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FOREWORD

his Submission for the 2013 Division of Revenue is made in terms of section 214(1) of the 
Constitution of the Republic of South Africa (1996), section 9 of the Intergovernmental Fiscal 
Relations (IGFR) Act (1998) and section 4(4c) of the Money Bills Amendment Procedure and 
Related Matters Act (Act 9 of 2009).

Under the theme of Fiscal Levers for National Development, the Submission identifi es fi scal policy  
and other measures that Government can adopt for a well-functioning system that promotes develop-
ment. The Commission argues that Government can use its fi scal levers (public resources) strategically 
to pursue growth-friendly fi scal consolidation in the short term in response to a prolonged grim inter-
national economic outlook, while maintaining current levels of social spending to cushion the most 
vulnerable groups and simultaneously laying the foundations for future long-term growth and develop-
ment. The long-term growth potential can be enhanced through fi nancing effective skills development, 
university research and innovation, coupled with investment in the institutional capability of the state.

The economic sustainability question also emphasises that a comprehensive approach to intergovern-
mental fi scal reforms must be taken, tackling at the same time sub-national expenditure and revenue-
related issues. The Commission is of the view that fi scal consolidation must continue to be supported 
by all South Africans. However there is a need to be always aware of the risks associated with fi scal 
consolidation, and the most signifi cant that needs direct mitigation is the impact on children and vul-
nerable groups in our society. There is a danger that, in the pursuit of longer-term fi scal imperatives, the 
necessary future growth in child support grants spending may be sacrifi ced. In spite of the fairly wide-
spread negative perception of grants, the evidence suggests that social grants contribute to achieving 
the objectives of equitable distribution of economic wellbeing, productive effi ciency and long-term 
economic growth. The Commission’s research fi ndings are encouraging, showing that social grants 
lead to increased consumption and production of education and nutritious food products. There is 
thus a need to strike a delicate balance in the choices that are made around spending on social grants.

Government can use its public resources sparingly and effi ciently, not only to create an ideal child-
support system but also to lay the foundations for future growth and development by fi xing Further 
Education Training colleges and investing in higher education research. Levers in the form of transfers 
to provincial and local government can also enable these sub-national government spheres to play a 
central role in countering the three major challenges facing the country – unemployment, poverty and 
inequality – while encouraging economic growth and overall national development.

FOREWORD
T
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FOREWORD

The Commission would like to express its sincere gratitude to all the stakeholders who have provided 
inputs at key points during the process of compiling the recommendations, the Minister of Finance 
(and National Treasury) for his continued support, the Chairpersons of the Finance and Appropriations 
Committees and their members in both national and provincial legislatures for their support, the South 
African Local Government Association and its technical team for their assistance and the Commission 
Secretariat for its support.

We, the undersigned, hereby submit the Financial and Fiscal Commission’s recommendations for the 
2014/15 Division of Revenue in accordance with the obligations placed upon us by the Constitution of 
the Republic of South Africa. 

For and on behalf of the Commission

Mr Bongani Khumalo
Acting Chairperson/Chief Executive, 

Ms Lucienne Abrahams

Ms Tania Ajam

Mr Krish Kumar

Ms Nelisiwe Shezi

Date: 24 May 2013
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EXECUTIVE SUMMARY

Economic Context

Through much of the 1990s until 2007, South Africa witnessed a steady growth of economic activity 
and increased government revenue, which were instrumental in increasing the volume of fi nancing for 
sub-national government. The growing government spending did not cause fi scal problems, thanks in 
part to the thorough overhaul of tax administration and collection in the second half of the 1990s and 
to sustained positive economic growth from 1994 until 2008. Rapid growth in tax revenues in the late 
1990s enabled the government to steadily expand spending while reducing budget defi cits and the 
public debt burden, and thereafter keep them at manageable levels. 

The recent global economic and fi nancial crisis has dramatically changed the fi scal situation in the 
country. The sharp slowdown in economic activity has led to reduced national government tax revenue. 
Yet government expenditures (boosted by countercyclical outlays and the capitalisation of Eskom, 
among others) have increased. As a result, the national government’s budget balance has deteriorated 
sharply, from a surplus of 0.9 per cent of gross domestic product (GDP) in 2007/08 to a defi cit of 6.9 per 
cent in 2009/10.1 Today the economy remains vulnerable to slow global recovery (slowdown in China’s 
economic growth and decreased demand for South African exports by the European Union, South 
Africa’s largest trading partner) and to domestic factors such as the recent labour unrest.

Economic growth (in real terms) decreased from 2.8 per cent in 2010 to 2.5 per cent in 2012. Although 
the economy is growing and expected to recover slowly in the medium term, economic forecasts fall 
below the 5.4 per cent growth rate cited by Government as necessary to achieve its job-creation and 
poverty-reduction goals by 2030. Against this backdrop of slower than anticipated economic growth, 
a subsequent decline in revenue collection and a widening of the defi cit, Government tabled a total 
national budget of R1.2 trillion, to be spent between the three spheres in 2013, growing to R1.3-trillion 
in 2015/2016. 

