. Table 56 locates these municipalities in the
nine provinces, based on the pre-2011 demarcations. Most of these rural municipalities (84 per
cent) are in the provinces that are predominantly former homeland areas, i.e. the Eastern Cape,
Limpopo and KwaZulu-Natal.

Table 56: Categories of Municipalities per Province
Province

Eastern Cape

Metros

1

Free State

Top 21 Locals

Small Towns

1

22

2

Rural Locals

15

Districts

Grand Total

6

45

18

5

25

3

14

Gauteng

3

2

6

KwaZulu-Natal

1

3

19

28

10

61

Limpopo

1

8

16

5

30

Mpumalanga

4

9

5

3

21

Northen Cape

4

12

5

4

25

North West

1

25

1

5

32

5

30

46

283

Western Cape

1

3

21

Grand Total

6

21

140

70

Source: Author’s own tabulation using CoGTA classifications (CoGTA, 2009)

7.2.2 Historical Development of Rural Municipalities
Prior to South Africa’s first democratic elections in 1994, apartheid policies effectively
distorted market forces and skewed the efficient distribution of resources along racial
lines. The system of decentralisation was also based largely on racial grounds: a first tier
of central government; a second tier of four provinces in South Africa proper; six semiindependent Black homelands (or Bantustans) and four “independent” Black homelands;65
The pre-1994 apartheid government instituted a policy of separate development characterised by the reservation of certain
areas for various African groups, usually on ethno-linguistic grounds. These areas were called homelands or Bantustans. They
were given varying degrees of autonomy of governance, with four being given nominal independence that was not internationally recognised.
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and a third tier of government in the four provinces, comprising White Local Authorities and Black
Local Authorities 66 (Amusa, 2012).
The Black homelands had no representative municipalities or proper local government system
(Franzsen, 2000). In those areas, local governance took the form of apartheid-supported local
traditional authorities and chiefs. Those traditional authorities enjoyed substantial authoritative
powers and were “undemocratic, unaccountable, autocratic and, in many instances, feared”
(Ntsebeza, 2004: 72). One of the most important roles of these local chiefs was the allocation of
land, which has important implications for the contemporary local government system and fiscal
decentralisation in rural areas.
In addition, the Bantustans were poor, corrupt, and located in economically stagnant rural areas
(King, 2004). Without substantial resources to maintain an able local economy and government
structures, those states were highly dependent on apartheid South Africa for grants and subsidies.
No investment took place, resulting in decades of economic stagnation. Against this backdrop,
the consequences of apartheid policies and planning were most apparent at the local government level. Adding to skewed resource distribution and development were political dynamics that
complicated the South African social landscape.
After the 1994 elections, the new democratic government needed to develop a system of (decentralised) governance that incorporated all the apartheid structures highlighted above. Transitional
arrangements were required in order to develop a culture and institution of local government.
These included establishing metropolitan councils in the six metropolitan areas (each containing
local councils), and local councils and rural councils in non-metropolitan areas that fell under a
higher tier of district and regional councils. At that time, the country had 843 municipalities.
Following the 2000 local government elections, the 843 municipalities were consolidated into 284
municipalities. Following further demarcation processes in 2005 and 2011, South Africa currently
has 278 municipalities. The Constitution (South Africa, 1996) and legislative developments since
2000 67 provide the legal fundamentals for a fully functioning local government sphere. In devolving
powers and functions to all local governments, the legislation assumed that the local government
system had matured substantially during the transitional period.68 However, recognising capacity
constraints in rural areas, powers and functions are divided asymmetrically between the rural
local municipality and its district municipality.
In rural areas, the Constitution created an implicit ambiguity by creating a developmental local
government69 system but simultaneously recognising the role of traditional authorities.70 The
ambiguity is around how local governments and traditional leaders in rural areas should co-exist

These subsequently evolved to Regional Services Council and Joint Services Boards (in KZN).
These include the Municipal Systems Act (South Africa, 2000), the Municipal Finance Management Act (South Africa, 2003), the
Municipal Property Rates Act (South Africa, 2004) and the Municipal Structures Amendments Act (South Africa, 2011).
68
Although the Constitution provides for support where capacity to implement municipal mandates does not exist, the point
is that the transitional arrangements to develop a culture of local government in rural areas were assumed to be effective.
Operationally, active capacity support and capacity-building in rural municipalities continue.
69
Section 153.
70
Section 211.
66
67
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in terms of local authority, land tenure, and local governance. The primary issue is the apparent
conflict between traditional authorities (chiefs) and local government regarding who has the right
to administer land in these rural areas (Ntsebeza, 2004), which has made the collection of taxes
such as property taxes difficult for rural municipalities. Drimie (2001) argues that the current arrangement is an underlying cause of poverty and rural conflicts, which in turn can have a negative
impact on revenue generation and collection in such areas.
As the roles and responsibilities of traditional leadership remain unclear, a degree of political
conflict exists, with traditional leaders accusing councillors of taking over their roles and powers.
This issue has been exacerbated by the Municipal Structures Act (South Africa, 2000), which gives
all the powers conferred on traditional leaders to municipal structures, as part of giving powers
to all South Africans (Drimie, 2001). Ultimately, communities are confused over the true political
authorities in these areas.
Furthermore, extending property rates collection to rural areas remains a complex and unresolved matter, due to the lack of formal land ownership. Municipalities may be unable to collect
rates in rural areas because some land is not serviced by the municipality or because some local
communities receiving municipal services recognise the local chief, not the municipality, as the
political authority (Whelan, 2002).
Clearly the historical context and subsequent development complicates the current rural local
government structure. The devolution of expenditure mandates and revenue instruments assumes
that these municipalities can implement the mandates with adequate and effective revenue instruments. However, the revenue and administrative capacity, on top of the political dynamics of
traditional leadership, calls into question the adequacy and sustainability of the revenue instruments relative to expenditure needs. This is particularly true for property rates in those areas.
Therefore, it is important to better understand the concepts of revenue capacity, revenue effort,
and the potential factors that measure and describe them. Section 7.3 is a literature review that
explores previous research into these concepts, and assists in identifying its explanatory factors.

7.3 Literature Review
7.3.1 Defining Revenue Capacity and Revenue Effort
Revenue capacity can be defined as “the amount of revenue it [a municipality] can raise using
the revenue instruments it has at its disposal and applying a standard set of rates” (Reschovsky,
2003: 207). This definition suggests that the revenue capacity depends on the characteristics of
a municipality’s tax base. The characteristics and size of the tax base give an indication of how
“taxable” the base is, i.e. the amount of revenues that can be generated subject to the extent of
economic activity or the ability of households to pay taxes within a municipality’s jurisdiction. In
other words, factors outside a municipality’s influence determine the size and nature of a municipality’s tax base.71 As Chernick and Reschovsky (2006:8) point out, “The foundation for all local
government fiscal capacity measures is the economic base of each local government”.

Although municipalities can increase their tax bases indirectly by attracting greater economic activities to their jurisdictions
to invest in the local economy.
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It is important here to provide a clear distinction between revenue capacity and revenue effort.
Revenue capacity is the potential revenue that can be raised within the jurisdiction of a municipality subject to the characteristics of the corresponding tax base, whereas revenue effort is
the actual revenues collected by municipalities. Martinez-Vazquez and Jameson Boex (1997: 4)
define municipal revenue effort as “the degree to which a government or a sub national region
utilises the revenue bases available to it”. To reiterate, revenue capacity is largely exogenous to
the municipality, whereas revenue effort is to some extent influenced by the municipality’s own
actions – it depends on the performance and (in)efficiencies of the municipality.

7.3.2 Factors that Affect Rural Revenue Capacity and Revenue Effort
As revenue capacity and/or revenue effort (or a combination of both) can have an impact on the
total revenue generation in rural local governments, the factors that affect revenue capacity and
revenue effort need first to be ascertained.
Gallagher (2001) modelled revenue capacity and revenue effort as functions of poverty, urbanisation, population density, income level and individual asserts, arguing that the tax base in places
with high levels of poverty and small populations is small, as residents cannot afford the taxes
levied on them. Most rural municipalities are characterised by high levels of poverty and outward
migration, which could explain why they are revenue-constrained. Ultimately, the economic,
social and demographic profiles of the local populace affects a municipality’s capacity to generate
revenues, and determines the extent to which it can impose local taxes (Lewis, 2003).
In Tanzania, Allers and Ishemoi (2010) used personal income as an indicator of revenue capacity
across local governments. In effect, this was an application of the macroeconomic-based
indicator72 approach to measuring revenue capacity by equalising the tax burdens across municipalities. Local individual income is one of the most fundamental indicators of a community’s ability
to pay for local services.
Using the representative tax system73 approach for municipalities in Massachusetts to explain the
impact of demographics on the rural tax base, Zhao (2005) looked at how potential option taxes,
such as taxes on meals, payroll taxes, income and general sales, affect revenue-raising capacity.
He found that larger cities benefit more from these revenue sources than smaller towns and rural
municipalities because of differences in geographical locations and demographics. Once again,
revenue capacity depends largely on the economic and socio-demographic profiles of communities that are influenced by spatial forms, i.e. urban and rural characteristics. An important finding
was the impact of geographic locations on revenue capacity; being close to areas of economic
activity or urban spaces can result in spill-over effects for certain jurisdictions.

The macroeconomic-based indicator approach measures revenue capacity by assuming a standard tax burden across municipalities. An appropriate indicator is then used to assess the ability of municipalities to generate revenues.
73
The representative tax system approach measures revenue-raising capacity by assuming an average tax rate across municipalities.
72
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A municipality’s ability to generate revenues from imposing local taxes clearly depends on the
characteristics of the local tax base. Local poverty levels, economic activity, and other social characteristics affect the ability to pay for services provided by local governments. In general, rural
municipalities are also characterised by lower revenue capacities relative to urban areas due to
rural communities being less able to pay for services.
As noted earlier, local tax bases are affected by various exogenous factors, which ultimately affect
the revenue-raising capacity of municipalities. However, in some instances the municipality is not
maximising its local tax base, i.e. is not collecting the revenues reflective of the economic and
social profile of its local community.
In assessing the impact of fiscal transfers on municipal revenue collection efforts in Mexico and
Germany respectively, Canavire-Bacarreza and Espinoza (2010) and Buettner (2006) found a
negative relationship between revenue collection and fiscal transfers. This implies that increased
grants from the central government leads to local municipalities becoming lazy, over-reliant on
fiscal grants, and making less effort to collect their own revenue. As a result, municipalities find it
difficult to close the fiscal gap.
Transfers were meant to correct vertical and horizontal imbalances, and so a municipality that
relies solely on fiscal transfers is bound to experience a lot of inefficiencies, as the transfers are
unlikely to be enough to cover all its operating expenses (Prud’Homme, 2007, quoted in Espinoza
and Gustavo, 2010). This problem is common in both urban and rural municipalities, but the effect
on local government is severe in rural municipalities.
Rural municipalities may also have severe capacity constraints (which manifest as high vacancy
rates, inadequate skill levels and low levels of competence) for undertaking operational tasks.
Exacerbating these inefficiencies are issues such as financial mismanagement and corruption,
that will ultimately affect municipal own revenues. A combination of these factors is likely to
affect a municipality’s revenue effort. Therefore, the factors affecting revenue capacity and effort
are analysed to test their impact on rural municipalities’ ability to raise revenues.

7.4 Descriptive Analysis
First, the context of rural municipalities in South Africa needs to be understood, and why they
differ from their urban counterparts through the apparent limited tax base and revenue potential
in rural areas.

7.4.1 Funding Mix of Rural Municipalities and Determining Factors
Table 57 shows that rural municipalities are highly reliant on transfers from national government,
compared to other, more urbanised municipalities, which fund approximately 75 per cent of their
expenditure from own revenues. In South Africa, the local government sphere as a whole receives
33 per cent of its revenue from government grants, but rural municipalities receive 70 per cent of
their revenue from this source, more than double the national average.
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Table 57: The Funding Mix Across Different Municipalities, 2009/10
Type of Municipality

Metropolitan
Municipalities

Government
Grants

Investment
Revenue

Other

Property
Rates

Public Contributions and
Donations

Service
Charges

24%

2%

9%

18%

0%

48%

Secondary Cities

25%

1%

14%

14%

0%

46%

Larger Towns

28%

1%

9%

19%

0%

42%

Smaller Towns

40%

1%

10%

11%

0%

37%

Rural Municipalities

70%

1%

12%

6%

0%

11%

Districts without P&F

75%

5%

16%

1%

1%

2%

Districts with P&F

85%

2%

5%

0%

0%

8%

Total

33%

2%

10%

15%

0%

41%

Source: National Treasury Local Government Database

The funding mix illustrated in Table 57 can be explained by a variation in revenue capacity or
revenue effort, particularly for rural municipalities. A strong municipal tax base is usually characterised by high levels of business activity, an affluent demographic profile, and a strong
local economy. Using proxies for these factors, Table 58 shows the differences across these
municipalities.

Table 58: Differences in Economic and Demographic Profiles Across Types
of Municipalities
Type of Municipality

Total
Population

Total
households

Total gross
Total value
added
per capita

% of people
employed

% of
households
below
R3200pm

Average
population
density

Operating
expenditure
per capita

Revenues
from local
taxes per
capita

Metropolitan
Municipalities

16,974,424

4,714,021

75.67

34%

46%

1388

3,789.48

3,279.51

Secondary Cities

8,233,208

2,207,004

50.80

29%

59%

221

2,242.55

1,940.00

Larger Towns

3,985,216

1,074,513

40.83

27%

62%

87

1,843.08

1,513.82

Smaller Towns

6,906,926

1,808,666

29.16

22%

69%

19

1,466.46

988.70

Rural Municipalities

12,331,695

2,673,914

9.44

13%

80%

81

370.49

120.77

48,431,469

12,478,118

41.18

25%

63%

359

1,942.41

1 568.56

Total

Source: 2007 Community Survey, 2009 Local Government Turnaround Strategy

Table 58 shows clearly that urbanised municipalities are characterised by high levels of economic
activity, greater employment levels, and relatively lower levels of poverty. Rural municipalities
have the highest levels of poverty and unemployment, with the lowest expenditure and revenue
share per capita. In these areas, over 80 per cent of households earn less than R3,200 per month,
and only 13 per cent of the population is employed. These proxies can explain the reasons behind
a limited tax base in rural municipalities – poor people with no income are unlikely to be able to
afford (or pay for) municipal services and other municipal taxes. This affects the revenue capacity
of municipalities.
Another factor that affects revenue capacity is the extent and nature of economic activity within
a municipality. As evident in Table 58, rural areas have a relatively lower level of economic activity.
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Table 59 delves deeper into this issue by showing the sectors that contribute to economic activity
in South Africa across the various types of municipalities.

Table 59: Economic Profiles of by Municipal Type – Gross Value Added, 2010
Agriculture

Mining

Manufacture

Retail

Finance

Government

Infrastructure

Total

Metropolitan
Municipalities

7%

7%

61%

65%

76%

56%

65%

58%

Secondary Cities

11%

55%

23%

16%

13%

18%

18%

20%

Larger Towns

14%

12%

8%

6%

5%

7%

6%

7%

Smaller Towns

51%

23%

5%

8%

5%

10%

8%

10%

Type of Municipality

Rural Municipalities
Total

17%

4%

3%

5%

2%

9%

3%

5%

100%

100%

100%

100%

100%

100%

100%

100%

Source: IHS Global Insight Database.
As Table 59 shows, rural municipalities contribute about five per cent of total value to the South
African economy. Furthermore, agriculture is the dominant economic activity in those areas.
However, this is not commercial agriculture (which is a characteristic of smaller towns) but subsistence agriculture, which does generate substantial value-add or income. In contrast, metropolitan municipalities, for example, have high levels of manufacturing, retail and financial activities
which are usually driven by the private sector, indicating high levels of business activity. Higher
levels of economic activity result in greater consumption of municipal services, and hence increasing municipal revenues via higher user charges and other taxes. In rural municipalities, the
lack of business activities and consequent lower consumption of municipal services mean that
the municipal revenues are limited to user fees and taxes. Figure 14 illustrates the contribution of
each sector to the general economy of rural areas.

Figure 14: Breakdown of Economic Activity in Rural Areas, 2010

12%

Agriculture
18%

Mining
Manufacture
Wholesale and retail
17%

22%

Finance
Government
Infrastructure

9%

10%
17%

Source: IHS Global Insight Database
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Agriculture is a predominant activity in rural areas relative to other areas, with government services
contributing the most (22 per cent) to the rural economy, followed by agriculture and mining.
Revenue capacity in rural municipalities is clearly constrained by various economic, social and
demographic factors, which are exogenous to those municipalities, and largely the result of
disparities across the country. The other aspect that could explain revenue-raising variations is
the revenue effort: the ability of rural municipalities to maximise their tax base relative to other
municipalities. Figure 15 computes a ratio between the budgeted74 and actual property rates
revenues collected across the various types of municipalities.75

Figure 15: Property Rates Collected Relative to Budget, 2009/10
120%

100%

80%

2003/04
2004/05

60%

2005/06
40%

2007/08

20%

2008/09
2009/10

0%

Metros

Secondary Cities

Larger Towns

Smaller Towns

Rural Municipalities

Source: National Treasury Local Government Database

Assuming that there is the ability to do so, budgeting for revenue collection reflects proper
municipal planning based on sound assumptions that inform the expected revenues which are
likely to be generated from tax. In the case of Figure 15, any deviations from collecting budgeted
revenues can be assumed to be due to poor revenue effort or poor planning. As Figure 15 shows,
apart from 2004/05, rural municipalities always collected less than their budgeted amounts, while
other types of municipalities performed much better (with the exception perhaps of smaller
towns).

7.4.2 Differences in Revenue Raising Across Rural Municipalities
Figure 16 illustrates the different operating revenues per capita across the 70 rural municipalities. They vary considerably, from R314 to R1,429. Although rural municipalities generally have
relatively lower revenues than other municipalities, significant contrasts can be seen in revenues
collected across rural municipalities. Figure 17 replicates the analysis for property rates, the
primary revenue sources of those municipalities. Once again, the variations in property rates
revenues are evident.

Budgeted property rates are the property rates that a municipality expects to collect based on various assumptions and
included in the budget for the financial year
75
Here property rates are used rather than other revenue sources because all rural municipalities have access to revenues
from property rates, while other revenue instruments (such as user charges and surcharges) are asymmetrically applied by the
district and/or local municipality.
74
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Figure 16: Operating Revenue per Capita – Rural Municipalities, 2009/10
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Source: National Treasury Local Government Database.

Figure 17: Property Rates per Capita – Rural Municipalities, 2009/10
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Source: National Treasury Local Government Database.
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7.5 Research Methodology
7.5.1 The Focus on Property Rates
Rural municipalities in South Africa clearly depend on intergovernmental transfers to support their
expenditure mandates. The lower revenue-raising capabilities of these municipalities are driven
by differences in revenue capacity and revenue effort. There appears to be a correlation between
the relatively lower revenue-raising capacity of rural municipalities and various exogenous and
endogenous factors.
The next step of the analysis is to test the impact of these various exogenous factors on the
revenues raised by rural municipalities, in an effort to calculate their actual revenue capacity. In
other words, the impacts of these factors on revenues raised and the revenue capacity of rural
municipalities will be quantified. The SFA estimation method is used for a panel dataset of the
70 rural municipalities over an eight-year period (2003/04 to 2010/11). In estimating the revenue
capacity, this method also estimates the deviation from the rural municipality’s revenue capacity,
or how efficiently a municipality maximises this revenue base. Effectively, the revenue capacity
and revenue effort will be estimated for rural municipalities in aggregate and per individual rural
municipality.
As indicated above, about 25 per cent of rural municipal revenues derives from own revenue
sources, predominantly service charges and property rates, which represent 35 per cent and
21 per cent of total own revenues respectively, with the remaining 44 per cent from smaller
taxes, fees, licences and fines. All rural municipalities have the power to levy property rates, but
only certain rural municipalities can levy tariffs and surcharges on services rendered because
of the asymmetrical provision of services by these municipalities and their respective district
municipalities. Furthermore, in most of these areas Eskom provides the electricity. As the powers
and functions to deliver various basic services are not uniform, total operating revenues will vary
significantly across rural municipalities.
Although it is possible to control for the varying service provision functions, it was deemed more
feasible (and simpler) to focus the analysis on property rates, as all rural municipalities have
the power to levy property rates. In addition, estimating the revenue capacity of property rates
will also give an indication of the general rural tax base, as most exogenous factors (such as
unemployment, economic activity, poverty) that affect property rates would affect other revenue
sources. Therefore, although the potential and inefficiencies related to the collection of property
rates will be quantified, this analysis can be used to qualify and depict the extent of the rural tax
base in general.

7.5.2 Description of the SFA Method
The property rates collected by a rural municipality are viewed as the following function:

PRit= f(RCit)+εit

[1]

where PRit is the property rates collected by rural municipality i in time t, RCit is the revenue

capacity of municipality i in time t, and εit is a random error term capturing various other, usually
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unobservable and immeasurable, factors that have an impact on municipal property rates. As
indicated, revenue capacity constitutes the exogenous factors that affect the local population’s
ability to pay for property rates. Also inherent within

εit is a degree of inefficiency in collecting

property rates, i.e., the revenue effort of a municipality. A fully specified property rates function,
accounting for all observable factors that can determine the ability of the local populace to pay
for property rates (revenue capacity), would result in εit, capturing varying levels of revenue effort
across municipalities.
The inherent problem with this function is that

εit

measures revenue effort, as well as other

unobservable and immeasurable effects specific to municipalities. Therefore, one can argue that
the εit computed in equation [1] can be a biased and inaccurate estimation of true inefficiencies in
maximising revenues in municipalities. Thus distinguishing between the random (other unobservable) factors from the inefficiency in εit is required.
In order to distinguish inefficiency in collecting revenues from other random factors, equation [1]
is estimated using SFA. Therefore, equation [1] can be modified with SFA estimation to:

PRit= f(RCit)-uit+vit

[2]

Once again, PRit is the property rates collected by rural municipality i in time t, and RCit is the
revenue capacity. However, uit now explicitly measures the efficiency of collecting property rates
revenues. The term vit measures the random, immeasurable and unobservable factors that can
have an impact on property rates revenues collected, random shocks in revenue collections, and
measurement errors in the data used. It is worth reiterating that uit and vit are independent of
each other.
The use of the SFA estimation is predominant in analysing the efficiency of decision-making units,
such as firms. In undertaking efficiency analysis using SFA, a functional form of a relationship
between outputs and inputs of a decision-making unit is specified. As opposed to the ordinary
least squares estimation, the functional form estimated using SFA takes the form of a frontier.
Therefore, the production function in the efficiency analysis and the property rates function in this
analysis are assumed to be in the form of a (production) possibility frontier. In other words, the
frontier estimates the most a municipality can raise from property rates given its fiscal capacity.
The SFA method effectively generates a frontier for each unique rural municipality by shifting the
general revenue function. In other words, SFA creates hypothetical municipalities relative to an
actual observation against which the latter can be benchmarked. Rearranging equation [2], this
can be depicted as:

PRht | PRit= f(RC)|f(RCit )+v

[3]

Here, given the actual property rates collected, PRit, the actual property rates collected by the
hypothetical municipality, PRht, is determined by the revenue capacity and random effects unique
to municipality i. In other words, PRht is what rural municipality i could collect given its revenue
capacity (RCit) and other random factors that distinguish it from the deterministic revenue-capacity frontier generated by the general sample of municipalities (RC). Thus, PRht can now be over or
beneath the general frontier of the sampled municipalities.
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Effectively, inefficiency in collecting property rates is thus measured as:

[4]

-uit= PRht-PRit

Assuming a logarithmic functional form for the SFA estimation (the variables are logged to the
base e), the inability of a rural municipality to maximise its revenue base is computed as
[5]

exp (-uit)

The transformation in equation [5] is necessary, since a logarithm functional formed is assumed.
The measurement exp(–uit) is the inefficiency value or score that computes the level by which a
rural municipality maximises its revenue base. The inefficiency measurements range from 0 to 1,
with a measurement of 1 indicating that the rural municipality is optimising revenues from its local
tax base. Therefore, the higher the inefficiency measure, the greater the performance of a rural
municipality in collecting property rates due, subject to the conditions of the local economy i.e.
revenue effort. It is also assumed that inefficiency or efficiency varies with time; i.e., the efficiency
of maximising the property rates base can improve or regress over the financial years.

7.5.3 Empirical Model
From the discussion thus far, it is clear that the revenue capacity and revenue effort of rural
municipalities are largely dependent on exogenous and endogenous factors respectively. In other
words, a rural municipality’s revenue capacity is driven by its socioeconomic context, while its
revenue effort depends largely on its performance and ability.
In order to measure the revenue capacity and revenue effort using the SFA method, a two-stage
estimation technique is required. First, the revenue capacity of property rates needs to be
estimated using all of the exogenous factors that can affect property rates collected. Effectively,
this would quantify the impact of factors such as economic activity and poverty on property
rates collected by municipalities, and also allow for the estimation of the maximum that a rural
municipality can collect from its property rates base given these factors.
The general functional form of property rates revenues collected is given as:

[6]

prit=f(rcit,exit,ohit)

In equation [6], prit is property rates revenues in per capita terms for municipality i in time t, rci
constitutes a vector of revenue capacity (exogenous) measures, exit are a vector of expenditure
needs measures, while ohit are a vector of other control variables. A standard logarithmic model
for property rates revenue capacity was specified as follows:
lnprpcit = α + lnincomepc + loggvapcit + formalhit + unemployedit + logpopit + loghholdsit +
percent15it + percent65it – uit + vit

[7]

In equation [7], lnprpc is the log of property rates per capita for municipality i in time t. Revenue
capacity or exogenous factors were measured by total disposable income per capita in log form
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(lnincomepc), total gross value added (GVA) in log form (lngvapc), percentage of total households
that are formal (formalh), and the percentage of people officially unemployed within the municipal
boundaries (unemployed). Local demand for non-basic (general) municipal services was depicted
using total population in log form (logpop), total households in log form (loghholds), and the percentage of total population below 15 (percent15) and above 65 (percent65) per municipality i in
time t.
As property rates are based on the value of properties within a municipal jurisdiction, property valuations are the key determinant of the ability to generate revenues from property rates. However,
comprehensive data on property values per municipality is not readily available, and not within
the time dimension of the panel dataset used in this model. Although legislation76 requires municipalities to compile comprehensive valuation rolls prior to levying property rates, the accuracy
of these valuation rolls are cause for concern. Furthermore, such data could not be obtained over
the period of the estimation. To proxy this effect, the percentage of formal households within a
municipality was used. It is assumed that formal households are of a higher value, and municipalities are likely to generate higher property rates revenues if most of their households are formal (as
opposed to informal dwellings, shacks or traditional dwellings that are of very low value).
Given the difficulty of not having the primary determinant or the base of municipal property rates
available, other ways of effectively measuring the ability of local communities to pay for property
tax are necessary. As noted above, several studies identify disposable incomes of both households and businesses as a proxy for the ability to pay. Annual total disposable income per capita
and GVA per capita are used to proxy these effects. Annual disposable income per capita also
captures general poverty levels. The use of GVA per capita gives an indication of the business
activity in these areas.
Property rates could be generated from business premises, mines and other commercial properties. It is also important to measure the capacity of a municipality to raise revenues relative to the
range of services that it provides. The primary services provided are water and sanitation, electricity and refuse removal, and typically account for most of municipal expenditure. Furthermore, as
noted above, revenue from property rates usually constitutes municipal general revenues, which
fund a range of other municipal services (and not the four primary services mentioned above).
Therefore, using access to the four primary services in a model of fiscal capacity of property
rates might not be accurate, as the demand for these services are almost exclusively funded by
other revenue streams. As other local services are not readily measureable, total population and
households are used to proxy community demand for services.
The above estimation of property rates capacity, using the SFA method, allows the efficiency of
rural municipalities in maximising their local revenue property rates base to be computed. This
revenue maximisation inefficiency, or revenue effort, is given by exp(uit).
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As mentioned, revenue effort is determined by endogenous performance-related factors. The
impact of these factors on revenue effort was also assessed using the following specification.
Exp(-uit) = α + lnincomepc + percent15it + percent65it + noschoolit + traditionalit
+lnlespcit+badopinionit + εit

[8]

Equation [8] tests the impacts of various factors that could affect the revenue effort measurement
generated from the SFA estimation. Revenue effort can be affected by willingness to pay, which is
measured by disposable income per capita in log form (lnincomepc) and percentage of individuals
below 15 and above 65 (percent15 and percent65 respectively). Revenue effort can also be influenced by the general ability of a community to understand the concept of liability of paying tax.
This effect is measured by the percentage of local populace without formal schooling (noschool).
The variables traditionalit (percentage of traditional households) lnlespcit (log of the local government equitable share (LES)77 allocations per capita) and bad opinion (a dummy equalling 1
if a municipality that received a disclaimer, adverse, or qualified audit opinion or did not submit
financial statements) are specific variables of interest in terms of impact on effort in collecting
property rates. As highlighted above, land tenure issues continue to be a problem in rural municipalities in the former Bantustan areas. The impact of traditional land tenure issues was not
explicitly included in the general estimation in equation [7], as it was deemed not to affect revenue
capacity (ability to pay) but rather as a political constraint in collecting property rates in certain
areas (revenue effort). The percentage of traditional households within a municipality is used to
proxy traditional land. The lnlespcit aims to assess the impacts of grants on municipal effort in
collecting property rates owed, while the disclaimer dummy variable assesses internal financial
capacity constraints and its effect on fiscal effort.

7.5.4 Data Sources
Important data sources used include the Regional Explorer database developed by IHS Global
Insight for most of the economic, social and demographic information. Most of the financial data of
municipalities were sourced from the Local Government Budget and Expenditure Review (National
Treasury, 2008; 2011). Other data sources used include the Municipal Demarcation Board’s annual
capacity assessments, and financial audit outcomes sourced from the Auditor-General of South
Africa (MDB, 2010).
As explained in section 7.2.1, the study uses a panel dataset constituting 70 municipalities
deemed to be rural, and spanning a period of eight municipal financial years (2003/04 to 2010/11).
Municipal property rates data collected for the sampled rural municipalities were sourced from
National Treasury’s local government financial database: section 71 of the Municipal Finance
Management Act requires all municipalities to submit financial reports to the National Treasury
on a monthly basis (South Africa, 2003). Property rates data was available for a period of eight

The local government equitable share (LES) is a lump-sum, non-matching unconditional grant that accrues to all municipalities.
It is the primary transfer that accrues to municipalities and is aimed at supporting general revenues and operating expenditures.

77
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years (from 2003/04 to 2010/11), of which the first seven years are audited actual property rates
collected per municipality.
Government data at the local government level is poor, particularly in terms of demographic,
social and economic data. Such data disaggregated to local municipal level is only available from
the National Census, which has occurred three times since 1994, in 1996, 2001 and 2011. Data at
such disjointed intervals did not suffice for panel estimation. Thus, most of the social, economic
and demographic data were sourced from the Regional Explorer database hosted by IHS Global
Insight, including data on population, households, household structure, employment, and GVA
information disaggregated to a local municipal level.

7.6 Analysis and Results
7.6.1 Results of the SFA Analysis
The results of estimating Equation [7] using the various techniques is presented in Table 60.
Remember that the aim of this estimation is to quantify the factors that affect the property rates
base of municipalities. The SFA estimation allows the estimation of this base and the efficiency of
each municipality in maximising its respective tax base. For illustrative purposes, a fixed-effects
and random-effects panel model were also estimated.

Table 60: Property Rates Capacity Estimations
Dependent Variable: Log of property rates per capita
Independent
Variables

Fixed Effects

Random Effects

SFA

Lnincomepcit

0.419

0.867**

0.302

loggvapcit

0.237

0.153

0.591**

formalhit

0.956

-0.841

-0.629

-11.121***

-5.387**

-0.457

logpopit

-3.658*

0.721**

0.156

loghholdsit

-0.0028

0.007

0.0130

percent15it

-15.731**

-13.911***

-5.238

percent65it

6.884

-11.089

-15.858**

47.060*

-8.411

-2.687

unemployedit

constant
*** Significant at 1% Level
** Significant at 5% Level
*Significant at 10% Level
Source: Author’s Calculations.

In terms of the SFA estimation, only local economic activity (GVA per capita) and the proportion of
people over the age of 65 has a statistically significant impact on property rate revenues. A higher
proportion of people above pensionable age suggests that such individuals benefit from property
tax rebates, as they cannot afford to pay for property rates. The positive sign on GVA suggests that
rates generated from local commercial properties can be important.
In terms of the other estimations, various tests suggest that the fixed-effects model is the most
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appropriate, given the existence of unique effects in cross-sections within the model.78 The results
from the fixed-effects estimation find that unemployment has a negative effect on municipal
property rates generated. A one per cent increase in the local unemployment rate can decrease
property rates capacity by 11 per cent. The effect is similar on the proportion of individuals
below 15, indicating that local demographics can have a major impact on the ability to generate
revenues. Interestingly, population has a negative impact on the ability to generate property rates
as per the fixed-effects model. This may suggest that rural municipalities are losing their existing
tax base because of migration away from those regions.79
This analysis shows that local economic and demographic factors have an impact on a municipality’s own revenue efforts. Given these factors, the SFA method predicted the property rates that
a rural municipality can collect. Figure 18 traces the estimated revenue capacity from property
rates computed from the SFA analysis for all rural municipalities on average relative to the actual
property rates collected on average in 2003/04–2010/11.

Figure 18: Property Rates Revenue Capacity Vs Actual Property
Rates Collected
120

100

Rands

80

60

40
Average revenue
capacity

20
Average rates
collected

0
2003

2004

2005

2006

2007

2008

2009

2010

Source: Author’s Calculations.

In 2003/04, rural municipalities, on aggregate, collected R13 per capita from property rates. Given
the factors used in the modelling, the SFA predicts that these municipalities could have collected
R34 per person, almost three times the actual revenue collected. In 2010/11, rural municipalities collected only R56 per capita out of potential revenue of R99 per capita, or just over half of
potential revenue. Although performance has been improving, rural municipalities still collect far
below the predicted property rates capacity. A comparison of property rates per capita collected
shows that the property rates tax base is much weaker in rural areas than in urban areas. For
example, in 2003/04, metros collected R647 per capita on average compared to the rural municipalities’ predicted R34 per capita. This is the metros’ revenue effort (not revenue capacity) in
respect of property rates. To emphasise, in 2009, the average revenue effort of metros was R1,075

A Hausman test was undertaken to confirm the robustness of the fixed-effects model.
Although the impact of population has the opposite effect in the random-effects model, statistical tests confirm that the fixedeffects is more robust than the random-effects model.
78
79

Back to contents

Submission for the 2014/15 Division of Revenue //

185

CHAPTER 7

per capita, whereas the average revenue potential of rural municipalities was R85 per capita. The
rural tax base for property rates is clearly constrained relative to other areas.
The revenue inefficiency scores generated to measure the revenue effort in collecting

Figure 19: Distribution of Revenue Effort Scores
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Source: Author’s Calculations.
Each cluster represents a single municipality and the changes of its efficiency score over the eight financial years in question. The x axis
represents the sample of the estimation given by n*t or the number of municipalities multiplied by the eight financial years (70*8).

The results from Figure 19 are of utmost important to this study, showing the ability of each rural
municipality to maximise its local tax base. It is clear that no rural municipality is currently maximising its local tax base, as determined by the factors in Table 60. The best performing municipality
is Ulundi local municipality in KwaZulu-Natal, which collects around 95 per cent (score of 0.945) of
its tax base. In other words, this municipality can only collect five per cent more from its local tax
base. Certain municipalities do not collect revenues from property rates in any given year, which is
reflected by a 0 efficiency estimate (or 100 per cent inefficiency in revenue collection). In 2003/04
the average efficiency score was 0.34, gradually increasing to 0.42 in 2010/11. Although rural
municipalities in general are improving the efficiency in maximising their property rates revenue
base, on aggregate, property rates collection could improve by 58 per cent. In other words, in
2010/11, rural municipalities under-utilised their property rates tax base by 58 per cent.
From the first stage of this analysis, it is apparent that economic activity and the demographic
profiles of municipalities affect the capacity to generate revenues. However, although certain
municipalities may have similar economic and demographic characteristics, and hence similar
property rates capacities, performance in optimising such tax bases may differ. The next stage
of the analysis is to determine the factors that have an impact on the revenue effort of property
rates. As indicated above, varying revenue effort can be explained by different levels of performance of rural municipalities, as well as social and political complexities. Table 61 illustrates the
results of the second-stage analysis, which looked at the factors that affect the revenue effort
scores. A fixed and random effects estimation was used.
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Table 61: Revenue Effort Estimation
Dependent Variable: SFA efficiency scores (exp(-uit))
Independent Variables

Fixed Effects

Random Effects

lnincomepcit

0.085***

0.085****

percent15it

-0.235**

-0.240**

percent65it

-0.313

-0.331

noschoolit

0.128

0.112

traditionalit

-0.014

-0.014

lnlespcit

0.006*

0.006*

badopinionit

0.001

0.001

-0.605***

-0.592***

0.011

0.003

Giniit
constant
Standard errors in parentheses
*** Significant at 1% Level
** Significant at 5% Level
*Significant at 10% Leve
Source: Author’s calculations.

The results in Table 61 indicate that social issues appear to be the determining factors. Revenue
collection is better in areas where local residents have higher levels of disposable income, indicating that people who can pay are willing to pay property rates. Although this impact is small, it is
statically significant in both estimations. Another significant indicator of property rates revenue
effort is the Gini variable, which has a negative impact. It appears that areas with high levels of
income inequalities also tend to have high levels of social tensions, social tensions, resulting in
communities being unwilling to pay property rates.
Interestingly, higher levels of traditional households have a negative impact on revenue optimisation, but this relationship is statistically insignificant. This is surprising given the complexities of
traditional leadership in respect to revenue collection in those areas, particularly property rates.
Other factors appear to be more significant in explaining revenue effort. Another interesting
variable is the LES allocations to rural municipalities, as a positive and significant relationship
was found between the LES allocations and revenue effort in collecting property rates. It could be
that these municipalities use such funding to improve their billing and collection efforts. Another
surprising result is that the financial capacity of a municipality, measured by the audit outcome,
does not have a significant bearing on revenue effort. Although financial mismanagement and
inefficiencies remain a problem in rural municipalities, it appears that this factor does not have an
impact on rural municipalities’ ability in maximising their property rates revenue base.

7.6.2 Understanding the Dynamics of Rural Tax Optimisation – A Spatial
Perspective
The study has thus far predicted the revenue capacity of property rates (as a rough indication
of the general tax base of rural municipalities), its determining factors, the extent to which this
revenue capacity is maximised, and the factors impacting on this revenue effort (social and
possibly funding issues). The econometric analysis above provides an aggregate understanding of
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the rural tax base. It is now important to delve more deeply into these issues. A spatial analysis
of the rural tax base and tax effort is used to explore the true dynamics of the rural tax base,
by assessing whether revenue capacity and effort improve as a result of jurisdictional spill-over
effects, based on the location of the rural municipality in question. To assess this, a spatial analysis
of the rural property tax base and tax effort is undertaken.
In certain cases, spill-over effects from adjacent urban areas may affect the local tax base and tax
effort of rural municipalities. Figure 20 offers a spatial illustration of the relative revenue capacity
and revenue effort (measured by the SFA efficiency scores) computed by the SFA analysis of each
rural municipality and the location of metropolitan municipalities, secondary cities and larger
towns.