Thematic Focus

Five years have passed since the onset of the 2008/09 global crisis. Although some believe that 
another global economic recession may be coming soon, attention has shifted from talking about the 
crisis to looking at ways to prevent or manage a recurrence. Despite Government’s substantial efforts 
to reduce poverty and inequality, inequality has risen and poverty has fallen only marginally since 2000. 
Indeed, South Africa’s Gini coeffi cient2 currently hovers around 0.703, one of the highest in the world, 
having risen from 0.66 in 1993 . Moreover, child poverty may be on the decline but is still at very high 
levels – and much higher than poverty among adults and the general population. Disappointment at 
the increasing inequality amidst positive economic growth, heightened by the 2008/09 global crisis, 
has led to renewed interest in the relationship between macro (growth) and micro (poverty and distri-
bution) issues. Government economic programmes and policies are emphasising more strongly than 
before the dual objective of accelerating economic growth and fi ghting poverty and unequal access to 
opportunities. Government adopted the National Development Plan (NDP), whose principal objective 
is to eliminate poverty and reduce inequality by 2030. Given the high poverty incidence and depth for 
various groups, this Submission seeks to contribute to ongoing efforts to implement the NDP Vision 
2030. 

1 Government budget is an itemised accounting of the payments received by government (taxes and other fees) and the 

payments made by government (purchases and transfer payments). A budget defi cit occurs when the government spends 

more money than it receives.
2 The Gini coeffi cient is a number between zero and one that is a measure of income inequality.
3 National Planning Commission (2011), Diagnostic Review, Presidency, Pretoria.
4 SALDRU data

EXECUTIVE SUMMARY
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EXECUTIVE SUMMARY

The Submission addresses one of the critical issues that deserve urgent attention in South Africa 
today: the role that the intergovernmental fi scal relations (IGFR) system can play by putting inequal-
ity reduction and poverty eradication at the heart of the 2014/15 Division of Revenue. South Africa’s 
national development agenda could in effect be held up by the existing system of decentralised 
fi nance. The Commission introduces perspectives on the role of IGFR in helping the country meet its 
social and economic challenges. The overriding theme of the Submission is

“Fiscal Levers for National Development”

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

elements:

• A measure of fi scal 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.
6  The public sector is expected to spend a total of R846 billion on infrastructure projects during the fi scal years 2011, 2012 and 

2013 (National Treasury, 2010. National Budget 2010. Available online www.treasury.gov.za, page 66).

The Submission identifi es a set of fi scal levers that can be used to spur economic and social develop-
ment over the next two decades. All spheres of government are empowered with fi scal levers and play 
important roles in economic development. As powers are increasingly devolved to the sub-national 
governments, some central questions remain:

To what extent do the IGFR systems support poverty eradication?
What can public and private interests do about the marginalisation of the poor? 
Can innovative investments, scaled-up successful projects and new institutions be designed to ensure 
inclusion and help manage the negative consequences of disparity and deprivation? 

The carefully coordinated role of the different spheres of government will be vital for attaining the NDP 
objective to eliminate poverty by 2030. However, achieving the NDP goals will not be possible without 
a greater understanding of the impact on the poor of emerging trends in intergovernmental relations 
and Government’s fi scal policy stance in an increasingly uncertain global economic environment.

In order to illustrate the kind of fi nance-related issues and problems that may exist at national and 
sectoral level, Part 1: National Levers for Inclusive Growth in a Post-Crisis Fiscal Response examines 
the issues of fi scal consolidation, social welfare, higher education expenditures and conditional grants 
proliferation. Chapter 1 looks at growth-friendly fi scal consolidation. In the short to medium term, fi scal 
consolidation5 has become unavoidable for South Africa. High budget defi cits will add large (and poten-
tially unsustainable) amounts to the public debt, put upward pressure on interest rates and discourage 
private investment – especially in the context of the large infrastructure investment programmes that 
various public corporations will be undertaking in the next few years.6 Furthermore, increased interest 
payments resulting from a rapidly growing debt burden could crowd out public spending on priority 
functions. 

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 fi scal 
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 fi scally constrained environ-
ment. Still on the subject of children, perhaps one of the most important issues facing families today is 
education. With drastically high unemployment and economic instability, South Africa’s school leavers 
are about to enter a world that is racked with uncertainty and fragility; a world where they will need 
every opportunity to get ahead. For this, further and higher education is crucial. It gives young people a 
chance to continue their studies at tertiary level and opens the door to all kinds of jobs and opportuni-
ties, gaining the skills and knowledge that many employers want. Therefore, Chapters 3 and 4 focus on 
further education and training, and research funding in higher education.
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EXECUTIVE SUMMARY

Chapter 5 relooks at the challenge of managing the conditional grant system, an issue that the Com-
mission had raised as far back as 2001. The Commission has previously made recommendations on 
principles for the use of conditional grants (which Government accepted) but is concerned by the 
continued poor design, planning, monitoring and evaluation of conditional grants, as well as their 
recent proliferation.