Figure 20: Property Rates Revenue Capacity/Effort in 2010 and Proximity to Urban Areas

Property Rates Revenue Capacity (A)

Property Rates Revenue Effort (B)

Revenue capacity of 0 to R50;
R50 to R100;
R100 to R150;
over R150
Metropolitan Area;
Secondary City;
Large Town

Revenue effort score 0 to 0.25;
0.25 to 0.5;
0.5 to 0.75;
0.75 to 1
Metropolitan Area;
Secondary City;
Large Town

Source: Adapted using data from IHS Global Insight

Part A of Figure 20 shows that some rural municipalities adjacent to urban municipalities have a
higher tax base or revenue capacity, which is probably the result of spill-over effects from these
adjacent areas. It is important to reiterate here that, although the property rates tax base is largely
immobile, this analysis focuses on the general tax base, with the property rates tax base being
used as an illustration. Furthermore, economic and social spill-overs (for example, people working
in an urban municipality but residing in the adjacent rural municipality) can have an impact on
the property rates tax base. Specifically, rural municipalities around eThekwini (Vulamehlo, for
example), Buffalo City and Gauteng appear to benefit from the economic spill-over effects. In
contrast, municipalities in deep-lying rural areas have no or a very limited tax base.
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For revenue effort, Part B of Figure 20 shows that municipalities with stronger property tax
revenue bases (due to possible spill-over effects from adjacent urban areas) do not maximise
their tax base. Other factors appear to affect this poor revenue performance, such as potential
social dynamics or funding constraints.
Figure 21 extends the analysis by looking at adjacent municipalities with high levels of economic
activity, as measured by GVA per capita. As expected, the trend is similar to the one described
above. The economic activity in deep-lying rural areas is highly constrained, and the country has
pockets of areas with very low levels of economic activity and no adjacent economic base.

Figure 21: Gross Value Added, 2010 and Property Rates Revenue
Capacity, 2010

Revenue capacity of 0 to R50;
R50 to R100; light blue – R100 to R150;
Over R150.(Dark Blue)
Over R50000 per capita GVA;
R25000 to R50000 per capita GVA

Source: Adapted using data from IHS Global Insight

Figure 22 (page 190) extends the analysis to assess the impact of adjacent major economic activity
on the revenue capacity and effort of rural municipalities.
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Figure 22: Dominant Adjacent Economic Activities and Property Rates
Revenue Capacity/Effort

Property Rates Revenue Capacity (A)

Revenue capacity of 0 to R50;
R50 to R100; Yellow
R100 to R150;
over R150
Agriculture;

Mining;
Finance
Trade;
Manufacturing;
Electricity.

Property Rates Revenue Effort (B)

Revenue effort score 0 to 0.25;
0.25 to 0.5;
0.5 to 0.75;
0.75 to 1
Agriculture;

Mining;
Finance
Trade;
Manufacturing;
Electricity.

Source: Adapted using data from IHS Global Insight

From Part A of Figure 22, rural municipalities in areas dominated by agriculture appear to have
a very limited property tax base. This is understandable given the low value-adding subsistence
farming or low property values in these areas. Interestingly, rural municipalities with a relatively
stronger revenue base are found along the mining belt of the country as well as along the coast
(which is understandable given the higher property values along the coastline).
Part B of Figure 22 compares the revenue effort of those rural municipalities with the dominant
economic activity in adjacent municipalities. It shows that rural municipalities along the coast,
which have a greater revenue-raising capacity, are not maximising their revenue base. This
suggests that those municipalities are not taking advantage of their location, and that other nonstructural factors are affecting their revenue collection efforts.

7.7 Conclusion
The purpose of this study was to unpack the dynamics of the general tax base of rural municipalities. Some of the consequences assessed included the legacy of apartheid and former Bantustan
governments, which contributed to low levels of investment in rural areas, as well as the former
Bantustan political system that created a local political structure of traditional leadership. The
traditional leadership structure in these tribal lands spilled over into the democratic era, and
continues to create ambiguities in these rural areas. Some of these consequences were assessed
in the study.
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The analysis was limited to the property rates tax base, which can be regarded as a fair reflection
of the general tax base of a given municipality. The study used the SFA technique to estimate the
revenue capacity of property rates in rural areas and its determining factors. In the absence of
property valuations, the key factors for explaining revenue capacity were local economic activity,
and social circumstances. The SFA technique also allowed the efficiency of municipalities in maximising their revenue capacity to be computed.
The analysis found that rural municipalities use only half of their existing property rates revenue
base. Nevertheless, in general the revenue capacity in those areas is very limited –less than a
tenth of those in urban municipalities. Therefore, although revenue efforts in these areas are poor,
the revenue bases are very limited. Thus one can conclude that, while revenues from property
rates are not adequate to support expenditure needs (due to structural issues), the collection of
such revenues can be improved.
Contrary to anecdotal evidence, capacity constraints and confusion over land tenure in traditional
areas are not the driving factors of the poor revenue effort in those rural municipalities. In fact,
social dynamics and possible financial constraints appear to be hindering revenue efforts in those
areas.
Rural tax bases are clearly a complex issue, and several dynamics are at play. Proximity to urban
areas, specific economic activities, and a coastline are some of the factors that have a positive
impact on revenue capacity. However, in most cases, rural municipalities do not take advantage
of such opportunities from neighbouring municipalities. Furthermore, the deep rural areas appear
to be financially unviable, given their low levels of economic activity and high levels of poverty.

7.8 Recommendations
With respect to developing rural fiscal capacity, the Commission recommends that:
In the short term:
•

National and provincial governments support weaker rural municipalities to ensure improved
revenue and expenditure outcomes. This should be done through:
- Improved assistance in formulating and implementing budgets, IDPs, LED, debtor management and credit control policies.
- More effective capacity-building initiatives, which deal holistically with governance, systems
and business processes, as well as recruitment, retention and the development of requisite
skills.

•

National and provincial governments ensure that grant funding to rural municipalities is linked
to capacity-building initiatives and structured assistance, so that systems are built to improve
the municipality’s ability to collect revenues due and increase the quality of spending.

•

Municipalities ensure that revenue-enhancement strategies are sensitive to broader constraints, such as inequality, unemployment, local politics and land tenure issues so that
revenue effort is maximised.

Back to contents

Submission for the 2014/15 Division of Revenue //

191

CHAPTER 7

In the long term
•

Given the skills and resource shortages in rural areas, municipalities explore greater collaboration with the district municipality, neighbouring local municipalities and provinces to
pool resources in order to ensure greater regional planning and investments. Where rural
municipalities are adjacent to better performing municipalities, best practice methods should
be shared through peer learning arrangements among municipalities.
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Challenges, Constraints and Best Practices in Rehabilitating
Water and Electricity Distribution Infrastructure
Louis Boshoff and Sasha Peters

8.1 Introduction
Investment in infrastructure is one of the key levers through which the State can contribute
to accelerated and shared growth, while the maintenance of existing infrastructure is equally
important to ensure sustainable service delivery. Inadequate infrastructure maintenance not
only has the potential to undermine service delivery but also contributes to increased backlogs
and places a strain on public finances. Research conducted by the Financial and Fiscal Commission (the Commission) in 2011 found that municipalities invest on average five per cent of total
operating expenditures on infrastructure rehabilitation (FFC, 2011). Furthermore, when budgets
are constrained, a soft target for cuts is spending on infrastructure repairs and maintenance,
because these cuts are not immediately visible and politically less sensitive.
This chapter aims to assess whether municipal spending on infrastructure asset care is adequate,
in particular water and electricity distribution and reticulation-related infrastructure. Key research
questions include:
1.

What is the condition of municipal infrastructure?

2.

Do municipalities spend adequately on infrastructure asset maintenance and renewal?

3.

If there is under-spending on maintenance and renewal, what is the funding gap?

4.

What are the causes of inadequate spending, if this is indeed the case?

5.

In the event of under-spending, is this the case in specific categories of municipalities or in
particular locations?

6.

What measures can be proposed to address under-spending? For example proposing best
funding or management practice models for adoption.

8.1.1 Objectives of the Study
The objectives of this research are:
• to investigate and propose the best funding models for maintaining and rehabilitating municipal
infrastructure, specifically water and electricity distribution-related infrastructure
• to make proposals on potential incentive instruments government can employ to encourage
greater investment in maintaining and rehabilitating municipal infrastructure.

8.1.2 Justification for the Research
The South African Institution of Civil Engineering’s (SAICE) infrastructure report card for South
Africa noted the following concerns about municipal infrastructure (SAICE, 2011):
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•

With respect to water: severe deterioration in the ageing of the bulk water infrastructure
portfolio as a result of insufficient maintenance and neglect of ongoing capital renewal;
serious concerns regarding funding in general for maintenance. Water infrastructure received
a grade of D80.

•

With respect to sanitation: inadequate operation and maintenance capacity, particularly in
minor urban areas. Sanitation infrastructure received a grade of E81.

•

With respect to electricity: local distribution is characterised by inadequate maintenance
capacity and in many areas ageing and/or overloaded infrastructure. Electricity, particularly
local distribution infrastructure, was awarded a grade of D.

Against this backdrop, President Zuma announced during the 2012 State of the Nation Address
the government’s intentions to spearhead massive infrastructure development across South
Africa over the medium term (Zuma, 2012). However, deriving maximum value from this planned
(and existing) infrastructure investment will require addressing the issue of poor maintenance and
rehabilitation of local government infrastructure.
In addition, during the Commission’s public hearings on the local government fiscal framework in
October 2011, the challenge that municipalities have in maintaining existing and new infrastructure was raised as an area requiring further research. Stakeholders attending the public hearing
were united in their view that poor maintenance of infrastructure in the local government sector
is cause for concern and a major factor in suboptimal service delivery.

8.2 Literature Review
The literature reviewed included best practices manuals, various reports on the state of municipal
infrastructure in South Africa, published strategies on municipal infrastructure asset care,
municipal infrastructure asset guidelines, relevant asset accounting standards, published papers
on funding models for municipal infrastructure maintenance and renewal, South African legislation (with specific reference to funding mechanisms allowed) and grant conditionalities with
respect to asset care. A summary of the literature sources considered is included in Appendix 1.

8.2.1 South African Literature
During the period 2006–2008 much attention was paid to infrastructure asset management. The
Department of Cooperative Governance (DCoG), which was then the Department of Provincial
and Local Government (DPLG), published the Local Government Infrastructure Asset Management Guidelines 2007–2009 (Boshoff et al., 2006). This manual advocates, among others, that
municipalities adopt a holistic, enterprise-wide approach to asset management and prepare asset
management plans which quantify asset lifecycle needs in response to service needs, informed
by a supporting implementation plan addressing funding and organisational capacity issues. Since
publication, DCoG has not updated or actively promoted this manual. It appears that the depart-

A grade of D- indicates infrastructure is not coping with demand and is poorly maintained. It is likely that the public will be
severely inconvenienced and even endangered without prompt attention.
81
A grade of E- indicates infrastructure has failed or is on the verge of failure, exposing the public to health and safety hazards.
Immediate attention is required.
80
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ment has since shifted its focus away from promoting the adoption of sound infrastructure asset
management practice to obtaining clean audit results by 2014, an element of which includes
robust asset registers.
In 2007, the Construction Industry Development Board (CIDB) published the National Infrastructure
Maintenance Strategy (CIDB, 2007), but no documentary evidence exists of its implementation. In
2008, the Government Immovable Asset Management Act (GIAMA) came into being, but its scope
excludes local government (South Africa, 2007). In the same year National Treasury released its
Local Government Capital Asset Management Guidelines (National Treasury, 2008). These guidelines have not been updated despite developments such as the introduction of new accounting
standards for assets and best practices. In August 2010, the International Standards Organisation
(ISO) Technical Management Board established the ISO Project Committee 251 (PC251) with the
aim of producing three new Standards for Asset Management by early 2014:
•

ISO55000: Asset management – Overview, principles and terminology

•

ISO55001: Asset management – Requirements

•

ISO55002: Asset management – Guidelines on the application of ISO55001.

The literature on the state of municipal infrastructure generally laments the deteriorating condition
of these assets, ascribes multiple causes to this condition and provides conflicting accounts for
addressing the situation. Much of the findings and estimated amounts are based on anecdotal
evidence, and there appears to be little rigour in estimating maintenance and renewal needs. As
a case in point, a recent study by the Department of Water Affairs (DWA) revealed that over the
next ten years, the capital requirement for the entire water sector is about R670 billion (in real
terms) and the funding gap is R338 billion. However, the DWA valued its major water resource
infrastructure at a current replacement value of R164 billion and municipal water and sanitation
infrastructure at some R381 billion. The reported funding gap of R338 billion is therefore highly
unlikely.
The literature also varies in the classification used, referring interchangeably to repairs, maintenance, rehabilitation and renewal, which is an error. Rehabilitation and renewal are capital asset
activities that extend or prolong asset lives, the value of which must be added to community
wealth in a municipality’s statement of financial position, whereas maintenance and repairs are
recurring operating activities. Different processes and funding mechanisms exist in planning and
budgeting for, and spending on capital and operating activities.
Despite these inconsistencies and technicalities, all the available literature points to the need to
intervene and improve the care of municipal infrastructure.

8.2.2 International Literature
According to Briceno-Garmendia et al. (2008), the government/public sector is the dominant funder
of infrastructure in sub-Saharan Africa. However, governments care for and maintain public assets
poorly, as highlighted by the urgent need for rehabilitation across many of these countries. As
Briceno-Garmendia et al. note, “In environments characterised by weak fiscal management (non-
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transparent and politically dominated budget processes), assets often are neglected. Because
maintenance yields little observable immediate benefit and is easily deferred, its budgetary allocations often are not protected by the executive or Parliament” (2008:viii). In addition to the
“invisible” yield that a focus on maintenance brings, spending on maintenance has low priority,
particularly in developing countries, where high priority is attached to redistribution efforts and,
often, large civil service wage bills (Heller, 1979). When budgets are under pressure, it is much
easier and more politically acceptable to cut back on repairs and maintenance spending than to
dismiss staff. Indeed, one of the main reasons for poor spending on maintenance is the disjuncture between those who decide on new infrastructure investment and those who are responsible
for recurrent expenditure, such as spending on repairs and maintenance (Heller, 1979).
Given that in many countries, spending on maintenance is often sacrificed in favour of spending
on aspects that will yield more political acknowledgement/brownie points, what can governments
do to ensure that assets are adequately managed and cared for? For spending on maintenance to
happen, two key conditions need to be fulfilled: (1) sufficient resources are available for this type
of expenditure and (2) decision makers who are willing to allocate funds for this purpose (Ostrom
et al., 1993:29). To address the problem of low spending on maintenance, Heller offers seven
possible policy options, as outlined in Table 62.

Table 62: Policy Options for Ensuring Better Recurrent Expenditure
1

Restructure public expenditure programmes, diverting funds from investment to recurrent
expenditure.

2

Cut back on less essential recurrent expenditure.

3

Increase tax effort of the public sector.

4

Increase the elasticity of the tax system.

5

Change the composition of the government's investment programme, so as to favour
investments that will incur lower recurrent expenditure.

6

Modify the technology of projects to have higher present investment costs at the expense
of lower future recurrent outlays.

7

Introduce fees for the use of project services.

Source: Heller, 1979:41.

In the South African context, especially around election periods when political parties are trying
to attract votes, policy option 1 is unlikely, which may be to the detriment of the growth of the
country. Rioja (2003) used a dynamic general equilibrium model to assess the effect of neglecting spending on maintenance in favour of spending on new infrastructure for a sample of seven
Latin American countries. His findings indicate that, “more new infrastructure at maintenance’s
expense may not be beneficial to these countries” (Rioja, 2003: 2299).
As government (particular local government) is struggling with the challenge of non-payment,
policy option 3 seems unlikely. The introduction of user fees (policy option 7) is a possibility, but
South Africa follows a free basic services approach whereby indigent households are allowed
access to certain levels of free services such as water. Again, as mentioned above, cost recovery
at the municipal level has been a particular challenge. The problem arises as a result of an inability
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to pay (poverty) as well as unwillingness to pay (because of poor service delivery and inadequate
municipal administrative systems, particularly related to billing).
Writing on the water and sanitation sector, Yepes (1992: vi) advises that any strategy aiming to
achieve better spending on maintenance should:
•

Improve accountability.

•

Develop and maintain responsive management and information systems.

•

Improve analysis of investments and cost recovery.

•

Improve training of staff.

Although Yepes’ suggestions are more generic than those proposed by Heller (1979:41), they do
resonate with many of the broad challenges hindering better service delivery in South Africa.
For example, responsive management and information systems are critical for monitoring and
evaluating service delivery and general public sector management. However, the lack of service
delivery data is a cross-cutting issue. Similarly, another long-standing challenge in South Africa is
staff training and general capacity, which is not specific only to the issue of asset management.
The dire nature of the situation with respect to infrastructure and asset management generally, is
apparent when the following figures are considered (Wall, 2008):
•

One in every 130 people in China is an engineer.

•

One in every 220 people in Germany is an engineer.

•

One in every 450 people in Australia is an engineer.

•

One in every 3200 people in South Africa is an engineer.

Incentives can play an important role (Ostrom et al., 1993). Unlike individual capital investors or
owners, who bear the cost of maintenance since they reap the associated benefits, decisions
concerning the upkeep of public infrastructure maintenance are made by players who do not
bear either the full cost or the benefits of maintenance. Therefore, for government to change
the manner in which the public sector treats maintenance, the incentives driving the actions of
decision makers will need to be altered.

8.3 Research Methodology
The study links to and supports the Commission’s 2012/13 theme of “Fiscal levers for development”. Key local government infrastructural objectives are sustainable service delivery through
reliable infrastructure, ensuring the longevity of infrastructure and therefore community wealth
and surety of basic services. Achieving these objectives will require adequate spending on the
maintenance and rehabilitation of assets.
The research methodology is described below.
•

The logical first step towards ensuring adequate spending on these lifecycle activities is to
quantify the maintenance funding and rehabilitation investment requirements by:
- Determining both the current replacement cost (CRC) and depreciated replacement cost
(DRC) of municipal infrastructure assets. The current unit replacement costs per household (in
municipalities where costs are established using the DRC methodology) were extrapolated to
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all South African municipalities. The average DRC/CRC ratio was then applied to determine asset-carrying values (CRC less accumulated depreciation). The results were grouped by sector
(e.g. water, sanitation, electricity, etc.). The full municipal infrastructure portfolios needed to
be analysed, as the current finance benchmarks of 8–10 per cent of the operational budget
refer to spending on total municipal maintenance, not just for water, sanitation and electricity.
- Calculating the maintenance requirements from the CRC values per sector per municipality,
in line with best international practice.
- Calculating rehabilitation requirements, as an amount equal to annual depreciated (loss of
value of assets), by dividing the CRC values by an estimation of average network lifespans.
For metros, additional provisions were made for backlog rehabilitation (including the more
comprehensive definition of asset renewal) by also considering the DRC/CRC ratio and the
pace of infrastructure capital spending in recent years.
For this modelling exercise, data was obtained from asset management projects performed by i @
Consulting, (the appointed technical advisor for this project) for their municipal clients, the results
of which were audited.
•

Actual and budgeted municipal maintenance and rehabilitation figures obtained from
National Treasury were compared against the benchmark maintenance and rehabilitation
requirements as modelled. The results were analysed and funding gaps (to the extent that
they existed) determined for both maintenance and rehabilitation.

•

Literature was reviewed to establish the best infrastructure maintenance funding models and
incentive schemes employed elsewhere.

8.4 Results
8.4.1 Value of Municipal Infrastructure
According to the International Infrastructure Management Manual (NAMS and IPWEA, 2011), the
value of public infrastructure should be based on CRC, which means the value of replacing an
existing asset with a modern asset of equivalent capacity. It is a commonly accepted “fair value”
method allowed for in Generally Recognised Accounting Practice (GRAP) that applies to all three
government spheres in South Africa.
At the end of June 2012 the CRC of municipal infrastructure was R1.156 trillion. DRC is a measure
of the current value of an asset, based on its CRC less an allowance for deterioration of condition
to date, based on the fraction of remaining useful life/expected useful life. Simply put, DRC is a
measure of asset-carrying value. The DRC of municipal infrastructure is estimated at some R565.85
billion. These figures were arrived at by dividing the CRC and DRC values, obtained through assessments from over 40 municipalities in South Africa, by the number of households in each
municipality. The CRC and DRC cost packages per household were then applied to all municipalities in South Africa, with adjustments made for the ratio of DRC/CRC per type of municipality and
per sector.
Electricity, water and sanitation, the asset portfolios that are the focus of this study, collectively
account for 56 per cent of municipal infrastructure replacement value, as Table 63 (page 200)
shows.
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Table 63: Deemed Value of Municipal Infrastructure as at 30 June 2012

Asset class

CRC

Value as % CRC
of total municipal
portfolio

DRC

Roads and stormwater

385, 392, 106 000

186, 938, 883, 250

33%

Water and sanitation

254 ,319 ,938, 000

126, 736 ,833, 330

22%

Electricity

398, 282, 940, 000

194, 006,152, 800

34%

Community facilities &
operational buildings

118, 621, 919, 500

58,165,679,475

10%

565, 847, 548, 855

100%

Totals

1, 156, 616, 903, 500

Source: Own Calculations.

Figure 23 provides insight into the spatial distribution and clustering of municipal infrastructure
values. As can be expected, the highest concentrations of municipal infrastructure are found in
metropolitan areas, notably Gauteng, Cape Town and eThekwini. Lower levels of clustering are
found in the remaining metropolitan areas and secondary cities, followed by the old homeland
areas and mining areas.

Figure 23: Spatial Distribution of Municipal Infrastructure
(DRC 2012 values in R’million)
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8.4.2 Condition of Municipal Infrastructure
Provided a consistent condition grading model is used and the infrastructure health grade is
known (i.e. the condition distribution), this data can be combined with the CRC to determine a
reliable estimate of the DRC of the infrastructure portfolio. In this case the parabolic deterioration82 condition grading model was used (Figure 24).

Figure 24: Assumed Deterioration of Infrastructure
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The relationship of the infrastructure health grades and the DRC (expressed as a fraction of CRC –
with residual values (RV) omitted where applicable) is summarised in Table 64.

Table 64: Relationship of Asset Portfolio Health Grade and DRD
Portfolio Health
description

(DRC-RV)/(CRC-RV)

1

Very Good

60% or more

2

Good

55%

3

Fair

50%

4

Poor

45%

5

Very Poor

40% or less

Infrastructure
Health Grade

An infrastructure health grade of three generally indicates that the portfolio on average is in a
“fair” condition, where 50 per cent of life remains. Beyond that, at grade four, the asset portfolio
on average is considered to be in a “poor” condition, where 45 per cent of life remains. Therefore,
as a general rule, infrastructure assets with a DRC/CRC of more than 0.5 or 50 per cent are con-

Different condition grading models apply to specific assets. At asset portfolio level, the parabolic condition grading model is
considered most appropriate for long-life infrastructure and is employed in asset-deterioration modelling by (among others) the
DWA for its major water resource infrastructure, the Ekurhuleni Metropolitan Municipality and Johannesburg Water.
82
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sidered to be in good health, requiring mainly proper maintenance. In addition to maintenance,
infrastructure assets with a DRC/CRC of less than 0.5 or 50 per cent (indicating that more than half
the value of the asset has been used up) are typically deemed to carry a renewals backlog and
require a structured programme of capital renewal. Renewal entails replacing or rehabilitating an
asset, which are capital budget activities that materially extend the useful life of assets. Renewal
activities are required to maintain community wealth as captured in assets and assuming that
infrastructure services will be provided in perpetuity (and therefore the infrastructure life will be
perpetually extended to maintain service capacity).

Table 65: Condition of Municipal Immovable Asset Portfolios

CRC

DRC

DRC/
CRC ratio

Accumulated
depreciation

Annual
depreciation

Roads and stormwater

385,392,106,000

186,938,883,250

49%

198,453,222,750

13,488,723,710

Water and sanitation

254,319,938,000

126,736,833,330

50%

127,583,104,670

5,595,038,636

Electricity

398,282,940,000

194,006,152,800

49%

204,276,787,200

8,762,224,680

Community facilities &
operational buildings

118,621,919,500

58,165,679,475

49%

60,456,240,025

4,033,145,263

1,156,616,903,500

565,847,548,855

49%

590,769,354,645

31,879,132,289

Asset class

Totals

Table 65 provides an indication of the DRC/CRC ratio of various municipal infrastructure portfolios.
When condition is used as the basis for renewals, the results show on average no renewal backlogs
in water and sanitation and a one per cent (R8.8 billion) backlog in the electricity portfolio. While
fairly reasonable (given that condition is the basis), these results are unsatisfactory for two
reasons. (1) They do not intuitively agree with empirical evidence. (2) They ignore the fact that the
required condition of infrastructure is not principally a function of absolute condition, but rather
the condition grade required to meet minimum service standards (e.g. reliability and quality of
supply). This is particularly true of water and sanitation and electricity assets, where the reliability
and quality of supply are regulated through the Water Services Act and the National Regulatory
Standards for Electricity respectively.
Adopting an infrastructure health-grade model (Table 64) can resolve the matter of the DRC/CRC
results not pointing to a significant renewals backlog, which contradicts empirical evidence. Each
infrastructure health grade assumes a particular condition distribution typically encountered at
municipalities. For example, a portfolio dominated by new assets, or one comprising mostly old
assets in poor condition, or a number of permutations in-between.

202

// Submission for the 2014/15 Division of Revenue

Back to contents

CHAPTER 8

Figure 25: Illustrative Condition Distribution of Infrastructure Health Grades
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In isolation, the infrastructure health grades do not provide answers to the renewals backlogs
based on required standards. Therefore, a model for determining renewals backlogs that takes
into account both condition distribution and service standards is presented in the following subsection.

8.4.3 Renewals Backlog
When does a renewals backlog occur? A renewals backlog is considered to exist when the
condition of the infrastructure has deteriorated below the level considered to be acceptable. Consequently, determining a renewals backlog requires a clear understanding of the point at which
the condition or performance standards become unacceptable. This may vary per sector and for
assets of different criticality. Reliable and relevant data on the current status of the portfolio is
necessary.
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A number of key parameters need to be effectively defined when establishing a model to assess
the nature and extent of infrastructure renewals backlogs at municipalities.
Infrastructure typically relies on a number of assets that need to be functionally linked to be able
to provide services to end-users. For example, roads linked to bridges and stormwater facilities, and water pipes linked to pump stations, reservoirs and treatment works, etc. For practical
purposes, the vast majority of these assets can reasonably be expected to be needed indefinitely,
to be able to provide service to end-users in the municipality in the future – although processes
need to be in place to identify and suitably plan for the exceptions (such as landfill sites, or areas
that are declining).
Therefore, in developing a model for municipal infrastructure renewal, it is essential to identify
and monitor separately the condition of each of the significant elements of such infrastructure.
Indeed, the latest accounting standards (GRAP) require municipalities to do this where the financial
implications are significant. For example, in the case where elements of significant value – say
more than 10 per cent of the value of the parent asset – are replaced at different times (in terms of
practical and financial expedience). In addition, municipalities may also elect to identify separately
other items from a risk management perspective – lower value items that may be significant from
a performance point of view (such as road markings). These significant elements are referred to
as “components”, and their identification is an essential departure point. A similar requirement
typically applies to public buildings, where various elements, which may jointly be reasonably
considered to be significant, will require periodic replacement separate to the entire facility.
Maintenance is often considered to embrace all the activities required to keep an asset operational after commissioning. However, importantly, this model separates the routine (planned or
unplanned) actions, which need to be undertaken for a component to achieve its EXPECTED useful
life to support the functionality of an asset (or system of assets in the case of infrastructure),
from those actions that give new life to the component (such as replacing or refurbishing the
component).
This means that municipalities must define the expected lifecycle interventions throughout the
life of each main component type (typically differentiating between the treatment of assets with
different criticality) and the associated expected useful lives (where applicable, differentiating
between different attributes such as pipe materials, or road surface type) – good practice is to
document these in the form of lifecycle strategies per asset type. All the actions required for a
defined component to reach its expected useful life must be considered operational expenditure
(including ones that are implemented on a cycle larger than one year – including say the painting
of a building every six years) and are collectively considered to be “maintenance”.
Renewals are the interventions that are required at the end of the life of a defined component
to restore its initial service potential (in terms of capacity, performance and life expectancy).
This typically implies some form of replacement (or refurbishment), which is considered capital
expenditure and should be consistent with the lifecycle strategies adopted by the municipality. In
the past, the lines between capital renewal and maintenance were blurry. Moving forward, these
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definitions need to be stringently applied when budgeting and allocating expenditure, in order to
manage and use more effectively the available funds, in line with the planning and strategic asset
management models. A component whose capacity or performance needs to be improved significantly (to support the asset or system of assets) is referred to as an “upgrading” intervention.
Sometimes combined interventions offer opportunities to optimise the timing or nature of the
associated expenditure (for example, an old pipe replaced with a new and larger pipe). In practice,
these interventions should be reviewed case by case but are not considered further in this model.
A component’s lifecycle strategy will state the type of maintenance to be applied during the
life of the component; the triggers for renewal (which may be expressed in terms of condition,
performance, capacity, or cost of operation – consistent with the levels and standards of service
adopted by the municipality – and may vary depending on criticality); the typical renewal treatment
(optimised solutions may also be assessed for high value assets); the expected useful life from
new (a median, noting that these will be regularly reviewed for each individual component based
on its specific operational environment); the assumed deterioration pattern; and any safeguarding, operational and/or de-commissioning requirements.
Renewals backlog refers to the renewals actions (which are capital in nature, as described above)
that have not been addressed in line with the municipality’s lifecycle strategies, are implicitly
outstanding and are required as a future action. The renewals backlog is typically expressed
in current-day rand and consists of the capital renewal interventions that have not yet been
expended to meet the condition and performance standards adopted by the municipality. The
renewals backlog is determined using the value of optimised interventions, where applicable and
where data is available; in the absence of such data, the CRC less residual value (based on recognised valuation techniques) should be used. Correctly applied, this approach recognises that the
replacement of an asset or component may be more expensive, or cheaper (in real terms) than
the initial greenfield construction – a number of guidelines are available on this topic.
Naturally all municipalities are different, and so the key characteristics that can materially
influence the renewals backlog are considered to be:
•

The nature of the asset portfolio in terms of type, replacement value and extent of infrastructure (which is influenced by the levels of service adopted by the municipality), as well as its
condition and criticality distribution.

•

The standards adopted by the municipality and reflected in the lifecycle strategies as the
renewal triggers (for example, a maximum of five per cent of arterial and distributor roads in
a condition worse than fair and, for other roads, a maximum of ten per cent worse than very
poor).

Unfortunately most municipalities continue to value assets based on costs, not revaluation, and
consequently do not, at this stage, have reliable componentised replacement cost data available,
nor robust condition data. Over time this situation should change as municipalities are encouraged (and perhaps supported) to adopt the more rigorous revaluation basis. In the meantime, a
model can be used for strategic guidance, based on parameters determined at a number of municipalities where robust fair valuation exercises have been undertaken, generally for establishing
costs associated with adopting GRAP.
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All municipalities should be implementing ongoing capital renewals programmes, the tempo of
which should ideally be in line with its target standards. For practical purposes, the tempo should
be fairly consistent from year to year, with priority being given to critical assets. In practice, institutional and financial resources are often constrained – and this is when backlogs typically emerge.
Therefore, in addition to the ongoing renewals programmes, a renewals backlog needs to be
addressed and arrangements explored to ramp up future renewals programmes so that backlogs
do not re-emerge.

Determination of the renewal needs per sector
In the absence of definitive and consistent data on the condition of assets, the respective values
and criticalities, and minimum condition standards, the renewal needs per sector per municipal
area have been estimated using the parameters and model described, as developed by Louis
Boshoff of i @ Consulting.
1.

CRC values were determined using a model that ascribes infrastructure values per sector per
household (based on a number of detailed valuations at a range of municipalities) and the
number of households and service availability.

2.

An Infrastructure Health Grade Model was established (see Table 64) that accounts for typical
condition distribution patterns and relates portfolio health and DRC.

3.

Data on the condition distribution of infrastructure is not available for all municipalities. And,
data that is available has not always been prepared using the same models. Data is, however,
available on the levels of capital expenditure (both on new/upgrading and capital renewals)
over the past 10 years, and this data was used in the model as a key determinant of the likely
condition distribution infrastructure in municipalities. For each municipality and sector, the
average annual capital expenditure on new assets and capital renewal over the past 10 years
(corrected for escalation) was compared to the value of its asset portfolio and its annual
depreciation respectively, and graded as high, medium, or low levels of expenditure (Table
66 and Table 67).

Table 66: Expenditure Grading Model
Expenditure
Description

New/Upgrading

Renewals

1

High

>2% CRC

>60% Ann Dprn

2

Medium

0.51 to 1.99% CRC

31 to 59% Ann Dprn

3

Low

<0.5% CRC

<30% Ann Dprn

Expenditure Grade
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Table 67: Matrix Linking Expenditure Grades to Deemed Infrastructure Health
Grades
Deemed Infrastructure Health Grade

Renewals
Expenditure

New/Upgrading Expenditure
High

Medium

Low

High

1

2

2

Medium

2

3

4

Low

4

4

5

The model was calibrated against a number of municipalities where detailed assessments of infrastructure value and condition have been carried out. Using this data, and the models indicated
above, the value of assets in each condition grade can be determined.
To be able to establish the renewals backlog, the current status of the portfolio (as determined
above) needs to be known, as well as where the line is drawn for a standard of service that is considered unacceptable. Consequently, if exacting standards are required, the renewal backlogs will
be relatively high; alternatively, if poor standards are acceptable the backlog will be considerably
less. The required standard is often linked to the criticality of an asset. For example, the condition
of a critical water pump station should not be allowed to deteriorate to a point where the risk of
failure is high, whereas it may be acceptable for a less important pump to be repaired after it has
failed.
A criticality distribution (typical to most municipalities) has been assumed across the water/sanitation and electricity sectors, based on detailed assessments undertaken at several municipalities.

Table 68: Assumed Asset Criticality Distribution
Asset Criticality

Water and Sanitation

Electricity

Critical

15%

20%

Important

15%

25%

Non-critical

70%

55%

To illustrate the central importance of defining minimum standards (in this case of condition), the
backlogs were calculated, expressed as the minimum percentage of assets of the various levels
of criticality that may be permitted to deteriorate to poor and very poor condition.

Table 69: Three Scenarios of Minimum Standards
Criticality

Maximum % in Poor and Very Poor Condition
#1 Optimum

#2 Suboptimal

#3 Absolute
Baseline

Critical

0

5

10

Important

5

10

20

Non-critical

20

30

45
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The three scenarios are characterised as optimum (desirable), suboptimal (can be considered
acceptable under duress), and absolute baseline (where there could reasonably be cause for
widespread concern and anxiety).
Figure 26 is based on the above models and illustrates the relative trade-off between the renewal
backlogs that a municipality needs to tackle, given current health status and depending on its
future aspirations for standards.

Figure 26: Relationship of Renewals Backlog Based on Standards
Deemed Acceptable (Water and Sanitation)

BACKLOG
(% Portfolio Replacement Value)

30

25

Target

20

Optimum

15
Sub-optimal

10
Absolute Minimum

5

0
Very Good

Fair

Good

Poor

Very Poor

CURRENT HEALTH STATUS
(Condition Distribution of Portfolio)

Figure 27: Relationship between Renewals Backlog Based on Standards
Deemed Acceptable (Electricity)
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The inertia of a growing capital renewals backlog is evident from Figures 26 and 27. If municipalities aspire to anything resembling optimum standards of infrastructure, they have to invest early
in significant and consistent capital renewal programmes. Otherwise, pulling out of the downward
trend will become increasingly challenging (both financially and capacity-wise). Even municipalities with infrastructure currently in a “fair” state of health are in deep trouble and committed to
a path of worsening standards, unless they make a very significant investment to turn the tide. In
this scenario, and depending on the target standards, municipalities will need to invest 10 per cent
of the replacement value of all existing infrastructure to address the backlog in water and sanitation and 13 per cent for electricity (a higher figure due to the relatively higher criticality of the
equipment). It should be noted that these investments, which are required to address backlogs,
are over and above the amount being spent on ongoing capital renewals.

Estimated capital renewal backlogs (water and sanitation, and electricity portfolios)
Applying the model to the water and sanitation, and electricity sectors provides some insight into
the nature and extent of the capital renewals backlog in local government (Table 70).

Table 70: Summary of Estimated Capital Renewal Backlogs
Target Condition
Standard

Water and Sanitation

Electricity

Amount

% CRC

Years6

Amount

% CRC

Years

1

Optimum

R 39 billion

19%

10

R 41 billion

22%

11

2

Sub-optimal

R 19 billion

10%

5

R 25 billion

11%

7

3

Absolute
Baseline

R 4 billion

3%

1

R 8 billion

5%

2

The amounts exclude portions of the networks provided by external service providers (Water Boards and
Eskom). The years’ backlog indicated in the table are based on the average annual depreciation (assuming that
the infrastructure has been fair-valued).

Table 70 indicates a backlog of R20–R40 billion in each of the sectors in municipalities (depending
on the target standards). This may be compared to depreciation (of fair value) of around R4–R5
billion per year per sector. Based on the data at hand, current levels of investment in capital
renewals are R600–R800 million per year (about 10 per cent of the total capital expenditure).
Therefore to turn the tide towards a position of tolerable infrastructure standards will require a
capital renewals programme – specifically to address the backlog – of a magnitude higher than
current budget allocations (at least R4 billion per annum) sustained for a period of five to ten
years. This is in addition to the need to ramp up ongoing provisions for capital renewal, to a
level that depends on the portfolio health of each municipality. However, the level should not be
less than half the depreciation of fair value, as otherwise the backlog can be expected to recur
(estimated to be another R2–R3 billion per year nationally per sector).
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Rate of deterioration of infrastructure
For planning purposes, the pace of infrastructure deterioration can be modelled based on the
expected useful life of infrastructure considered industry norms (for example, 15 years for a small
pump or 50 years for a transformer). However, in practice, the assets are often pushed to the
limit – with severely constrained capital budgets and stretched maintenance. Figure 28 illustrates
the pace of deterioration, based on an additional 25 per cent of useful life being achieved over and
above target norms. It shows the sharp decline in average portfolio health that can be expected,

Figure 28: Deterioration of Infrastructure Portfolio Condition at Current Investment Levels
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given current levels of funding, and highlights the urgency of implementing a significant renewals
programme. Of great concern is the need for an immediate injection (of some R12 billion according
to Table 70) to avoid plunging below the “absolute baseline” (representing widespread concern
and anxiety) within the next five years.
Figure 29 illustrates the condition of water and sanitation, and electricity infrastructure in both
2012 and what can be expected in five years’ time, based on current investment levels and
continued deterioration of the portfolios. In this scenario, the portfolio health further deteriorates
from poor to very poor and the capital renewals backlog deepens, with a consequent need for an
even more considerable capital renewals programme to restore acceptable standards.