Part 2 of the Submission is on Provincial Fiscal Levers: State Capability and Performance. It covers 
issues pertaining to the fi scal performance of provinces, personnel budgets, transport devolution, 
and monitoring and evaluation. The Provincial Equitable Share is a key lever to promote economic 
growth and development. Given the prevailing economic environment, a signifi cant injection of funds 
is unlikely, and so provinces should focus on strategic interventions that will enhance performance and 
have multiplier effects on the economy. Chapter 6 develops a new index, which provides early warning 
signals of fi scal sustainability problems for provinces in South Africa. A major component of govern-
ment consumption is compensation to employees. Government employment is an important aspect 
of fi scal policy and a sizable element of the labour market. Given its relevance, it seems plausible that 
part of the transmission mechanism of fi scal policy occurs through the labour market. The relevance 
of the level of employment and wages in the public sector is not just because of their weight in the 
economy or in the government budget, but also because they play an important role over 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. Chapter 7 addresses issues of sustainability, productivity 
and affordability of the public sector wage bill. 

Claims of a supposed “economic effi ciency dividend”, associated with the decentralisation of authority 
and resources, has in part fuelled the recent trend of devolving the transport function to municipalities. 
Devolution is supposed to deliver greater economic effi ciency by giving administrations 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 8 investigates feasible 
options for improving transport service delivery through devolving transport functions to munici-
palities. Chapter 9 addresses a number of trends and developments in public sector governance 
and discusses implications for efforts to strengthen South African intergovernmental planning and 
budgeting for better outcomes. The major defi ciency identifi ed 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 
an outcomes-oriented M&E in a decentralised government system requires numerous practical con-
siderations relating to rules, leadership, accountability and design. A clear accountability framework for 
outcomes between administrators and politicians needs to be developed aligned to existing country-
specifi c circumstances. 

Part 3 of the Submission brings in the local sphere and is entitled Local Government Fiscal Levers: Col-
laborative Governance for Effective and Sustainable Municipalities. Similar to Chapter 6 that addresses 
the issue of fi scal stress at provincial level, Chapter 10 seeks to identify indicators of fi scal stress 
at municipal level. Chapter 11 shifts the focus to evaluating the case for introducing incentives in 
the transfer system, as an additional measure to enhance the performance of the local government 
sector. Chapter 12 assesses whether municipalities spend adequately on municipal infrastructure 
asset-care activities, in particular water and electricity distribution and reticulation-related infrastruc-
ture. It proposes some incentives that Government can employ to encourage greater investment in 
maintaining and renewing municipal infrastructure. Chapter 13 unpacks the dynamics of the general 
tax base of rural municipalities. Contrary to anecdotal evidence, the driving factor of poor revenue 
effort in rural municipalities is not capacity constraints and confusion over land tenure in traditional 
land. Hindering revenue effort in these areas are social dynamics associated with income inequality. 
The chapter suggests methods and strategies by which rural municipalities can stimulate their local 
tax bases.

Recommendations

Overall, this year’s Submission indicates some potentially potent fi scal levers for national economic 
development. Based on the above, the Commission makes the recommendations summarised below. 
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EXECUTIVE SUMMARY

Table 1. Recommendations for 2014/15 Division of Revenue

Directly related Indirectly related Unrelated

With respect to fi scal consolidation, the Commission recommends that:

› Government continues its efforts to 
moderate the growth in expenditure com-
ponents such as the public sector wage bill 
(which constitutes some 60% of government 
expenditure), as decreases in government 
expenditure increase the probability of a suc-
cessful 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.

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 univer-
salisation of the Child Support Grant (CSG). 
This should happen even under fiscal consoli-
dation 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 consoli-
dating the various social protection instru-
ments (CSG, Foster Child Grant, UIF, social 
wage, etc.), as part of the longstanding reform 
of the social security system because of the 
significant effects on reducing child poverty. 

›  National Treasury provides advice to depart-
ments 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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EXECUTIVE SUMMARY

Table 1. Recommendations for 2014/15 Division of Revenue

Directly related Indirectly related Unrelated

With respect to funding further education training 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 De-
partment of Higher Education and Training 
(DHET) should include the development of 
sound systems and uniform templates for 
fi nancial reporting, designed in a manner that 
ensures the DHET can proactively monitor 
the fi nancial health of FET colleges. This 
should be complemented by holistic inter-
ventions to improve fi scal governance in FET 
colleges including recruitment of appropriate 
skills, ongoing training, and credible fi nancial 
systems and processes

With respect to fi nancing research in higher education, the Commission recommends a review of the current funding 
framework for higher education and that the DHET:

› Redesigns and allocates specifi c funds in 
the MTEF budget to the research develop-
ment 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 consid-
eration the profi le (rank and qualifi cation) of 
academic staff at the universities.

With respect to conditional grants, the Commission recommends that:

›   The section in the Division of Revenue Act 
dealing with preparation for the next financial 
year is reviewed to make consultation with 
the Commission mandatory when planning 
for conditional grants for the forthcoming 
year. This would assist departments with 
grant design, especially in the case of new 
grants, phased-out grants, and material 
redesign of existing grants.