210

// Submission for the 2014/15 Division of Revenue

Back to contents

CHAPTER 8

Figure 29: Condition Distribution of the Infrastructure Portfolios Now and in Five Years
(Given Current Investment Levels)
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Concluding notes on capital renewal needs
A clear distinction has to be made between “maintenance” activities that help infrastructure assets
reach their expected lives, and the “capital renewal” required at the end of the life to replace (or
re-construct) the items. At some point, maintenance is quite simply not enough. A model was
indicated that defines capital renewal – although data is not available to directly measure its
extent in a reliable fashion. Therefore, proxy data was assembled, based on detailed assessments
undertaken at a number of municipalities that ranged from small rural ones to metros. The model
clearly illustrates the poor state of health of infrastructure in municipalities and estimates the
nature and extent of the capital renewals backlog. A dedicated programme to address backlogs
in capital renewal needs to be established urgently, to turn the tide towards achieving acceptable
and sustainable infrastructure standards in municipalities. The expenditure required needs to be
greater than current levels and must be sustained for a period of more than five years. This is in
addition to the need to make ongoing provision for regular capital renewals, so that the backlogs
are kept to manageable levels and acceptable standards of condition are maintained.
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8.4.4 Maintenance Needs
Benchmark provisions
Maintenance includes those actions required for an asset to achieve its expected useful life. Maintenance can be planned or unplanned. Planned maintenance includes measures to prevent known
failure modes and can be time- or condition-based. Repairs are a form of unplanned maintenance
to restore an asset to its previous condition after failure or damage. Expenses on maintenance are
considered operational expenditure.
In South Africa, finance officers benchmark maintenance provisions as a percentage of the
operating budget. The percentage used differs depending on whether it is applied by the Institute
of Municipal Finance Officers (IMFO), National Treasury or a particular municipality, but typically
ranges between five and ten per cent of the operating budget. While this practice focuses some
budgetary attention on maintenance, it is fundamentally flawed. Maintenance needs are a function
of the nature, extent, service commitments (e.g. committed response times to asset failures,
such as attending to a burst water pipe of a diameter greater than 80mm within two hours) and
compliance requirements. In contrast, the current method used by finance officers assumes that
a municipality will generate sufficient revenue and has balanced cost and revenue streams. This is
not true in the local government space, where the system of intergovernmental transfers means
that assets are created without corresponding increases in municipal revenue, partly because
much of the infrastructure created is of a non-revenue generating nature (e.g. community halls,
libraries and recreation facilities), while much of the infrastructure with revenue potential (e.g.
electricity and water) is subsidised and characterised by limited cost recovery.
The International Infrastructure Management Manual (NAMS and IPWEA, 2011) advocates that
maintenance budget needs (and also renewal budget needs) should be estimated as a percentage
of CRC, to be further refined based on network-level lifecycle strategies, the cost structure of the
municipality, statutory requirements (e.g. annual hydraulic testing requirements, which is a form
of predictive maintenance), asset criticality, risk appetite and asset failure information (cost of
operations, utilisation, capacity and condition). In the event that the real asset maintenance needs
exceed the available budget, the deficit should, in terms of accounting practice, be recorded as
deferred maintenance.
Likewise, international best practice (as advocated in the International Infrastructure Management Manual) holds that asset renewal needs should be estimated against the CRC of an asset.
Accounting standards also require depreciation to be calculated against the cost, not the carrying
value, of the asset. Hence asset values, and specifically replacement costs, assume particular importance when estimating asset lifecycle needs. As a standard rule, the accumulated depreciation
provides an indication of the asset renewal needs. Thus, in order to retain the community wealth
vested in assets, municipalities should annually spend as much on renewals as the depreciation
charge for that financial period. Table 71 outlines benchmark provisions against which the actual
performance of municipalities can be measured.
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Table 71: Benchmark Municipal Infrastructure Maintenance Needs
Current replacement
cost

Depreciated replacement
cost

Annual
maintenance

Roads and stormwater

385,392,106,000

186,938,883,250

4,239,313,166

Water and sanitation

254,319,938,000

126,736,833,330

4,577,758,884

Electricity

398,282,940,000

194,006,152,800

10,355,356,440

Community facilities and
operational buildings

118,621,919,500

58,165,679,475

2,491,060,310

1,156,616,903,500

565,847,548,855

21,663,488, 800

Asset class

Totals

Adequacy of maintenance provisions
The international norm for maintenance provisions is about two per cent of CRC per annum,
although this ranges from sector to sector: from as low as 1.1 per cent for community facilities and operational buildings to as high as 2.6 per cent for electricity. Budgeted maintenance
provisions increased substantially, from R6.44 billion in 2005/06 to R16.99 billion in 2011/12, an
increase of 255 per cent.83 Maintenance spending weakened from above 80 per cent in the period
2003–2008, to as low as 75 per cent in 2008/09, subsequently improving to 78 per cent in 2011/12.
Average maintenance spending from 2005 to 2012 was 79 per cent of budgeted expenditure.
Over the corresponding period, the total amount not spent on maintenance – what should be
referred to in annual financial statements as deferred maintenance – was R16.46 billion. This is
equivalent to the 2011/12 maintenance budget, which means that one year’s maintenance is
foregone every six years.
However, if measured against the accepted international benchmark, then municipalities should
have spent R21.66 billion on maintenance in 2011/12. This translates into an annual budget gap of
R5.27 billion and a spending gap of R8.94 billion.

83

Figures have not been adjusted for inflation.  
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Table 72: Municipal Maintenance History 2005/06–2011/12 (current prices at the intervals recorded,
measured in R’000)

Repairs and Maintenance
per Province

EC

Jun-05

Jul-06

Aug-07

Sep-08

Oct-09

Nov-10

Dec-11

Final Budget

621.313

692.622

895.83

907.459

1,061,327

1,241,284

1,451,755

Actual

562.425

665.918

652.909

822.062

889.56

1,025,268

1,181,679

Benchmark

FS

2,089,960

Final Budget

234.946

290.018

211.86

371.231

425.522

487.752

559.084

Actual

185.065

207.98

244.669

298.528

289.929

317.691

348.112

Benchmark

GAU

2,500,042

Final Budget

2,147,414

2,463,834

2,773,475

3,679,083

4,181,321

4,752,121

5,400,841

Actual

1,486,222

1,729,375

2,268,495

2,837,889

2,827,947

3,224,750

3,677,231

Benchmark

KZN

6,407,358

Final Budget

1,473,815

1,661,526

2,069,306

2,524,814

2,945,287

3,435,784

4,007,967

Actual

1,180,030

1,314,667

1,789,413

2,231,214

2,753,341

3,217,932

3,760,917

Benchmark

LIM

3,653,090

Final Budget

218.527

271.486

314.623

307.84

341.681

379.242

420.932

Actual

202.136

244.619

274.775

346.39

379.861

438.76

506.791

Benchmark

MPU

1,488,155

Final Budget

218.159

279.959

325.441

423.664

526.617

654.588

813.656

Actual

220.448

231.699

304.761

397.597

425.108

513.781

620.951

Benchmark

NC

1,264,230

Final Budget

114.816

120.33

105.344

109.937

111.518

113.122

114.749

Actual

73.195

83.653

94.067

130.577

136.088

150.408

166.235

Benchmark

NW

384.358

Final Budget

126.98

173.311

193.757

256.515

301.131

353.508

414.994

Actual

123.991

137.951

193.664

209.485

201.325

233.972

271.914

Benchmark

WC

1,201,038

Final Budget

1,280,644

1,251,409

1,676,497

1,877,803

2,246,282

2,687,068

3,214,349

Actual

1,185,341

1,310,069

1,217,137

529.64

1,381,721

1,737,476

2,184,827

Benchmark

2,675,252

Budgeted all

6,436,615

7,204,494

8,566,133

10,458,346

12,140,686

14,104,469

16,398,327

Spent all

5,218,853

5,925,931

7,039,890

7,803,382

9,284,880

10,860,039

12,718,657

81%

82%

82%

75%

76%

77%

78%

% budget spent

No category of municipality managed to spend their maintenance budget. District municipalities budgeted above but spent close to benchmark requirements. Metropolitan municipalities
budgeted more or less on a par with benchmark requirements but underspent on maintenance.
Local municipalities budgeted about 42 per cent and spent only 33 per cent of what was required.
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Figure 30: Budgeted vs. Actual vs. Benchmark Maintenance per Category of Municipality
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Figure 31: Maintenance Provisions and Spending Per Province 2011
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It should be noted that the revised local government equitable share (LES) formula now makes
provision for funding maintenance, which is allocated 10 per cent of the basic services component.
There is no way to enforce that the money is spent on the identified items, as the LES allocation
is discretionary. However the following alternatives exist:
•

Update the Municipal Planning and Performance Management Regulations (established in
terms of Section 43 of the Municipal Systems Act) to include reporting on repairs and maintenance. Municipalities are legislatively bound to report regularly on the performance areas
outlined in terms of this regulation. Updating these regulations to include reporting on maintenance and renewals can assist the oversight of municipal operations.

•

Consider establishing an incentive grant for municipalities to reward spending on items (such
as maintenance and renewals) that assist in ensuring, among other things, the long-term
sustainability of a municipality.

Cautionary note on asset maintenance and renewal figures
Care must always be taken when reading and interpreting figures on asset maintenance and
renewal. Real spending on asset maintenance may be higher than reported, since the cost of
maintenance staff (if any) is typically included elsewhere, under staff costs. Furthermore, maintenance is recorded as a lump sum in annual financial statements and includes spending on all
assets, including movable assets (e.g. vehicles and machinery) and other assets (e.g. social and
staff housing and investment properties). The benchmark provisions provided in this chapter are
limited to immovable infrastructure assets, community facilities and operational buildings. The
benchmark maintenance provisions also represent optimised costs, which is not the case in local
government (as shown in the next section).
Renewal is often funded from the operating budget due in part to ignorance on the correct classification of maintenance versus renewal, and in part to the difficulty in securing capital funding for
renewal. Therefore, on balance, the maintenance funding gap reported in this chapter is probably
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a reasonable estimate. Annual depreciation is greater than the total capital budget of local government intended for new asset creation, upgrading and renewal. So, even if all capital were
employed for asset renewal, a growing renewals backlog would still be there.

Municipal infrastructure spatial vulnerability
The condition of municipal infrastructure is vulnerable in particular locations because of a number
of factors. For example, coastal infrastructure is generally subject to higher levels of corrosion
than inland infrastructure. Likewise, infrastructure in certain areas may be at greater risk due to
flooding and a basket of other natural and human causes. The spatial vulnerability of municipal
infrastructure can result from:
•

Significant population increase or decline in a particular municipal area. Where higher-thanaverage population growth is recorded, financial and administrative resources struggle to
cope with infrastructure development pressures to the detriment of asset care. Where significant population decline occurs, the infrastructure and asset-care needs remain constant,
but there are fewer households to pay for asset-care activities (whether directly through
service charges or indirectly through the equitable share allocation based on the number of
households).

•

Significant economic growth or decline in a particular municipal area. Substantial economic
growth generally requires economic infrastructure before such growth materialises. Where
this is the case, municipalities are likely to direct scarce capital and limited administrative
capacity to enable growth, again to the detriment of asset care. Where significant economic
decline is experienced, the customers’ ability to pay for services normally declines, property
rates’ potential decreases, outstanding debtors decrease, and so municipalities may have to
trim their asset-care programmes.

Figure 32 presents average annual changes in population in municipal areas across South Africa
for the period 2001–2011.84 Areas highlighted in green show population decline, yellow presents
neutral growth, and red high population growth.85 The movement in population between municipal
areas and provinces is significant. The urbanisation trend is continuing, with metros (in particularly
Gauteng, Cape Town and eThekwini) receiving economic migrants who require municipal infrastructure services (and housing). Robust economic towns (typically secondary cities) and towns
with mining activities are also experiencing strong population growth.

Past two Census results.
Ranging between 0.1 per cent (marginal positive population growth) to 1.1 per cent (upper limit of
average national population growth).

84
85
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Figure 32: Population Shifts 2001–2011
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Figure 33 shows the growth in gross value added (GVA) in municipal areas across South Africa.
The areas in dark green, covering much of the surface of the country, have had very slow growth
in GVA since 2001. In these areas, the local economies under-perform compared to the national
economy and residents are on average becoming poorer.

Figure 33: Total Change in GVA 2001–2011
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Figure 34 is a spatial representation of likely current and future municipal infrastructure pressure
points, resulting from large-scale economic and/or infrastructure development.86

86
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Figure 34: National Development Plan Projects
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8.4.5 Causes of Insufficient Spending on Asset Care
The results presented in the preceding sections indicate significant under-spending on both asset
maintenance and renewals. However, given that municipalities tend to spend less than 80 per
cent of their maintenance budget, it is questionable whether providing additional funding will
have any meaningful impact at this point. A number of potential factors could have contributed to
less-than-optimal maintenance spending: the recent recession, the deemed discretionary nature
of maintenance and competing priorities, increases in bulk commodity prices (bulk electricity and
water prices), skills shortages in technical professions, the quality of the regulatory regime and
inadequate management practice.
Table 72 (see page 214) shows that budgeted maintenance provisions increased throughout the
recent recession that started in 2008/09 and continue to increase. At more or less the same
time, bulk commodity prices started escalating rapidly. The only real effect evident was a dip in
spending performance. This can conceivably be attributed to less cash on hand, as consumers
struggled to pay more for municipal bills while also dealing with the effect of the recession. Since
then, maintenance spending performance has improved somewhat to about 79 per cent. Over the
longer term, prior to the recession and bulk commodity price increases, municipalities spent at
best about 82 per cent of their maintenance budgets.
Some municipalities may have suffered from an inadequate supply of technical skills and artisans,
such as electricians and plumbers. While the country is acknowledged to have a shortage of
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artisans, at local government level the opportunity for economies of scale in maintenance operations was made possible when over 780 municipalities were amalgamated into 284 municipalities
in 2000 – the number has since reduced further, to 278. At the same time, the DWA transferred
staff along with water supply schemes to local government. Many of these schemes have since
been consolidated and are now less labour intensive. Whatever the case, a recent private initiative
to repair potholes in Johannesburg showed that capacity does exist to deal with maintenance,
and focused attention at reasonable cost can make a real difference.
It appears that the quality of the regulatory regime and inadequate management may significantly
contribute to the underfunding of maintenance and renewal activities.

State of asset management practice
Infrastructure asset management can be defined as: “The process of decision-making, planning
and control over the acquisition, use, safeguarding, and disposal of assets to maximise their
service delivery potential and benefits, and to minimise their related risks and costs over their
entire life” (Boshoff et al. 2007:v).
What follows are summarised results of assessments of structured infrastructure asset management practice conducted at 29 municipalities.87 The assessment contains 227 criteria across
the categories of asset knowledge, strategic planning, current asset management practice, asset
management plans, information systems and organisational tactics. These criteria are based on
best practice, as advocated in the International Infrastructure Management Manual, and scoring
has been calibrated to local conditions (local legislation, practice guides and standards).

Figure 35: Summarised Asset Management Practice Results for 29 Municipalities
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On average all municipalities (including high-capacity municipalities whose scores are represented in the red bars) score below 50 per cent in all categories of asset management practice.
Of great concern is that, in many cases, municipalities are uncertain of the extent, location, composition, physical attributes and asset-care needs of their infrastructure assets and, hence, are
not in a position to plan and budget properly for asset maintenance and renewal (Boshoff, 2009).
Figure 36 drills down further into current asset management practice, focusing specifically on
operations and maintenance practices.

Figure 36: Summarised Results of Operations and Maintenance Practices
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As Figure 36 shows, little is done by way of operations and maintenance strategies. The scores
for operations and maintenance practices are below standard, based on initial operating manuals
provided by contractors, but not generally applied in practice. The scores for operations and maintenance strategy, analysis and plans indicate that municipalities are not in a position to properly
estimate asset maintenance needs. Municipalities in general attained the highest scores in the
category of operations and maintenance contract management, which entails having arrangements in place for contractors to conduct maintenance activities, and to keep emergency spares
on hand for reactive maintenance purposes.
Various sectoral reports confirm the existence of inadequate planning practice, although there
are statistical differences in quantitative results due to the scope, sample and measurement techniques employed. For example, according to the National Energy Regulator of South Africa (NERSA,
2011:9), 86.7 per cent of municipalities with electricity distribution licences have maintenance
budgets, although only 53.3 per cent have a National Rationalised Specification 082 maintenance
strategy in place. With respect to water, the most recent Blue Drop (water) assessments indicate
that 35 per cent of municipalities scored 50 per cent or less for asset management practice. The
corresponding figure for sanitation asset management is 48 per cent.
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Quality of legislation, the regulatory regime and municipal affordability
The GIAMA regulates the management of immovable assets of national and provincial governments in South Africa, but no corresponding legislation applies in local government – despite
the sector boasting infrastructure assets with a replacement value exceeding R1 trillion; assets
that are central to economic production and growth, as well as the nation’s social upliftment and
wellbeing. The Municipal Finance Management Act (South Africa, 2003) limits itself to the requirement that the accounting officer must develop, implement and maintain a system of internal
control and safeguarding over assets. This is normally taken to mean that a municipality must
implement, maintain and update an asset register, and take basic measures to safeguard the
assets. The Municipal Systems Act (South Africa, 2000) provides for aspects such as infrastructure
feasibility studies, investment planning and affordability assessments. Yet no piece of local government legislation adequately encompasses the scope of asset management, as defined in this
subsection, required in terms of accepted international best practice or when measured by ISO
asset management standards.
As noted in Section 8.2.1, in the period 2007–2008 both CoGTA and National Treasury published
asset management guidelines. At the time, regulatory requirements for asset accounting were
much simpler, and few case studies were available to enrich the guidelines and provide a proper
South African context. Despite much development in the intervening years, neither of these guidelines was updated. When CoGTA (then DPLG) prepared the guidelines, a supportive system of
capacity building and implementation monitoring was envisioned. This did not happen. To date,
the skills deficit in asset management practice continues, with no defined prevailing local best
practice and very little regulatory oversight. What oversight exists is limited to compliance with
relevant accounting standards on assets.
The system of intergovernmental transfers has made it possible for municipalities to accelerate the rollout of services, in particular to the poor, through the creation of vast stocks of infrastructure and community facilities. Several capital grants require the submission of business
cases that must, among others, prove that a municipality has the administrative and financial
capacity to operate and care for the asset to be constructed. However, in practice this does not
work. Applicant municipalities and the departments that consider grant business plans pay little
attention to lifecycle considerations in the planning stages and less so to the accumulated effect
of additional assets on a municipality’s financial and administrative capacity. This is because the
accumulated effect can only be assessed through a network-level asset management plan and
a comprehensive municipal infrastructure plan. Most municipalities do not have these plans in
place, although most recognise the need for them. As a result, municipalities create some assets
that they are unable to care for, or create assets that result in available maintenance resources
having to be spread more thinly, to the detriment of revenue-generating infrastructure.
The annual budget gap of R5.27 billion and spending gap of R8.94 billion (Table 73) is likely to
increase. At the present rate of capital creation, the spending gap will increase by about R650
million per annum, while depreciation provisions will need to increase by over R1 billion per
annum.
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Table 73: Additional Maintenance Burden Created as a Result of Capital
Expansion (R’000)
Sector

2011/12

2012/13

Electricity

4,774,726

4,552,177

Water and sanitation

8,941,959

8,209,072

Roads and stormwater

9,173,015

8,847,006

Other

9,992,692

10,633,823

Total capex

32,882,392

32,242,079

Additional annual maintenance burden created

657,648

644,842

Accumulated additional annual burden

657,648

1,302,490

8.5 Conclusions
1) Municipalities underspend on both asset both maintenance and renewals.
•

Due to the crude manner of financial reporting, no consolidated data exists on maintenance
spending per sector. Budgeting and spending on maintenance is reported as a single amount
for a municipality as a whole.

•

Municipalities underfund and under-spend on infrastructure maintenance: in 2011/12 municipalities under-budgeted for maintenance by some R5.27 billion. The total maintenance
spending gap, measured as the difference between benchmark requirements and actual
spending, is estimated to be in the order of R8.94 billion per annum.

•

The measure employed to determine maintenance funding needs is flawed. The current
measure (percentage of operating budget) should be replaced by the measure percentage
of CRC.

•

Infrastructure renewal (asset recapitalisation) is underfunded. The total annual capital budget
of local government amounts to R32.88 billion (2011/12), while annual depreciation is around
R31.88 billion. Assuming that one-third of the capital budget is directed at infrastructure
renewal, the annual net depletion of existing asset value is in the order of R21.03 billion, not
taking into account the probable renewals backlog of some R26 billion.

•

The probable renewals backlogs for the water and sanitation sector, and electricity sectors
are estimated at R20–R40 billion per sector, depending on the service standards required.

•

The revised LES now factors in spending on maintenance as part of the basic services
component.

•

In terms of the general key performance areas (as prescribed in terms of Section 43 of the
Municipal Systems Act) municipalities are required to report on aspects that relate broadly
to what the LES intends funding, such as delivery of basic services. However, these key performance areas have not as yet been updated to be in line with the latest revision to the LES

2) Given current regulatory, planning and institutional arrangements there is limited value in increasing asset care funding provisions, despite the need to do so.
•

At present, there is little point in increasing asset care provisions through fiscal measures,
as the planning instruments for determining and allocating funding are largely non-existent.

•

Municipalities on average spend 79 per cent of their maintenance budgets.
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•

Research indicates that the majority of municipalities do not have in place formal costed
maintenance strategies or asset lifecycle strategies.

•

The lack of formal asset management plans detailing lifecycle strategies and plans is the likely
cause of under-spending on asset care. In the absence of these plans municipalities cannot
properly budget for (or schedule) specific asset-care tasks and interventions.

3) In the absence of an intervention, the practice of asset stripping will become entrenched.
•

While the maintenance and renewals backlog is mounting, and the condition of existing
municipal infrastructure is deteriorating, additional assets continue to be constructed. The
result is increased asset maintenance and renewal funding needs, often without a commensurate increase in municipal revenue.

•

Based on present capital investment levels, maintenance funding will need to increase by
around R650 million per annum, and additionally depreciation provisions will need to increase
by over R1 billion per annum.

•

Infrastructure and other community facilities created through the grant system are an
operating and maintenance burden, as well as a future renewals burden, without a commensurate increase in operating revenue.

•

The results are that maintenance and renewal needs and backlogs continue to grow, and
asset stripping is becoming de facto practice because asset care is continually underfunded.

4) Local government asset management regulatory coverage is extremely limited and fragmented.
•

In all three spheres of government, the current regulatory regime does not have in place the
planning instruments, skills or discipline to assess the accumulated revenue and expenditure
impacts of capital (in the context of asset portfolio-level lifecycle implications). Asset management performance is assessed through compliance with accounting standards that focus
on form as opposed to substance.

•

Local government is in dire need of legislation similar to GIAMA, but more extensive and upto-date, that covers the wider scope of immovable assets in local government, developments
in international asset management standards, supporting guidelines and skills development.

8.6 Recommendations
With respect to maintaining and rehabilitating water and electricity distribution infrastructure, the Commission recommends that:
•

National Treasury, in collaboration with relevant stakeholders such as DCoG and the South
African Local Government Association (SALGA) develops local government-specific infrastructure asset management legislation, similar to the Government Immoveable Asset Management Act at national and provincial level. The proposed legislation should:
- Cover decision-making, planning and control over the acquisition, use, safeguarding, and
disposal of local government assets, to maximise their service delivery potential and benefits
and to minimise their related risks and costs over their entire life.
- Define asset management practices appropriate to the different categories of municipality,
given the nature, extent and complexity of infrastructure, the financial and administrative
capacity of the municipality, and other relevant factors.
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•

National Treasury devises local government infrastructure asset management guidelines.
These guidelines should be positioned within the broader system of capacity development
and performance oversight. Technical assistance should be provided to municipalities to
prepare and implement credible infrastructure asset management plans.

•

Provincial and national authorities must increase scrutiny of the operating implications of
capital funding so as to ensure that municipalities are able to adequately maintain and renew
infrastructure.
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CHAPTER 9

Effective Devolution of Transport Functions to Municipalities:
Towards an Optimal Transport System
Ghalieb Dawood and Mathetha Mokonyame

9.1 Introduction
This chapter investigates options for improving public transport service delivery through devolving
public transport functions from provincial governments to municipalities. An effective transport
system is one that minimises its generalised costs and is supportive of inclusive growth. Indeed,
the wellbeing of a society can be reliably measured by the extent to which it is served by its
transport system.
The investigation is being carried out in two phases. The first phase (reported in this chapter) is
aimed at profiling a broad set of principles that should inform the devolution process. The second
phase will use additional data and information collected from various primary and secondary
sources to provide recommendations on how devolution should be carried out. The first phase of
the investigation, in particular:
•

Draws on the previous Financial and Fiscal Commission (the Commission) studies on transport
in the country.

•

Establishes a set of principles that must be in place for effective devolution of transport
functions.

•

Identifies critical funding gaps for the current arrangement in transport.

•

Identifies the implications of funding gaps on the optimal management of modal split e.g.
road and rail.

•

Identifies compelling reasons for devolving transport functions.

•

Draws on comparative international experience of the devolution of transport functions.

After providing some background on the devolution of transport functions and a summary of
relevant previous Commission studies, transport functions are profiled based on the South African
transport legislation. The critical transport funding gaps are then discussed, as well as the implications of these gaps on transport service delivery and the devolution process. A motivation for
devolving transport functions to municipalities follows, with local and international case studies
used to illustrate successes and failures of devolving and consolidating transport functions. Lastly,
the critical success factors for effective devolution are summarised, concluding with recommendations.

9.2 Background
The White Paper on National Transport Policy (DoT, 1996) envisages a transport system in South
Africa that is “safe, reliable, effective, efficient, and fully integrated transport operations and infrastructure which will best meet the needs of freight and passenger customers at improving
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levels of service and cost in a fashion which supports government strategies for economic and
social development whilst being environmentally and economically sustainable”. Achieving this
vision for transport is fundamental to the realisation of the Bill of Rights contained in the South
African Constitution. For example, in many respects, a transport system that fails to service
some segments of the population violates the rights to equality, human dignity, and movement.
Moreover, a transport system that disproportionately exposes its users to danger is in violation of
the rights to life and security of person, especially for vulnerable groups such as women, children,
the disabled and the aged. Recognising the importance of transport in society, Schedules 4 and
5 of the Constitution define, at a high level, exclusive and concurrent transport functions to be
performed by national and provincial governments. The National Land Transport Act (South Africa,
2009) defines these functions more explicitly, including those to be performed by municipalities.
Previous research carried out by the Commission has made a case for rationalising the allocation
of transport functions across the three spheres of government in order to improve the effectiveness of transport services. These recommendations are in line with the provisions of the White
Paper on National Transport Policy (DoT, 1996), which recommends that some of the transport
functions be devolved to the lowest “appropriate level of government”. Previous research studies
by the Commission have made the following observations and recommendations:
•

The management of the urban built environment, movement in the space, as well as services
and infrastructure, warrants bringing these functions together in a single institution (FFC,
2010).

•

It is important that many of the functions related to urban built environment be integrated at
city level (FFC, 2011).

•

Current institutional fragmentation in cities has resulted in inefficient use of space and
resources, for example in some cities, bus rapid transit (BRT) routes being implemented are
providing a parallel service to the subsidy-hungry Metrorail train services (FFC, 2011).

•

Devolving some of the transport functions to the cities is desirable for better coordination
and planning. However, devolution should not result in merely transferring existing problems
to municipalities; for example, devolving without necessary adequate funding and technical
capacity (FFC, 2011).

•

Failure to implement transport interventions contained in the 1996 White Paper can be attributed to the ineffective allocation of responsibilities across different spheres of government
(FFC, 2010).

•

Public transport management has historically been fragmented, leading sometimes to contestations between provincial and city governments. For example, the Gauteng government’s
monorail project, which, if not halted, would have competed directly with Johannesburg’s
state-subsidised BRT system (FFC, 2010).

•

While it is desirable to consolidate transport functions at city level, the management of
financial risks associated with the devolution has not been addressed (FFC, 2010).

•

Urban commuter rail services need to be embedded within city transport management
functions (FFC, 2010).

•

Greater coordination of road management functions is needed across the three spheres of
government (FFC, 2009).
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From this previous research, the devolution of transport functions appears to be consistently
supported and to be limited to urban areas, especially the cities. However, a number of questions
have not been satisfactorily addressed by the Commission’s previous research, such as:
•

Which transport functions are appropriate for devolution to municipalities?

•

Under what conditions is devolution appropriate?

•

What are the risks associated with devolution, and how should these risks be managed?

•

What process should be followed for effective devolution?

•

What are the resource implications for devolution to be effective?

In addition to the above questions, preliminary stakeholder consultations generated the following
additional questions:
•

How effective are the recent interventions provided for in the National Land Transport Act to
address the historical shortcomings of poor intergovernmental relations on shared transport
competencies?

•

What accountability frameworks will be most effective to ensure that delegated transport
functions are not compromised in the long run?

The current research is aimed explicitly at addressing these questions, as well as matters related
to the practical implementation of the devolution process.

9.3 Typology of Transport Functions
Transport is a multi-disciplinary domain, and is intrinsically linked to the rest of the built environment. Therefore, identifying functional boundaries in the transport system is virtually impossible.
However, distinct key functional areas can be identified:
•

Planning. This includes policy formulation, subsequent development of transport plans in line
with policy, and overall monitoring of the system to allow for the refinement of plans.

•

Implementation. This involves the implementation of transport plans, including day-to-day
traffic management functions provided for in the plans.

•

Liaison. This entails various forms of stakeholder engagements.

•

Regulation. This requires the formulation of rules that govern the operational responsibilities
of different actors in the system. Regulation can take various forms, including economic,
safety, and environmental rules.

•

Law enforcement. This entails operations aimed at ensuring the different actors comply with
regulations.

•

Service provision. This involves the actual provision of passenger and freight transport
services.

•

Funding. This covers the generation, administration, and expenditure of money to support the
transport system.

Section 11(iv) of the National Land Transport Act (2009) empowers government to assign these
functions to the most appropriate sphere of government. Furthermore, one or more adjacent
municipalities may jointly undertake a function or even establish a joint entity for the purpose of
fulfilling the function. Using the above typology of functions, Table 74 (see page 232) summarises
the different transport functions currently assigned to the three spheres of government, and the

230

// Submission for the 2014/15 Division of Revenue

Back to contents

CHAPTER 9

following observations can be made:
•

Functions are closely tied to infrastructure ownership. This implies, among other things, that a
national government agency – for example the Passenger Rail Agency of South Africa (PRASA)
and South African Roads Agency Limited (SANRAL) – can act independently of a municipality
in relation to the infrastructure the agency owns.

•

In what appears to be a duplicated function, all spheres of government perform the same
road traffic law enforcement functions.

•

Some municipalities are currently acting as both public transport operators and adjudicators
of operating licence applications.

•

National funding is made according to modes of transport, for example bus and train subsidies,
and not necessarily for a functional network. This in turn creates allocation inefficiencies, with
less than optimal numbers of passengers per kilometre offered by all the services in the
network

In the current transport governance arrangement (summarised in Table 74), municipalities are
responsible for compiling integrated transport plans for their areas of jurisdiction. However, they
often do not have the authority to implement the plans fully because the powers are fragmented
across different spheres of government. A common problem is provinces deciding on public
transport operating licenses without considering the integrated transport plans prepared by municipalities. PRASA has also been known to make plans that are not necessarily informed by the
municipal integrated transport plans. In addition, the transport coordinating structures provided
for in the National Land Transport Act often do not exist or are not properly resourced (e.g. intermodal planning committees). However, attempts have been made recently to revive these
structures, especially for cities with urban passenger rail services, in light of the implementation
of the capital-intensive national Public Transport Strategy (DoT, 2007).
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Table 74: Typology of Transport Functions
Functional
area

National

Provincial

Municipal

Planning

• Development of National Transport Policy.
• Development of the National Land Transport
Strategic Framework.
• Monitoring of transport policy implementation.
• Planning of port infrastructure

• Development of Provincial
Land Transport Framework
within the national framework.
• Monitoring of the implementation of the provincial land
transport framework.

• Development of transport plans as
provided for in the National Land
Transport Act and other national
and provincial guidelines.
• Coordination of transport and land
use.

Implementation

• Provision and maintenance of road infrastructure through SANRAL.
• Provision and maintenance of national rail
infrastructure through Transnet (freight) and
PRASA (passenger).
• Provision and maintenance of ports (airports,
and seaports).
• Maintenance of national transport asset
register for national roads.
• Implementation of port infrastructure.

• Provision and maintenance of
provincial road infrastructure.
• Maintenance of provincial
transport asset register.
• Maintenance of a provincial
transport asset management
system

• Provision and maintenance of
municipal road infrastructure.
• Implementation of transport plans.
• Maintenance of municipal
transport asset register.
• Maintenance of municipal
transport asset management
system.
• Traffic management.

Liaison

• Coordination of the implementation of
transport policy in the country.
• Liaison with other countries to establish
bilateral agreements.

• Coordination of transport
policy implementation in the
province.

• Promotion of public participation
in transport planning.
• Dissemination of public transport
information to users and potential
users.
• Establishment and management of an intermodal planning
committee (if municipality is
establishing integrated public
transport network or has significant passenger rail services).
• Establishment of a land transport
advisory board to advise on land
transport matters.

Regulation

• Formulation of national transport regulations.
• Formulation of regulations in respect of the
contents of transport plans across all spheres
of government.
• Requirements for different types of public
transport contracts.
• National requirements for safe and secure
transport system.
• Approval of inter-provincial public transport
operating licences.
• Approval of cross-border passenger transport
permits.
• Approval of cross-border freight transport
permits.
• Guidance concerning education, training and
capacity building in transport matters, and
prescribed requirements in this regard.
• Formulation of regulations related to
integrated fare systems.
• Formulation of regulations on special requirements for drivers and vehicles.
• Formulation of regulations on information
management systems across the different
spheres of government.

• Formulation of provincial
transport regulations.
• Administration and approval
of intraprovincial operating
licences, and comment on
interprovincial applications.
• Administration of provincial
appeal tribunal in respect of
operating licence applications.

• Formulation of transport-related
bylaws.
• For municipalities assigned this
function, receipt and decisions on
applications relating to operating
licences for services wholly in the
municipality’s areas of jurisdiction.
• Comment on operating licence
applications.

Law
enforcement

• Law enforcement through the Road Traffic
Management Agency.

• Enforcement of national and
provincial transport regulations.
• Control of overloading on
provincial roads.

• Enforcement of municipal by-laws.
• Enforcement of national and
provincial regulations.
• Coordination of law enforcement
with other organs of state.
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Functional
area

National

Provincial

Municipal

Service
provision

• Provision of long distance and city-based
passenger rail services through PRASA.
• Provision of long distance bus service
through PRASA.
• Provision of freight transport services through
Transnet.
• Provision of port operations.

• Enter into contracts with
public transport operators.
• Administration of scholar
transport service contracts.

• Provision of municipal public
transport services.
• Enter into contracts with public
transport operators.
• Development and management of
intelligent transport systems.

Funding

• Appropriation of bus subsidies.
• Appropriation of passenger rail subsidies.

• Payment of bus subsidies.

• Financial planning of transport
projects and programmes in the
municipal transport plan.

9.4 Implications of Transport Funding for Fulfilment of Transport Functions
Passenger transport in South Africa is increasingly becoming private-car based, at the expense
of public transport. Figure 37 shows the modal shift for work trips over the period 1996–2011.
What is worth noting is that the proportion of car-based trips has steadily increased, in particular
minibus taxis have consistently grown their market share. In contrast, the market share of buses
has been declining. Despite increased public expenditure (of R8 billion per annum), private and
non-subsidised public transport services still outperform bus and train services. A similar trend
has been observed for freight transport, where road-based transport carries the bulk of the load.
Reasons for this trend in passenger transport include:
•

Settlement patterns have changed, but bus networks remain virtually the same, whereas
minibus taxis adapt quickly.

•

Built-up areas are increasingly located away from high-capacity public transport modes, such
as trains.

•

Growth in the middle class, with increased per capita income, has translated into car
purchases and an increased propensity to use cars, even in historically smaller towns.

Figure 37 Detailed Modal Shift Trends for Work Trips in South Africa
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Figure 37 illustrates a key failure in the transport system: the inability to manage transport service
as a network and the failure of state subsidies to address mobility needs. Many of the modes of
transport compete against each other instead of being complementary. To address this challenge,
planning authorities need to manage transport as a network, which would require greater coordination and alignment among intergovernmental stakeholders with transport mandates. The
devolution of functions to municipalities, as envisaged in the 1996 White Paper, should allow
municipalities to manage transport as a network. Practical application of a network-management
approach would include designing all public transport contracts in line with the mobility needs of
the municipality and managing the service providers in terms of these contracts.
In addition to the lack of integrated planning and service delivery, capital investment in transport
has been declining, particularly in the period 1996–2000, as Figure 38 shows. One result of this
under-investment is aged and unreliable rolling stock for both passenger and freight transport
infrastructure.

Figure 38: National Transport Capital Investment Trends
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Source: Department of Transport (DoT, 2012).

The trends highlighted in Figure 38 suggest that the transport function has historically been underfunded and, where funded, the expenditure has been ineffectively utilised. Therefore, funding
mechanisms for effectively devolving transport functions to municipalities must be addressed, to
avoid also devolving historical problems, especially relating to financial management.
The Local Government Municipal Finance Management Act (South Africa, 2003) provides guiding
principles for local government financial management. In relation to the devolution of transport
functions to municipalities, the following set of principles is particularly noteworthy:
•
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•

Expenditure must be within the limits of the amounts appropriated in the approved budget,
and be funded from realistically anticipated revenues to be collected, uncommitted accumulated funds or borrowed funds (in case of capital projects).

•

Budgets for multi-year capital projects must reflect the total budget required to implement
the entire project, as well as the revenue and cost implications of implementing the project.

•

The budget must be informed by the municipality’s integrated development plan. This implicitly implies that any transport-related expenditure must also be informed by the municipality’s integrated transport plan in terms of the National Land Transport Act (South Africa, 2009).

Therefore, taking into account the above principles, the devolution of any function to a municipality
must be accompanied by an equivalent additional source of revenue. Furthermore, such functions
must be contained in the municipalities’ integrated transport plans in order to be reflected in the
municipal budget. Net savings in the transport system may also be possible, if inherent inefficiencies are addressed through rationalised allocation of transport functions.
The Commission (2011) classifies South African municipalities into five categories: metropolitan
municipalities, secondary cities, large towns, smaller towns and rural municipalities. The classification is based on features such as population density, gross value add per capita, and revenuegeneration capacity. Metropolitan municipalities have local rates and a tax revenue-generation
capacity of 1.00, whereas secondary cities, large towns, smaller towns and rural municipalities
have self-generated revenue capacity of 0.59, 0.46, 0.30, and 0.04 respectively. This implies that,
from a financial viability perspective, any devolution of transport functions would be best suited
to metropolitan municipalities in the short term.

9.5 Motivation for Devolving Transport Functions
The fundamental reason for devolving transport functions to municipalities should be to allow
the municipalities to manage transport as an integrated network of services. The responsibility
of managing a network as a whole reduces fragmentation and would be cognisant of the roles
of different modes of transport within the network. Furthermore, the level of accountability for
delivering transport services improves, thereby providing the tax payer with value for money.
Theoretically, devolving functions to municipalities is likely to allow transport to be customised
in order to become compatible with the rest of the built environment managed by municipalities.
However, devolution must be carefully planned and executed. If not managed systematically, there
is a strong possibility that unfunded mandates will be created, resulting in reduced capacity to
deliver. Municipalities must also have the technical capacity to undertake the devolved functions,
as failure to do so will also result in the reduced capacity of the state to deliver. Research shows
that most municipalities lack critical technical skills to undertake the assigned functions (Lawless,
2007). Therefore, devolution should be undertaken after a thorough skills audit for the functions
being devolved. Skills are one of the many items that will be reviewed in terms of the checklist
created by the Commission for assessing function shifts (FFC, 2007).
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9.6 Case Studies of Transport Devolution
An emerging international trend is the formation of bodies within local government that are responsible for transport service delivery. These bodies are often an amalgamation of previously
fragmented government entities. Some of these organisations are profiled below, with the aim
of analysing the nature of the organisational structures. For the international cases listed, it is
worth noting that reform was pursued in order to allow city governments to take full control of
the transport network.

9.6.1 Germany: Verkehrsverbund
Established in 1994, Verkehrsverbund Oberelbe (VVO) is a public transport authority responsible for implementing an integrated network in the German State of Saxony. It follows a similar
(verkehrsverbund) model adopted in many German cities, such as Berlin, Bremen, Cologne,
Frankfurt, Hanover, Hamburg, Karlsruhe, Munich, Rhein-Ruhr, and Stuttgart (EUMP, 2013).
The VVO is divided into three levels: (i) strategic, (ii) tactical, and (iii) operational. The strategic
level provides political leadership and is responsible for the overall setting of the organisational
direction. The tactical level is responsible for designing and managing the network, as well as
for setting tariff structures, timetables, and designing and implementing marketing strategies for
services. The tactical level is also responsible for entering into service contracts with operators
who apply to operate in the network and for allocating revenue to operators. The operational level
comprises companies that operate trains, trams, buses and ferries. Since being established, public
transport patronage has reportedly increased, despite a regional decline in the population being
served.

9.6.2 United Kingdom: Transport for London
Established in 1994, Verkehrsverbund Oberelbe (VVO) is a public transport authority London and
was established in 2000. TfL is managed at a strategic level by a board appointed by the Mayor of
London, who also chairs the board. A Commissioner heads the technical team for TfL, reports to
the board and is responsible for implementing the Mayor’s transport strategy through transport
planning, integrated ticketing, transport infrastructure management, network design and entering
into contracts with private operators.
The network managed by TfL comprises underground rail, suburban rail, trams, buses, and river
services. TfL is also responsible for managing the central London congestion charge scheme and
for passing transport regulations. TfL is further made up of specialist companies that include:
London Underground Ltd, London Buses Ltd, Dial-a-Ride Ltd, Rail for London Ltd, London River
Service Ltd, and UKTRAM Ltd.