› The efficacy of conditional grants is 
reviewed, specifically in relation to the 
necessity and purpose of some of the grants, 
criteria for allocations, targeting, reporting on 
non-financial data, performance, and value 
for money. 

› National Treasury builds the capacity 
of transferring national departments for 
effective grant design, monitoring and evalu-
ation to ensure that guidelines are adhered 
to.
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With respect to improving provincial fi scal performance, the Commission recommends that:

With respect to improving provincial fi scal performance, the Commission recommends that:

›  National and provincial treasuries put in 
place an agreed-upon measurement and as-
sessment framework for fi scal performance 
against which provinces are evaluated. The 
assessment framework must: 
• Take into account various factors that 

capture fi scal performance holistically, 
including services burden, expenditure ef-
fi ciency, 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 fi scal performance indicators of 
provincial departments, particularly when 
deviation (as defi ned by the PFMA) from a 
healthy fi scal trajectory is prolonged;

• Provide for monitoring of expenditure 
benchmarks against which key provincial 
expenditure items are regularly evaluated 
and reported by provincial Accounting 
Offi cers.

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

›   National and provincial Accounting Offi cers 
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 serious-
ness of the offence. 

› 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, spe-
cifi cally focusing on composition, effi ciency, 
economy and effectiveness of expenditure, 
as well as access to services and realignment 
of spending with programme objectives and 
delivery targets. 

Table 1. Recommendations for 2014/15 Division of Revenue

Directly related Indirectly related Unrelated
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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 infor-
mation systems to monitor employee com-
pensation expenditure against those norms

With respect to the devolution of public transport function, the Commission recommends that:

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 infor-
mation systems to monitor employee com-
pensation expenditure against those norms

›  When human resources functions have 
been delegated to them, accounting officers 
are required to adhere to agreed staff estab-
lishment norms when filling posts. This re-
quirement 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-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 manage-
ment 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 compo-
nents 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.

With respect to the devolution of public transport function, the Commission recommends that:

›   The national Department of Transport (DoT) 
selects the eThekwini and Cape Town metro-
politan municipalities to pilot the devolution 
of transport functions in the form recom-
mended by the investigation. The DoT should 
reach the necessary agreements with all the 
concerned stakeholders to provide suffi cient 
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. 

Table 1. Recommendations for 2014/15 Division of Revenue

Directly related Indirectly related Unrelated
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With respect to effective intergovernmental planning and budgeting for better outcomes, the Commission recommends 
that:

With respect to detecting and managing fi scal distress within local government, the Commission recommends that:

With respect to effective intergovernmental planning and budgeting for better outcomes, the Commission recommends 
that:

›   National Treasury and the Department 
of Performance Monitoring and Evaluation 
(DPME) introduce budget process reforms 
necessary for reconciling the collective re-
sponsibility for delivery agreement outcomes 
and the individual department-focused 
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 insti-
tutional approach.

• Directly linking resource allocation to 
realistic, measurable and few performance 
targets per outcome. Programme expendi-
ture reviews must be undertaken at the 
end of each targeting period

›  In order to incentivise collaboration, Gov-
ernment consolidates and reorients existing 
conditional grant incentives to reward suc-
cessful achievement of delivery targets/
outcomes rather than specifi c, individual, 
department-specifi c 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 contri-
butions, and meeting agreed-to targets and 
timelines are constantly monitored.

› Service delivery agreements are fully 
compliant with the requirements of the M&E 
guideline document before being accepted 
or signed into a binding document.

With respect to detecting and managing fi scal distress within local government, the Commission recommends that:

› Government develops and institutional-
ises 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.  

Table 1. Recommendations for 2014/15 Division of Revenue

Directly related Indirectly related Unrelated



Submission for the 2014/15 Division of Revenue // 19

EXECUTIVE SUMMARY

With respect to the impending review 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 perfor-
mance-based grants;
• Incentives should have suffi cient monetary 

value to motivate desired behaviours by 
municipalities.

• Incentive and performance indicators 
should be periodically revised and renego-
tiated between national government and 
municipalities.

• Performance measures should capture 
performance unambiguously and be within 
the control and infl uence of the municipali-
ties. 

• Performance incentives and associ-
ated 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 specifi ed timeframe. 

• The transferring offi cials and the munici-
pality should be suffi ciently capacitated to 
understand the purpose and impact of 
incentives.

• Incentives should be tailor-made to suit 
specifi c 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, as-
sessment criteria and potential benefits 
thereof, and how potential implementation 
risks could be managed. 

With respect to maintaining and rehabilitating water and electricity distribution infrastructure, the Commission recom-
mends that:

› National Treasury, in collaboration with 
relevant stakeholders such as CoGTA 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, safe-
guarding, and disposal of local government 
assets, to maximise their service delivery 
potential and benefi ts and to minimise 
their related risks and costs over their 
entire life.

• Defi ne asset management practices ap-
propriate to the different categories of 
municipality, given the nature, extent and 
complexity of infrastructure, the fi nancial 
and administrative capacity of the munici-
pality, and other relevant factors.

Table 1. Recommendations for 2014/15 Division of Revenue

Directly related Indirectly related Unrelated
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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 assis-
tance should be provided to municipalities to 
prepare and implement credible infrastruc-
ture asset management plans.

›  Provincial and national authorities must 
increase scrutiny of the operating implica-
tions of capital funding so as to ensure 
that municipalities are able to adequately 
maintain and renew infrastructure.

With respect to developing rural revenue 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 develop-
ment of requisite skills.

›  National and provincial governments 
ensure that grant funding to rural municipali-
ties 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, un-
employment, local politics and land tenure 
issues so that revenue effort is maximised

In the long term
›   Given the skills and resource shortages 
in rural areas, municipalities explore greater 
collaboration with the district municipal-
ity, neighbouring local municipalities and 
provinces to pool resources in order to 
ensure greater regional planning and in-
vestments. Where rural municipalities are 
adjacent to better performing municipalities, 
best practice methods should be shared 
through peer learning arrangements among 
municipalities.

Table 1. Recommendations for 2014/15 Division of Revenue

Directly related Indirectly related Unrelated
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 PART 1
National Levers for Inclusive 
Growth in a Post-Crisis Fiscal 
Response
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1 Countercyclical fi scal policy refers to policy that is moving in the opposite direction to the economic cycle – i.e. fi scal policy 

that increases (decreases) debt and defi cits when the economy is weak (strong).
2 Fiscal consolidation is a policy aimed at reducing government defi cits and debt accumulation (OECD Economic Outlook: 

Sources and Methods http://stats.oecd.org/glossary/detail.asp?ID=984)
3 Production effi ciency refers to the ability to produce a good using the fewest resources possible. Because resources are 

limited, being able to make products effi ciently allows for higher levels of production.

S
outh Africa is an upper-middle income country based on economic criteria (such as gross 
domestic product (GDP) per capita, or the structure of the economy), but its social indica-
tors (such as life expectancy, infant mortality or quality of education) are closer to those 
of a lower-middle or even low income country. Like many other countries, South Africa is 
facing diffi cult times, with high levels of poverty and unemployment and a tepid economic 

growth rate. Slow economic recovery has been exacerbated by the economy’s inability to create jobs 
and other factors, such as recent industrial confl ict and credit downgrades. In addition, renewed de-
celeration in global economic growth presents substantial uncertainties and downside risks to the 
economy. 

All these factors, combined with the narrowing fi scal space1, indicate the need to rebuild the fi scal 
buffers that helped moderate the effects of the 2008/09 recession by giving Government the necessary 
fi scal space to act in a countercyclical manner. With this in mind, the chapters in this section explore 
the role that social spending could play in enhancing national development, given that rising state debt 
in the medium term could possibly threaten the sustainability of public fi nances, which are already 
burdened by rising social expenditure needs. A delicate balance is needed, between minimising the 
impact of defi cit reduction and other forms of fi scal consolidation2 on short-term economic growth, 
and boosting the economy’s long-term growth potential.

The premise of the section is that sound public fi nances are a prerequisite for sustainable economic 
growth and for promoting social welfare. In that regard, “growth friendly” fi scal levers (i.e. a fi scal con-
solidation path that takes into account the trends in economic growth and development) can create 
a solid foundation for economic growth and development in the future and even aid in achieving a 
more even income distribution in South Africa. The Commission’s theme for 2014/15 is Fiscal Levers 
for National Development, and the chapters argue that the social sector can be a strong contributor 
to South Africa’s social wellbeing and economic growth potential. As a result of a number of demo-
graphic, economic and social trends, the sector is being increasingly asked to play a role in delivering 
quality services, in fostering active civic participation, and in providing a mechanism for enhanced 
social cohesion and social capital. Government sees stronger partnering with the sector as part of the 
solution to creating ‘public value’ for the community. The structural reforms proposed in the National 
Development Plan (NDP) and the New Growth Path (NGP) aim to create faster economic growth and 
a more inclusive economy, and imply a strong role for government – proposing a tighter fi scal policy 
combined with a more expansionary monetary policy and labour market reforms.  

The short to medium term fi scal imperatives confronting South Africa today would suggest that: 
(a) fi scal consolidation is unavoidable and cannot be deferred indefi nitely, and hence (b) there is little or 
no room for the introduction of costly new social programmes. In addition, the perception is that social 
spending creates dependency for recipients and perverse incentives (unintended negative outcomes). 
Against these imperatives, this section seeks to understand the potential impact of changes to national 
fi scal levers (social welfare, social grants and higher education) on the South Africa’s economic growth 
potential and on benefi ciaries, by geographic location, age cohort, income group and gender. 