9.6.3 Singapore: Land Transport Authority
Founded in 1995, the Singapore Land Transport Authority (LTA) is responsible for all the transport
planning and management in Singapore. It is a merger of previously separate transport-related
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functions in government: the Registry of Vehicles, the Mass Rapid Transit Corporation, Roads
and Transportation Division of the Public Works Department, and Land Transport Division of the
Ministry of Communications. The entity, in the form of an agency, is governed by a board that
reports to the Ministry of Transport.
One of the LTA’s key mandates is to ensure that the transport system is managed in a manner that
is sensitive to the island’s limited space. In response, LTA has been a pioneer of transport management solutions that combine both travel demand management measures and the development of
sustainable transport infrastructure capacity.

9.6.4 South Africa: Attempts to Establish Transport Authorities
The National Land Transport Transition Act provided for the establishment of transport authorities
in the country (South Africa, 2000). It was subsequently repealed by the National Land Transport
Act (South Africa, 2009). The Act describes a transport authority as an institutional structure in
the municipal sphere of government, whose purpose is “to improve transport service delivery in
the local sphere of government by grouping transport functions into a single, well-managed and
focused institutional structure”. In terms of the Act, a transport authority is obliged to carry out
six compulsory functions:
•

Prepare transport plans.

•

Develop land transport policy.

•

Undertake financial planning for land transport.

•

Manage the movement of people and goods on land.

•

Coordinate public consultation with regard to land transport.

•

After a specified date, become the contracting authority for tendered contracts.

A Transport Executive comprising technical personnel would support a Transport Authority, which
was envisaged as a political structure.
eThekwini is the only city in the country to have established a transport authority, as a pilot project
of the Department of Transport. A review of the eThekwini Transport Authority’s performance by
Futshane and Wosiyana (2005), and Cameron (2005) found that:
•

It functions as an ordinary department of the city rather than authority, as it does not appear
to be able to make independent decisions or be made accountable through a performance
contract with the Minister of Transport.

•

Its funding is discretionary.

•

There has been a strong reluctance to devolve rail functions to the Transport Authority,
despite having city-specific regional bodies that manage rail services.

While still in existence, the eThekwini Transport Authority has not yet managed to take full control
of the transport network.
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9.7 Critical Success Factors For Devolution
Based on a review of trends in South Africa and international case studies, the following conditions seem necessary for the effective devolution of transport functions:
1.

Devolution appears to be more effective when all related functions are consolidated. Conceptually, the consolidation of related functions reduces service delivery turnaround times and
potential process inefficiencies. In the case of public transport in South Africa, at provincial
level frequent backlogs in operating licence approval affect municipalities, which are directly
accountable for implementing the integrated transport plans.

2.

Devolution becomes even more effective when undertaken within the context of a wellresourced municipal entity with political accountability. The case of eThekwini Transport
Authority illustrates that fulfilling additional mandates necessary for improved transport
service delivery is difficult without sustainable funding. The more successful transport coordinating structures examined in this preliminary investigation have political oversight that
promotes the adoption of best practice.

3.

Lines of responsibility and authority are clear. The authority of the entity taking over the
function must be unequivocally defined. The ineffectiveness of the eThekwini Transport
Authority can be partly attributed to having responsibility for functions over which it has no
authority. Where possible, responsibility needs to be tied to authority.

4.

Funding needs to be adequate. Without adequate funding the devolution will result in an
unfunded mandate. In Russia, transport functions were devolved to municipalities without
proportionate funding, which resulted in significant municipal deficits and increased infrastructure backlogs.

5.

Municipalities must have authority over the network. Without full control of the network,
achieving network integration becomes difficult and even impossible. In the case of South
Africa, the issuing of operating licences is a provincial function, while the design of the
network is supposed to be a municipal responsibility. This makes achieving the intentions
of network designs difficult, resulting in gross oversupply and undersupply of services in the
network.

6.

Conflicts of interest should be eliminated. Any conflict of interest over the devolved functions
erodes trust, especially for tendered public transport contracts. For example, issues of
conflicts arise when a municipality is operating a bus service and wants to adjudicate licence
applications as well. This is also one of the key principles established through many World
Bank projects related to transport organisational reforms.

9.8 Conclusion
The first phase of the research has established the following:
•

Devolution of transport functions to the lowest competent level of government is a South
African transport policy mandate.

•

As illustrated elsewhere in the world, it is possible for municipalities to be given full responsibilities for managing the transport network.

•

Consolidation of transport functions in municipalities can improve transport service delivery.

•

There is scope to rationalise the current allocation of functions across the three spheres of
government.
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•

One of the principal aims of devolving transport functions to municipalities should be to
empower and allow municipalities to manage transport as an integrated network.

•

Different ways are used globally to manage transport functions, in addition to complete devolution.

The second phase of the study will use additional data and information collected from various
primary and secondary sources to provide recommendations on how devolution should be carried
out.

9.9 Recommendations
The South African transport policy provides for the devolution of appropriate transport functions
to municipalities. However, despite some municipalities expressing their intentions to implement
the policy, to date implementation has lagged. Transport service delivery appears to be hampered,
especially in respect of public transport management and coordinated transport-land use development.
With respect to the devolution of public transport functions, the Commission recommends
that:
•

The national Department of Transport (DoT) selects the eThekwini and Cape Town metropolitan municipalities to pilot the devolution of transport functions in the form recommended by
the investigation. The DoT should reach the necessary agreements with all the concerned
stakeholders to provide sufficient support and required resources to allow for the pilots to be
successfully implemented.

•

The baseline funding for transport functions is thoroughly understood by the recipient municipalities, beginning with eThekwini and Cape Town metropolitan municipalities.
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Funding of the South African Further Education and Training
Sector for an Equitable Sharing of National Revenue
Charles Sheppard and Lydia Ntenga

10.1 Introduction
The South African education system comprises three broad bands that are referred to as general
education; further education and training (FET), which comprises vocational and occupational
education, and training offered at colleges and at the last three years of general school education;
and higher education (universities, comprehensive universities and universities of technology).
Vocational education refers to education that gives students the knowledge and skills to enter the
economy, by providing a general, broad vocational orientation and general learning in essential
areas such as language and maths. Occupational education refers to educational programmes
that prepare students for specific occupations and ongoing professional development and training
in the workplace (DHET, 2012b). Skills development programmes are provided through Sector
Education and Training Authorities (SETAs) and vocational and continuing education and training
(VCET), which includes FET colleges and post-literacy adult education and training.
An effective FET college system is a critical component of a well-established, good quality, postschool education system. As the National Development Plan (NDP) recognises, FET can extend
access to the labour market, increase labour productivity and improve other labour market
outcomes, such as wages and labour employability. In particular, developing human capital
improves a country’s competitiveness, innovation and economic growth (NPC, 2012). FET is an
important investment lever for economic development through its focus on developing skills for
the labour market. Skills development is critical for absorbing the economically marginalised into
a vibrant, innovative and internationally competitive economy.
In line with the mandate of the national Department of Higher Education and Training (DHET),
FET colleges are migrating from the provincial to national sphere. The rationale for this shift is to
develop an integrated post-school education and training sector. This chapter highlights key issues
for consideration with respect to the full transfer of the FET function in line with the requirements
of the Financial and Fiscal Commission Act (99 of 1997), which provides for consultation with the
Commission on the fiscal and financial implications of assigning the power or function to another
sphere of government. This chapter presents an overview of key issues related to financing the
FET function and lays the foundation for the anticipated and ongoing shift, looking at how to
maximise potential benefits and mitigate financial and fiscal risks.

10.2 Problem Statement
Most business organisations and government recognise that South Africa suffers from a shortage
of skills, including artisans, technicians and engineers. The World Competitiveness Yearbook
published by the International Institute for Management Development (IMD, 2010) ranked South

Back to contents

Submission for the 2014/15 Division of Revenue //

241

CHAPTER 10

Africa last out of the 58 countries profiled for availability of skilled labour. The gap between labour
force entry and the ability of the economy to create jobs for young unemployed people is also
growing. To address the shortage of skills, the government is investing in FET colleges and increasing the overall enrolments in the sector. However, despite significant government investment
in FET colleges, challenges in skills development remain. The lack of post-school opportunities
has resulted in approximately three million ‘not in employment, education and training’ youth
between the ages of 18 and 24 years. Other challenges are poor student pass and throughput
rates. The concern is that the poor development of skills training affects South Africa’s competitiveness in the global economy.

10.3 Methodology
The quantitative research consisted of reviewing the FET colleges’ budgets from 2010/11 to
2013/14 with the projected budgets for the Medium Term Expenditure Framework (MTEF). Also investigated were the implications of the shift of the FET function and budget from provinces to the
DHET. Data was sourced from the national expenditure estimates, and the DHET and FET annual
financial statements. A survey was conducted among FET colleges and provincial education departments to get feedback on the implementation of the funding norms and standards and the
migration process of the FET function to the national sphere. The performance of FET colleges in
relation to policy goals was analysed in order to determine the responsiveness of the FET college
sector to national policy goals and detect any barriers to performance.

10.4 Literature Review
Vocational education and training (VET) takes a variety of forms both within and among different
countries. It can be pre-vocational training, to prepare young people for transition to a VET
programme at upper secondary level (initial VET normally leads to a certificate at upper secondary
level). It can be school-based or company-based, or a combination of both (as in a dual system).
At post-secondary level, VET provides access to higher skilled jobs (e.g. master or technician) and
can open the way to higher education (Tessaring and Wannan, 2010).
In South Africa, the FET band includes the post-compulsory phase of career-oriented education,
which is offered at several FET colleges country-wide, and the senior secondary component of
schooling. According to the Further Education and Training Act (South Africa, 2008), FET means
all learning and training programmes that lead to a qualification from levels 2 to 4 of the National
Qualifications Framework (NQF), as contemplated in the National Qualifications Authority Act
(South Africa, 1995); these levels are above general education, but below higher education. FET
comprises of three different paths: academic, vocationally orientated and occupation specific.
In the National Plan for FET colleges (DoE, 2008), VET refers to those aspects of the education
process that involve, (in addition to general education), the study of technologies and related
sciences, the acquisition of practical skills, understanding and knowledge relating to occupations
in various sectors of economic and social life. This view is consistent with the definition of VET
provided by the International Labour Organisation and the United Nations Educational, Scientific
and Cultural Organisation (UNESCO).
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This section provides a review of literature on FET. After looking at the role and value of FET in
stimulating economic growth and development, the models for financing and funding FET are
reviewed, followed by an assessment of the performance of FET.

10.4.1 The Role and Value of FET
Governments are increasingly recognising the importance of technical vocational education and
training (TVET) systems for economic development because of their focus on skills for the labour
market. TVET systems are also seen as instruments of social policy, assisting (for example) those
from particular social groups, such as those in poverty or lacking marketable skills (Basu, 1997).
The African Economic Outlook (OECD, 2012) also points out that VET contributes to social inclusion
and poverty reduction, and provides a solution to the problem of youth unemployment in many
developed and developing countries. Youth unemployment exists almost everywhere and has
become a structural problem in many countries. Millions of youth are denied the opportunity to
make their creative contributions to society. The weak labour-market integration of youth is not
only a threat to social cohesion, but also a loss to overall development. Therefore, a persistent
challenge for TVET is to assist youth in learning skills for successful transitions between education
and work (UNESCO, 2012).
The report Vocational Education and Training Systems: Key Issues for Large Enterprises also highlights the important role that VET plays in aiding economies to become more knowledge-intensive
(BCA, 2004). Human capital is a driver of national economic competitiveness, which means that
real productive gains can result from a workforce with the necessary skills and knowledge to
adopt innovative approaches in their work practices, and by addressing skills shortages in sectors
such as information technology and telecommunications.
The real tests of success of VET are the employability of the graduates, personal development,
opportunities for further education and career development, public acceptance and image. Ultimately, the effectiveness and responsiveness of a VET system is measured by its impact on the
social and economic development of the nation (Seng, 2007).

10.4.2 Models for Financing and Funding FET
Financing mechanisms have a central role to play in developing an effective, efficient, competitive, flexible, demand-driven training system, i.e. a system that is responsive to and aims to meet
the skills needs of the economy, society and of individuals (Ziderman, 2001). Training systems
should ideally be (a) effective: offer meaningful, quality, skills development and avoid non-relevant
training; (b) efficient: avoid high cost, unproductive or wasteful provision; (c) competitive: counter
supply-driven training tendencies and facilitate the development of training effectiveness and efficiency; (d) flexible: technically able in the short term to change the scope and direction of outputs
(training provision) if necessary; and (e) responsive: be receptive to the changing demands of the
market and the economy (Ziderman, 2002).
Training can be financed either unilaterally or through cost-sharing/co-financing mechanisms.
Unilaterally refers to financing by only one of the stakeholders (the state, employers or the indi-
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vidual trainees) and includes input- and output-oriented financing, outsourcing, voucher systems,
employer sponsoring and individual sponsoring. Unilateral financing works best for types of
training that give the payer clear and immediate benefits, whereas co-financing is usually considered for national, regional or sector-specific training (Jager and Buhrer, 2000). Cost-sharing
financing mechanisms include national training funds, training levies, matching funds, training fees
and trainee loans (Ziderman, 2002; Franz, 2005).
Training funds are a central element in the training system in many countries throughout the
world, constituting an institutional framework for allocating funding to training providers
and usually concerned with enhancing the supply, quality, and relevance of training provision
(Ziderman, 2002). Typically, training funds come from government budgetary allocation (instead of
direct funding of training institutions), training levies and donor support, or a combination of some
or all of these sources. These funds may be supplemented by incomes of other national training
authorities (or other fund-controlling organisations), such as licence, testing or consultancy fees.
National training funds (particularly when financed by company training levies) should provide
sustained and stable funding for the training programmes they support. However, this has not
always happened, especially when funds do not receive the resources designated for their activities (Ziderman, 2002). For example, training levy proceeds meant for the training fund may instead
be absorbed into general government revenues. Long-term sustainability is a serious problem in
some countries, especially where training funds were launched by donors and are mainly funded
externally.
Training levies or training taxes are very common methods of compulsory investment found across
the developed and developing world. Depending on their design, levy schemes can serve very
different policy objectives, ranging from supplementing public training financing to encouraging
the delivery of direct enterprise training or enterprise financing of individual training institutions
(Franz, 2005).
Under the matching funds system, the level of public contributions does not depend on the
projected use of production factors, but rather on the contributions that a training provider can
raise elsewhere. The government share is calculated as a fixed proportion of these third-party
contributions. The proportion may vary according to regional differences or types of school. This
system forces providers to adapt their services to the priorities of their donors, incentivising them
to increase the effectiveness of their offer. Therefore, some kind of performance control is introduced at comparatively little cost to the state. However, the assumption is that funds are granted
in proportion to the quality and efficiency of training, which is not guaranteed (Jager and Buhrer,
2000).
Private training has always charged fees, but the introduction of training fees in public training
institutions is also becoming a widespread issue of discussion (Franz, 2005). The usual reason
for introducing fees is to raise additional resources to finance public training. The advantage of
training fees is that trainees legitimately share in the cost burden of human-capital creation, of
which they are direct beneficiaries. The disadvantage is that the poor may be excluded from
training opportunities. Under fiscal pressure, government may incorporate training levy proceeds
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into general public tax revenues (Ziderman, 2002). As introducing training fees risks excluding the
poor/lower income groups from training, in most cases mitigating strategies are considered and
developed, in particular for long-term training. Such mitigating instruments include, for example,
targeted subsidies or fee exemption, loan schemes and graduation taxes, and scholarships from
employers and other organisations (Franz, 2005).
Cost-sharing schemes that include user fees are likely to be burdensome, not only for the poor,
thus discouraging participation in formal training programmes (Franz, 2005). This is particularly so
if fees are set at a sufficiently high level to achieve significant cost recovery. Loans can provide
students with the means to pay tuition fees, thus easing their burden during study by enabling
them to delay payments until they receive the higher earnings made possible by the education
course. In similar fashion, support is increasing for the use of training loans schemes as an adjunct
to raising fees for training programmes.

Funding Distribution: Transfers to Training Institutions
The mechanisms through which governments transfer funds to training institutions are likely to
have an important effect on the way in which the funding is used and on institutional behaviour
(Ziderman, 2001). In particular, inherent shortcomings in the transfer mechanisms currently used
encourage low internal efficiency of training institutions and a strengthening of supply-driven
training provision. Ziderman identifies the following mechanisms used by different countries:

Ad-hoc Funding
Widespread practices include incremental funding, where institutional allocations are based on
those of the previous year, often augmented by across-the-board steady budgetary increases, or
perhaps according to political influence, interest group pressure or the negotiating skills of the
institutions. Rooted in the status quo, such ad-hoc allocations are unlikely to facilitate internal
efficiency or market-orientated dynamism. If funding is unrelated to the internal activities of the
training provider, no incentives are built into the funding system to promote greater efficiency
(Ziderman, 2001).

Input-based Funding
A more objective alternative is to fund institutions on the basis of the estimated costs of inputs
required for providing training. The simplest, but least satisfactory, form of input funding is to
base allocations on the itemised budgets for future years submitted by training institutions. Since
overall budget allocations for each institution is based on the approval of individual expenditure
items, this form of funding leads to inflexible line-item budgeting, with the use of funding restricted
to approved purposes. A more flexible form of input funding derives institutional allocations from
formulas typically based on trainee enrolments or number of classes. Two inherent problems are
associated with input funding (Ziderman, 2001):
1.

There is little incentive for efficiency. Funding formulas based on average costs provide incentives for institutional expansion, perhaps regardless of trainee suitability, and do not offer
quality assurance in terms of the quality or job relevance of the training.

2.

Input budgeting promotes a training environment that is divorced from employment needs
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and the job markets, and may lead to a training system that is out of kilter with the realities
of the labour market.

Output-based Funding
The concept of payment by results and rewarding performance underlie output-based methods of
funding. Output-related funding provides financial incentives to training institutions by rewarding
them for meeting certain predetermined levels of training delivery; training institutions that do
not achieve these predefined outputs are penalised. Outputs may be measured in absolute terms,
but may also relate to the speed at which outputs are produced. The most important benefit
of output-based funding is enhanced efficiency of the training process. Since a training institution’s budget is linked to achieving a particular output, the training institutions are incentivised to
change and improve various aspects of their training policies and practices in order to increase
their training performance and hence funding (Ziderman, 2001).

Composition Formula Funding
Composition formula funding is a combination of out-put funding and input-funding. In general,
implementing formula funding will require a framework that strikes a balance between the individual institutional response to efficiency incentives and the need for annual funding stability. For
example, output-oriented funding schemes may lead to better performance, but may also result
in funding instability, as institutional income will depend on outcomes, which are in turn subject
to the vagaries of economic activity. Institutional funding that is based solely on performance,
year-to-year variations in funding may lead to cash-flow problems, thus complicating the ongoing
training process, and funding uncertainty will discourage institutional initiatives and change.
Thus output-based funding is unlikely to be successful if used as the sole criterion for funding
(Ziderman, 2001).

10.4.3 Performance of FET
In Africa, TVET provision in formal education systems takes place at the lower secondary, upper
secondary, and post-secondary non-tertiary level, as well as at the first stage tertiary level. In 2006
UNESCO’s Institute of Statistics conducted the only survey on access to formal TVET worldwide.
It provides statistics on TVET enrolment in Africa as a percentage of secondary school enrolment.
African countries were grouped in three categories. The first group encompasses 10 countries
where TVET enrolment was 10 per cent or more of secondary school enrolment: Rwanda, with
36 per cent, followed by Cameroon, the Democratic Republic of the Congo, Egypt, Libya, Congo,
Mauritius, Benin, Algeria and Mali, each with 10 per cent (Jager and Buhrer, 2000). For the second
group of countries, TVET enrolment was between five and nine per cent of secondary education.
This group of 10 countries consisted of Burkina Faso, Burundi, Djibouti, Mozambique, Tunisia, each
with eight per cent, followed by Botswana, Morocco, South Africa, Cape Verde and Togo, each with
five per cent. The third group of 15 countries consisted of Mauritania and Uganda (with four per
cent), and Niger, Ethiopia, Ghana, Guinea-Bissau, Zambia, Chad, Eritrea, Gambia, Kenya, Lesotho,
São Tomé and Principe, Senegal, and Sudan with one per cent (OECD, 2012).
The report on African Economic Outlook (OECD, 2012) further highlights that enrolment in technical
and vocational programmes is quite high in North Africa (averaging 22.95 per cent of total
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secondary school enrolment between 2001 and 2005). However, the vocational education sector
generally occupies a much smaller (if not marginal) position in sub-Saharan African countries (5.2
per cent between 2001 to 2005 with a falling trend since 2003) compared to the OECD countries
(18.6 per cent) and other developing regions, such as Latin America (11.6 per cent) and South-East
Asia (9.5 per cent). The low proportion of students enrolled in technical/vocational programmes
signals stagnation and overall poor public training capacity. In addition, many vulnerable young
people do not have the financial means to access formal TVET, which is seriously underfunded;
the obsolescence of the equipment and weak managerial capacity further affect the quality of
training programmes. Low enrolment is also partly due to the perception that TVET leads only to
low-status occupations and prevents access to higher levels of education. Learners who enrol in
this kind of education are considered to be those who have failed in general education. The result
is a contradiction between the generally negative public image of TVET and the strategic role it is
supposed to play in economic and social development.
According to Basu (1997), TVET is of major interest in Asian countries, especially in those with a
singular economic growth, such as in South-East Asia and China. Most countries in the region
regard TVET as being pivotal to their development, as it is intimately linked to job creation, employment provision, income generation and life-skills training. For instance, China has been continuously expanding the scale of vocational education. In 2005 and 2006, vocational secondary
school enrolments increased by one million people annually: in 2006, 7.48 million students were
enrolled in secondary vocational schools, accounting for 46 per cent of total senior high-school
students (as many as 18.1 million students are in school). Higher vocational education has also
greatly developed. In 2006, 2.93 million new students were admitted, resulting in as many as 7.96
million students in schools, or 50 per cent of students participating in post-secondary learning. As
many as 150 million person-time urban and rural labourers have taken various kinds of training
(Wang, 2010).
Chinese vocational education focuses on employment. Vocational institutes and schools have
cooperated with society, enterprises and villages and become market oriented. Methods include
combining learning and practice, cooperation between schools and enterprises, learning while
working, education reform, developing career morality and emphasising practical and vocational
competency skills. The result is that over 95 per cent of the students become employed (Wang,
2010).
The Singapore government has also invested heavily in education and training, not only in universities and polytechnics but especially in vocational and technical education under the Institute
of Technical Education (ITE). ITE has effectively rebuilt and transformed its former “vocational
institutes” into top-line “educational colleges”. By demonstrating world-class educational results,
it has turned around the public perception and image of ITE. Today, an ITE college education
is widely recognised locally and internationally for its relevance, quality and values in a global
economy. ITE is not a university or a polytechnic. It is a government-funded, post-secondary institution that focuses on career-based vocational technical education. Its goal is to train technicians
and skilled personnel for jobs and careers in the major sectors of the economy. Its uniqueness is
that it has built a responsive world-class system of VET in time for the future. Some of the unique
benefits of ITE include (Seng, 2007):
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•

“Hands-on, Minds-on and Hearts-on” describes the holistic college education offered by ITE,
which combines the development of technical skills, independent thinking and passion for
what they do, to produce all-rounded graduates who are ready to take on the challenges of
the global economy.

•

A creative and innovative teaching and learning environment, which leverages advances
in IT and e-learning technologies. The “eTutor” and “eStudent” were pioneering systems
when launched in 2002. The web-based systems have transformed ITE into a community of
connected on-line learning campuses and enabled ITE to deliver 20 per cent of its total curriculum time on a web-based platform.

•

Communications, marketing and rebranding of ITE. A comprehensive marketing programme
reaches out to students, teachers, parents and the community through talks in secondary
schools, road shows and media publicity. Secondary school students are also offered the opportunity to spend two days in the “Experience ITE Programme” to experience the relevance
of an ITE college education. This programme reaches some 50 000individuals and receives
300–400 positive media mentions every year.

Some of the key issues that emerge from the international literature on FET are:
1.

Although TVET enrolment is quite high in North Africa, the vocational education sector
generally occupies a marginal position in school systems in sub-Saharan African countries,
compared to the OECD countries and other developing regions, such as Latin America and
South-East Asia.

2.

In African countries, the low proportion of students enrolled in technical/vocational programmes was due to the following: a)Overall poor public training capacity. b)The lack of
financial means prevents many vulnerable young people from accessing formal TVET, which
is seriously underfunded, has obsolete equipment and weak managerial capacity, all of which
affect the quality of training programmes. c) The perception that TVET leads only to low-status
occupations and prevents access to higher levels of education. The result is a contradiction
between the generally negative public image of TVET and the strategic role it is supposed to
play in economic and social development.

3.

China has been continuously expanding the scale of vocational education through the cooperation of society, enterprises and villages and becoming market oriented.

4.

Singapore has invested heavily in TVET through the ITE, which is now a community of
connected on-line learning campuses and has a comprehensive marketing programme, that
reaches out to students, teachers, parents and the community.

5.

Training fees, which risk excluding the poor/lower income groups from training.

6.

Cost-sharing schemes that include user fees are likely to be burdensome and discourage
participation in formal training.

7.

Government may use input formulas as a form of indirect control over enrolment patterns by
employing differential weightings based on course offering or student backgrounds. However,
there is little incentive for efficiency. It may also lead to training systems that are not in line
with the realities of the labour market.

8.

Output-related funding enhances the efficiency of the training process, providing incentives
for training institutions to change and improve various aspects of their training policies and
practices.
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10.5 Financing and Funding of FET in South Africa
10.5.1 Programme Financing and Function Shift
Prior to 1994, the bulk of government funding of colleges occurred through the post-provisioning model, which distributed educator posts from a central pool in each province to individual
colleges on the basis of full-time equivalent (FTE) students. Historically, FET colleges had low
throughput rates, inadequately qualified lecturers, insufficient industry-linked experience, and a
limited programme qualification mix, with a lack of programmes relevant to local communities
and industry. In many instances, examinations, assessment and financial management were also
below average. In 2009, higher education was transferred to the DHET, which took responsibility
for FET colleges, as part of its efforts to improve skills development.

10.5.2 Funding Distribution: Transfers to FET Colleges
Prior to 2010, provinces had some flexibility in how they allocated budgets to FET colleges as
funding was allocated through the provincial equitable share. However, this flexibility was lost
following the function’s shift to the DHET. Funding for FET colleges is allocated in the form of a
conditional grant, which is still channelled through provinces and is intended to ensure the successful transfer of the FET college function to the DHET.
The Division of Revenue Bill (National Treasury, 2013) specifies that the funding of some of the
outputs of this grant depends on the priority set for each college within available funding. The
national enrolment plan linked to funding norms is used as a guideline for allocating the grant
to each college. Any upward deviation from these enrolments must be funded by the college or
entity causing such deviation. For the 2012/13 financial year, the budget allocation is based on the
allocation for the FET colleges as per programme 5 in Provincial Education Departments as set
out in the revised 2013 MTEF.
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10.6 Performance of FET Colleges in South Africa
Table 75 summarises the goals against which the performance of FET colleges are measured.

Table 75: Goals and Measurable Objectives for the Public FET College Sector
Goals

Measurable Output

Creating a national coordinated
FET college system with a
unique identity.

Broadening access and
participation and improving
achievement

Entrenching quality and excellence

Promoting institutional autonomy, responsiveness and
relevance.

Encouraging diversity

Monitoring systematic and
institutional performance and
fostering public accountability.

•

Improved public perception of the FET sector.

•

Quality programme offerings.

•

Improved quality of students and staff.

•

Efficient management & governance.

•

Effective coordination and leadership by the Inter-Provincial Committee for the FET colleges.

•

A register of priority skills programmes that address socioeconomic needs.

•

Norms and standards for college resourcing.

•

Availability of adequate infrastructure and equipment to support the delivery of vocational
programmes.

•

A million students in the sector by 2014.

•

An average student pass rate of between 60 and 80 per cent.

•

Expansion and use of ICT in all FET colleges.

•

Implementation of the funding norms and standards for the public FET colleges.

•

Availability of earmarked funding for national priorities.

•

Implementation of the Department of Education (DoE) FET college bursary scheme.

•

Establishment of student support services.

•

Number of FET graduates who progress to higher education, employment or entrepreneurship.

•

Increase in the number of artisans.

•

Development and implementation of the National Professional Lecturer Development
Framework.

•

Availability of suitably qualified FET college lecturers.

•

High quality FET qualifications, programmes and supporting curriculum.

•

High quality centralised assessment, national examination and quality assurance systems.

•

All private education institutions that offer FET qualifications are regulated.

•

Quality partnerships between industry and FET colleges.

•

FET college students get placements for practical work experience.

•

FET college graduates get job placement at the end of the programme.

•

Industry inputs into the curriculum improvement and update.

•

Placement of lecturers to gain real work place exposure.

•

Diversity of institutional and campus types.

•

Centres of Excellence are established in each province.

•

Diversity of programme offerings.

•

Strong public and private FET college system.

•

Different modes of programme delivery.

•

Criteria for providing distance education by FET colleges.

•

Management Information systems in all colleges.

•

Further education information management systems.

•

Culture of research and tracer studies.

Source: Department of Education (DoE, 2008).
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The following subsections assess the performance and responsiveness of FET colleges to policy
goals.

10.6.1 Provision of and Participation in FET
Table 76 shows the total number of registered public and private FET colleges in South Africa
in 2011. A total of 50 public FET colleges and 495 private colleges operate across provinces.
The highest number of public FET colleges is in KwaZulu-Natal (9), followed by Gauteng (8) and
the Eastern Cape (8). The highest number of private FET colleges is in Gauteng (254), followed
by KwaZulu-Natal (93) and the Western Cape (62). In 2011, Gauteng had the highest number of
participants in public FET colleges (95 313), followed by KwaZulu-Natal (87 877) and the Western
Cape (48 266). It is worth noting that the Eastern Cape, which is one of the provinces with a very
high population, had only 37 356 participants. Similarly, Limpopo, which also has a high population,
only had 41 712 participants in public FET colleges.

Table 76: Number of Registered Public and Private FET Colleges (2011)
No. of Public
FET Colleges

No. of Private
Colleges

Total

Total participation in
Public FET Colleges

Eastern Cape

8

23

31

37 356

Free State

4

12

16

30 130

Gauteng

8

254

262

95 313

KwaZulu-Natal

9

93

102

87 877

Limpopo

7

19

26

41 712

Mpumalanga

3

19

22

14 556

Northern Cape

2

3

5

22 243

North West

3

10

13

6 847

Western Cape

6

62

68

48 266

Unknown

-

-

-

12 519

50

495

545

396819

Province

Total

Source: Department of Higher Education and Training (2012d).

Between 2010 and 2011, the total participation in public FET colleges increased from 358 393to
400 273.
For many years, the six-level NATED Report 190 and 191 (usually abbreviated to N1, N2, N3, N4,
N5, N6) courses have been the base theoretical qualification for entry FET Colleges. In 2007, the
Department of Education and Training introduced the National Certificate (Vocational) NC(V) at
public FET colleges to solve the problem of poor quality and low relevance of N programmes and
the chronically short supply of work replacements available to private students, as well as the
low technical and cognitive skills of FET graduates (DHET, 2010). The NATED programmes were
phased out between 2009 and 2012 and replaced by the NC(V) programmes. The NC(V) offers
programmes of study in a variety of vocational fields mainly targeted at technical skills development. The practical component of the study is mainly offered in a work place or in a stimulated
environment.
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In addition to 191 and NC(V) programmes, FET colleges offer occupational qualifications (Occ
Qual), National Senior Certificate (NSC) and other programmes such as Adult Education Training,
Level 5 programmes and Report 191 NSC programmes. A higher education programme is one that
is at level 5 and above on the NQF, has a minimum of 120 credits and could take at least a year of
full-time study in a higher education institution.

Table 77: Summary of Participation in Public FET Colleges, 2010–2011
2010
Female

2011

Male

Total

Female

Male

Total

Report 191(N1 – N6)

79 588

90 186

169 774

102 821

119 933

222 754

National Certificate
(Vocational)

63 080

66 959

130 039

64 260

60 398

124 658

Occupational
Qualifications

11 470

11 690

23 160

13 444

7 355

20 799

National Senior
Certificate

2 462

1 454

3 916

679

449

1 128

Other

12 307

19 197

31 504

12 890

18 044

30 934

Total

168 907

189 486

358 393

194 094

206 179

400 273

Source: DHET (2011, 2012a).

Figure 39 gives the participation in public FET colleges by programme and shows that participation rates are high in Report 191 programmes, followed by National Certificate (Vocational) (NC(V))
and other programmes, but low in National Senior Certificate (NSC) programmes. Between 2010
and 2011 participation in all programmes (apart from Report 191) declined, which is of concern
because broadening access and participation is one of the 1998 National Plan’s goals, against
which the performance of the FET college sector is to be measured. Of interest is that participation in Report 191 programmes increased compared to NC(V), yet the intention of the DHET is to
phase out the Report 191 programmes.

Figure 39: Participation Rates in Public FET Colleges by Programme, 2010–2011
60,00%

50,00%

55,65%

47,37%

40,00%

36,28%
31,14%

30,00%

20,00%

10,00%

6,46%

8,79% 7,73%

5,20%

2010

1,09% 0,28%

0,00%
Report 191

NC(V)

Occ Qual

NSC

2011
Other

Source: Own calculations from the Department of Higher Education and Training (DHET, 2012a).
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An indicator of equitable access to FET colleges across provinces is the proportion of FET enrolments relative to the cohort population in the province. The majority of FET college students fall
into the age category of 19–24 years. Table 78 shows the number and proportion of 19–24 year
olds enrolled in FET colleges out of the total population of the same age. As Table 78 shows,
nationally only 4.2 per cent of youth aged 19–24 years enrolled in FET colleges in 2011. Of these
youth, the highest participation rate (between 5.2 and 6.6 per cent) was in the Free State, followed
by Gauteng and the Western Cape. The lowest percentages (below four per cent) were in Mpumalanga, the Eastern Cape, North West and KwaZulu-Natal.

Table 78: Participation of 19–24 Year Olds in FET College Education Per Province - 2011

Province

2011

2011

2011

19–24 year olds in population

19–24 year olds enrolled in FET
Colleges

% of 19–24 year olds in the
population enrolled in FET Colleges

Male

Female

Grand
Total

Male

Female

Grand
Total

Male

Female

Grand
Total

Eastern Cape

448 738

448 018

896 756

12 081

12 919

25 000

2.7%

2.9%

2.8%

Free State

167 704

164 129

331 833

10 613

11 379

21 992

6.3%

6.9%

6.6%

Gauteng

567 634

550 238

1 117 872

39 697

28 587

68 284

7.0%

5.2%

6.1%

KwaZulu-Natal

665 025

664 075

1 329 100

22 824

22 334

45 158

3.4%

3.4%

3.4%

Limpopo

362 416

367 273

729 689

15 847

16 608

32 455

4.4%

4.5%

4.4%

Mpumalanga

234 891

230 591

465 482

4 940

5 130

10 070

2.1%

2.2%

2.2%

Northern Cape

63 034

61 508

124 542

2 254

2 400

4 654

3.6%

3.9%

3.7%

North West

187 319

184 296

371 615

6 352

5 532

11 884

3.4%

3.0%

3.2%

Western Cape

276 712

272 694

549 406

14 560

13 964

28 524

5.3%

5.1%

5.2%

All provinces

2 973 473

2 942 822

5 916 295

129 168

118 853

248 021

4.3%

4.0%

4.2%

Source: StatsSA (2011); DHET (2011).

Graduate Outputs
The public FET colleges system’s target is an average student pass rate of 60–80 per cent.
Table 79 shows the national certification rate for public FET colleges by province. Overall, of the
404 679 who wrote examinations in 2010, only 90 252 (or 22.3 per cent) successfully completed
a full qualification. In 2011, of the 126 491 who wrote examinations, only 51 790 (or 40.9 per cent)
successfully completed a full qualification. Despite increased overall participation at FET colleges,
the student completion rates are low and below the targeted range of 60–80 per cent.
In terms of the distribution of certification rate by province, the lowest percentage in 2010 was in
the Northern Cape (16.7 per cent) and the highest in the Western Cape (27.6 per cent). In 2011,
the highest percentage was again found in the Western Cape (51.7 per cent), with the lowest
percentage in Free State (29.3 per cent).Worth noting is that most of the provinces were below
the national average of 40.9 per cent, except for the Western Cape, Mpumalanga (51.3 per cent)
and North West (48.4 per cent).
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Table 79: National Certification Rate for Public FET Colleges by Province, 2010–2011

Province

2010

2011

Wrote

Passed

Cert %

Wrote

Passed

Cert %

Eastern Cape

32 680

5 887

18.0%

11 952

4 862

40.7%

Free State

27 941

5 098

18.2%

6 312

1 852

29.3%

Gauteng

128 815

27 754

21.5%

8 728

11 003

38.3%

KwaZulu-Natal

78 485

18 466

23.5%

28 942

11 042

38.2%

Limpopo

51 926

11 930

23.0%

20 503

8 038

39.2%

Mpumalanga

30 166

7 394

24.5%

8 837

4 533

51.3%

Northern Cape

7 860

1 314

16.7%

2 018

732

36.3%

North West

14 698

3 534

24.0%

5 792

2 801

48.4%

Western Cape

32 108

8 875

27.6%

13 407

6 927

51.7%

All provinces

404 679

90 252

22.3%

126 491

51 790

40.9%

Source: Department of Higher Education and Training (2012a).

Figure 40 shows the certification rate by programme. Note that the data for the number of occupational qualifications and NSC students from FET colleges that had successfully completed
their certificates is not available.

Figure 40: Certification Rate by Programme, 2010–2011
50,00%
45,00%

43,2%

39,8%

40,00%

35,7%

34,9%

35,00%
30,00%
25,00%

21,9%

20,00%

16,4%

15,00%
10,00%
5,00%

2010

0,00%

2011
Engineering Studies
(N1 - N6)

General Studies
(N4- N6)

NC (V) Programmes
(L2-L4)

Source: Own calculations from the Department of Higher Education and Training (2012a).

As Figure 40 shows, of the learners who wrote examinations in 2010, only 34.4 per cent passed
NC(V) studies, followed by N-Engineering Studies (21.9 per cent) and N-General Studies (16.4
per cent).Similarly, in 2011, only 43.2 per cent passed NC(V) studies, followed by N-Engineering
Studies (39.8 per cent) and N-General Studies (35.7 per cent). During this period, the certification
rate for each of these programmes was below 50 per cent, which reflects low rates of completion.
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Table 80 provides a breakdown of the number of NC(V) Level 4 graduates by province that met the
minimum requirements for entry into higher certificate, diploma and degree study programmes
respectively.

Table 80: Graduates Who Met Minimum-Entry Requirements into Higher
Education Study Programmes, 2011
Total number
Passed Level 4

Higher Certificate
Passes

Diploma Passes

Degree Passes

Eastern Cape

607

512 (84.3%

83 (13.7%)

12 (2.0%)

Free State

91

74 (81.3%)

17 (18.7%)

0 (0.0%)

1 159

964 (83.2%)

173 (14.9%)

22 (1.9%)

KwaZulu-Natal

801

696 (86.9%)

99 (12.%)

6 (0.7%)

Limpopo

1450

1 234 (85.1%)

198 (13.7%)

18 (1.2%)

Mpumalanga

821

618 (75.3%)

175 (21.3%)

28 (3.4%)

Northern Cape

54

39 (72.2%)

13 (24.1%)

2 (3.7%)

North West

488

389 (79.7%)

90 (18.4%)

9 (1.8%)

Western Cape

798

593 (74.3%)

174 (21.8%)

31 (3.9%)

6 269

5 119 (81.7%)

1 022 (16.3%)

128 (2.0%)

Province

Gauteng

NATIONAL
Source: DHET (2012a).