While evidence has suggested that social spending (particularly grants) is fair, has positive effects on 
the economy and reduces poverty, the impact on productive effi ciency3 in the economy is uncertain 
and has not been systematically investigated. The chapters in this section identify several macro-
economic and household-level economic impacts of social spending: (1) changes in labour supply of 
different household members; (2) investments of part of the funds into productive activities, which 
increase the benefi ciary 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. The research also documents three types of local economy impacts: (1) transfers between 
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benefi ciary and ineligible households, (2) effects on local goods and labour markets and (3) macroeco-
nomic (growth) and multiplier effects4 on income and/or welfare. All in all, the fi ndings conclude that 
there are economic benefi ts associated with social spending. 

The inherent danger confronting South Africa today is that longer-term fi scal imperatives could be 
used as reasons to limit the necessary future growth in social spending. As these chapters show, social 
spending is not only household expenditure that enhances the equitable distribution of economic 
wellbeing between generations, but also promotes productive effi ciency, human capital and long-term 
economic growth. This suggests a compelling “developmental state” argument to preserve and protect 
current expenditure levels, even in fi scally austere conditions.

Therefore, the chapters recommend that Government expands coverage and strengthens integrated 
social spending in a fi scally responsible manner, to respond to the multiple and compounding vulner-
abilities faced by children, youths, adults and their families. Such economically and socially balanced 
fi scal consolidation is a tool that can be used not only to close budget defi cits, but also to achieve 
better macroeconomic outcomes (i.e. reduced poverty and inequality, higher productivity, economic 
growth, economic development, etc.), through its focus on public expenditure and revenue reform 
(for example: better or more effi cient use of public revenue, investment of revenue towards achieving 
broader development objectives, targeting public resources to the most vulnerable, etc.). 

4 Multiplier effects on the economy refer to changes in prices, incomes and employment other than the direct effect of the 

change in the policy.
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Rights
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5 Fiscal space can be defi ned as the fi nancial resources available to a government for policy initiatives through the budget and 

related decisions (Schick, 2009:2).
6 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 using its resources fully (i.e. the economy is not at its full 

productive potential).
7 Countercyclical fi scal policy refers to policy that is moving in the opposite direction to the economic cycle – i.e. fi scal policy 

that increases (decreases) debt and defi cits when the economy is weak (strong).
8 Although the South African Government has reiterated its commitment to fi scal consolidation, the Commission noted in its 

response to the 2012 Medium Term Budget Policy Statement (MTBPS) that the pace of fi scal consolidation has slowed down 

signifi cantly since 2009. This may potentially undermine Government’s plans, particularly in the eyes of the international 

community.
9 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 fi scal discipline at the expense of future growth (i.e. would have undermined economic growth). This 

example serves to illustrate that achieving a growth-friendly fi scal consolidation is a delicate exercise that requires balancing 

social objectives and economic objectives, which may at times be mutually contradictory. Thus, such a fi scal consolidation 

would need to be built around some social compact. Sustaining growth and preserving a fi scal compact in an era of fi scal 

consolidation will require a strong political consensus, so that sacrifi ces can be made in the short run in order to achieve 

economic growth and development in the medium to long run.
10 Fiscal policy is concerned with (i) allocation of resources, (ii) effi ciency 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).

1.1 Introduction 

Currently, South Africa’s fi scal space5 is narrowing. Since the 2008/09 crisis, fi scal policy (together with a 
helpful monetary policy that has kept interest rates low over the same period) provided stimulus aimed 
at improving weak demand and the negative output gap.6 However, economic recovery in South Africa 
has been slow and exacerbated by the economy’s inability to create jobs as well as by other factors, 
such as recent industrial unrest and credit downgrades. In addition, renewed deceleration in global 
economic growth presents substantial uncertainties and downside risks to the South African economy. 
All these factors, combined with the narrowing fi scal space, further indicate the need to rebuild the 
fi scal buffers that helped to moderate the effects of the 2008/09 recession by giving Government the 
necessary fi scal space to act in a countercyclical manner.7  With the above in mind, a thoughtful debate 
is warranted on the optimal approach to fi scal consolidation in South Africa8, especially as the growing 
state debt in the medium term poses a risk to the sustainability of public fi nances, which are already 
burdened by rising social expenditure needs.

Government is already investigating alternative initiatives aimed at bolstering the credibility of 
long-term fi scal sustainability. These initiatives include fi scal guidelines and long-term fi scal reporting, 
measures that the Commission supports, as indicated in the Annual Submission for the 2012/13 
Division of Revenue.

Sound public fi nances are a prerequisite for sustainable economic growth and for maintaining welfare. 
Therefore, growth-friendly fi scal consolidation (i.e. a fi scal consolidation path that takes in account 
economic growth and development trends) can create a solid foundation for future growth and even 
help achieve a more even income distribution in South Africa9. The Commission’s theme for 2014/15 
is Fiscal Levers for National Development. Growth-friendly fi scal consolidation is one of the levers that 
could be used to unlock long-run economic development in South Africa, while mitigating the impact 
on short-run growth as much as possible. The structural reforms proposed in the National Develop-
ment Plan (NDP) and the New Growth Path (NGP) are aimed at creating faster economic growth and 
a more inclusive economy, and imply a strong role for government – proposing a tighter fi scal policy 
combined with a looser monetary policy and labour market reforms. Fiscal policy10 is crucial to these 
strategies because it has the potential to infl uence economic growth through its effect on private 
sector behaviour and on (human and physical) capital formation.  

Fiscal consolidation is a tool that can be used to close budget defi cits and to achieve better macro-
economic outcomes (i.e. higher productivity, economic growth, economic development, etc.) through 
its focus on public expenditure and revenue reform. For example, through using public revenue more 
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Variable PIP Posterior 
mean Posterior SD

Intercept 100 0.826 7.362

Infl ation 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

Government subsidies (gsub) 4 0.000 0.003

Table 1: Impact of Different Levers on Successful Fiscal Consolidation 

effi ciently, investing revenue to achieve Government’s broader development objectives, and targeting 
public resources to the most vulnerable, etc. Public expenditure reform is particularly important in 
the current South African context, as the government is making efforts to change the composition of 
expenditure through tapping into savings in the fi scal framework, in order to encourage productive 
expenditure (e.g. infrastructure investment) while maintaining social support to vulnerable groups.

This chapter focuses on whether the government should consolidate the budget through spending 
cuts (and if so, what spending cuts?), tax increases (and if so, what tax increases?) or by decreas-
ing debt. The approach taken is to disaggregate the components of the budget and state debt and 
examine their effects on the budget consolidation process and also on economic growth. The two 
primary objectives are to examine (i) what economic factors are important (i.e. contribute positively or 
negatively) to fi scal consolidation, and (ii) what combinations of these factors are most likely to achieve 
a growth-friendly fi scal consolidation in South Africa?11

1.2 Findings and Analysis: Levers for Successful Fiscal Consolidation

This chapter defi nes a successful fi scal consolidation as the simultaneous reduction in the budget 
defi cit, reduction in the overall level of debt and increase in GDP growth. The effects of different tax 
and expenditure levers on fi scal consolidation are examined. Table 1 summarises the main results.

As Table 1 shows, government consumption, VAT rates, infl ation and the output gap are the most 
consistent variables that explain fi scal consolidation in South Africa. The two most signifi cant fi scal 
variables that have an impact on fi scal consolidation are government consumption and VAT rates. An 
increase in government consumption (which mainly consists of the government wage bill) decreases 
the probability of fi scal consolidation. This fi nding is consistent with conventional wisdom: that a 
decrease in the public sector wage bill would result in a more successful fi scal consolidation. In-
creasing the VAT rate also increases the probability of a successful consolidation. VAT is a fl at 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 personal and corporate income tax (PIT and CIT) 
decreases the probability of a successful fi scal consolidation. This implies that increasing PIT and CIT 
rates does not necessarily lead to higher tax collection, and that tax payers could possibly be diversify-
ing their income into other types of taxes with preferential rates. Infl ation has a negative relationship 
with the fi scal consolidation variable. One argument is that infl ation should increase the probability of 
a successful fi scal consolidation, as it erodes real debt and defi cit. However, strict infl ation targeters 
increase interest rates with increases in infl ation. In turn, an increase in interest rates increases debt 

Notes: Commission’s 
estimations. PIP refers to the 

inclusion probabilities. The 
posterior mean represents 

the average coeffi cient value 
for the relevant variable with 

the standard deviations (i.e. 
Posterior SD) presented in 

the last column.

11 The Technical Report (Chapter 1) contains more detailed discussion of the relevant literature, research methodology and 

results discussed in this section.
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service costs and, hence, results in a higher debt and defi cit. Furthermore, higher infl ation decreases 
economic growth. Thus it would appear that the infl ation effect in this model justifi es the stance for an 
accommodative monetary policy (i.e. monetary policy that tolerates a certain level of infl ation).

The results suggest that reducing government expenditure (consisting mainly of the government wage 
bill) and increasing VAT are the best way of consolidating the budget without damaging economic 
growth in South Africa. The fi rst result is a welcome fi nding, particularly as Government has committed 
itself to managing the increases in the public sector wage bill as part of its expenditure reprioritisation 
programme. If implemented successfully, over the medium term this may effectively relieve some of 
the pressure on the fi scal envelope. The second result is potentially unpopular because VAT can be 
considered a regressive tax, being a burden that is 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 considered as 
a fi scal consolidation instrument in South Africa because it is only one component of a broader fi scal 
framework used to achieve redistribution objectives.12 The discussion on 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 signifi cant relief 
to the poor.

1.3 Conclusion

This chapter addresses the question of which fi scal levers would be best used to successfully con-
solidate the budget in South Africa. 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 in South Africa. This chapter broadens the conventional defi nition of fi scal consolidation (i.e. 
debt reduction) to incorporate the effect of fi scal consolidation on GDP. This is done in a framework that 
analyses consolidation in an uncertain economic climate. 