In 2011, public FET colleges produced 81.7 per cent of students who met the minimum requirements for higher certificates, 16.3 per cent for diplomas and two per cent for degrees. Western
Cape produced the highest number of actual students (31) who were eligible for degree studies,
followed by Mpumalanga (28) and Gauteng (22). Of concern is that Free State failed to produce any
degree study graduates on NC (V) Level 4.
Table 81 reflects the percentage distribution of staff at public FET colleges by category and
province. It shows that, of the total staff employed, the majority (55.3 per cent)were lecturing staff,
followed by support staff (41.7 per cent) and management staff (three per cent). The percentage
of lecturing staff declined from 56.2 per cent in 2010 to 55.3 per cent in 2011, but the distribution
of lecturers differs from province to province. For instance, Gauteng has the highest number of
lecturing staff (59.2 per cent in 2010 and 59.5 per cent in 2011), while the North West has the
lowest number of lecturing staff (47.5 per cent in 2010 and 47.3 per cent in 2011). The decline
and provincial disparities in lecturing staff at FET colleges is of concern, as lecturers are the
key players in providing the intermediate-level education and training necessary to meet South
Africa’s national development challenges.
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Table 81: Percentage Distribution of FET Staff by Province
Province

Lecturing Staff

Management Staff

Support Staff

2010

2011

2010

2011

2010

2011

Eastern Cape

58.9%

57.0%

3.3%

3.6%

37.9%

39.4%

Free State

52.9%

51.3%

6.2%

5.1%

40.9%

43.6%

Gauteng

59.2%

59.5%

2.5%

2.2%

38.4%

38.2%

KwaZulu-Natal

55.3%

58.8%

3.1%

2.7%

41.6%

38.6%

Limpopo

54.3%

53.6%

2.0%

1.9%

43.7%

44.5%

Mpumalanga

52.8%

52.1%

2.8%

4.4%

44.5%

43.5%

North West

47.5%

47.3%

3.9%

1.0%

48.6%

51.7%

Northern Cape

50.9%

55.3%

5.9%

1.5%

43.1%

43.2%

Western Cape

58.5%

50.5%

2.6%

4.3%

38.9%

45.2%

National

56.2%

55.3%

3.1%

3.0%

40.8%

41.7%

Source: Own calculations from the Department of Higher Education and Training (DHET, 2012a).

Governance and Management of Public FET Colleges
The governance of public FET colleges takes place within a national framework that is made up
of policy documents, legislation, regulations and guidelines. The Further Education and Training
Colleges Act (South Africa, 2006) provides for the public college governance structures and recommends any other relevant committees to be formed. Within this national policy framework, the
governance of public FET colleges is shaped by policy developments and legislative arrangements
at three levels i.e., national, provincial and institutional.
•

At national level, the Minister of Higher Education and Training determines the policies, goals,
norms and standards of the sector. The National Board for Further Education and Training
advises the minister on FET.

•

At provincial level, the Provincial Advisory Body supports the Member of the Executive Council
(MEC) for Education. This advisory body represents the public, provincial organisations of
students, academic and non-academic employees, and principals of the institutions, unions
and non-governmental organisations. They advise the MEC on issues regarding provincial
policies, goals and priorities, funding and administration of the institutions and performance
of the sector.

•

At institutional level, every FET institution must have a governing body that steers its future
growth and development, creates an environment conducive to college growth, supports
management and monitors college performance in line with the legislation and needs. Councillors at the institutions are appointed on the basis of their knowledge and experience in
areas relevant to the institution.

The FET Colleges Audit (HSRC, 2011) and the FET Colleges Turnaround Strategy (MHET, 2012) highlight
the following challenges related to governance and management of the FET colleges sector:
With regard to governance, the FET sector has performed poorly. Councillors do not have the
breadth of competence envisaged by the Act. Compliance with the Act has been inadequate,
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particularly in terms of policies, plans and procedures and the establishment of governance structures. In some instances, the oversight of college management and governance is limited.
•

College management needs to be improved, especially with regard to the management of
information, submission of reports to councils, management of the IT platform, and the establishment and implementation of student graduate and non-completer tracking devices.

10.7 Assessment of Plan and Progress for the Transfer Shift
The FET Colleges Act (South Africa, 2006) was amended in 2012 (South Africa, 2012), shifting
the administrative function of adult learning centres and FET colleges from the provincial to the
national (higher) education department (MHET, 2012). Through this change, staff from the FET
college sections in provincial education departments and FET college staff have been transferred
to the DHET.
For colleges, the transfer of the FET function to the DHET brings a number of advantages, not least
the potential development of a uniform FET sector with a single vision that can be presented to
the public. The national focus could uplift the image, marketing and quality of colleges and improve
cooperation between colleges, SETAs and universities. Enhancing institutional coordination with
the SETAs would assist FET colleges to unlock funding and support from industry. The location of
the post-school sector under one umbrella will also lead to greater portability of qualifications
in the sector. Finally, college funding would be equitable and consistent across provinces, and
employment contracts and programme offerings would be standardised.
An interim process of managing the college sector has been implemented via a set of Provincial Implementation Protocols, and the following supporting activities have been initiated (DHET,
2013e):
•

The development of a business plan and costs to cover the support of National Treasury’s
Technical Assistance Unit, and a process to secure funding for this support and the transfer
process.

•

The establishment of a Technical Task Team in the DHET to provide oversight and direction to
the transfer process.

•

The establishment of Provincial Technical Task Teams to steer the transfer process at provincial level.

•

The development of a macro plan and a micro plan to direct the processes of transfer and
related costing.

The migration strategy micro plan developed by the DHET is clustered into six management
areas: Human Resources, Finance, Governance and Management, Legal, IT and Infrastructure,
and Assets and Liabilities (DHET, 2013e). These management areas are described in Table 81. A
comprehensive migration plan is in place and has progressed sufficiently to ensure that the FET
colleges can continue with their daily operations during the migration process. The DHET decided
to first transfer the management staff at colleges, followed by non-management staff. Provincial education staff members will be seconded to the DHET until their full transfer is complete.
The subsidy allocations have been completed, and a payment schedule is in place. All the other
processes to ensure the migration of all functions to the DHET are currently underway.
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The migration is one angle of the transfer of the FET function from the provincial to national
sphere. Another is the need to reformulate the funding and delivery of the FET function. Simply
transferring the function without addressing the pre-existing financing challenges could prevent
the potential benefits of the function shift from being realised. The financial model must therefore
be optimised, including baselines.

Table 82: Management Areas of the Migration Strategy Micro Plan
MANAGEMENT AREAS
1. Human Resource

2. Finance

1.1 Management
staff
1.2 Non-management staff
1.3 Secondment of
provincial staff
1.4 Transfer of
provincial staff
1.5 Appointment of
administrators
1.6 Post-provisioning
model

2.1 Funding sources
and distribution
2.2 Financial
commitments
2.3 Funding norms
and standards
2.4 Financial
management and
reporting systems

3. Governance and
Management

4. Legal

3.1 College Councils
4.1 Drafting and
3.2 Strategic planning, signing of Protocols
coordination and
annual reporting
3.3 Operational
planning for FET
colleges enrolment
and funding thereof
3.4 Monitoring and
evaluation

5. IT and Infrastructure

6. Assets and Liabilities

5.1 Survey of IT
management and
Infrastructure
5.2 Setting up local
area network in each
province
5.3 Data
management

6.1  Identification
of assets (including
leased assets) and
title deeds for land
and buildings to be
transferred
6.2 Transfer of
assets (including
leased assets)
6.3 Register of title
deeds for land and
buildings

Source: DHET (2013e).

10.7.1 Assessment of Adequacy of FET Colleges Funding
Figure 41 shows the average annual growth rate of MTEF allocations to FET colleges. Over the last
three years, support for colleges has grown significantly, from R3.8 billion in 2010 to R5.45 billion
in 2013/14 –an increase of 43 per cent. The Northern Cape recorded the highest average annual
increase in MTEF allocations (19.1 per cent), followed by the Western Cape (14.7 per cent) and
KwaZulu-Natal (14.3 per cent). Mpumalanga had the lowest average annual increases (10.7 per
cent), followed by Limpopo (11.6 per cent).

Figure 41: Average Annual Growth Rate of MTEF Allocations (2010/11–2013/14)
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Source: Commission’s calculations.

258

// Submission for the 2014/15 Division of Revenue

Back to contents

15%

20%

25%

CHAPTER 10

As Figure 42 shows, by 2015/16 the provinces projected to receive the highest portions of total
MTEF allocations are Gauteng (23 per cent), KwaZulu-Natal (18 per cent), the Eastern Cape (14
per cent) and the Western Cape (12 per cent). The latest MTEF allocations and other financial allocation trends for FET college education include financial assistance to poor students, which has
increased fourfold (from R318 million in 2010 to R1.7 billion in 2012).

Figure 42: Provincial Distribution of MTEF Allocation Estimates for 2015/16
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Source: Commission’s calculations.

The DHET has developed very sophisticated costing models to calculate the annual cost per FET
programme. Historically, the DHET allocated funds to the provinces and FET colleges based on
reported student enrolments and related programme costs. Provinces then determined allocations to FET colleges, and these allocations were adjusted annually by the consumer price index
(CPI). The DHET had submitted various requests for additional funding to cover the growth in
student enrolments and infrastructure, but with little success.
The long-term advantage of migrating FET colleges to national government is that they should
be equally funded, based on their programme enrolments, and no longer depend on what funds
provinces allocate to them. The research shows that provinces did not prioritise FET education
equally in their budget allocations, which led to unequal participation rates in FET colleges and in
provinces.
The equity of the provincial allocations was assessed by weighting the funded FTE enrolments,
based on the subsidy component of the cost of the programme in 2013, as modelled by the
DHET. The distribution of enrolments in the various programmes that have different costs should
determine the MTEF allocations for FET college education in the provinces. Table 83 gives the
programme cost obtained from the DHET (DHET, 2013f) – the cost of the programme is for one
funded FTE-enrolled student. A funding weight was assigned to each programme, based on the
subsidy component cost of the least expensive programme, which is the NC(V) programme in
Office Administration (R23,191). The DHET funds the NC(V) programmes according to the subsidy
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component of the cost of the specific programme. The Report 191 programmes are funded
according to three groups: engineering programmes, non-engineering programmes and service
programmes, with one rate for each group.

Table 83: Indicative Funding Weights Based on the Subsidy Component of the Programme Costs for
2013, Nc(V) and Report 191 Programmes

Programme

Total
Programme
Cost

College fee
(20%)

Subsidy
(80%)

Weight of
Total Subsidy
compared to
base cost

Civil engineering construction

R 45 990

R 9 200

R 36 790

1.586

Drawing office practice

R 34 124

R 6 820

R 27 304

1.177

Electrical infrastructure construction

R 45 348

R 9 070

R 36 278

1.564

Engineering and related design

R 59 978

R 12 000

R 47 978

2.069

Mechatronics

R 60 808

R 12 160

R 48 648

2.098

Process instrumentation

R 43 672

R 8 730

R 34 942

1.507

Process plant operations

R 46 074

R 9 210

R 36 864

1.590

Finance, economics and accounting

R 32 426

R 6 490

R 25 936

1.118

Generic management

R 33 918

R 6 780

R 27 138

1.170

Hospitality

R 55 485

R 11 100

R 44 385

1.914

IT and computer science

R 44 446

R 8 890

R 35 556

1.533

Education and development

R 31 682

R 6 340

R 25 342

1.093

Marketing

R 29 091

R 5 820

R 23 271

1.003

Office administration

R 28 991

R 5 800

R 23 191

1.000

Primary agriculture

R 77 894

R 15 580

R 62 314

2.687

Tourism

R 42 111

R 8 420

R 33 691

1.453

Safety and society

R 29 765

R 5 950

R 23 815

1.027

Transport and logistics

R 28 923

R 5 780

R 23 143

0.998

Primary health

R 31 834

R 6 370

R 25 464

1.098

National Average for Total NC(V) Programme Cost

R 42 240

R 8 450

R 33 790

1.457

Source: DHET (2013e):‘Final Budget Allocation – FET Colleges – 11 March 2013’. Weighted FTEs calculated.

To evaluate whether funding across provinces is equitable and fair, a comparative basis is needed.
This is done by calculating an allocation per weighted FTE, which is the result of dividing the
2013/14 funding allocation per province by the total weighted funded FTE enrolments. The total
weighted FTEs in Table 83 comprise the funding weights of the NC(V) and Report 191 programmes,
which are calculated relative to the subsidy component of the cost of the NC(V) programme in
Office Administration. Table 84 shows clearly the huge differences for the various provinces, between
the highest (R26,857 in the Eastern Cape) and the lowest allocation (R16,050 in Limpopo) – a difference of R10,809. The huge inequities in the allocations across provinces can be explained by the fact
that the conditional grant was based on historical allocations to the provinces, adjusted only by CPI
increases.
The financial implications would be huge if all the provinces were funded on the basis of the
average rand value per weighted FTE. The result could be financial instability of FET colleges in
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provinces where they were funded above the average value (Eastern Cape, Free State, Gauteng, Mpumalanga and the Western Cape). The only way to avoid this is to ensure that the conditional grant
is increased adequately to prevent any college losing funding. In a stringent fiscal environment, a
funding convergence strategy might be needed to achieve more equitable funding across provinces.
This would entail higher increases for the provinces at the lowest levels – to “catch-up” with the
provinces, which receive higher levels of funding – and should be funded from additional allocations.
Table 85 looks at the shortfalls in funding for FTE students. Based on the 2012/2013 enrolment
plan (DHET, 2013b), the total MTEF budget for FET college education should have been R5.989
billion. However, the actual budget was R4.845 billion, made available through conditional grants,
which is based on historical provincial allocations for FET college education, plus annual CPI
adjustments. The shortage of R1.144 billion reflects the huge levels of underfunding in certain
provinces. Provinces with the greatest shortfalls are the Northern Cape (35%), KwaZulu-Natal
(34%), Limpopo (28%) and the Free State (27%).
Clearly, funding of FET colleges is inequitable and insufficient. More funding needs to be allocated
to FET colleges within the provincial MTEF budgets, and a fair distribution of funding would mean
colleges receive equal rand values per weighted FTEs. Currently, the baseline used for the conditional grant reflects historical allocations to FET college education, which were clearly too low
in the Northern Cape, KwaZulu-Natal, Limpopo, Free State and North West provinces. However,
redistributing the pool of available funding equitably to all provinces would disadvantage colleges
in provinces where more appropriate budgets were allocated to FET colleges. A more acceptable
way to rectify these imbalances would be to secure additional top-up funding, which could be
channelled to the provinces that are severely underfunded. When channelling additional funding
to the sector, it is critical to ensure that the funds are spent effectively and efficiently. To this end,
the fiscal governance and financial health of individual FET colleges are absolutely essential.

Table 84: Summary of Calculated Weighted Funded FTEs for NC(V) and Report 191 Funded FTE
Enrolments as at February 2013, per Province and Programme

Province

Weighted
FTEs NC(V)

Weighted
FTEs

Weighted
FTEs

Report 191

Report 191

N1 - N3

N4 - N6

Total
Weighted
FTEs

2013/14
Funding
Allocation

Allocation
per
Weighted
FTE

Deviation
from
Average

Eastern Cape

24 864.93

816.79

3 579.03

29 260.75

R 785 866 000

R 26 857

R 6 074

Free State

9 173.82

1 173.47

4 875.54

15 222.83

R 364 705 000

R 23 958

R 3 174

Gauteng

41 670.33

3 355.24

10 030.71

55 056.27

R 1 276 429 000

R 23 184

R 2 400

KwaZulu-Natal

45 666.76

2 004.89

9 484.56

57 156.21

R 969 192 000

R 16 957

-R 3 827

Limpopo

32 573.18

817.08

4 894.11

38 284.37

R 614 458 000

R 16 050

-R 4 734

Mpumalanga

14 533.17

988.71

1 436.12

16 957.99

R 387 950 000

R 22 877

R 2 094

Northern Cape

3 980.67

210.79

1 086.47

5 277.93

R 88 392 000

R 16 747

-R 4 036

North West

13 467.40

1 239.47

1 925.90

16 632.77

R 295 004 000

R 17 736

-R 3 047

Western Cape

23 161.50

1 000.52

4 497.30

28 659.32

R 673 872 000

R 23 513

R 2 730

209 091.75

11 606.97

41 809.72

262 508.44

R 5 455 868 000

R 20 784

R0

Total

Source: DHET (2013c) Weighted FTEs calculated.
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R 597 589 000

Western Cape

130 484

15 535

8 432

2 433

8 569

19 538

28 769

26 194

4 895

16 118

Funded
NC(V) FTE
students
2012

Source: DHET (2013b) Final Budget Allocation 2012–13.

R 4 844 607 000

R 261 789 000

North West

Total

R 78 342 000

KwaZulu-Natal

Northern Cape

R 858 862 000

Gauteng

R 345 285 000

R 1 133 245 000

Free State

Mpumalanga

R 323 804 000

Eastern Cape

R 545 768 000

R 699 923 000

Province

Limpopo

Actual MTEF
budget for
2012/13

112 489

10 727

3 260

2 773

6 891

10 965

29 209

25 824

14 995

7 844

Funded
Report
191 FTE
students,
2012

242 972

26 263

11 693

5 206

15 460

30 503

57 978

52 018

19 890

23 963

Total
funded
FTE
students

R 5 988 990 737

R 743 278 236

R 303 224 625

R 120 300 902

R 373 363 379

R 761 528 701

R 1 299 044 247

R 1 180 033 316

R 440 719 024

R 767 498 306

Total indicative
budget required
2012/13

-R 1 144 383 737

-R 145 689 236

-R 41 435 625

-R 41 958 902

-R 28 078 379

-R 215 760 701

-R 440 182 247

-R 46 788 316

-R 116 915 024

-R 67 575 306

Shortfall

-19%

-20%

-14%

-35%

-8%

-28%

-34%

-4%

-27%

-9%

Shortfall
as a %
of total
budget

Table 85: Shortfalls in Provincial Mtef Budgets to Fully Fund Programme Enrolments (Funded Ftes)
and Percentage Unfunded FTE Students (2012/13)

-17 403

-2 994

-995

-765

-579

-4 578

-8 071

-1 180

-1 090

-1 304

Unfunded
NC(V)
students

-14 505

-2 391

-394

-799

-462

-2 607

-8 313

-1 177

-3 658

-768

Unfunded
Report 191
students

-31 908

-5 386

-1 390

-1 564

-1 041

-7 185

-16 384

-2 357

-4 748

-2 072

Total unfunded FTE
students

13%

21%

12%

30%

7%

24%

28%

5%

24%

9%

% unfunded
FTE students
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Having an overall picture of the financial health of the colleges is important when evaluating the
effectiveness of the current framework and funding of the FET college sector. Using information
from the annual financial statements (DHET, 2013a), the financial health of the FET colleges was
determined by testing the following criteria for the period 2009–2011:
•

Unqualified auditor’s opinions.

•

Change in the value of assets.

•

Change in the value of equity.

•

Liquidity ratio (current assets/current liabilities).

•

Percentage change in total income.

•

Surplus in income over expenditure.

The analysis found:
1.

Annual financial statements were provided for 48 out of 50 FET colleges. No annual financial
statements were provided for two colleges in KwaZulu-Natal (Mthashana and Thekwini).

2.

Eleven colleges had qualified audits.

3.

Thirteen (27 per cent) colleges were not in a sound financial position, including four colleges
in the Free State. The financial health of three other colleges could not be determined.

4.

Of the colleges that were not in a sound financial position, 12 had a surplus below or equal
to 10 per cent. The Sekhukhune FET College displayed a surplus of 29 per cent, but was still
found to be in a financially unsound position.

5.

Staff costs, as a percentage of government subsidies, tuition and examination fees, varied
among the colleges: three colleges had staff costs of over 60 per cent – Vuselela FET College
(62 per cent) in North West, Northern Cape Urban FET College (62 per cent) and Esayidi FET
College (60 per cent) in KwaZulu-Natal. A matter of concern was the high percentage of staff
costs at two colleges: Motheo FET College in the Free State (70 per cent) and Tshwane South
FET College in Gauteng (75 per cent).

6.

The majority of FET colleges depend heavily on government subsidies, and tuition and examination fees. Information concerning the fee-for-service income and other private income as a
percentage of total income was available for 47 colleges. The figure was found to be below or
equal to 10 per cent for 33 colleges, 11–20 per cent for eight colleges and 21–30 per cent for
three colleges. Only three colleges receive more than 30 per cent of their total income from
fees and other private income: Port Elizabeth FET College (39 per cent) in the Eastern Cape,
Motheo FET College in the Free State (44 per cent) and the Tshwane North FET College (33
per cent) in Gauteng.

The following nine FET colleges are under currently under administration, and more are expected
to follow (DHET, 2013d).
Eastern Cape - Ikhala College; Ingwe College; King Hintsa College; King Sibata College; Lovedale
College
Free State - Motheo College
Gauteng - Tshwane North College
KwaZulu-Natal - Coastal College; Mthashana College
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10.8 Conclusion
The FET college sector plays a vital role in the development of middle-level skills that are crucial
for economic development and building an inclusive economy. As part of moving the FET functions
from the provincial to the national sphere, a new funding framework for FET colleges has been
introduced. The Commission is concerned about the size, distribution and impact of FET funding.
The sector needs to be adequately funded in order to increase the country’s skills base. The
provision of FET college education has been very uneven across provinces, and so future expansions need to ensure a more equitable spread across provinces. The sector is facing governance
and management problems, especially with regard to financial management. Financial accountability in the sector needs serious attention to ensure that any additional funding to the sector will
be used effectively and efficiently.

10.9 Recommendations
With respect to funding further education training (FET) colleges, the Commission recommends that:
•

The funding model for the FET sector after the function shift ensures that:
- Baseline funding does not perpetuate past underfunding of the function in certain provinces.
- Additional allocations are used to achieve a more equitable funding regime across the
provinces.
- Ongoing infrastructure development and maintenance are provided for.

•

The transfer of the FET function to the DHET should include the development of sound systems
and uniform templates for financial reporting, designed in a manner that ensures the DHET
can proactively monitor the financial health of FET colleges. This should be complemented by
holistic interventions to improve fiscal governance in FET colleges including recruitment of
appropriate skills, ongoing training, and credible financial systems and processes.
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Appendix 1: Financial Statements, 2008–2011

GAUTENG

FREE STATE

EASTERN CAPE

PROVINCE

Table 86: Financial Statements 2008–2011, Summary

Auditor’s
Opinion

Is the FET
College in
a sound
Financial
Position

% Change
in Assets’
Value from
previous
year

% Change
in Equity’s
Value from
previous
year

% Change
in Total
Income’s
Value from
previous
year

Surplus/
Loss as a
% of Total
Income

Current
Assets to
Current
Liabilities
Ratio

Staff Costs
as a % of
Govt Subsidy, Tuition
+ Examination Fees

2011

Unqualified

Yes

31%

64%

27%

17%

1.5

28%

East Cape
Midlands FET
College

2011

Qualified

Yes

55%

43%

3%

77%

6.2

20%

Ikhala FET
College

2011

Qualified

Yes

37%

88%

122%

41%

5.4

25%

Ingwe FET
College

2011

Disclaimer

Yes

89%

90%

109%

42%

36.4

17%

King Hintsa FET
College

2011

Unqualified

Yes

116%

134%

92%

43%

74.6

37%

King SabataDalindyebo FET
College (E)

2009

Qualified

Yes

31%

51%

-12%

3%

204.2

26%

Lovedale FET
College

2011

Unqualified

Yes

77%

143%

102%

42%

7.8

24%

Port Elizabeth
FET College

2011

Unqualified

Yes

38%

109%

134%

16%

3.1

25%

Flavius Mareka

2011

Unqualified

No

40%

15%

64%

7%

1.4

39%

Goldfields FET
College

2011

Unqualified

No

21%

-3%

21%

1%

0.2

41%

Maluti

2011

Unqualified

No

Cannot
Determine

Cannot
Determine

Cannot
Determine

Cannot
Determine

2+

36%

Motheo FET
College

2011

Qualified

No

55%

18%

76%

10%

1.7

70%

Central Johannesburg

2011

Unqualified

Yes

44%

45%

71%

35%

10.6

19%

Ekurhuleni East
FET Col

2011

Unqualified

Yes

33%

27%

26%

30%

8.2

11%

Ekurhuleni
West College

2011

Unqualified

Yes

68%

87%

119%

67%

2.6

11%

Sedibeng FET
College

2010

Unqualified

Yes

30%

32%

-2%

3%

12.1

51%

South West FET
College

2011

Qualified

Yes

130%

139%

125%

35%

31.7

44%

Tshwane North
FET Col

2009

Qualified

No

6%

4%

-20%

4%

0.8

56%

Tshwane South
FET Col

2011

Unqualified

Yes

213%

123%

191%

21%

1.1

75%

Western FET
College

2010

Unqualified

Yes

153%

154%

67%

25%

3.0

39%

Coastal FET
College

2011

Unqualified

Yes

13%

12%

13%

15%

6.2

42%

Elangeni FET
College

2010

Unqualified

Yes

19%

20%

21%

18%

6.4

28%

Esayidi FET
College

2010

Qualified

No

34%

101%

-26%

7%

0.3

60%

Majuba FET
College

2011

Unqualified

Yes

29%

29%

11%

55%

21.7

54%

Mnambithi FET
College

2011

Unqualified

Yes

46%

31%

94%

20%

5.3

36%

FET COLLEGES

Most recent
Financial
Period
analysed

Buffalo City FET
College

KWAZULU-NATAL

Mthashana FET
College

266

Thekwini FET
College

No Data

Umfolozi FET
College

2011

Unqualified

Yes

108%

112%

56%

9%

6.5

47%

Umgungundlovu FET Col

2011

Qualified

Yes

36%

12%

12%

5%

2.8

47%
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Capricorn FET
College

2011

Unqualified

Yes

45%

32%

20%

27%

2.4

4%

Lephalale FET
College

2011

Unqualified

Yes

15%

15%

62%

18%

35.8

41%

Letaba FET
College

2011

Unqualified

Yes

25%

38%

-4%

52%

9.4

7%

Mopani South
East FET College

2011

Unqualified

Yes

49%

96%

64%

42%

6.7

31%

Sekhukhune
FET College

2011

Qualified

No

28%

-33%

130%

29%

0.7

10%

Vhembe FET
College

2011

Unqualified

Yes

125%

106%

26%

53%

6.1

2%

Waterberg FET
College

2011

Not Stated

Yes

27%

23%

13%

34%

4.3

6%

Ehlanzeni FET
College

2011

Unqualified

Yes

50%

57%

28%

36%

6.0

40%

GertSibande
FET College (C)

2011

Unqualified

Yes

35%

33%

38%

23%

16.4

50%

Nkangala FET
College

2011

Unqualified

No

49%

43%

11%

8%

1.5

53%

Northern Cape
Rural FET College (B)

2010

Unqualified

Yes

9%

9%

8%

11%

22.1

11%

Northern Cape
Urban FET College (A)

2011

Qualified

No

11%

5%

14%

10%

5.3

62%

Orbit FET College

2011

Unqualified

Yes

15%

10%

-6%

20%

3.9

39%

Taletso FET
College

2011

Unqualified

No

Data
incorrect

Data
incorrect

88%

4%

0.7

55%

Vuselela FET
College

2011

Unqualified

No

21%

1%

68%

0%

1.4

62%

Boland FET
College

2011

Unqualified

Yes

13%

12%

24%

17%

2.7

47%

College of Cape
Town FET

2011

Unqualified

Yes

38%

35%

15%

27%

3.0

25%

False Bay FET
College

2010

Unqualified

No

-12%

17%

6%

2%

0.7

42%

NorthLink FET
College

2011

Unqualified

No

-3%

4%

9%

2%

0.7

36%

South Cape FET
College

2011

Unqualified

Cannot
Determine

18%

24%

Cannot
Determine

Cannot
Determine

3.7

Cannot
Determine

West Coast FET
College

2011

Disclaimer

Yes

13%

41%

49%

25%

3.8

44%

Note: The table indicates the summary for the most recent AFS period for which data was provided.
Source: DHET (2013a). Annual Financial Statements for FET Colleges.
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Appendix 1: Financial Statements, 2008–2011
Table 87: Annual Financial Statements 2008–2011, Income Breakdown for Most Recent AFS
Most recent
Financial
Period
analysed

Goverment
Subsidy %

Tuition +
Examination Fees %

Fee-forService
Income %

Other
Private
Income %

Total
Income

Buffalo City FET College

2011

53%

45%

0%

2%

100%

East Cape Midlands FET College

2011

70%

26%

0%

4%

100%

Ikhala FET College

2011

65%

22%

0%

12%

100%

Ingwe FET College

2011

99%

0%

0%

1%

100%

King Hintsa FET College

2011

72%

4%

7%

17%

100%

King SabataDalindyebo FET College
(E)

2009

54%

26%

0%

20%

100%

Lovedale FET College

2011

68%

23%

0%

9%

100%

Port Elizabeth FET College

2011

41%

20%

0%

39%

100%

Flavius Mareka

2011

65%

17%

13%

5%

100%

Goldfields FET College

2011

43%

32%

19%

5%

100%

Maluti

2011

85%

13%

0%

2%

100%

Motheo FET College

2011

3%

47%

6%

44%

100%

Central Johannesburg

2011

37%

53%

0%

11%

100%

Ekurhuleni East FET Col

2011

60%

28%

6%

6%

100%

Ekurhuleni West College

2011

66%

30%

3%

1%

100%

Sedibeng FET College

2010

47%

36%

0%

17%

100%

South West FET College

2011

66%

27%

3%

4%

100%

Tshwane North FET Col

2009

32%

27%

8%

33%

100%

Tshwane South FET Col

2011

43%

38%

1%

18%

100%

Western FET College

2010

53%

46%

0%

2%

100%

Coastal FET College

2011

55%

30%

9%

6%

100%

Elangeni FET College

2010

74%

24%

0%

2%

100%

Esayidi FET College

2010

74%

17%

0%

9%

100%

Majuba FET College

2011

52%

27%

17%

3%

100%

Mnambithi FET College

2011

65%

28%

4%

3%

100%

Mthashana FET College

No Data

Thekwini FET College

No Data

Umfolozi FET College

2011

70%

23%

0%

7%

100%

Umgungundlovu FET Col

2011

52%

46%

0%

2%

100%

Capricorn FET College

2011

57%

40%

0%

3%

100%

Lephalale FET College

2011

27%

34%

11%

27%

100%

Letaba FET College

2011

47%

47%

0%

7%

100%

Mopani South East FET College

2011

70%

26%

0%

3%

100%

Sekhukhune FET College

2011

29%

39%

11%

22%

100%

Vhembe FET College

2011

41%

55%

0%

4%

100%

Waterberg FET College

2011

47%

50%

0%

3%

100%

PROVINCE

EASTERN CAPE

FREE STATE

GAUTENG

KWAZULUNATAL

LIMPOPO
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PROVINCE

MPUMALANGA

NORTHERN
CAPE

NORTH WEST

WESTERN CAPE

Most recent
Financial
Period
analysed

Goverment
Subsidy %

Tuition +
Examination Fees %

Fee-forService
Income %

Other
Private
Income %

Total
Income

Ehlanzeni FET College

2011

69%

28%

0%

3%

100%

GertSibande FET College (C)

2011

61%

16%

20%

2%

100%

Nkangala FET College

2011

65%

27%

0%

8%

100%

Northern Cape Rural FET College (B)

2010

13%

58%

20%

9%

100%

Northern Cape Urban FET College (A)

2011

38%

35%

15%

12%

100%

Orbit FET College

2011

67%

27%

0%

6%

100%

Taletso FET College

2011

44%

19%

36%

2%

100%

Vuselela FET College

2011

56%

17%

24%

3%

100%

Boland FET College

2011

38%

39%

1%

23%

100%

College of Cape Town FET

2011

42%

45%

0%

13%

100%

False Bay FET College

2010

45%

51%

0%

4%

100%

NorthLink FET College

2011

18%

76%

6%

1%

100%

South Cape FET College

2011

West Coast FET College

2011

FET COLLEGES

Cannot Determine
68%

20%

2%

100%
9%

100%

Note: The table indicates the breakdown of income for the most recent AFS period for which data was provided.
Source: DHET (2013a). Annual Financial Statements for FET Colleges.
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CHAPTER 11

Financing Research in Higher Education for an Equitable
Sharing of National Revenue
Nicholas Odhiambo and Lydia Ntenga

11.1 Introduction
The role of research and innovation can be traced back to the 1950s, when it became clear
that the traditional factors such as land, labour and capital growth are not the only indicators of
economic growth and development. According to the endogenous growth models developed by
Romer (1986), technological innovation is created in the research and development sectors, using
human capital and the existing knowledge stock. This innovation is used to produce final goods,
which lead to increased output.
For a long time African countries have neglected academic research in higher institutions of
learning. This lacklustre approach towards research in many African universities has left large
knowledge gaps that will take decades to fill. The gaps are reflected not only in the individual
countries’ research budget as a percentage of the total gross domestic product (GDP), but also in
the number of research publications and citations that emanate from the African continent.
South Africa is one of the few countries in Africa that has invested heavily in academic research,
especially in the 2000s. In fact, South Africa’s gross expenditure on research and development
(GERD) is currently considered to be the highest in Africa. In 2009 South Africa’s GERD as a percentage of GDP was more than three times that of all other sub-Saharan countries (UNESCO,
2011). However, despite a significant increase in total expenditure on research and development,
South Africa’s GERD as a percentage of GDP is still relatively low when compared to some BRIC
countries, such as Brazil, Russia and China.
In an attempt to synergise research in higher institutions of learning, in 2003 the Ministry of
Education published the new funding formula (NFF) for higher education institutions, which was
published in the Government Gazette (no. 1791). The NFF became effective in 2004 and contained
two key initiatives for funding research at higher institutions of learning: (i) the introduction of
a funding framework aimed at improving the measurement of research outputs, and (ii) the establishment of funding programmes focused on innovation and research excellence (Ministry of
Education, 2004). The National Research Foundation (NRF)88 administers the bulk of the funds
disbursed through the latter initiative.
The main aim of this chapter is to evaluate the effectiveness of the current government funding
framework for higher education research. The chapter assesses whether the NFF has produced
the desired outcome of increasing research outputs in South Africa.

88
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11.2 Problem Statement
Academic research in higher institutions plays a critical role in economic growth and development. As Becker and Kennedy (2005) argue, creating and imparting knowledge are complementary activities. In fact, without rigorous scientific research, a developing country like South Africa
will not be able to implement the knowledge-based economy that it aspires to build. Both discipline-based and multi-intra-trans-disciplinary research plays important roles in economic development. Yet, despite the crucial role that research plays in knowledge production and economic
development, research funding (across all disciplines, e.g. natural science research, agricultural
science research, engineering and technology, or social science and humanities research) has not
been given the attention it deserves, especially in developing countries. Many African countries
have not made the necessary investment in research and innovation, which has resulted in these
countries becoming largely consumers – rather than producers – of knowledge.
According to the NFF, an institution’s research output grant for any funding year is dependent on:
(i) actual totals of research graduates and research publication units for the year n-2; and (ii)total
research outputs that an institution is expected to produce in terms of the national benchmarks
(Ministry of Education,2004). However, since the NFF was introduced in 2004 little research has
been conducted to evaluate its effectiveness and whether the actual research outputs from universities and technikons have increased significantly.89

11.3 Methodology
The research methods used in this study were both qualitative (historical trends, comparative
analysis and descriptive analysis) and quantitative (statistical and econometric analysis). This
chapter follows on from the work done by the Financial and Fiscal Commission (the Commission)
on the budget review of public universities in South Africa. As part of stakeholder consultation and
engagement, the Commission briefed the Ministerial Committee for the Review of the Funding of
Universities on issues raised and recommendations made in its Annual Submission on the Division
of Revenue for 2013/14, focusing on higher education. Appendix 1 provides the Commission’s
responses to issues that were raised by the Committee.

11.4 The Role of Research in Economic Development
The important role that basic research plays in economic growth and development can be traced
as far back as the end of World War II. More recently, many developing countries (especially in
emerging economies) have adopted the “knowledge-based economy” as an integral component
of their policy framework. Although at times policy-makers have difficulty quantifying the socioeconomic benefit of scientific research, recent studies have shown that scientific research brings
enormous and undeniable benefits. Despite the difficulty in quantifying the impact of research on
economic growth, studies have shown that economies with consistently high levels of innovation
also tend to have high levels of economic growth (Atkinson and McKay, 2007).

This applies both to the research outputs produced from accredited publications, such as journal articles, books, book
chapters and conference proceedings, and to those from the Master’s and doctoral degree graduates.

89
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Martin et al. (1996) outline some benefits of publicly funded research for economic development:
1.

Research increases the stock of useful knowledge within a society. Public funding of basic
research increases the amount of information that is available to firms for technological activities.

2.

Research increases the pool of highly skilled graduates. Studies have shown that, by producing
skilled graduates, publicly funded research has the most benefits for the private sector.

3.

Research enables scientists to create new techniques and analytical methods, which are
usually adopted and used by private companies. Moreover, through publicly funded research,
industrial practitioners are able to solve complex technological problems.

Studies have also found a positive correlation between innovation and the stock of knowledge
derived from government-funded basic research (see also Wolfe and Salter, 1997).
Given the recent strides that South Africa has made in increasing the number of its research
outputs nationally, regionally and internationally, it is important to examine quantitatively the relationship between academic research outputs and economic growth, using standard econometric techniques. This following section examines the dynamic causal relationship between South
African research outputs and economic growth, using the recently introduced autoregressive
distributive lag (ARDL) bounds testing approach.

11.5 Methodology and Empirical Analysis
11.5.1 Cointegration analysis: the ARDL bounds testing procedure
In this analysis, the recently introduced ARDL bounds testing approach is used to examine the
long-run relationship between South African research outputs and economic growth. The ARDL
bounds testing approach was originally introduced by Pesaran and Shin (1999) and later extended
by Pesaran et al. (2001). The ARDL model used in this study can be expressed as follows (Odhiambo,
2009a:619):

[1]

[2]
where InGrowth= log of real GDP; InResearch= log of research publications; µi= white noise error
term; Δ = first difference operator.
The bounds test for the long-run relationship between economic growth and research output
can be conducted in this case by using the joint F-statistic (or Wald statistic) for cointegration
analysis. The analysis involves testing the null hypothesis of no cointegration among the variables
in equations [1] and [2] against the alternative hypothesis. To confirm whether any long-run relationship exists between economic growth and research outputs, two sets of critical values
reported by Pesaran and Pesaran (1997) and Pesaran et al. (2001) for a given significance level can
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be used. One set of critical values assumes that all the variables included in the ARDL model are
I(0), while the other set assumes that the variables are I(1). If the computed test statistic exceeds
the upper critical bounds value, then there is evidence of a long-run relationship between the
variables tested. If the F-statistic falls below the lower bounds value, then the null hypothesis of
no cointegration cannot be rejected. However, if the computed test statistic falls between the
bounds, then the cointegration test becomes inconclusive (see also Odhiambo, 2009a).

11.5.2 The Granger non-causality test
According to Granger’s definition of causality, a time series, Xt, causes another time series, Yt; if Yt
can be predicted better using past values of Xt than by not doing so (see also Odhiambo, 2009a).
The Granger causality method was chosen over other alternative techniques for this analysis
because of its favourable response to both large and small samples (Odhiambo, 2009b; 2009c).
The direction of the Granger causality between economic growth and research output can be
tested by using the following model (see also Narayan and Smyth, 2008; Odhiambo, 2009a):

[3]

[4]

where ECMt-1 = the lagged error-correction term obtained from the long-run equilibrium relationship.
In this case, the direction of the causality is determined by the F-statistic and the lagged error-correction term. The F-statistic on the explanatory variables represents the short-run causal effect;
while the t-statistic on the coefficient of the lagged error-correction term represents the long-run
causal relationship (Narayan and Smyth, 2005; Odhiambo, 2009a).

11.5.3 Empirical results
Although the bounds test for cointegration does not require that all variables are integrated of
order 1 [I(1)], it is important to conduct the stationarity tests to ensure that the variables are not
integrated of order 2 [i.e. I(2)], or higher. When the variables are integrated of order 2 or higher, the
F-test may yield spurious results – because the original F-critical values computed by Pesaran et
al. (2001) were based on the assumption that the variables are I(0) or I(1) but not higher (see also
Odhiambo, 2009a). The results of the stationarity tests in levels (not reported here) show that all
variables are non-stationary in levels. Therefore, the variables were differenced once, as expected,
in order to perform stationarity tests on differenced variables. The results of the stationarity tests
on differenced variables are presented in Table 88.
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Table 88: Stationarity Tests of Variables on First Difference
Variable

NO TREND

TREND

Stationarity tests of variables on first difference – Phillips-Perron (PP) test
DLy/N

-3.469584**

-5.036170***

DLResearch

-5.78254***

-6.015734***

Stationarity tests of variables on first difference – Dickey-Fuller – GLS test
DLy/N

-3.167016***

-4.257779***

DLResearch

-5.854577***

-6.140617***

Notes:
1)The truncation lag for the PP tests is based on Newey and West (1987) bandwidth.
2) ** and *** denote 5% and 1% levels of significance, respectively..
3) Critical values for Dickey-Fuller GLS test are based on Elliot-Rothenberg-Stock (1996, Table 1).

Since all the variables have now been confirmed to be integrated of order 1, and not order 2 or
higher, we can now proceed with the bounds test, in order to examine the existence of a long-run
cointegration relationship between economic growth and research outputs in South Africa. The
results of the long-run cointegration are reported in Table 89.

Table 89: Bounds F-test for Cointegration

Dependent variable

Function

F-test statistic

y/N

y/N(Research)

5.025**

Research

Research (y/N)

0.102

Asymptotic critical values
1%
Pesaran et
al. (2001), p.
300, Table
CI(ii) Case II

5%

10%

I(0)

I(1)

I(0)

I(1)

I(0)

I(1)

4.94

5.58

3.62

4.16

3.02

3.51

Note: ** denotes statistical significance at the1% level

The results reported in Table 89 show a stable long-run relationship between research publications and economic growth in South Africa. This is confirmed by the calculated F-statistic in the
economic growth equation, which is found to be higher than the upper-bound critical value at the
5 per cent level of significance.
The next step is to examine the direction of causality between research publications and economic
growth, by incorporating the error-correction term lagged one into the economic growth equation
in a dynamic setting. The results of the causality test are reported in Table 90.
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Table 90: Granger Non-causality Test
Dependent variable

Causal flow

F-statistic

t-test on ECM

R2

Economic growth (y/N)

Research→ y/N

3.867[0.0299]**

-3.206***

0.77

Economic growth (y/N) →
Publications

5.920[0.008]***

-

0.75

Publications

Note: ** and *** denote statistical significance at the 5% and 1% levels, respectively.

Table 90 shows that, in the short run, there is a bidirectional causal relationship between research
publications and economic growth in South Africa, but in the long run research publications drive
economic growth. However, this finding should be interpreted with caution because it is based
on a bivariate model, which does not address the omission of variable bias. Recent studies have
shown that introducing a third variable affects economic growth and research publications. In this
case, a third variable may not only alter the direction of causality between research publications
and economic growth, but also change the magnitude of the estimates (see also Odhiambo, 2008).

11.6 Performance of Higher Education Research in South Africa
In a bid to make research a key and valuable lever for the country’s development, the White Paper
on Higher Education and Training (DoE, 1997) and the National Plan for Higher Education (DHET,
2001) identified the following strategic policy priorities:
•

Increasing the outputs of postgraduates, particularly Master’s and doctoral graduates.

•

Increasing research outputs.

•

Sustaining existing research capacity and strengths and creating new centres of excellence
and niche areas in institutions with demonstrable research capacity or potential.

The following subsections evaluate the effectiveness of the NFF, particularly its effect on stimulating research performance in these priority areas.

11.6.1 Graduate outputs
Since the NFF was introduced, the number of enrolments and graduates in Master’s degrees at
public universities has increased overall (see Table 91). During the period 2003–2011 the total
number of enrolments in all public universities increased from 43 435 to 48 873, an increase of
about 12.5 per cent. The number of graduates also increased, by 21.2 per cent, from 7 501 in 2003
to 9 690 in 2011.
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Table 91: Enrolments and Graduates with Research Master’s Degrees (2000–2011)
Total
enrolments

% increase
in total
enrolments

Total
graduates
produced

% increase in total
graduates
produced

2000

31 701

-

6 096

-

2001

34 868

9.99

6 478

6.27

2002

39 189

12.39

6 919

6.81

2003

43 435

10.83

7 501

8.41

2004

45 327

4.36

7 890

5.19

2005

44 315

-2.23

8 018

1.62

2006

42 899

-3.20

7 883

-1.68

2007

41 164

-4.04

7 513

-4.69

2008

41 711

1.33

7 514

0.01

2009

43 723

4.82

8 112

7.96

2010

46 699

6.81

8 633

6.42

2011

48 873

4.66

9 690

12.24

Year

Source: Own computations from DHET (2012)

Following the introduction of the NFF, the total number of doctoral enrolments in all public universities increased significantly, by 54 per cent, from 8315 in 2003 to 12 832 in 2011. The number of
doctoral graduates increased by 50.8 per cent, from 1045 in 2003 to 1576 in 2011.Table 92 shows
the doctoral enrolments and graduates in South African public universities during the period
2000–2011.

Table 92: Doctoral Enrolments and Graduates (2000–2011)

Year

Total
enrolments

% annual
increase in total
enrolments

Total graduates
produced

% annual
increase in
total graduates
produced

2000

6 423

-

961

-

2001

6 996

8.92

897

-6.66

2002

7 716

10.29

969

8.03

2003

8 315

7.76

1 045

7.84

2004

9 104

9.49

1 104

5.65

2005

9 434

3.62

1 189

7.70

2006

9 828

4.18

1 100

-7.49

2007

10 048

2.24

1 274

15.82

2008

9 994

-0.54

1 182

-7.22

2009

10 529

5.35

1 380

16.75

2010

11 590

10.08

1 421

2.97

2011

12 832

10.72

1 576

10.91

Source: Own computations from DHET (2012).
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Despite an overall increase in the enrolment and graduation of both Master’s and doctoral students
during the period 2000–2011, the growth was not constant. For example, a significant decrease
in the number of Master’s enrolments during 2005–2007 led to a decrease in the number of
graduates in 2006 and 2007. For doctorates, the number of enrolments decreased slightly in 2008,
and graduate numbers decreased significantly in 2001, 2006 and 2008.
Several factors could have contributed to these fluctuations: (i) the re-alignment of postgraduate
curriculums during this period, which could have forced some universities to phase out some
postgraduate programmes; (ii) the restructuring and right-sizing during the post-merger period,
which could have slowed down (to some extent) the recruitment of students and academic
staff; and (iii) the way some universities implemented the NFF post-2003. For example, some
universities introduced research incentives for accredited publications but failed to offer research
incentives for successful supervision, which became a disincentive for effective supervision of
postgraduate students.
As expected, the top five universities – Pretoria, Stellenbosch, Cape Town, the Witwatersrand and
KwaZulu-Natal – dominate the overall Master’s and doctoral research outputs. Figures 43 and 44
show a breakdown of the contributions of these top five, compared with the other universities.
Of the total 73 924 Master’s graduates produced by South African public universities, 55 per
cent (40 997) came from the top five universities. In other words, the remaining 18 universities
produced only about 45 per cent (32 927) of the total number of Master’s graduates.
The top five universities also produced the most doctoral graduates. During the period 2000–2009,
the bulk (55.47 per cent) of the 11 101 doctoral graduates came from the top five universities, with
the remaining 44.53 per cent coming from the remaining 18 universities.

Figure 43: Distribution of Master’s Graduates from
South African Universities (2000–2009)

15%

University of Pretoria

12%

45%

University of Cape Town

10%

University of Witwatersrand
University of KwaZulu Natal

9%
9%

Other Universities

Source: Own computations from DHET (2012)
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Figure 44: Distribution of Doctoral Graduates from
South Africa Universities (2000–2009)
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Source: Own computations from DHET (2012)

11.6.2 Total per capita research output
In terms of per capita output, which is the most reliable indicator for measuring research outputs,
the average research outputs of all public universities increased from 0.82 units per capita in 2003
to 1.25 units per capita in 2011.90 The research output was consistently higher after the implementation of the NFF, at an average of 1.02 units per capita for the period 2004–2011. This includes
outputs from Master’s and doctoral graduates, as well as accredited publications. Figure 45 shows
the average per capita research output by all public universities for the period 2000–2011.

11.6.3 International visibility and quality of South African research outputs
Apart from the significant increase in the quantity of research outputs produced, evidence
suggests that the quality of South African publications has also improved since the introduction
of the NFF. Examples of such evidence are the number of citable documents published in internationally accredited journals and the number of newly NRF-rated researchers and the quality of
their ratings. The indicators shown in Table 93 may not be perfect for measuring the quality of
these research outputs but they do give some indication of their rigour.

Per capita output, in this case, is measured by the total number of all research outputs produced by a university divided by the
total number of permanent academic staff from the same university.

90
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Figure 45: Average per Capita Research Output by all Public Universities (2000–2011)
(M&D research outputs + accredited publications)
Mangosuthu UT

Source: Own computations from DHET (2012).
Note: Per capita research output is computed as: Per capita output = Total research outputs (i.e. M&D graduation units + All accredited
publication units)/Total number of permanent academics.

Table 93: Comparison of Indicators 2003/04 and 2011/12
Indicator
Number of citable documents published in
Scopus-related journals
International ranking

Number of NRF-rated researchers

Number of ‘A’ rated researchers

2003/2004

2011/2012

5 123

11 505

37

35

1 385

2 471

50

89

Source: SCImago (2012); NRF (2012b)
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11.7 Higher Education Research Expenditure Analysis
11.7.1 Expenditure by the Department of Higher Education and Training
Under the NFF, two parameters are used to determine an institution’s research grant (Minister of
Education, 2004):
1.

Actual totals of research graduates and research publication units produced by a university
during the year n-2; and

2.

Total of the research outputs that a university should produce in terms of the national benchmarks.

On the basis of these two parameters, the DHET’s annual research grants to higher education
institutions are divided into the research output grant and the research development grant. The
research output grant (which forms the largest component of the total grant) is distributed to
all universities in year n, according to their actual research outputs in year n-2. In contrast, the
development grant is only distributed to universities that have under-performed, i.e. have not
met their research output targets. The main motivation for introducing this development grant
was to cushion under-performing universities (especially the historically disadvantaged universities) against huge subsidy losses occasioned by the introduction of the NFF. During the funding
migration period (2004–2006), the development grant allocated to universities was supposed to
be added automatically to their block grants. However, after the migration period, every university
that was under-performing in terms of research outputs was expected to submit an application to
the DHET to use its research development grant.
Between 2004 and 2012, the DHET spent R14.83 billion on higher education research, of which
R13.3 billion (89.7 per cent) was spent on actual research output grants, with the remaining R1.53
billion (10.3 per cent) being spent on research development grants. The total research grant
increased from about R1.1 billion in 2004/5 to about R2.4 billion in 2012/13, an overall increase of
118 per cent. Table 94 shows the increases in total research grants for this period.

Table 94: Increase in Total Research Grants (2004–2012)
Research
output funds
(R’000)

Research
development
grant (R’000)

% increase

2004/2005

849 966

244 950

1 094 916

-

2005/2006

945 073

222 697

1 167 770

6.65

2006/2007

1 088 087

192 215

1 280 302

9.64

2007/2008

1 236 836

148 364

1 385 200

8.19

2008/2009

1 347 782

174 105

1 521 887

9.87

2009/2010

1 540 604

197 358

1 737 962

14.20

2010/2011

1 836 716

166 281

2 002 997

15.25

2011/2012

2 224 568

6 808

2 231 376

11.40
7.71

2012/2013
Total

2 226 579

176 822

2 403 401

13 296 210

1 529 601

14 825 811

Source: Own computations from DHET (2012)
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The top five universities received the lion’s share of the research output grants, which is not surprising because this grant is directly linked to the actual research outputs produced by individual
universities. Figure 46 shows the percentage of actual research output and research development
grants allocated to public universities for 2004–2012 (Also see Appendix 2, Table A1 and A2 for
total allocations).

Figure 46: Actual and Research Development Grants Allocated to Public Universities (2004–2012)
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Source: Own computations from DHET (2012).

An assessment of the DHET’s normative research output targets across public universities during the period 2004-2011
Although the DHET’s NFF has led to a significant increase in the number of research outputs
produced by many public universities, the majority of the institutions are still lagging behind in
terms of meeting their per capita research output targets. As a result, some universities have
ended up receiving a higher development research grant than the actual (earned) output grant
– which is a clear indication of their underperformance in terms of per capita research outputs.
Overall, only six of the 17 public universities managed to produce an average of at least 1.25
research outputs per capita during the period 2004-2011. These include Stellenbosch University,
the University of Cape Town, Rhodes University, the University of Witwatersrand, the University of
Pretoria and the University of the Free State. The situation was even worse in the universities of
technology, where none of the universities’ average per capita research outputs during the period
2004-2011 reached the normative target of 0.50 research outputs.
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Figure 47: Actual Average per Capita Research Outputs for Universities (2004–2011)
2.5
Normative per capita research output
2.25
Stellenbosch, 2.18
Cape Town, 2.08

2

1.75

Rhodes, 1.73
Witwatersrand, 1.58

1.5

Pretoria, 1.46

1.25

Free State, 1.26

KwaZulu-Natal, 1.22
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1

Western Cape, 1.04
Nelson Mandela , 0.94

0.75

Unisa, 0.71

Fort Hare, 0.71
Zululand, 0.69

0.5
Venda, 0.31

0.25

Limpopo, 0.31

Walter Sisulu , 0.06

0

Source: Own computations from DHET (2010).
Note: Per capita research output is computed as: Per capita output = Total research outputs (i.e. M&D graduation units + All accredited
publication units)/Total number of permanent academics.

The best performing universities of technology, based on per capita research output, were the
Tshwane University of Technology and the Central University of Technology, whose per capita
research outputs were 0.34 and 0.31, respectively. Figures 47 and 48 illustrate the deviations of
the average per capita research output from the expected normative per capital output during the
period 2004–2011 – for both universities and universities of technology, respectively.91

Limitations of the NFF
Although the current research-funding framework is (in all fairness) more transparent and accommodating than most of the previous funding formulas, it is not without its shortcomings – like many
other funding frameworks. The first and the most striking limitation relates to the fact that the
formula does not incorporate the academic rank and/or academic qualification into the equation.

For the sake of this analysis, all comprehensive universities are also classified as universities – because it was difficult to
establish with any certainty the number of academic staff members who are only involved in technikon-type academic programmes in these institutions. According to the DHET’s new funding framework, the normative targets for comprehensive
universities should be based on a combination of both 1.25 research output per capita for staff members who are involved in
university-type academic programmes, and 0.5 research output per capita for staff members who are involved in the technikontype programmes. However, even if this had been done, it is unlikely that these comprehensive universities would have met
their individual normative targets – given the fact that there are relatively few technikon-type academic programmes in these
institutions.
91

282

// Submission for the 2014/15 Division of Revenue

Back to contents

CHAPTER 11

Figure 48: Actual Average per Capita Research Outputs for Universities of Technology (2004–2011)
0.6
Normative per capita research output
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Vaal UT, 0.15

0.1

Mangosuthu UT, 0.04
0

Source: Own computations from DHET (2010).
Note: Per capita research output is computed as: Per capita output = Total research outputs (i.e. M&D graduation units + All accredited
publication units)/Total number of permanent academics.

Yet, research output in the academic fraternity is known to be a function of academic rank and
qualification. For example, a junior staff member with an Honours degree may not be able to
produce the same research outputs as a full professor with a doctorate. While many universities
have linked research output targets expected from academics to academic rank, which inter alia
depends on the academic qualification, the normative (expected) research outputs expected by
the DHET is still a flat 1.25 units per academic staff for universities, 0.5 units per academic staff
for the universities of technology, and a combination of both 1.25 and 0.5 for comprehensive universities92, irrespective of the academic rank of the staff members employed by these institutions.
The second shortcoming is that the normative output only takes into consideration the number
of permanently employed academic staff and does not include contract academic staff. Yet some
institutions, especially the historically disadvantaged ones, rely partly on contract staff. These performance-based teaching contracts may be as long as five years and renewable multiple times. As

Comprehensive universities are those universities that offer both university-type and technikon-type academic programmes.
Currently, there are six comprehensive universities in South Africa. These include Nelson Mandela Metropolitan University, the
University of South Africa (UNISA), the University of Johannesburg, the University of Venda, the University of Zululand and Walter
Sisulu University.

92
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a result, the formula reduces these institutions’ total normative research output, which negatively
affects their research development grant.
The third shortcoming is that that the development research grant is a residual grant that depends
on the number of actual publications produced by all universities, as well as the DHET budget
allocation to the higher education sector. This makes the output-based research grant uncertain,
unreliable and unpredictable. Moreover, since the research development grant is usually allocated
after the actual research output grant has been distributed, the DHET may run short of these
funds when many universities, especially the historically advantaged ones, exceed their normative
targets.

11.7.2 Expenditure by the Department of Science and Technology
Apart from the funding received from the DHET, higher education institutions also receive funding
for research from the Department of Science and Technology (DST). The DST also funds research
at national research councils and other public entities, with the aim of enabling these institutions to train scientists, engineers and technologists, and to produce publications and patents.
About 60 per cent of the DST’s budget goes to public entities, and the greatest portion of the DST
expenditure on research and development is geared to the natural, medical and health sciences.
Unlike the DHET, which provides funding directly to universities on the basis of their actual and
normative outputs, the DST channels the bulk of its research funding to higher education institutions through the National Research Foundation.

The National Research Foundation
In 1998 the NRF was established through the National Research Foundation Act (Act No. 23 of
1998), following a review conducted for the former Department of Arts, Culture, Science and
Technology. The main goals of the NRF are to: (i) promote internationally competitive research as
a basis for a knowledge economy, (ii) grow a representative science and technology workforce in
South Africa, (iii) provide cutting-edge research, technology and innovation platforms, (iv) operate
a world-class evaluation and grant-making system and (v) contribute to a vibrant national innovation system. The bulk of the NRF funding is directed towards supporting academic research,
developing high-level human resources and supporting the nation’s national research facilities.
The NRF’s current mandate is to: (i) build research-capable human capacity within the country, (ii)
support the advancement of key fields of study and (iii) address priority areas of socioeconomic
development. However, unlike the DHET’s research funding, the bulk of the NRF research funding
is provided on a competitive basis and uses a peer-review system to arrive at decisions. Table 95
shows NRF investment in strategic pipeline programmes for the period 2008/09 - 2011/12.

11.7.3 Expenditure by the Department of Health
The Department of Health (DoH) is another key government department that funds research in
higher education institutions. However, unlike the DST and the DHET, the DoH provides research
funds to benefit mainly medical institutions, with the bulk of these funds disbursed though the
Medical Research Council (MRC).
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Table 95: NRF Funding to Strategic Pipeline Programmes (2008/09–2011/12)
R’million
2008/9

2009/10

2010/11

2011/12

Studentship support

183.2

183.53

307.34

223

Thuthuka PhD track

5.65

4.90

4.18

5

Postdoctoral

23.09

27.41

48.30

40

Thuthuka Post-PhD track

2.38

1.96

2.41

6

Thuthuka rating track

5.67

5.98

5.75

6

Competitive funding
(unrated researchers)

-

3.02

5.21

5

10.50

44.41

70.98

84

Competitive funding for rated
researchers

-

-

5.10

15

Blue-sky research

-

2.92

3.54

8

SARChI programme

100.01

108.43

141.43

156

Centres of Excellence (CoE)

51.15

63.84

68.77

72

381.65

446.4

663.01

620

Incentive funding for rated
researchers

Total
Source: NRF (2012b).

The Medical Research Council
Legislated in 1991, the main objective of the MRC is to promote the improvement of the health and
the quality of life of the population of South Africa through research, development and technology
transfer (MRC, 2012).The MRC’s four strategic goals are to: (i) promote health and the quality of
life through research, (ii) promote health and the quality of life through innovation, technology
development and transfer, (iii) collaborate with sub-national, national, supra-national and global
partners to improve health outcomes for South Africans and citizens of collaborating partners and
(iv) improve organisational performance as a health research organisation (MRC, 2012).
Apart from supporting collaborative research by universities with the capacity and infrastructure
to conduct medical research, the MRC also provides research grants to individual researchers on
a competitive basis. This is currently facilitated through a research programme known as self-initiated research (SIR) grants. These grants are mainly allocated to health-related research and made
available to researchers at higher education institutions and, to some extent, other research institutions, such as the National Health Laboratory Services, the National Institute for Communicable
Diseases and the National Institute for Occupational Health (MRC, 2011, 2012). In 2011/12, grants
worth R18.80 million supported a total of 158 researchers, up from 139 researchers in 2010/11.
Table 96 (page 286) shows the SIR grants made between 2007/08 and 2011/12.

Back to contents

Submission for the 2014/15 Division of Revenue //

285

CHAPTER 11

Table 96: SIR Grants from the MRC (2007/08–2011/12)
Year

Annual SIRs grants

Percentage increase

R’million
Aug-07

12.55

-

Sep-08

14.7

17.1

Oct-09

15.9

8.2

Nov-10

16.9

6.3

Dec-11

18.8

11.2

Total

78.85

Source: Own computations from MRC (2012)

11.7.4 Expenditure by the private sector and non-governmental
organisations
In addition to the research funding provided by the DHET, the DST (through the NRF) and the DoH
(through the MRC), other sources of research funding include business enterprises, non-profit
organisations and international organisations.
Figure 49 shows the major sources of funding of South Africa’s GERD (gross expenditure on
research and development) during the period 2001–2008. The business sector provided 42.65 per
cent of the total GERD in 2008, compared to 42.25 per cent for government and higher education.
The remaining 12.1 per cent came mainly from abroad (11.38 per cent), while private non-profit
organisations contributed less than one per cent (0.72 per cent).
Although the business sector is one of the top funders of research and development in South
Africa, many universities have not been able to tap its funds, largely because businesses provide
funding mostly for applied research, unlike the government, which funds pure research. Because
business funding for research is driven mainly by the profit motive, very few businesses are willing
to fund research whose aim is knowledge production and whose benefits in terms of profits
cannot be ascertained. They prefer to focus on research that may provide new techniques and
products. Yet many aspects of applied research depend largely on the cumulative outcomes of
pure research.

11.8 Conclusion
Since the implementation of the NFF in 2004, the number of Master’s and doctoral enrolments
and graduates has increased overall, and the number of publications from South African public
universities has increased significantly. Also of note are the increase in citable articles published
by South African researchers in international and local journals, the improvement in the country’s
international research ranking and the increase in the number of NRF-rated researchers.
Although many South African higher education institutions have increased their research outputs
significantly, the majority of these institutions have not been able to meet their per capita targets.
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Figure 49: South Africa’s GERD (%) by Major Sources of Funds
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NB: Data for 2002 was not readily available.

In fact, between 2004 and 2012 only six of the 17 universities met or surpassed the target of 1.25
research outputs per capita, while none of the universities of technology met their target of 0.5
units per capita. This suggests that the targets set by the DHET in 2004 were too high for some
institutions, especially historically disadvantaged universities.
Although universities that fail to meet their targets receive research development grants based on
the shortfalls, the study found that the research development grant in its present form is a very
unreliable and unpredictable subsidy. This is because the research subsidy is a residual grant that
depends on the number of actual publications produced by all universities and the DHET budget
allocation to the higher education sector. Moreover, since the research development grant is
usually allocated after all the actual research output grants have been distributed, the DHET may
run short of these funds when many universities, especially the historically advantaged institutions, exceed their normative targets.
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11.9 Recommendations
With respect to financing research in higher education, the Commission recommends a review
of the current funding framework for higher education and that the DHET:
•

Redesigns and allocates specific funds in the MTEF budget to the research development plan.

•

Reassesses the appropriateness of targets and, if necessary, adopts different targets for each
university/university of technology.

•

Revises the formula used to calculate research outputs to take into consideration the profile
(rank and qualification) of academic staff at the universities.
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Appendix 1: FFC response to concerns and issues raised by the Ministerial
committee for the Review of the Funding of Universities
As part of its stakeholder engagement, the FFC briefed the Ministerial Committee for the Review
of the Funding of Universities on issues that may be of relevance to its work. The Commission
gave a presentation on issues raised and recommendations made in its Annual Submission on the
Division of Revenue for 2013/14, focusing on Chapter 3, which examines and assesses the current
state of budgeting for the South African higher education system, framed within the broad themes
of equity and development.

Main points raised in Chapter 3 of the Annual Submission
The chapter analyses the funding framework, which has been used in South Africa’s public university system since 2004. Because the principle that government funding must be linked to performance is an essential feature of the current framework, the chapter assesses the performance of
the public university system as regards the goals of the 1997 Education White Paper 3 (DoE, 1997)
and the 2001 National Plan (DHET, 2001) which deal with:
•

Improving access opportunities;

•

Increasing the participation of disadvantaged students and women;

•

Ensuring that enrolments increase in academic programmes linked to economic development, and in postgraduate programmes at Master’s and doctoral level;

•

Improving the quality of teaching and research by enhancing the qualifications of academic
staff;

•

Increasing the numbers of graduates produced by the university system; and

•

Increasing the outputs of high-level knowledge products in the form of doctoral graduates
and research publications.

The analyses in the chapter show that the performance of universities as regards these goals
differ widely. As a result, the South African public university system has become one which can be
differentiated on the basis of institutional performance.
The chapter also reviews the total income of universities from government and other sources.
It concludes that the income flows of universities are linked to their places in a performancedifferentiated system. This indicates that the following crucial issues will have to be addressed:
•

Determining appropriate levels of government funding for public universities;

•

Resolving funding inequalities between universities; and

•

Making institutional differentiation a central feature of public higher education policies.

The chapter concludes by recommending that Government should consider introducing a differentiated funding framework for a differentiated public university system.

Concerns and issues raised by the Ministerial Committee
1.

Data issues: The Committee raised concerns about higher education data used by the Commission. It was highlighted that using Centre for Higher Education Transformation (CHET) headcount
data is confusing as it encompasses both distance and contact education. This leads to skewed
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headcount results. It was also highlighted that CHET data are skewed towards the counting of
medical doctors. The implication is that the Commission needs to think more carefully about
how universities with medical schools are treated compared to those without medical schools.
•

FFC response: The data used by the Commission were the official returns submitted

annually by universities to the DHET. No privately obtained data were employed. The Commission selected quantitative data which, as mentioned above, could be used as indicators
of the performance of universities as regards national equity and development goals. In the
case of students, the most appropriate indicators are head counts because, unlike full-time
equivalent (FTE) records, they include personal details of students, such as gender and population group. A further point which should be noted is that the division of head counts into
contact programmes and distance programmes cannot be relevant to the measurement of
performance as regards the first three of the six goals listed above. The issue of distinguishing medical schools from other enrolments is also not relevant to the broad equity goals.
2.

Analyses of costs: The Committee indicated that the FFC has based its analysis on revenue,
excluding the cost. It was highlighted that the analysis should also take into account the
cost.
•

FFC response: In its review of the current funding framework, the Commission noted

that an explicit government policy is that it pays universities for delivering because merely
reimbursing actual costs rewards inefficiency. However, it is important that payment for the
delivery of teaching and research services be appropriate in terms of the minimum efficient
cost of delivering these services. Because the payment for service delivery is central to
performance-based funding, the Commission did not consider it necessary to analyse actual
institutional costs.
3.

Institutional differentiation: The Committee approved of the CHET analysis and principle on
the clustering of universities that the Commission had adopted. However, the Commission’s
analysis appears to have used this as a hierarchy for funding, which is problematic and will
perpetuate debate. What is needed is that universities should be differentiated according to
mission and funded accordingly.
•

FFC response: The clustering proposals adopted by the Commission stemmed from

analyses based on objective, quantitative performance indicators. The Commission favours
the principle of clustering on the basis of objective criteria and the actual clusters referred to
were merely illustrative. The comment that universities should be “differentiated according
to mission” has clear links to proposals on “institutional self-differentiation”, which have
not been accepted by government. The main reason why differentiation linked to missions
is inappropriate is that the current missions of many public universities in South Africa are
reflections of institutional aspirations and dreams, rather than of the reality of their current
situations.
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4.

Future funding of universities: The Ministerial Committee asked how university education
could be funded without increasing government funding, taking into account that donor
funding has decreased.
•

FFC response: This concern is noted by the Commission but was not germane to the

aims of Chapter 3 of the Submission which were to examine and assess the current state of
budgeting for the South African higher education system, framed within the broad themes of
equity and development.
5.

Exclusion of social sciences and humanities: The Ministerial Committee asked why the Commission had excluded humanities and social sciences from its analyses.
• FFC response: The Commission was certainly not signalling that these are “unimportant
fields of study”. The Commission believes that they are crucial to the full social and cultural
development of South African society. However, in most African countries, national economic
development policies are closely linked to university-level studies in (i) agricultural sciences,
life and physical sciences, engineering, health and clinical sciences, and (ii) economics and
management sciences. The Commission accepted these emphases and, as a result, did not
include humanities and social sciences in its initial performance assessments.

6.

Clustering of universities: The Ministerial Committee asked what the rationale was for the
clustering of universities.
• FFC response: The public universities are grouped into three clusters, based on
comparing each university’s average for each input and output indicator. The methodology
used was simple, but possibly controversial. A four-point rating scale was used:
4 = meets or exceeds target
3 = average is in range 75% to 99% of target
2 = average is in range 50% to 74% of target
1 = average is less than 50% of target
Then for each university, separate average ratings were calculated for the five input and
five output indicators. These average scores were sorted first by average for the five output
indicators and then by the combined average for input plus output indicators. Finally, the
universities were placed in the clusters using these criteria:
Cluster 1: either an output average above 3, or an input plus output average above 3
Cluster 2: output or input averages above 2, and an overall average of 2
Cluster 3: either an output or input average below 2
The three clusters were the outcomes of the Commissions analyses of the performances of
universities as regards the goals of the 1997 White Paper and the 2001 National Plan. These
analyses showed that the South African university system was in fact a differentiated one,
and that this should be recognised when funding proposals are developed.
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7.

Unitary and multiple funding frameworks: The Ministerial Committee asked why the Commission recommended that funding should shift from a unitary system to multiple funding
frameworks.
• FFC response: The Commission demonstrated in its Chapter 3 that the flow of funds
(government and private) to universities is closely linked to the performance clusters in
which they are placed. Furthermore, it showed that these differences in income flows had
undermined a basic principle of the current government funding framework: that all universities, comprehensive universities and universities of technology should be funded equally.
The view of the Commission was that the current inequalities in funding were serious, and
that they could be overcome if different sets of performance targets were set for universities in the three clusters it has identified.

8.

Performance and government funding The Ministerial Committee asked if the Commission
is suggesting that the funding formula should be based on performance.
• FFC response: Government funding, as is the case with the current framework, should
be based on institutional performance, but in the context of different goals being set for
different clusters of universities. The Commission has not argued that all government
funding should be based on output performance, such as the production of graduates
and research publications. Provision will have to be for input performance, related to
issues such as the enrolment of disadvantaged students and the recruitment of staff from
disadvantaged groups.
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Appendix 2: Trends in grants received by South African universities, 2004-2012
Table: A1: The trends of actual research grant received by South African public universities
during the period 2004–2012a

2004

2005

2006

2007

2008

2009

2010

2011

2012

Total
Grant
(2004–
2012)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

PRETORIA

146 717

144 049

175 113

184 563

189 726

219 723

259 970

291 920

285 017

1 896 798

CAPE TOWN

91 759

92 242

111 525

165 935

149 639

188 203

220 689

263 160

258 654

1 541 806

STELLENBOSCH

100 410

108 276

137 436

142 551

152 379

168 384

216 752

256 403

258 875

1 541 466

KWAZULUNATAL

90 919

122 816

112 276

136 632

155 275

156 471

205 036

258 927

247 355

1 485 707

WITWATERSRAND

75 791

81 176

109 995

117 494

130 414

165 720

175 185

219 262

199 516

1 274 553

NORTH-WEST

48 924

61 597

64 882

73 559

94 994

108 885

126 880

151 385

158 180

889 286

SOUTH AFRICA

57 488

60 276

76 188

78 689

83 362

94 900

111 509

119 797

118 028

800 237

FREE STATE

59 422

62 979

59 615

67 325

73 964

91 813

94 225

127 125

124 051

760 519

JOHANNESBURG

51 877

64 877

78 031

72 951

75 779

77 940

103 546

114 596

119 528

759 125

RHODES

32 382

25 820

33 786

39 093

48 132

56 317

63 143

72 051

73 428

444 152

NELSON
MANDELA

20 218

29 669

31 854

36 369

39 941

44 854

59 101

64 305

78 338

404 649

WESTERN CAPE

17 185

24 371

28 871

36 945

39 162

45 994

56 458

74 552

79 632

403 170

TSHWANE UT

10 330

11 064

13 087

16 468

23 998

23 791

31 566

42 140

42 907

215 351

LIMPOPO

10 885

13 376

14 184

16 265

24 108

27 453

24 644

32 229

31 149

194 293

FORT HARE

4 656

7 790

4 113

7 864

10 863

14 373

19 412

37 238

43 781

150 090

CAPE PENUT

3 695

6 737

7 143

11 280

11 655

13 259

20 341

31 902

32 489

138 501

ZULULAND

12 896

9 897

13 356

10 566

18 322

14 688

14 836

21 616

20 842

137 019

DURBAN UT

6 601

5 600

5 826

6 116

7 122

7 934

7 814

13 028

13 956

73 997

VENDA

1 141

3 796

2 326

5 603

5 732

6 381

10 445

11 311

17 692

64 427

CENTRAL UT

3 171

4 695

5 323

4 619

6 827

8 034

7 720

9 925

7 525

57 839

VAAL UT

1 553

1 349

1 361

2 818

3 641

3 386

4 608

7 403

7 963

34 082

WALTER SISULU

1 850

2 160

1 430

2 867

2 171

1 957

2 653

3 767

6 769

25 624

MANGOSUTHU

96

462

366

262

575

145

185

525

903

3 519

All Institutions

849 966

945 073

1 088 086

1 236 836

1 347 782

1 540 604

1 836 716

2 224 568

2 226 579

13 296 210

11.19

15.13

13.67

8.97

14.31

19.22

21.12

0.09

UNIVERSITY

% increase (all
institutions)
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Table A2: The trends of research development grant received by South African public universities during the period 2004–2012

2004

2005

2006

2007

2008

2009

2010

2011

2012

Total
(20042012)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

(R'000)

LIMPOPO

39590.37

41423.97

34732.22

31751.48

34726.13

34405.71

34094.10

1528.38

39090.49

291342.85

SOUTH AFRICA

30339.32

34036.97

27050.52

23120.90

28132.94

31616.97

26644.74

1517.13

40258.06

242717.55

WALTER SISULU

18676.53

18481.80

15493.89

13814.48

17044.71

18499.02

17229.91

878.75

21035.65

141154.75

VENDA

16354.65

15362.92

13833.65

10500.45

13242.92

14463.60

12342.60

649.29

14430.93

111181.01

KWAZULUNATAL

21663.06

6511.56

14892.55

7923.18

10664.62

19706.88

4418.03

0.00

0.00

85779.88

DURBAN UT

10817.47

10731.65

8909.38

7670.29

9627.25

10629.23

10369.85

401.04

9806.23

78962.39

TSHWANE UT

14042.71

15139.96

11986.94

9611.68

7478.07

9004.96

5926.16

153.63

4905.95

78250.05

WESTERN CAPE

15649.71

14618.65

10375.01

5725.89

7285.95

9973.23

7722.58

159.38

2442.22

73952.62

FORTHARE

8151.25

9779.89

10865.36

7609.41

9744.15

11402.33

11862.12

319.16

2154.57

71888.24

CAPE PENUT

10758.72

9702.98

8110.19

6939.04

9207.09

10102.00

8133.55

241.75

7137.37

70332.70

ZULULAND

7428.06

9396.36

4432.57

5832.80

3606.57

7381.20

7969.81

310.51

8640.16

54998.03

NORTH-WEST

11761.78

10231.93

6737.30

3750.27

2724.66

2535.77

3528.41

132.51

9856.27

51258.89

VAAL UT

6695.98

7336.44

6197.55

4794.08

5117.61

5601.80

4695.59

216.90

5447.91

46103.85

JOHANNESBURG

7995.99

8001.24

7260.43

1122.23

4574.32

4321.24

0.00

0.00

0.00

33275.46

MANGOSUTHU

3450.79

3466.31

2980.03

2728.32

3114.06

3274.39

2701.85

140.23

3703.35

25559.34

NELSON
MANDELA

7734.84

2776.81

6753.92

3629.27

1259.57

2731.45

0.00

57.01

0.00

24942.86

WITWATERSRAND

12618.27

3573.17

0.00

0.00

5031.85

0.00

0.00

0.00

0.00

21223.29

CENTRAL UT

1220.63

456.37

1603.35

1840.60

1523.02

1708.42

2080.50

102.81

3964.87

14500.56

FREE STATE

0.00

0.00

0.00

0.00

0.00

0.00

6561.04

0.00

3943.47

10504.51

RHODES

0.00

1667.91

0.00

0.00

0.00

0.00

0.00

0.00

0.00

1667.91

PRETORIA

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

4.14

4.14

CAPE TOWN

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

STELLENBOSCH

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

244950.11

222696.89

192214.85

148364.39

174105.47

197358.21

166280.83

6808.48

176821.65

1529600.88

-

-9.1

-13.7

-22.8

17.3

13.4

-15.7

-95.9

2497.1

UNIVERSITY

ALL INSTITUTIONS
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CHAPTER 12

Improving the Performance of Municipalities Through
Performance-Based Grants
Mkhululi Ncube

12.1 Introduction and Statement of Problem
Since 1994, municipalities have faced service delivery challenges which are attributed to poor
financial management, inadequate human and institutional capacity, overstretched infrastructure
and generally weak governance systems. The service delivery challenges persist despite government channelling increasing resources (transfers) to the local government sphere. The share of
total transfers to the local government sphere increased from 6.3 per cent in 2006/7 to 8.8 per
cent in 2012/13. Since 1999, national transfers to local government have consistently grown faster
than total government expenditure (National Treasury, 2011:51). Between 2007/8 and 2009/10
transfers to the local government sector grew by 23.7 per cent, compared to 18.1 per cent for
national departments and 17.6 per cent for the provinces. During the same period, the equitable
share to local government grew by 23.9 per cent, local government infrastructure support grants
by 33 per cent and capacity-building grants by 16 per cent (National Treasury, 2011). The increased
resources going into the local sphere have not translated into commensurate service delivery
improvements in the majority of municipalities. Therefore, injecting more resources is a necessary
intervention but may not be sufficient to solve all the challenges facing the sector.
The efficiency and effectiveness with which resources are used in this sphere is critical for optimal
service delivery. Poor service delivery characterises many municipalities, producing outcomes
such as the frequent and sometimes violent protests by residents clamouring for better services.
Local government is at the coalface of service delivery, and any failure in the sector is fundamental, not only in shaping public opinion about the entire government system but also, more importantly, has the potential to undermine the overall socioeconomic development of the country.
Since 1994, the South African government has instituted a number of public sector reforms to
enhance the performance of municipalities. The list includes policy and legislative reforms (e.g.
Municipal Finance Management Act (MFMA) of 2003), benchmarking exercises, monitoring and
evaluation (M&E) systems, capacity-building initiatives, annual municipal audits, performancebased budgeting, performance appraisal schemes and performance-based contracts. However,
despite all these initiatives, the performance gaps in the local government sphere remain a cause
for concern. Performance gaps manifest in the high incidence of poor audit reports, under-spending/overspending, poorly maintained infrastructure, large and growing consumer debt problems,
and billing challenges. Therefore, a serious rethink is needed about ways and means of achieving
maximum benefits from the transfer system.
An effective transfer system is a critical lever for poverty alleviation, minimising inequalities,
economic growth and overall national development. The transfers are supposed to enable the
local government sphere to play a central role in countering the three major challenges facing
the country: unemployment, poverty and inequality. They are designed to fund the shortfall or
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gap between resources that local governments are able to generate through their own revenueraising capabilities and resources required to carry out the assigned responsibilities. The World
Bank (2012) lists five attributes of a good transfer system:
1.

Its objectives should be unambiguous and well designed.

2.

It should be transparent to all stakeholders in terms of the amount of resources available
(vertical pool) and distributed (horizontal distribution). The allocation criteria should be simple.

3.

It should be stable, predictable and work in a timely manner, so that sub-national governments know what revenues to expect in the future and can plan strategically.

4.

It should be equitable.

5.

It should provide adequate incentives for sub-national governments to make the right
decisions.

A good transfer mechanism should exhibit the characteristics shown in Figure 50 (Smoke and
Schroeder, 2002). Value from a transfer system can also be achieved by including incentives in
the system. Incentives are benefits, rewards, or costs that influence behaviour in a manner that is
desirable. Incentives assume many forms and structures, which can be explicit or implicit, financial
or non-financial, statutory or discretionary, and positive or negative. A transfer mechanism that
includes incentives becomes performance based. In a performance-based system, municipalities’
access to transfers depends on their overall performance. Central government relies on a system
of rewards and sanctions to influence the behaviour of sub-national governments in negative
and positive ways, attaching rewards and sanctions to influence the nature and quality of performance. In other words, such a system is designed to improve performance by linking access
to (and the size of) transfers with performance in pre-determined functional areas (Steffensen,
2008). Through incentives, municipalities are influenced to improve performance (especially the
cost, efficiency, quality and effectiveness of service provision), comply with central government
policy imperatives and improve service delivery (Holzer and Yang, 2004; Dabla-Norris, 2006; Lin
and Wong, 2010). Literature is full of evidence that performance-based transfers are effective in
improving service delivery (Goddard and Mannion, 2004).
A successful performance-based transfer system depends on a set of credible performance indicators. Performance indicators are an important tool for assessing and measuring efficiency and
effectiveness in generating and using resources and for holding governments accountable for
performance. Indicators reveal information on how inputs are organised and used, how output is
produced and, eventually, the quality of services being generated. Central government has used
performance indicators, albeit to a very limited extent, to compare (benchmark), monitor and
evaluate service delivery, and to ensure that sub-national governments achieve national objectives and priorities. However, performance indicators have not been systematically linked to the
transfer system to improve service delivery.
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Figure 50: Principles of a Good Transfer Mechanism
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The purpose of this chapter is to evaluate the case for introducing incentives (explicit or implicit,
financial or non-financial, statutory or discretionary, and positive or negative) into the local government fiscal transfer system. The running hypothesis is that the current system of fiscal transfers
does not adequately incentivise good performance.

12.1.1 Objectives
The main objective of this chapter is to evaluate the case for introducing incentives into the South
African fiscal transfer system. The second objective of this study is to isolate performance indicators that can be used to evaluate the performance of the local government sector.

12.1.2 Rationale of the Study
The Local Government Turnaround Strategy (South Africa, 2009), the New Growth Path (South
Africa, 2010) and the National Development Plan (South Africa, 2011) acknowledge that the government sphere has an important role to play in addressing the three challenges of unemployment, poverty and inequality. Discussions in these documents are largely about how the sector
can be turned around in order to play an effective role (South Africa, 2009). As the local government sector relies significantly on transfers, innovative ways of improving the performance of
transfers need to be found. This chapter contributes to the review of the local government fiscal
framework currently underway. In addition, by identifying the key performance indicators and an
appropriate structure of fiscal incentives within the transfer system, this study will assist policymakers to develop policies and intervention mechanisms that enhance the performance of the
local government sphere.
The study also fits well into the Commission’s mandate and research strategy. The Commission
is concerned about the poor performance of many municipalities, how to unlock the value and
potential of the local government sector, and the levers that can be used to improve the sector’s
performance. It fits well into the Commission’s theme of Fiscal Levers for National Development,
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as it builds a case for making transfers a sound and key lever for improving local government
performance and hence national development. Thus this study will benefit the Commission’s
advisory inputs, especially on how to make the transfer system effective and generally improve
the performance of the local government sphere. The ultimate beneficiaries of a better performing
local government sector are individuals and communities at large.

12.1.3 Scope and Structure of Paper
A good transfer system should have inbuilt incentive mechanisms that result in improved governance, accountability, management and ultimately service delivery (World Bank, 2012). Therefore,
the focus of this chapter is on transfers from national government to local government. The
transfer system comprises of the equitable share (unconditional grants) and various conditional
grants. The equitable share is “needs based” and is meant to provide basic services to households
deemed poor. This chapter reviews the link between the fiscal transfer system and local government performance and evaluates a case for incentives within the system of grants.
After a brief overview of the intergovernmental transfer system in Section 12.2, Section 12.3
explains the methodology and Section 12.4 provides a literature review. Section 12.5 answers
the questions posed in the introduction, while Section 12.6 contains the concluding remarks and
policy recommendations.

12.2 An Overview of the Intergovernmental Transfer System in South Africa
This section provides an overview of the intergovernmental transfer system in South Africa,
starting with the division of revenue. The local government share is by far the smallest, while the
trade-off between the national and provincial share is noticeable: between 2001/02 and 2009/10
the national share increased and the provincial share declined.

Figure 51: Vertical Division of Revenue (1995−2012)
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Transfers play a significant role in the budgets of many municipalities, as Figure 52 illustrates.
Grant dependency is highest among district municipalities (75 per cent) and rural municipalities
(65 per cent), while service charges from electricity and water, and property rates feature prominently in the revenue profiles of other municipalities. The grant dependency picture is even worse
for capital expenditure, with grants representing 80 per cent of revenue for rural and 65−70 per
cent for district municipalities (Figure 53). This is because of the limited revenue bases and small
internally generated revenues in these two municipal categories.

Figure 52: Revenue Sources

Source: PDG (2012)

Figure 53: Capital Finance Profiles for Municipality Sub-categories

Source: Financial and Fiscal Commission (2012)
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The intergovernmental transfer system consists of conditional and unconditional (equitable share)
grants. The equitable share is formula driven and is allocated mainly for the provision of basic
services. The focus of conditional grants is diverse, with infrastructure and capacity development
being the major areas. Table 97 shows the total transfers to the local government sector.

Table 97: List of all Transfers Associated with Local Municipal (LM) and District Municipality (DM)
Services (2012/13)
All figures in Rands

LMs

DMs

ALL

Equitable shares formula

28 073 584 000

5 409 319 000

33 482 903 000

Housing subsidies

15 722 317 420

Municipal Infrastructure Grant

8 428 116 000

Sharing of fuel levy

9 040 000 000

9 040 000 000

Urban Settlements Development Grant

7 392 206 000

7 392 206 000

PRAS Operating Grant

6 701 106 000

6 701 106 000

Public Transpiort Infrastructure and Systems Grant

4 988 103 000

4 988 103 000

Public Transport Operating Grant

4 317 269 000

4 317 269 000

RSC Levies Replacement

15 722 317 420
5 453 517 000

3 732 908 000

13 881 633 000

3 732 908 000

PRASA Capital Grant

3 526 799 000

3 526 799 000

RBIG ex Dora (district allocation)

1 001 028 000

Integrated National Electrification Programme (Eskom) Grant

1 879 368 000

1 879 368 000

Integrated National Electrification (Municipal) Grant

1 151 443 000

1 151 443 000

1 515 613 000

2 516 641 000

Special Support for Councillor Remuneration and Ward Committees

620 740 000

36 845 000

657 585 000

Expandable Public Works Programme Integrated Grant for Municipalities

503 737 000

95 503 000

599 240 000

Neighbourhood Development Partnership Grant (Capital Grant)

511 468 000

66 664 000

578 132 000

Water Services Operating Subsidy Grant

156 435 000

405 999 000

562 434 000

Expanded Public Works Programme Integrated Grant for Municipalities

503 737 000

503 737 000

Rural Households Infrastructure Grant

479 500 000

479 500 000

Local Government Financial Management Grant

346 753 000

56 000 000

402 753 000

Municipal Systems Improvement Grant

184 896 000

45 200 000

230 096 000

Electricity Demand Side Management Grant

200 000 000

Water Services Operating Subsidy

28 306 000

104 292 000

132 598 000

Neighbourhood Development Partnership Grant (In Kind)

72 000 000

8 000 000

80 000 000

Infrastructure Skills Development Grant

75 460 000

Rural Roads Assets Management Grant

200 000 000

75 460 000
37 295 000

37 295 000

16 967 155 000

112 871 526 420

Minicipal Disaster Grant
Total

95 905 371 420

Source National Treasury (2012)
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12.3 Research Methodology
The above discussion has singled out performance-based incentives as a missing element in the
South African intergovernmental fiscal relations (IGFR) system and highlighted their potential
role in improving the efficiency and effectiveness of service delivery by local government. The
principal research questions that this chapter seeks to address are: Is there any basis for introducing performance-based grants in South Africa? If so, what principles should guide the government
in designing performance-based transfers and performance indicators for the local government
sector? To address these issues, this chapter draws on case studies of performance-grant systems
in other countries.

12.4 Case Studies of Performance-based Grants
The literature on intergovernmental transfer design contains many studies on the implementation
and effects of performance-based transfers. The case studies include the experiences of both
developed and developing countries.

12.4.1 The Experiences of Developed Countries
Governments in the developed world have used incentives widely to improve service delivery,
enhance revenue-raising efforts and improve spending efficiency (Mizell, 2008). Incentives assume
many forms and structures, which can be explicit or implicit, financial or non-financial. In North
America the incentives are built into the grant framework and are both financial and non-financial
(GAO, 2008). Financial mechanisms reward performance with increased funding or one-time
bonus payments, while non-financial mechanisms include altered oversight and flexibility during
the grant’s lifecycle. Table 98 gives examples of financial and non-financial incentives proposed for
the American grant framework in 2008 (GAO, 2008).
Other OECD countries apply various other incentive systems. For example, in Italy funds are set
aside for municipalities that achieve set targets in the areas of good management, modernisation
of public administration, and implementation of specified reforms (Putnam et al., 1983; OECD,
2006). In the UK, financial and non-financial incentives are provided to encourage improvements
in local service delivery. The national government enters into service delivery agreements with
local authorities, and those that meet 60 per cent of the agreed targets after three years are
rewarded with a performance grant of up to 2.5 per cent of their net annual budget (Blake, 2007).
The UK also provides additional borrowing rights and relaxed administrative requirements to local
authorities that have achieved set targets.
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Table 98: Incentives
Rewards/Penalties

Incentive

Definition

Praise

Public recognition of good performance, e.g.
through press, websites, newsletters, hearings

Reward

and award ceremonies
Bonus

One-time cash payment

Increase/decrease flexibility

An increase or decrease in the grant recipient’s
flexibility by ensuring administrative or financial  
waivers from requirements and restrictions

Increase or decrease award term

An increase or decrease in the length or term of
the grant

Increase or decrease oversight

An increase or decrease in the degree of
oversight

Rewards or

Increase or decrease funding rate

Sanctions

An increase or decrease in the per unit reimbursement

Increase or decrease funding level

An increase or decrease in funding, where either
the entire award or a portion of funding above an
established baseline (i.e. an incentive portion) is
tied to performance

Use past performance

Past performance of grantee is used to inform
selection of future recipients

Reproof

Public reprimand of poor performance, e.g.
through press, websites, newsletters, hearings
etc.

Re-performance

Grantee must re-perform the service at its own
cost to meet performance agreements

Impose financial sanction

A one-time reduction is included in the value of

Sanctions

the award. Also includes suspending or withholding a payment (temporary halting grant
payment); suspending or terminating the award
(cancelling the current grant or temporary
excluding grantee from future awards); or finally,
debarment (permanently excluding grantee from
future grant awards)

Source: GAO (2008).
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12.4.2 South America
In Brazil the central government makes incentive payments to local municipalities based on demonstrated achievements of agreed service delivery targets (Hecht et al., 2004). The per capita
transfers are based on planned increases in health-related services. Municipalities that reach
targets continue to be eligible for transfers, but the transfers stop if they do not achieve targets.
The Brazilian government uses performance bonuses for public hospitals, and in Costa Rica an
incentive system rewards public hospitals that achieve certain performance indicators set by
government (McNamara, 2005). In Nicaragua, the health ministry also provides financial incentives (equivalent to 17 per cent of hospital own revenues) to improve the performance of public
hospitals.
Overall the performance-based incentive schemes in the health sectors of Brazil, Costa Rica and
Nicaragua have had positive impacts on performance. Competition among hospitals in Costa Rica
and Nicaragua, or municipalities in Brazil, resulted in some efficiency and accountability gains,
quality and equitable service delivery (Hecht et al., 2004; McNamara 2005).

12.4.3 Asia and Pacific Region
In Asia and the Pacific region, performance-based transfers are relatively new but spreading quite
rapidly across the subcontinent. Performance-based transfers have been piloted in Indonesia
since 2006 and started in Nepal and Bangladesh in 2004 and 2000 respectively. In Indonesia incentives are applied mainly on grants associated with maintenance and rehabilitation of infrastructure (UNCDF, 2008). In Nepal and Bangladesh capital grants form the core of performance
based grants, with such grants in Bangladesh also having a capacity-building component. In Nepal
and Bangladesh independent consultants carry out performance assessments, while government
officials undertake evaluations in Indonesia. In all the three countries, significant improvements
have been recorded in the performance areas of financial management, planning, transparency,
accountability and good governance (UNCDF, 2008; Steffenson, 2008).

12.4.4 Africa
The introduction of performance-based transfers is relatively new in Africa, and only a few
countries have embraced and implemented incentive-based transfers: Uganda, Tanzania, Kenya,
Ghana, Sierra Leone and Mali (Steffensen, 2008; UNCDF, 2008). The initiatives started in 1999
in Mali, 2004 in Tanzania and Sierra Leone, and 2008 in Kenya and Ghana. In Uganda and Mali,
performance-based transfers were piloted in 1997 and 1999 respectively and subsequently implemented across all districts. In Tanzania, Kenya, Ghana and Sierra Leone, performance-based grants
covered the entire country from the onset. The incentive system is applied mainly on capital or
infrastructure grants in Uganda, Tanzania, Ghana and Kenya and also covers infrastructure repair
and maintenance costs in Tanzania and Ghana. In Uganda and Tanzania, the grant incentives to
local governments must have a special focus on poverty-related investment areas. In Kenya,
the incentives are built into grants that focus on capital investments, service delivery and debt
recovery. In Uganda, Tanzania and Ghana, the grants include a capacity-development component,
as weak capacity in these countries has been singled out as a key bottleneck to the successful
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implementation of these grants. The capacity-building window in each grant enables municipalities to address capacity gaps related to grant spending. In Ghana, the capacity-building element
is compulsory in each grant. In all six countries, the performance-based grants are characterised
by two features: minimum access conditions and performance measures. Local governments that
have fulfilled the minimum conditions are entitled to a basic grant. Examples of minimum access
conditions included:
1.

Putting in place development plans

2.

Submission of financial statements on time

3.

Functional audit committee in place

4.

Capacity-building plan in place

5.

Debt recovery plan

6.

Citizens’ participation

7.

No adverse audit report

8.

Procurement entities established

A municipality whose performance exceeds minimum conditions is entitled to a performance
grant. Performance measures in African municipalities vary from country to country, but generally
the focus is on institutional improvements, in management, planning, budgeting, financial management, participation and accountability, fiscal capacity, fiscal effort (e.g. tax collection rates) and
good governance.
To evaluate the performance of grant recipients, five African countries use the public sector (i.e.
internal evaluators), private sector evaluators or a combination of both. Uganda uses mixed teams
of evaluators, internal experts and externally sourced teams. In Tanzania and Ghana, assessments
are outsourced to private consultants, whereas in Sierra Leone evaluations are done by the local
government finance department in the Ministry of Finance. Lastly, in Mali, central government
ministers responsible for the performance area carry out the assessments; e.g. if the grant is for
agriculture, then the agricultural ministry will conduct the evaluations.
The allocation of the grant varies from country to country. In Kenya, the general trend is to allocate
60 per cent of the grant based on meeting the minimum conditions and the remaining 40 per cent
based on performance in key areas. In Tanzania, the allocation is based on a performance score:
local governments that do well in a set of key performance areas receive 100 per cent, those
classified as good receive 80 per cent, those classified as poor receive 50 per cent and those
that achieve minimum conditions only receive 25 per cent of their eligible allocation. In Ghana,
the allocation is in three parts: of the eligible allocation, 40 per cent is for minimum conditions
compliance, 40 per cent for performance and 20 per cent for capacity building. The performance
part is allocated on a scale of 0−100% in relation to the performance of other municipalities
(UNCDF, 2008).

12.4.5 Performance Grants in the South African Fiscal System: Case Studies
Over the years, government’s major concern has been the high incidence of under- and overspending of grants. This is a common problem with capital grants. As Figure 54 shows, as at 31
June 2012, average spending on all municipality grants was 63.4 per cent, implying a net under-
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spending of 36.4 per cent (or R4 billion). The casualty of such poor spending is service delivery.
Reasons for under- or overspending are many and include poor and inefficient planning and
budgeting, and inadequate capacity in municipalities. The capacity challenge is compounded by
leadership instability, as illustrated in Table 99, which shows the number of municipal managers
(MM) and chief financial officers (CFOs) in an acting capacity in the local government sector. In
October 2012, 25−33 per cent of municipal managers and CFOs were in an acting capacity; a
situation that does not augur well for efficient spending, planning and budgeting processes.

Figure 54: Total Expenditure as a Percentage of Revised Allocations (31 June 2012)

Source: National Treasury (2012)
Note: This data has not been audited and grants where spending is done at national level are excluded.

Table 99: Municipalities with Acting MM and CFO as of 10 October 2011
Total no. of
Municipalities

Acting MM

Acting CFO

Both Acting

No.

%

No.

%

No.

%

Eastern Cape

45

8

17.8%

5

11.1%

3

6.7%

Free State

24

5

20.8%

8

33.3%

2

8.3%

Gauteng

12

2

16.7%

1

8.3%

-

-

KwaZuluNatal

61

17

27.9%

12

19.7%

3

4.9%

Limpopo

30

9

30.0%

11

36.7%

5

16.7%

Mpumalanga

21

10

47.6%

14

66.7%

8

38.1%

Northern
Cape

32

8

25.0%

7

21.9%

4

12.5%

North West

23

13

56.5%

11

47.8%

8

34.8%

Western
Cape

30

11

36.7%

6

20.0%

4

13.3%

All municipalities

278

83

29.9%

75

27.0%

37

13.3%

Source: National Treasury (2012)
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Generally, most local government grants have non-explicit and non-financial incentives. These
often come in the form of withholding transfers, allowing for rollovers, public reprimand of poor
grant performance, (e.g. through press, oversight and public hearings), public recognition of good
grant performance, (also through the press and in public hearings). The next section reviews the
performance of individual grants and evaluates the incentive features in each grant. In reviewing
these grants, the incentives are viewed broadly, (i.e. explicit or implicit, financial or non-financial).

The Expanded Public Works Programme (EPWP) Grant
The EPWP incentive grant was introduced to motivate provinces and municipalities to shift
from capital-intensive production methods towards labour-intensive techniques. The grant’s
performance-based incentive component is meant to encourage municipalities and provinces
to create more jobs within their jurisdictions. The uptake of this grant has been weak, resulting
in few jobs and low incentives. Reasons for the poor performance of this grant are many and
include: the onerous reporting and payment procedures; municipalities not understanding clearly
the performance bonus concept; provincial and municipal treasuries unsure of how to apportion
the incentive; the insufficient value of the incentive, which does not tempt municipalities to
participate or change their behaviour. In addition, the incentive is not reaching the contractors
responsible for changing to labour-intensive production techniques, and small municipalities
do not have the technical capacity to design labour-intensive delivery techniques (DPW, 2011).
Table 100 shows the incentives earned against incentive allocations. The earnings in 2010/11
declined by more than 10 percentage points, an indication that many municipalities performed
dismally on their targets. Thus any new incentive grant should improve on these weaknesses of
the EPWP.

Table 100: Municipal Performance on the EPWP Grant (2009−2011)
MUNICIPALITIES

2009/10 Earnings
2009/10
Incentive
Allocation
(R’000)

2009/10
Incentive
Earned
(R’000)

2010/11 Earnings
% earned in
2009/10

2010/11
Incentive
Allocation
(R’000)

2010/11
Incentive
Earned
(R’000)

% earned in
2010/11

KwaZulu-Natal

39,974

26,102

65%

123,613

46,113

37%

Eastern Cape

53,559

7,818

15%

97,806

37,532

38%

Gauteng

35,674

60,488

170%

168,098

133,394

79%

Western Cape

7,288

1,271

17%

26,038

2,549

10%

North West

8,901

2,174

24%

32,999

17,135

52%

18,329

6,140

33%

55,355

23,060

42%

9,073

1,956

22%

31,400

6,071

19%

Northern Cape

15,496

5,769

37%

50,399

3,965

8%

Mpumalanga

13,454

2,453

18%

37,288

3,488

9%

201,8

114,170

57%

622,996

273,307

44%

Limpopo
Free State

Total
Source: DPW (2011).
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The Municipal Infrastructure Grant
One of the two other grants with an incentive element is the Municipal Infrastructure Grant (MIG).
The purpose of MIG is to improve access to infrastructure for basic services, roads and social
infrastructure for poor households. The incentive element in the MIG is inactive and was supposed
to come through the element M in the MIG allocation formula:
MIG= C+B+P+E+N+M,
where (in parenthesis are the proportions of each component except for the C component)
•

The C component is a constant/minimum allocation made to all municipalities.

•

The B component is for basic residential infrastructure such as water, sanitation, electricity, roads, solid waste removal and street lighting. Funding under this element covers both
growth and repair and maintenance of basic residential infrastructure (54 per cent).

•

The P component is ring fenced for municipal sport infrastructure (15 per cent).

•

The E component caters for social and micro-enterprises infrastructure (five per cent).

•

Funding under the N component is allocated to all nodal municipalities (five per cent).

•

And M is the inactive incentive element.

The Urban Settlements Development Grant (USDG)
The second grant with an incentive element is the Urban Settlements Development Grant (USDG),
which is a relatively new Schedule 4 grant introduced in the 2011 Medium Term Expenditure
Framework. The grant is a financial instrument designed to develop sustainable metropoles. Its
purpose is to supplement capital investment initiatives of metros and to enable metros to manage
efficiently the built environment and respond effectively to urban growth. The USDG is performance based, with the flow of funds dependent upon the municipality satisfying minimum conditions, as specified in the grant framework. The assessment of a municipality’s eligibility is based
on a set of indicators agreed upon between the municipality and the grantee, i.e. the national
Department of Human Settlements. The disbursing department can withhold the grant if a municipality fails to satisfy minimum conditions.
The USDG has also not performed well. Figure 55 shows spent and unspent allocations of the
USDG in 2011/12 in the metros. Although the variation in spending on this grant is wide, all metros
clearly under-spent, with the worst case being Buffalo Municipality, which failed to spend 69 per
cent of its total allocations.
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Figure 55: 2011/12 Urban Settlement Development Grant (USDG)

Percentage Spent/Unspent

120.0%

100.0%

80.0%

60.0%

40.0%

20.0%

0.0%

Buffalo
City

Nelson
Mandela

Mangaung

Ekurhuleni

City of
Joburg

City of
Tshwane

eThekwini

City of
Cape Town

Total

Spent as a % of transferred

31.2%

88.9%

67.3%

95.4%

92.8%

88.5%

97.4%

91.4%

87.1%

Unspent as a % of transferred

68.8%

11.1%

32.7%

4.6%

7.2%

11.5%

2.6%

8.6%

12.9%

Source: National Treasury (2012)

The USDG is a performance-based grant but has no separate incentive for good performance.
Instead it has a negative incentive for poor performance, i.e. if performance is not adequate, the
following tranche is withheld. A municipality receives the same allocation, whether it meets its
targets or exceeds expectations. In addition, since the USDG is an indirect transfer, some of the
causes of underperformance could possibly be traced to the parent ministry, over which the
municipality has no control.

The Integrated City Development Grant (ICDG)
The ICDG is a new grant designed to incentivise metros to develop “more inclusive, liveable, productive and sustainable built environments” (South Africa, 2013). The grant provides a specific
financial incentive to metros that excel in restructuring their built environments. Municipalities
receive incentives for making progress on pre-specified built-environment targets. The grant
has just been introduced but has some inherent design weaknesses. The ICDG only promotes a
municipality’s progress in one dimension i.e. spatial transformation, whereas local government
performance needs to be incentivised in a number of areas in order to build a strong local government sector. The ICDG is a positive performance grant, rewarding progress, but is silent on bad
performance – so what happens to municipalities that regress on spatial transformation?

Performance-based Transfers: A Critique
In countries that have introduced performance-based transfers, the performance of local governments improved (UNCDF, 2008; Steffensen, 2008), especially in the areas of financial and budget
management, accountability, transparency, planning and general compliance with regulations,
and other central government reporting requirements. Kenya registered significant performance
improvements in financial management, community participation in planning and budgeting, and
debt management. In Tanzania, adverse audit opinions decreased, while planning, budgeting and
governance performance improved. In Mali, local government financial management improved
significantly.
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Despite the successes recorded in the case studies, isolating the contribution of performance-based
transfers to the overall performance of local governments is not easy. In each country the impact of
incentives on the performance of municipalities may have been overstated, as other public sector
reforms were happening at the same time. The evaluations carried out in the respective countries
and many case studies also did not fully isolate the effects of incentives from a host of other public
sector reforms, such as technical assistance, capacity strengthening and increases in expenditures
(Eldridge and Palmer, 2008).
The other point worth noting is that well-intentioned incentives within the grant framework may yield
unintended consequences or outcomes because of poor design or implementation. This incentive
puzzle may arise when, at the design stage, the world is reduced to a single performance variable
at the expense of a larger performance portfolio. For example, the focus may be on quantitative
outcomes, at the expense of a matrix of quality variables; or cost minimisation dominates other
socioeconomic considerations. Thus the design of an incentive system must be robust enough, and
the set of indicators for assessing performance be comprehensive, transparent and objective, to
minimise the perverse impacts of incentives. Incentives may also yield perverse outcomes when
they are used as substitutes for leadership, good management, and capacity-building initiatives, etc.
Therefore, to minimise unintended consequences, incentives need to be properly balanced with
other initiatives and complemented by good leadership and management. Other unintended consequences, especially in the grant system, may include grants crowding out the effort by municipalities
to generate their own revenues, implying poor overall economic growth and development.
In summary, despite some notable weaknesses of incentives, the following lessons can be learnt
from the above case studies:
•

The performance of municipalities improves as a result of the incentives. However, these incentives should be properly balanced with other performance-enhancement instruments, good
leadership and management.

•

Piloting the use of performance-based transfers in a few municipalities first is important.

•

The use of independent evaluators is important. The Commission has also recommended the
use of independent evaluators to assess government intervention mechanisms.

•

Incentives are applied mainly in capital or infrastructure grants, and a capacity-building
component is a key factor in the incentive structure.

12.5 Performance-based Grant Systems for South Africa: Options
The running hypothesis of this study is that local government transfers have weak incentives. The
above review of local government and performance-based grants suggests that the system of grants
in South Africa has weak incentives. Incentives are essential for building a strong and responsive
local government sector. Evidence from both developed and developing countries demonstrates
that incentives are critical in the performance of the local government sector. Literature shows that
incentives, inter alia, improve accountability, budgeting, planning and governance performance.
Performance-based transfers are known to complement other local government performance-enhancement mechanisms (Steffensen, 2008). As a condition for economical, efficient and effective
management of public funds and sound stewardship of public assets, South Africa has instituted a
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number of performance-enhancement mechanisms, including:
•

performance contracts for senior managers and ministers,

•

benchmarking exercises,

•

M&E systems,

•

regular oversights, and

•

Municipal audits.

In addition, all municipalities are required to have Integrated Development Plans, which link their
planning (targets and priorities) and budgeting process. The government has also instituted various
capacity-building initiatives to enhance service delivery and (outside government) credit ratings also
influence performance in the local government. Thus, performance-based transfers can be a crucial
addition to the various existing local government performance-enhancement mechanisms.
Performance-based transfers are known to improve accountability (Steffensen, 2008), both from
municipalities to central government and vice versa, as well as between local and central government and citizens. How the performance-based transfers influence accountability mechanisms is
shown in Figure 56. Performance-based transfers also improve the spending and targeting of funds,
by ensuring that municipalities with the capacity to use the funds receive the transfers. This is critical
in the South African context, where under-spending of grants in some municipalities is a perennial
problem.

Figure 56: How a Performance-based Grants System (PGBS) Influences
Accountability Mechanisms (2012)

PGBS

Central Government

Local Council
Own
Staff

Sector
Department Staff

Citizens, Voters, Taxpayers and Users

Source: UNCDF (2008)

The three options for factoring in incentives into the South African transfer system are (see also
Financial and Fiscal Commission, 2012):
1.

Integrating the incentives into the current grant framework

2.

A stand-alone incentive grant

3.

A hybrid of both (a) and (b) above.
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12.5.1 Integrating Incentives into the Current Framework
The option of integrating an incentive element into various grants has many advantages. The main
one is that each grant includes an incentive to perform, which means possible efficiency gains,
effective spending and, ultimately, better grant performance. Society is bound to benefit from
such an arrangement, as service delivery is likely to improve across the board. The main drawback
is that performance M&E systems, capacity and indicators have to be designed for each grant
mechanism, which can be cumbersome and time consuming.
The literature reviewed suggests that likely candidates for fusing incentive elements into the grant
are capital (both physical and human) and/or infrastructure grants. In many countries incentives
feature strong in capital grants because the benefits of capital spending span a number of sectors.
The social rates of return from better performing capital grants are much higher than from adding
incentive elements into non-capital grants. As in Tanzania and Ghana, the incentive element may
be applied to infrastructure repairs and maintenance.
The performance-based incentive should be above the minimum threshold, i.e. all municipalities should be awarded a basic grant provided they meet the minimum conditions. If they do
not meet the minimum conditions, then sanctions are brought into effect. Sanctions should be
adjusted to match the gravity of the problem. If the problem is less severe and new, then the
municipality should be provided with assistance (e.g. building institutional, organisational and
individual capacity) to enable it to meet the basic conditions. If the problem is severe, sanctions
should include suspending or withholding a payment (temporary halting grant payment), and if the
problem is deep-rooted and includes perennial non-compliance with regulations, then debarment
(permanently excluding grantee from future grant awards) for the specific grant should be considered. Such funds should be channelled to other municipalities that continue to outperform their
peers.
On the other hand, if a municipality performs beyond the minimum conditions, then the performance incentive should kick in, consisting of funding above an established baseline (i.e. an
incentive portion). Other incentives should include public recognition of good performance, e.g.
through press, websites, newsletters, hearings and award ceremonies.

12.5.2 A Stand-alone Incentive Grant
South Africa has some experience with a separate incentive grant through the EPWP. If properly
designed, a stand-alone incentive grant can be used effectively to achieve government objectives. For example, the EPWP incentivises job creation, which is a government priority. A separate
incentive grant is easier to design, manage and build capacity around. A single objective makes it
is easier to define good and bad performance, and to draw performance indicators. A stand-alone
incentive grant can be used to incentivise the performance of a municipality in many areas and
based on many indicators. The same conditions for awarding incentives or applying sanctions, as
described in Section 12.5.1, apply to this grant.
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12.5.3 Hybrid System
A hybrid stem has incentives infused in all relevant grants and a stand-alone incentive grant. The
obvious advantage of this system is that it captures the good elements of the other two options. One
disadvantage is that it may result in double dipping on incentives by some municipalities. A hybrid
system works well in a mature IGFR system where data and capacity issues are not major challenges.

12.5.4 Proposition
This chapter supports a hybrid performance-based transfer system: i.e. a combination of a standalone incentive grant and the inclusion of incentives in all other grants, (especially capacity-building
and infrastructure grants). Obviously, being new, the grant will require dedicated resources and administrative capacity. The stand-alone grant should focus on the non-metro municipalities, as metros
are to a large extent catered for by the ICDG, although the ICDG is limited to rewarding progress
on spatial transformation. The inclusion of incentives in other grants should be for all municipal
categories.

12.5.5 Performance-based Grant Design
When designing a performance-based grant mechanism, a number of features should be considered.
First, a clear split is needed between the entitlement and performance-based components, as shown
in Figure 57. Every municipality is entitled to a minimum allocation determined through a formula
that also ensures basic services (including capacity development) are provided. The performancebased component is added to this allocation. Municipalities that fulfil the minimum performance
conditions are allocated a portion of the performance-based component. Municipalities that exceed
expectations receive an additional allocation, while municipalities that perform poorly on the agreed
measures have part of the performance grant deducted.

Figure 57: Performance-based Grant Framework

Percentage
added for
higher
performance

Allocation based on
formula if minimum
conditions are met
Performance-based grants

Percentage
deducted for
poor
performance

Entitlement
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Some critical principles that should guide the design of incentives are:
•

Valuable. Incentives should have sufficient value to motivate the desired behaviours and to
provide meaningful return to both central government and the municipality.

•

Timely. Incentive and performance indicators should be periodically revised and renegotiated
between grantor and grantees. There should be sufficient flexibility to re-evaluate performance incentives and associated performance measures at regular, scheduled intervals and
to allow time to learn from each cycle to improve performance.

•

Attached to performance measures. These measures should capture performance unambiguously, be within the control and influence of the grantee, and be reasonably achieved and
evaluated within the specified timeframe.

•

Understandable. The transferring officials and the municipality should be sufficiently capacitated to understand the purpose and impact of incentives and be able to implement them
effectively.

•

Tailor-made. No incentive is appropriate to all situations, and so the incentive should suit
specific situations.

12.5.6 Critical Success Factors for Performance-based transfers
For the performance transfer system to succeed the following factors are key (see Figure 58).

Figure 58: Success Factors for Performance-based Transfers
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Adequate M&E systems
A robust and effective M&E system provides a scientific and objective foundation and is critical
for the successful implementation of a performance-based grant system. Adequate capacity to
monitor and exercise oversight (and building such capacity) is a pre-condition for successfully
implementing such a system.

Political commitment
Political commitment to the objectives and processes from central and local government authorities is necessary.

Less onerous reporting
Reporting on performance should be less onerous and consistent across municipalities, while
processes should be unambiguously defined.

Credible performance indicators and data
Performance indicators should be credible, unambiguous and reflect the actual performance of
municipalities. Performance-based mechanisms require credible and commonly defined data.

Public participation
Public participation should supplement the M&E system, embodying local democracy, accountability and transparency.

Consensus on goals, targets and performance measures
Central government and municipalities should have a common understanding of the goals, targets
and performance measures, which should be negotiated and agreed to by consensus. Overall the
assessment process should be highly credible.

Accountability
Individuals or entities should be accountable for not meeting targets, and sanctions/negative
incentives should be imposed. Without proper accountability, persistent failures will not be
minimised.

12.5.7 Performance Indicators
Performance-based transfers cannot be objectively applied, monitored or evaluated without
credible performance indicators (PIs). Internationally, the use of PIs and performance incentives
(rewards and penalties) to affect service delivery gained prominence in the 1980s and 1990s, with
the advent of new public management reforms in the OECD countries (Mizell, 2008). Mizell (2008)
found plenty of evidence that the use of PIs improves the efficiency and effectiveness of service
delivery. National PIs are used by national departments, to ensure that local authorities achieve
national objectives; to monitor the allocation of resources, control resources, and evaluate costs
and quality; to facilitate comparison and competition among local authorities; to monitor and
support local capacity to deliver services; and to monitor the decentralisation process and its
impact on service delivery and citizen satisfaction.
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The choice of PIs is affected by government priorities and what is going to be monitored or influenced (e.g. inputs, activities, outputs and outcomes). However, central and sub-national governments are supposed to determine jointly the PIs. This collaboration not only ensures buy-in by
local governments but also enhances the quality of information shared. Mizell (2008) also points
out that, when choosing PIs, the audience is important and needs information on costs, quality or
availability of services.
The three options discussed above require credible and objective performance indicators. The
performance indicators should be bound by the following 10 principles.
•

Performance measures should be SMART (specific/simple, measurable, achievable, realistic/
result oriented, and time bound).

•

Performance areas should be within the control of municipalities.

•

Indicators should have theoretical validity. In other words, what is measured must resonate
well with the theory behind the indicator.

•

Indicators should capture performance concepts that are relevant to the government’s
interest.

•

The data used for indicators should be available to all relevant stakeholders including the
general public. This saves users the cost of collecting new data each time it is required.

•

Indicators should be based on uniformly collected and defined data.

•

Indicators should be based on data that is collected at regular and scheduled intervals. This
allows the comparison of “apples with apples”.

•

Indicators should be simple, accessible and well understood by all, especially officials who
evaluate them. The interpretation of indicators should not be ambiguous.

•

Indicators should be resistant to manipulation.

•

Indicators should be able to distinguish between “bad” and good” performance, i.e. between
municipalities that are performing badly and those that are not.

•

On the basis of these 10 principles, the performance measures should capture the following
concepts:

•

Organisational performance

•

Fiscal performance (spending , revenue generation, deficits)

•

Accountability and transparency (e.g. audit reports)

•

Financial management (e.g. debt management)

•

Cross-cutting issues (gender and child welfare, environment, employment, poverty).

12.6 Conclusion and Policy Recommendations
The local government sector has performed below expectations in delivering services. The literature reviewed suggests that performance-based transfers, if well implemented, may have tangible
and positive impacts on accountability, spending and ultimately service delivery. The incentives in
the transfer system supplement and reinforce other local government performance-enhancement
initiatives, such as performance contracts, audit reports, oversights, credit ratings, M&E schemes
and regulations.
Factors that are key for the successful implementation of performance-based transfers are:
sound principles, credible data, political commitment, adequate capacity (human, institutional
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and organisational), adequate and effective M&E, unambiguous assessment criteria and common
understanding of goals, targets and indicators.
With respect to the impending review of the Local Government conditional grants, the Commission recommends that:
•

Performance-based grants are based on principles and guidelines. The following principles
should guide the design of performance-based grants:
-

Incentives should have sufficient monetary value to motivate desired behaviours by municIpalities.

-

Incentive and performance indicators should be periodically revised and renegotiated
between national government and municipalities.

-

Performance measures should capture performance unambiguously and be within the
control and influence of the municipalities.

-

Performance incentives and associated performance measures should be evaluated at
regular and scheduled intervals and allow time for learning from each cycle.

-

Incentives should be achievable and evaluated within the specified timeframe.

-

The transferring officials and the municipality should be sufficiently capacitated to understand the purpose and impact of incentives.

•

Incentives should be tailor-made to suit specific situations.

The National Treasury and Department of Cooperative Government (CoGTA) ensure that there
is sufficient awareness on the nature of performance-based grants, the value of incentives,
relevant indicators, assessment criteria and potential benefits thereof, and how potential
implementation risks could be managed.
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CHAPTER 13

Effective Intergovernmental Planning and Budgeting
for Better Outcomes
Eddie Rakabe

13.1 Introduction
Globally public sector performance management is undergoing radical changes, as internal and
external forces converge to make governments more accountable. Governments are increasingly
under pressure to demonstrate results to electorates who are no longer just interested in inputs
and outputs, but also want to see the actual outcomes and positive impacts of public expenditure.
Governments continue to grapple with questions such as whether policies, programmes, and
projects lead to the desired developmental goals; whether policy implementation is on the right
track, how to detect problems along the way, and how to correct them as and when detected;
and, more importantly, how to measure progress and to tell if programmes are a success or
failure?
South Africa recently adopted the National Development Plan (NDP), which emphasises state capability as a precondition for development and an outcomes approach to service delivery. The fundamental aim of the outcomes approach is to ensure that government derives value for money from
public expenditure, and public services bring the desired developmental impact. The approach is
premised on the Medium Term Strategic Framework, derived from the election manifesto, which
outlines ten key priorities of government including job creation, education, health, food security,
infrastructure, crime, rural development, public service improvement, regional integration, sustainable resource management and communities (The Presidency, 2010).
Through the outcomes-based approach, government intends measuring various elements of the
performance value chain, from inputs to budgets, activities, service delivery outputs and ultimately outcomes. In addition to measuring the impact, the outcomes-based approach seeks to
advance the implementation and assessment of various policies. Furthermore, the system plans
to integrate with other management processes, including policy-making, strategic and operational
planning, budgeting, in-year and annual reporting, while monitoring outcomes at individual and
institutional levels.
To underpin these changes, the government has put in place new structures to entrench and
implement a monitoring and evaluation (M&E) system throughout the spheres of government.
In the 2010 State of the Nation address, the President announced the creation of a dedicated
national Department of Performance Monitoring and Evaluation as a practical demonstration
of government’s commitment to an impact-oriented public service. The department’s role is to
set expectations of improved outcomes and drive a results-oriented approach across the three
government spheres and other organs of state. It is also responsible for reviewing the data architecture of government, so that the required performance information is generated, collected and
used in the process of intergovernmental planning and resource allocation.
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Experiences elsewhere (of outcomes-based M&E systems similar to that in South Africa) suggest
that successful implementation in a decentralised environment can be undermined by problems
of coordination, weak accountability, sectoral interdependence, policy ambiguities and rivalry. This
chapter assesses how the outcomes-based M&E system can be used to promote intergovernmental planning, budgeting and effective fiscal leverage. The effective implementation of such
a system requires budget reforms to directly link outcomes and budgeting, especially where
multiple organisations are responsible for a single outcome.

13.2 Problem statement
Over the past 17 years, South Africa has experienced a phenomenal increase in public expenditure. The national annual budget soared from just over R100 billion to R1 trillion. The cumulative
amount of public funds spent on social services to address social problems and on infrastructure
to unblock supply-side constraints is in excess of R10 trillion. Yet in many cases the effectiveness
of the spending remains unclear. The reasons for these ambiguities are countless and somewhat
complex. Firstly, historically a systematic and consistent method of measuring government’s productivity and outcomes was lacking. Secondly, information on the cost effectiveness of public
policy is not readily available. Lastly, the relationship between inputs, outputs and outcomes in
public services is not linear.
Recognising these ambiguities, and perhaps frustrated by perpetual deterioration of results
from public spending (especially in education and health) and the resulting pressure from the
public, government is placing more emphasis on the outcomes of public services and the need
to monitor and evaluate them in a systematic manner. However, the complex decentralisation
machinery of government, with powers and functions diffused across three spheres, poses operational problems for implementing a government-wide outcomes-based M&E system. The concurrent functions (national sector planning but decentralised sub-national budgeting) create inherent
tensions in linking budget and policy and make outcomes less amenable to shared implementation and accountability.
Provinces determine their programme budgets independently, within the respective nine provincial treasuries and legislatures, in light of the existing policy vacuum on national minimum norms
and standards and lack of enforcement. In other words, there is no evidence that proportionally
equitable funding is being allocated to shared outcomes, which are being achieved through integrated, nationwide, planned activities and outputs. This is especially true in education and health,
where the increase in resources over time has not produced satisfactory results. At the micro
level, individual accounting officers also determine their programme budgets independently from
the rest of a specific cluster, even if the outcomes require several departments to work in concert.
Comparing outcomes across jurisdictions is also difficult because of the lack of standardisation
and high diversity within programmes.
A further concern is that medium-term expenditure commitments form the basis for performance
assessment without making cross linkages to underlying strategic policy documents, such as the
10-point Health Plan, Provincial Growth and Development Strategies and Integrated Development
Plans (IDPs). These problems are exacerbated by performance information not being used for
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planning and allocation purposes during the budget process. In this regard, efforts to evaluate the
shared performance outcome of government, especially at the lower levels, may be hampered
or undermined by the inherent lack of inter- and intra-sphere coordinated planning, incompatible
data and, more importantly, misalignment of fiscal allocations across provinces.
Without these linkages, it will be difficult to measure and establish direct linkages between inputs
and outcomes and attribute such outcomes to various implementing agencies, especially where
concurrent roles and responsibilities are ambiguous. Moreover, there would be no means of
providing feedback at interim stages, to determine if budget adjustments would be necessary to
alter/halt projects or programmes, thereby increasing the likelihood of achieving desired results.

13.3 Research Objectives
The main aim is to look at how government-wide M&E can help improve intergovernmental
planning, budgeting and joint implementation by:
•

Assessing and exploring the nature of any systemic weaknesses.

•

Assessing whether M&E as an institution can unlock the value in public sector performance.

•

Unearthing actual and emerging practices in government-wide M&E implementation.

13.4 Literature Review
13.4.1 Overview
Public sector performance in South Africa needs to improve urgently. The government is facing
mounting demands on public expenditure and, in some cases, calls for higher quality services
demonstrated by ongoing incidents of public protests (Curristine, 2005). The desire to improve
performance is not new, as government has always claimed to seek maximum benefits from
its spending. Perhaps what is new is the increasing overall fiscal constraint, which means more
attention must be given to achieving maximum outputs with limited inputs.
However, building and sustaining an effective, results-based M&E system is neither a luxury nor an
easy task, as Kusek and Rist (2004) are quick to note. Such a system is vital for development and
requires continuous commitment, time, effort, resources and champions. Once built, the system
must be sustained through a political rather than a bureaucratic or technical process. A performance assessment framework which allows public scrutiny of delivery information can alter
political power, challenge conventional wisdom on policy design, drive new resource-allocation
decisions and call into question the actions of those in positions of power.

13.4.2 What Outcomes Monitoring and Evaluation Means for Government
Performance M&E addresses the fundamental question of accountability and feedback to key
stakeholders on the outcomes and impact of government spending. Outcomes-based M&E seeks
to close the gap with the traditional accountability framework, which was driven by compliance
with regulation and managerial deliverables rather than service delivery outputs (The Presidency,
2009). Moreover, performance M&E tells public sector managers and oversight bodies what
progress has been made towards achieving stated targets and goals and provides crucial evidence
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as the basis for reviewing policies, programmes, or projects (Kusek and Rist, 2004).
Performance orientation holds many promises for governments in developing economies that
have already improved their economic capacity. For many countries undergoing rapid development, the pace of state modernisation (characterised by weak accountability, bureaucratic rigidities, corruption and low professionalism) tends to lag behind and slow down development. As the
economy matures and personnel income rises, expectations of what government can or should
do for its people are higher. Citizens pay more attention to government matters and demand
better services, which increases the drive for enhanced performance and attention to results
(Schick, 2003).
The focus on managing for results and performance is embedded within principal-agent literature
and widely studied problems of imperfect contracts within institutional economics. Accordingly,
Robinson (2007) views performance measures as the means by which principals can inform themselves on the extent to which agents are meeting their contractual obligations. Similarly, under
other circumstances, performance measures can play a role of informing agents themselves of
the degree to which they are fulfilling objectives to which they have internalised commitments.
This conjuncture manifests in many ways, including through managerial and political performance. Without political leadership, managers may have difficulty focusing on what their work is
supposed to accomplish. Similarly, without committed managers, politicians cannot progress in
implementing their visions. However, politicians and managers often speak different languages
and have differing interests, which makes it hard to get the interface between them right. When
breakdowns in performance occur, the culprit is often confusion or misunderstanding over the
respective roles and responsibilities of elected leaders and senior managers. Thus getting the
relationship right is a pre-condition for performance M&E.
Another pertinent issue regarding the meaning of performance measure for government relates
to interminable arguments about what to measure and how to apply such measurements. Much
of the attention has been on what to measure, with decades of work on measurement methodologies and unresolved arguments about what constitutes an output or outcome, whether a
particular indicator is an intermediate or end outcome, or whether goals, objectives or targets
mean the same thing or not. Despite this attention, governments that have invested in measuring
performance rarely use the results in managing programmes (Schick, 2003). In rare cases, civil
service salaries, allocation of resources and accountability are based on performance. Equally
futile are efforts to budget on the basis of performance and reforms aimed at linking performance
and pay. Instead, performance information is published in budgets and annual reports, as disguise
for genuine use.
This type of reporting tends to reinforce the misconception that government is transformed by
having information on how well it is doing. However, organisations often assimilate or deflect
data on results without changing policies or programmes. Operating on the basis of performance
requires political and managerial will, change in organisational culture and allocation of resources
to steer the organisation toward responding to information on what it seeks to accomplish.
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13.4.3 Performance M&E in a Decentralised System
The question of decentralisation features prominently in the discourse of public sector performance. Decentralisation theories advocate dispersing central functions as manageable activities
across spatially distributed and semi-autonomous units of sub-central governments or institutions. The potential for decentralisation to address shortcomings of intergovernmental relations
has attracted considerable interest in most democracies (Hutchinson and LaFond, 2004). Justifications for decentralisation range from fostering social and political cohesion, increasing allocative
efficiency, bringing government closer to its constituents (subsidiarity) and increasing oversight
by communities.
Decentralisation is purported to be associated with a number of other significant benefits, such
as improved governance, flexibility, accountability and technical efficiency. These benefits are
mutually reinforcing. For example, improvements in technical efficiency increase accountability
for performance, which in turn creates incentives for the public and oversight institutions to act
on their evaluation of performance. The occurrence of these benefits depends on the existence of
pre-requisite conditions, the form and design of decentralisation, and the level of institutional and
resource support devoted to its implementation. Until recently most benefits were formulated in
the context of experiences from developed countries. For developing countries, Mullins (2003)
argues that the benefits of decentralisation may not always be obvious because of underlying
unsuitable conditions. These include mobility obstacles, weak accountability mechanisms, poor
managerial and technical capacities, cultural characteristics, unclear division of responsibilities
and inadequate funding.
However, decentralisation does not always have positive effects and is sometimes associated with
certain costs and risk. These include hazards associated with poor electoral accountability and
corruption, suboptimal sub-national spending, failures in geographic harmony and inter-jurisdictional spill-overs, inter-regional disparities, destructive competition and impaired macroeconomic
stability, and fiscal perversity (Mullins, 2003). Decentralisation can also lead to severe coordination
problems in government (Spahn, 1998) encompassing the extent to which one institution’s activities and policy choices take into account those of other organisations.
Decentralisation makes policy formulation and implementation, budgeting, and M&E more
complex because of concurrent functions: policies are set by one sphere of government, while
budgeting and implementation take place within another sphere of government. The result is
a misalignment of policies and budgets across and within sectors. A decentralised system introduces complexity and requires intensive sectoral, intergovernmental, coordination across the
policy-making, planning, budgeting and implementation processes.
The task of achieving political cohesion, policy consistency and administrative coherence is an
impossible feat, given the organisational fragmentation, policy complexity, resource scarcity,
sectoral interdependence, conflicting values, competing interests, departmental rivalries, increasing specialisation, the sheer scope and scale of government activity, and the overload of senior
policy-makers. Moreover, an ever-more pressing concern for government is the growing complex-
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ity and interdependence of policy problems and their solutions, and how to allocate collective
responsibility over different authorities that are more or less autonomous and accountable to
different constituencies and account for joint implementation of programmes (Canadian Task
Force, 1996).
In this regard, the challenges of developing effective M&E mechanisms within a decentralised
system should be viewed in the context of managing and coordinating across interrelated and
semi-autonomous jurisdictions (Nalwadda, 2008). For the most part, the concept of coordination in government has been an elusive ideal, presenting challenges of compartmentalisation
and assignment of inputs and outputs to widely diverse institutions with cross-cutting roles yet
responsible for a single outcome. M&E is especially difficult “when two organizations perform
the same task (redundancy), when no organization performs a necessary task (inertia), and when
policies with the same clients (including the entire society as the clients) have different goals and
requirements (incoherence)” (Peters, 1998).
Diamond (2003) makes a similar observation, that aggregated programmes – whose implementation cuts across agencies – divide responsibility, and so specific activities, accountability and end
products are difficult to assign to individual organisations. This is especially true in cases where
fiscal parameters affect the design of horizontal initiatives – particularly when considering options
and action plans for the achievement of shared outcomes. When resources are not explicitly tied
to a given government-wide outcome, lead departments may be required to invest considerable
time and effort to motivate other departments to participate. Equally, funding that is attached to
interdepartmental initiatives often becomes the focal point, leading to a competitive scramble for
funds and undermining of interdepartmental collaborations (Canadian Task Force, 1996).
For M&E, the challenges are whether outcomes should be expressed in terms of specific major
policy areas, rather than as a catch-all for an unrelated set of activities; whether programmes
can capture activities that produce homogeneous outcomes; and whether outputs can be clearly
specified across space and time in a measurable manner.
Furthermore, coordination induces M&E problems within principal-agent relationships, which are
inherently characterised by hierarchical supremacy and information asymmetries. For example,
the principal sets arbitrary targets, but the agent does not buy into these targets and may exploit
the fact that the principal has insufficient information and capabilities to monitor performance
fully (Robinson, 2007; Helmuth, 2011). These relationships have implications for who monitors
performance and how information is subsequently reported.
Literature on the principal-agent problem predicts that agents always find ways to subvert
contracts and monitoring by manipulating performance information. An example is the case of
secondary schools where performance is measured in terms of pupils’ achievement. To improve
performance, agents may select out potentially poor performers and attract potentially good performers. This behaviour potentially distorts the overall outcome of education (the overall aim of
the system) but produces the required results for the principal. Once this behaviour starts, contractual obligations have to be tightened, making them more complicated and costly to enforce
(Flynn, 2004).
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According to the Organisation for Economic Cooperation and Development (OECD), the introduction of performance-oriented budgeting (including performance-based grants) leads to the
reconciliation of policy objectives, planning and implementation, the principal and the agent,
national and sub-national government and, more importantly, reported performance and actual
delivery. Performance-oriented budgeting seeks to shift the emphasis of budgeting, management
and accountability away from controlling inputs towards achieving results. Other solutions to
coordination and principal-agent problems rest within the system of performance management
itself, including moving towards complete contracts, introducing incentives and sanctions (Flynn,
2004). In the interests of space the following discussion is limited to performance budgeting.

13.4.4 Performance Budgeting as a Coordinating Tool
Performance-based budgeting has long been a recommended reform in both developed and developing economies. It was first introduced in the United States during the 1950 reforms, which,
until today, were regarded as a failure (Diamond, 2003; Schick, 2003). Considerable ambiguity
remains on how to define and implement this approach (World Bank, 2003).
Results/performance-based budgeting is subject to many interpretations. In its simplest form,
performance-based budgeting can be defined as any budget that depicts information on what
government has done or plans to do with the money provided (Schick, 2003). This can simply refer
to performance information, presented as part of the budget documentation, or to a budget classification in which appropriations are divided by groups of outputs or outcomes. A strict version of
performance-based budgeting is budgeting that links allocated funds to measurable results. These
results are measured as outputs and/or outcomes, and resources are matched either directly or
indirectly to results. A stricter version of performance-based budgeting requires full disclosure of
all relevant budget information in a timely and systematic manner by spheres responsible for a
particular outcome (Morris, 2006). To work, this version of the budget must be supported by cost
measurements that enable government to link increments in resources to increments in results
(Schick, 2003).
Based on the US experience, the World Bank (2003) cautions that performance-based budgeting is
not necessarily an appropriate tool for providing a mechanical link between budgets and outcomes.
This is not to say performance budgeting cannot offer benefits, but it can only do so after acknowledging that the links between performance measures and budgets are not automatic and are
subject to political choices. In other words, the linkages depend on who else sit at the table, i.e.
the performance orientation of politicians and managers who make the budget.
For performance budgeting, the decentralised, outcomes-based approach would suggest performance information be introduced into budget negotiations at micro level rather than systematically reporting performance in the budget document voted for in Parliament. Since the budget
document is mainly an after-the-fact codification of political negotiations that have already taken
place, performance-based budget formats can easily become a futile bureaucratic exercise (Van
Dooren, 2008). A study of Melkers and Willoughby (2005) found the strongest usefulness of performance measures within a budget cycle is during budget development, with decreased utility
as the budget process moves up the value chain. For Robinson (2007) performance budgeting can
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succeed in better calibrating agency performance targets to the level of funding provided, only if
it improves the credibility of the targets and therefore their motivational force.
Recognising the limitations of performance budgeting, most governments have taken a wider
perspective, choosing instead to “manage for results”. Managing for results is similar to other
approaches that emphasise government performance, such as results-oriented management and
evaluation, results-based management and governing for results. The main idea behind managing
for results is that performance information should be used in a number of ways, including (but not
limited to) strategic planning, increased public accountability and resource allocation (Moynihan,
2006). Performance budgeting attempts to link resources and allocations, whereas managing for
results calls for a looser link between the two, with performance information guiding (not determining) allocations. It is premised on the assumption that performance will improve when the
following occurs:
•

Managers have clear goals, with results measured against these goals.

•

Managers are given flexibility in using resources.

•

Operational authority is devolved from central agencies to operating levels and units.

•

Government decisions and controls focus on outputs and outcomes rather than on inputs
and procedures.

•

Managers are held accountable for the use of resources and the results produced

13.5 International Lessons on Managing for Results
13.5.1 Australia
Australia’s long history of performance M&E has generated keen interest from countries around
the world on how to create systems that support evidence-based decision making and performance-based budgeting. After leading the world in the introduction of what is known today as
medium-term expenditure and forward estimates, in 1998 Australia adopted a formal evaluation strategy. The primary intention of the strategy is to provide Cabinet with information on
programme performance, encourage programme managers within departments to use evaluation
to improve their programmes’ performance and, most importantly, to strengthen accountability
in a devolved environment.
The evaluation strategy has four formal requirements for departments. First, all programmes must
be evaluated every three to five years, and each line department must prepare a Portfolio Evaluation Plan consisting of major programme evaluations with substantial resource implications.
Second, ministers need to include in new policy proposals a statement of proposed arrangements
for future evaluations. Lastly, all evaluation reports must be published and incorporated in the
annual budget documents tabled in Parliament. The success of Australia’s M&E system depends
largely on powerful ministers, who become advocates of the value of evaluation in government,
and central championing by senior officials in the Department of Finance.
In 1996 the evaluation strategy was abolished following a change in government and notable
weaknesses in the system, such as methodological weakness and low evaluation skills levels.
This coincided with the downgrading of finance in areas of policy advising and large budget
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surpluses, which undermined priority spending discipline. The older system was replaced by an
Outcomes and Outputs Framework based on a system of performance indicators. The framework
encountered many conceptual and data difficulties. It also suffered from severe implementation problems within line departments and agencies and from a lack of effective oversight by
the finance department. The indicators-based M&E framework’s major limitation is its failure to
explain the reasons for performance in a way that enables performance lessons to be implemented elsewhere (MacKay, 2011).

13.5.2 Canada
In 2010 Canada introduced a policy on Management, Resources and Results Structures (MRRS)
to support the development of a common, government-wide approach to the identification of
programmes and the collection, management and reporting of financial and non-financial performance. The expected results of the MRRS are to improve managing, decision making and
accountability for results. Among other things, the MRRS requires line departments to develop
a programme alignment architecture (PAA) reflecting how departments allocate and manage
resources to achieve intended outcomes. The purpose of PAA is to:
•

Identify and group related activities and link them logically to the strategic outcomes they
support.

•

Provide the framework to link planned resource allocations to each programme at all levels
and against which financial results are reported.

•

Provide the framework to link expected results and performance measures to each
programme at all levels of the PAA and for which actual results are reported.

•

Provide the framework for those responsible for programmes at each level of the PAA, so
they can commit to the results they intend to achieve with the resources they have been
allocated and for which they report inside and outside the department.

•

Establish the structure for estimates display and parliamentary reporting.

•

Serve as the basis for resource allocation by Parliament, the Treasury Board and departmental management.

•

Form the foundation of any horizontal programme-activity architectures involving more than
one department.

13.5.3 United Kingdom
In 2001 the United Kingdom government established the prime minister’s delivery unit (PMDU) to
monitor progress and government performance on key services and public sector management.
Located first in the Office of Prime Minister and later in the Treasury, PMDU uses public service
agreements (PSAs) to drive the delivery of 30 government priorities. A lead secretary of state
(cabinet-level position) in each ministry is accountable for the delivery of each PSA, supported in
turn by a lead department (board-level official) and a board composed of other department heads.
The main activities of the PMDU are to accelerate lagging programmes, unblock selected delivery
outputs, and design effective and efficient delivery systems through customer-journey mapping.
Unlike other delivery units, which focus on collecting performance information, the PMDU takes
a more hands-on approach to addressing delivery blockages. A dedicated eight-week process by
a team of internal and external members reviews performance bottlenecks and culminates in

Back to contents

Submission for the 2014/15 Division of Revenue //

327

CHAPTER 13

a report to the prime minister. Since 2010 the government has increased the focus of PMDU to
include efficiency and transparency (World Bank, 2010).
The UK’s M&E approach is widely regarded as successful and particularly unique, in its emphasis
on delivery and focus on three pillars: public service productivity including outcomes, customer
service and efficiency savings (Barber, 2006). The unit follows a simple implementation approach
summarised in Figure 59.

Figure 59: UK PMDU Performance M&E Approach

Source: Adapted from Barber (2006)

During implementation, the unit persistently and calmly asks fundamental questions when evaluating delivery plans. Such questions include: What is the service delivery chain? Who is accountable at the top? What are the key milestones and timetable? Who are the key stakeholders?
What are the major risks? What impact will the actions have on the key outcomes? What data
is required? The unit follows an evidence-based approach to answer these questions informed
by certain principles (Haglund, 2011). Michael Barber, one of the key champions behind the UK’s
M&E system, attributes the success of the PMDU to increased ministerial focus and sharper accountability, introduction of incentives, provision of tailored and targeted support, collaboration
across government, and capacity to intervene where necessary. It is also important to note that
the PMDU began from the premise of pre-existing inter-ministerial collaboration, around centrally
led objectives, through a robust programme budget and cabinet system. As such the delivery unit
was not overwhelmed by broader civil service reforms, such as policy formulation, planning and
budgeting issues (World Bank, 2010).
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13.6 Outcomes-oriented M&E in South Africa
Until recently South Africa did not have an overarching government-wide M&E policy framework.
Previously, M&E was carried out unsystematically, mainly by National Treasury, The Presidency
and a handful of sector departments and premier’s offices using different systems. The initial
thrust of National Treasury M&E was financial, growing to encompass non-financial data following
the enactment of the Public Finance Management Act (PFMA) and the Municipal Finance Management Act (MFMA). Under the PFMA/MFMA, national, provincial and local governments are
required to table their annual budgets concurrently with strategic plans and Annual Performance
Plans (APPs) for scrutiny and approval. The intention is to make a more explicit linkage between
outputs and resource allocation in budget programmes through institutionalised and streamlined
reporting requirements and, more importantly, to improve accountability. Both the PFMA and
MFMA place accountability for financial performance with the administrative heads of government departments or municipalities.
Throughout the PFMA/MFMA reform process, National Treasury has sought to persuade departments to put in place a system of standardised five-year strategic plans, APPs and quarterly performance reports, which monitor the progress of actual service delivery and spending against plans.
In the same year that Cabinet approved the government-wide M&E policy framework, National
Treasury published a framework for managing programme performance information, to clarify
standards and definitions for performance information and in preparation for the performance
(information) auditing that resumed in 2011 (National Treasury, 2007).
Despite the above reforms, coordinated planning and performance-linked budgeting remain an
impossible feat. A major deficiency in the current architecture of South Africa’s intergovernmental
system is that the dual responsibility of national government and provinces, in relation to concurrent functions, creates multiple points at which executive and legislative decisions can be (and
are) taken over the same mandate (National Treasury, 2008; The Presidency, 2009). The conventional line-function culture of budget votes per department, specialist ministerial mandates, and
rewards and sanctions (to a lesser extent) for individual performance create disincentives for
joint implementation and accountability for shared outcomes (Public Service Commission, 2010).
Layman (2003) attributes these problems to weak or absent alignment of strategic plans within
and between spheres, and disjuncture in the placement and enforcement of administrative and
political accountability.
Since 2007 missing building blocks for a well-functioning M&E system have been slowly laid out,
culminating in the creation of a new dedicated ministry – the Department of Performance Monitoring and Evaluation (DPME) – in 2009. The DPME has sought to enhance public sector performance
monitoring by adopting a range of new levers and approaches to managing and delivering performance information. These include the re-introduction of a government-wide, outcomes-based
performance M&E system, underpinned by performance agreements between the president and
ministers/premiers/Members of Executive Councils (MECs), inter-sectoral service delivery agreements and forums. This new approach is seen as an integral part of coordinating the different
policy and programme areas across the three spheres, contributing to a shared outcome (The
Presidency, 2009).
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13.6.1 Taxonomy of Available Performance M&E Processes
National Treasury
National Treasury’s budget office has been at the forefront of institutionalising the collection of
performance information and linking planning to budgets, albeit at departmental or programme
level (Engela and Ajam, 2010). As part of the budget process, departments are required to submit
a number of accountability documents, with clear service delivery targets and performance indicators for each expenditure programme, that each department should produce at each stage
of the planning, budgeting, implementation, reporting and monitoring and evaluation cycle. This
information is used mainly by (national and provincial) treasuries when making budgetary allocations to different expenditure line items and, most importantly, by Parliament/legislatures for
accountability purposes. In addition to being tabled at the relevant legislatures, all documents are
expected to be published on individual departmental websites (National Treasury, 2010).

Figure 60: Planning, Budgeting and Reporting Cycle
Planning and
budgeting

Five-year strategic plan

Strategic planning

MTEF (3 years)
Fiscal year 1

APP

Fiscal year 2

Fiscal year 3

In-year monitoring
Monthly financial
reports
Quarterly performance reports

KPA

KPA

Long-term reporting
End-term reporting

KPA

(five years)

Source: Own compilation from National Treasury (2010)

Presidency and Premier’s Offices
Prior to 2009, both the Presidency and selected offices of the premiers played an integral role
in collecting performance information, with the Presidency undertaking periodic performance
reviews (such as 10-year and 15-year reviews and development indicators), using information
from official statistics, government databases (annual reports) and research by local and international institutions. Other notable initiatives from the Presidency for tracking the implementation
of government priorities – also referred to as the programme of action – include the central
repository information management system developed in 2005 and an early warning system for
assessing the functionality of national government departments. The latter has since evolved into
what is called the management performance assessment tool – a self-assessment tool against a
range of management standards – carried out annually by individual departments and overseen
by the DPME. The annual Development Indicators report is one of the most important documents
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that shows early signs of outcomes-based performance orientation. The report groups information into 10 broad themes for which the impact of government interventions is tracked over time
(Engela and Ajam, 2010).

National departments
Some departments have long-established, sector-specific M&E systems that focus mainly on
outputs. For example the Department of Education has institutionalised an Education Management Information Systems and periodically carries out national standardised testing in selected
grades. In other departments, performance monitoring is undertaken as part of normal management of line function through ad-hoc policy reviews, MinMecs93 and other intergovernmental
forums.

Public Service Commission reports
The South African Constitution empowers the Public Service Commission (PSC) to oversee and
evaluate the functioning of public service. The PSC carries out evaluation exercises, such as citizen
satisfaction surveys and miscellaneous programme reviews, and regularly publishes a report on
the state of public service, which assesses adherence by national and provincial departments
to core principles of public administration. Some of the many things monitored by the Commission are whether funds are spent economically, whether supplier payments are made on time,
whether APPs are submitted on time and the time taken to fill vacancies.

Auditor-General
At the very tail-end of M&E chain, the office of the Auditor-General performs an audit of performance information (AoPI), which assesses reported information by departments against compliance with reporting requirements, usefulness and reliability. In particular, the AoPI monitors
variance between planned and actual performance, as well as logical linkages and consistency
objectives, plans, delivery targets and annual performance reports. Departments and entities are
required to submit annual performance information for audit purposes with their annual financial
statements by end of May each year. The Auditor-General also carries out sector-specific performance audits which focus on economy, effectiveness and efficiency (AGSA, 2011).

Statistics South Africa
Statistics South Africa is not entirely considered to be part of the intergovernmental M&E institutional framework but plays an integral role in collecting complementary information (through
the General Household Survey, Non-financial Census of Municipalities and National Census) for
measuring outcomes and setting standards for assessing and certifying statistics produced by
government departments and other state entities.

93
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13.6.2 Emerging Practices in Managing for Results
In 2009 managing for results in South Africa took a new step, with the introduction of the DPME.
The establishment of this ministry was precipitated by the growing concern that massive increases
in expenditure on services over 15 years had not always brought the results anticipated (The
Presidency, 2011). The outcomes (e.g. related to quality education and health) produced in many
areas have often been below standard, unidentified and not tracked consistently.
Unlike the existing input/output based M&E, the new approach is outcomes-oriented, monitoring
12 strategic areas for which responsibility for implementation lies with a collective of numerous
ministries. It attempts to circumvent challenges related to the alignment of government planning,
budgeting, activities, reporting and accountability for shared outcomes by introducing new institutional mechanisms, such as performance agreements between the president and the minister
or group of ministers, sector delivery agreements and delivery forums.
Under the new approach, the president signs performance agreements with ministers and intergovernmental protocols with premiers, which outline outcomes for a specific sector, input
activities and output measures. Both the ministers and premiers report back to the president on
predetermined output indicators at their six-monthly meetings.
In addition to individual performance agreements, the new approach requires groups of departments, spheres or sectors responsible for a particular outcome to have sector delivery agreements
signed by the relevant ministers, MECs and local mayors. These agreements describe in detail the
desired sectoral outcomes, output indicators, service delivery chain (who does what, and who
is accountable at the top and along the delivery chain), agreed delivery norms and standards,
timelines, budget prioritisation and alignment to delivery agreements, capacity required, consultation process followed in negotiating service delivery agreements and conflict resolution processes.
For each outcome indicator, delivery agreements must also include national targets, baselines,
data sources, quality assurance processes, frequency of reporting and minimum required changes
per output indicator.
Sectors are further required to set up executive and technical implementation forums for each
outcome area. These forums are required to coordinate government work for achieving the
outcome, negotiate delivery agreements, agree on the implementation process and activities
underpinning outcomes and, most importantly, specify how each institution contributes to the
outcome within a specified timeframe and budget. Figure 61 depicts the outcomes-oriented performance management process and reporting framework.

332

// Submission for the 2014/15 Division of Revenue

Back to contents

CHAPTER 13

Figure 61: Outcomes-oriented Performance Management Process

Source: Own compilation from National Treasury (2010)

Figure 62: Outcomes Reporting Framework

Source: Own compilation based on The Presidency (2010)
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As Figure 62 shows, the current M&E framework has multiple points of reporting with some
degree of duplication. Superimposing an additional M&E institutional mechanism (such as implementation forums and M&E business units) on an existing framework invariably increases the
frequency of reporting and compliance costs. Emerging practices suggest that M&E will take up an
inordinate amount of time, as all departments have to generate monthly, quarterly and biannually
reports. By implication, monitoring will be one of the biggest functional units with the largest staff.
Practicality of new approach and implication for budget process
Notwithstanding the good policy intentions outlined in various M&E frameworks and guideline
documents, a quick scan of on-the-ground practices reveals severe anomalies and raises substantial concerns about the budget process. The new approach, which promotes joint responsibility
for outcomes, could potentially render the process of negotiating delivery agreements unworkable because of the need to coordinate activities and budgets across many delivery partners. For
example, the Department of Basic Education has identified at least 17 national and nine provincial departments as delivery partners and contributors to Outcome 1. A similar pattern can be
discerned from other outcome areas (see Table 101). In order for these delivery agreements to be
implemented in the manner envisaged, certain budget process reforms may be required.
Firstly, lead departments would have to run a mini-parallel budgeting process, to motivate other
delivery partners to make budgetary allocations towards their respective activities within the
outcome. This is inconsistent with findings by Melkers and Willoughby (2005), that budget coordination is best achieved during the early stages of the budgeting value chain. The current
configuration of intergovernmental budget and policy forums, such as MinMecs, 4X4s and 10X10s,
are not structured to deal with determining interdepartmental/sectoral budgets. Furthermore,
neither the envisaged executive nor the technical implementation forums are statutory or part
of the institutional forums responsible for budgeting. These forums are perhaps not entirely new
institutional bodies, which is cause for further concern, and are expected to be based on existing
structures, such as MinMecs, technical MinMecs, Headcoms, cabinet clusters and FOSAD94. Over
the past years, the performance of these structures has been rather suboptimal with respect to
coordination.
An alternative is to attach funding to interdepartmental initiatives through National Treasury’s
budgeting process. In other words, delivery partners will need to demonstrate that they have
allocated budgets to collaborative work during Medium Term Expenditure Committee (MTEC) and
bidding processes. However, this approach is not without problems, as is evident in the ongoing
feud between national and provincial governments over the funding of national priorities. Other
likely problems may involve competitive scrambles for additional funds by departments/delivery
partners, on the grounds that joint work falls outside their direct mandate.
An early signal of the aforementioned budget coordination problems is found in the delivery
agreements that have been signed. Four of the 12 delivery agreements reviewed do not show the
individual delivery partners’ budgetary allocations/contributions towards the applicable outcome.

94
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There are many possible explanations for this deficiency. (1) The timing disparity between when
the budget process is completed and when agreements are signed. (2) The nature of outcomes,
wherein responsibility cuts across almost every government function, which increases the
intensity of consultation process for lead departments. (3) The weakness of delivery agreements
to outline the full service delivery chain, with inputs, activities and outputs assigned to various
delivery partners. Holding delivery partners collectively accountable to an outcome (and the M&E
of such an outcome) will be difficult without individual departmental allocations to key activities
within an outcome.

Table 101: Summary of Delivery Agreements by Outcome Area
Outcome

Lead department/s

No of strategic or
delivery partners

No of output
measures

Budget allocations
per delivery partner

(1) Improved quality of
education

Department of Basic
Education

17 national
departments and nine
provincial department
of education

4
(37 indicators)

Not provided

(2) Health

Department of Health

11 national
departments and
nine provincial departments of health and
social development,
NGOs, CBOs and
international health
organisations

4
(31 indicators)

Not provided

(4) Decent employment Different department
by different output

16 national
departments, nine
provinces and 283
municipalities

7
(21 indicators)

Not provided

(8) Sustainable human
settlements

Six national
departments,
nine provinces and
283 municipalities and
banking industry

4

Not provided

Department of Human
Settlement

Source: Own compilation; The Presidency (2011)

13.6.3 Interface between Planning, Budget Process and Outcomes Value Chain
In the current outcomes-oriented M&E value chain, the interface between planning, budget and
outcomes is not strong. Process issues and underlying inherent coordination problems explain
much of the weakness. The outcomes approach was introduced late in the process and superimposed on an existing performance management and budgeting framework, which has a history
of unilateralism. As a result, the interface has largely been carried out retrospectively: delivery
partners or departments are requested to link their APPs to a relevant outcome, and the DPME
assesses whether such linkage takes place or not. For the most part this linkage exercise is
theoretical, since individual APPs do not subsequently inform the contents of service delivery
agreements or the other way round.
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Furthermore, the MTEC budgeting process still follows a sectoral approach, where individual departments bid for additional resources, separate from the other delivery partners responsible for
the same outcome. Hence the responsibility for allocating such funds to different activities within
a single outcome becomes the prerogative of each individual delivery partner. The implicit expectation is that departments will allocate sufficient resources to meet their respective activity within
an outcome. However, preliminary evidence suggests that delivery partners use the situation as
an excuse for additional funding. In other words, delivery partners do not internalise their contributory activities to an outcome or make allocations to activities other than those they consider
to be their core responsibility.
As mentioned earlier, the new outcomes approach envisages that executive implementation
forums will foster the linkages between planning and budgeting through delivery agreements. For
such forums to be effective, certain budget reforms may be required in order to institutionalise
participation and align forum activities in the budget process. The Guide to Outcomes Approach
notes that the Presidency, National Treasury, Department of Public Service and Administration
(DPSA) and the Department of Cooperative Governance and Traditional Affairs (CoGTA) will align
their strategic planning and individual performance management guidelines to the 12 outcomes
(The Presidency, 2012). Delivery partners must include commitments made in delivery agreements in their strategic plans, which National Treasury uses as inputs into the budget process. The
underlying assumption is that the treasuries will persuade delivery partners to allocate funding
to agreed outcomes. However, the reality is that programme budgets are determined independently within respective departments and spheres. More importantly, when delivery agreements
do not clearly assign activities among delivery partners, treasuries will have difficulty ensuring or
monitoring budgetary allocations. Operational and organisational structures do not always map
budget programme structures, thus masking the purported linkage between inputs, outputs and
outcomes. The disjuncture between operational structures and budget programmes is especially
evident in the absence of identifiable expenditure programmes (i.e. conditional grants) associated
with a particular outcome. The existing conditional grant framework follows a line-item approach,
with a multi-level classification scheme that focuses predominantly on inputs and spending at the
macro level.

Programme or portfolio budgeting
Reconciling the difference between planning, budgets and outcomes is not an easy task, nor
a problem confined only to South Africa. The literature is littered with numerous examples of
failed reforms to put into practice the idea of linking broader government outcomes to budgets.
According to Kim (2000), the solution to this elusive ideal lies in adopting and vigilantly implementing programme or portfolio budgeting – whereby expenditure is classified by broad functions
or programmes aggregated across ministries. An important principle underlying programme
budgeting is that the programme structure may transcend organisational boundaries but must
still be accounted for at programme level. Programme budgeting is especially suited to the new
outcomes approach, which by nature disregards organisational boundaries.

Incentives
Countries that have successfully implemented results-oriented budgeting have simultaneously
introduced incentives to influence decisions and guide actions towards improving efficiency. In-
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centives that change behaviour are required for budget decisions to be influenced by the information
contained in performance indicators (Jackson, 1993). A public sector management framework, which
provides such incentives to achieve a strong focus on performance and outcomes, in turn allows
management the flexibility to achieve results in any manner it chooses. The strengthening of performance measurement and greater accountability for results provides scope to give departments
greater autonomy and flexibility (MacKay, 1998).
Existing performance incentives in South Africa are not directly linked to the achievement of an
outcome. Instead incentives are formulated around individual performance agreements and a handful
of conditional grants. As mentioned earlier, conditional grants are not tied to any specific outcome,
and their incentives are meant to trigger spending performance rather than expenditure outcomes.

13.7 Conclusion
Efficient and effective public sector management is the mantra of modern-day public sector institutions, especially in the light of the South Africa’s newly adopted NDP. The need to demonstrate value
for money increases pressure on governments to introduce new and better forms of management.
More often these reforms overlay existing performance management systems and are underpinned
by inherent country-specific institutional, systemic and process weaknesses.
The introduction of outcomes-oriented M&E in a decentralised government system requires
numerous practical considerations relating to rules, leadership, accountability and, most importantly,
design. Complex contractual obligations mean that information asymmetries between the principal
and agent need to be minimised. Performance orientation also requires a strong and committed
political leadership that can drive and inculcate a culture of performance across all government
spheres. What is important is to be clear on who is ultimately accountable for outcomes between
administrators and politicians, and what levers are used to hold people accountable. The continuous inability to meet performance targets, or to comply with basic guideline requirements without
reproach, undermines the credibility of the system and breeds inertia.
The design of an outcomes-oriented M&E approach needs to be aligned to existing country-specific
circumstances. When new reforms are superimposed on existing processes without making adjustments, the result is often confusion, duplication and a low take-up rate. Introducing new reforms
alone is a necessary, but not sufficient, condition for reorienting public sector performance management. The culture and other resources, and behaviour or management need to be recast and primed
to perform well. It may also be appropriate to review organisational structures and responsibilities,
bureaucratic rules and controls, how various administrative tasks are carried out, current management practices, the delivery of public services, and modes of accountability.
For South Africa, public sector management reforms need to be broadened significantly, beyond
M&E outcomes, to include budget and accounting reforms in order to improve the interface between
planning, budgeting and outcomes. Such reforms would entail synchronising organisational structures, budget classifications, and accounting systems. Most important would be synchronising the
timing of the start of the budget process and the signing of the service delivery agreements.
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13.8 Recommendations
With respect to effective intergovernmental planning and budgeting for better outcomes,
the Commission recommends that:
•

National Treasury and the DPME introduce budget process reforms necessary for reconciling
the collective responsibility for delivery agreement outcomes and the individual departmentfocused budget-bidding process by:
- Realigning the budget process along service delivery agreements such that MTEC hearings
are conducted at an outcome level, where applicable, rather than the current sectoral, individual institutional approach.
- Directly linking resource allocation to realistic, measurable and limited performance targets
per outcome. Programme expenditure reviews must be undertaken at the end of each
targeting period.

•

In order to incentivise collaboration, Government consolidates and reorients existing conditional grant incentives to reward successful achievement of delivery targets/outcomes rather
specific, individual, department-specific programme objectives.

•

Delivery partners, who are party to service delivery agreements, are evaluated on the basis
of their contributions and participation in implementing delivery agreements, where aspects
such as required budgetary contributions, and meeting agreed-to targets and timelines are
constantly monitored.

•

Service delivery agreements are fully compliant with the requirements of the M&E guideline
document95 before being accepted or signed into a binding document.
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