1.4 Recommendations

With respect to fi scal 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 fi scal consolidation in South 
Africa. More effort must be made to improve the effectiveness of public fi nances, through greater 
and more rigorous oversight to ensure the elimination of fruitless, wasteful, and unauthorised 
expenditure, and corrupt practices in managing public fi nances. 

• Government explicitly considers economic growth as an important factor for fi scal consolidation 
in South Africa. The most obvious manner in which South Africa could improve its fi scal situation 
is if the economy grew faster. This would help generate higher growth in tax revenue and thus 
budget defi cits could decline a lot faster, and public debt would begin to reduce accordingly.

12 This is essentially an issue that has to do with creating an optimal tax framework, which falls beyond the scope of this paper. 

In theory, negative distributional 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 taxes.
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2.1 Introduction

South Africa is an upper-middle income country based on economic factors (such as GDP per capita 
or the structure of the economy), but its social indicators (including life expectancy, infant mortality 
or quality of education) are closer to those of a lower-middle or even low income country. Despite 
Government giving priority to reducing poverty and inequality since the end of the apartheid era in 
1994, most studies confi rm that income poverty increased in South Africa between 1993 and 2000, 
since when it has declined only marginally. Yet in recent years, social grants have expanded greatly, 
aimed particularly 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 the Constitution (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. In recent years, 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 years; 
since 2010 the age of eligibility is 18 years (SASSA, 2010). As of 31 March 2011, an estimated 10 977 000 
benefi ciaries receive the CSG, which since 1 April 2012 amounts to R280 per month (National Treasury, 
2011). The importance and scale of the CSG mean that any changes related to the grant will have an 
impact on the economy. This chapter assesses the impact of two potential developments over the next 
few years: (1) the number of benefi ciaries is likely to increase by two million; (2) the value of the grant is 
also expected to rise. Both these developments will have an impact on poverty severity, incidence and 
depth, thereby directly affecting prospects for meeting the National Development Plan (NDP) goals of 
eliminating poverty in all its forms by 2030. 

In the short to medium term, South Africa faces two fi scal imperatives: (a) fi scal consolidation is una-
voidable, 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 into 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 effi ciency13  
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. 

Social grants can have a number of macroeconomic and household-level impacts, which are described 
in section 2.3. This chapter focuses on the multiplier14 effects of social grants on income and/or welfare. 
It looks at the potential effects of changes in the CSG scheme on South African households and on the 
economy.

13 Production effi ciency measures whether the economy is producing as much as possible without wasting precious resources.
14 Multiplier effects on the economy refer to changes in prices, incomes and employment other than the direct effect of the 

change in the policy.
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2.2 Overview of Social Grants in South Africa

2.2.1 Reach of the CSG

When the CSG was introduced, the goal was to reach three million children within fi ve years. Fourteen 
years later, the CSG has over 10 million benefi ciaries and is the largest social assistance programme 
in South Africa and one of the largest globally. Table 2 shows the number of benefi ciaries, by type of 
social grant, from 2008 projected to 2015. 

 Table 2: Social Grants Benefi ciary Numbers by Type and Province, 2008/07–2014/15 in thousands

 2008/09  2009/10  2010/11  2011/12  2012/13*  2013/14* 2014/15* % Growth

Type of grant Projec-
tions per year

Old-age 2.344 2.49 2.647 2724 2.773 2.835 2.881 3.5% 

War veterans 2 1 1 1 1 1 1 -10.9% 

Disability 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% 

Child support 8.765 9.381 10.154 10.903 11.301 11.549 11.659 4.9% 

Total 13.066 13.779 14.625 15.568 16.069 16.491 16.758 4.2% 

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

Table 2 clearly shows that the CSG has the highest number of benefi ciaries, growing annually by 4.9 per 
cent over the period. This growth has continued despite many implementation challenges, including 
the lack of equipment in many offi ces, under-staffi ng of welfare offi ces, lack of uniformity in the ap-
plication process across provinces and offi ces, problems with accessing vital registration documents 
(for example, identity documents and birth certifi cates) and diffi culties in providing postal addresses 
(Eyal and and Woolard, 2011). 

Although the number of benefi ciaries 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 much 
higher proportion than for any other group (SALDRU, 2008), while disproportionately fewer younger 
(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 the lack of 
documentation as the biggest barrier. According to SASSA, 2.1 million children (or 27% of those eligible) 
did not receive the CSG in 2008.

Table 3 shows the CSG benefi ciaries at regional level. KwaZulu-Natal and the Eastern Cape have the 
highest number of children who benefi t from the CSG, with children under seven years being the 
largest age group. The fi gures 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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Key: EC – Eastern Cape; FS – Free State; GAU – Gauteng; KZN – KwaZulu-Natal; Lim – Limpopo; MPU – Mpumalanga; NW –NorthWest; 
NC – Northern Cape; WC – Western Cape
Source: SASSA (2011).

Source: 
Eyal and Woolard (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 

 Table 3: Number of Child Support Grants by Age and Province as at 30 June 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
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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 fl uid 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 defi ned 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 signifi cant 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 repre-
sents approximately 3.5% of GDP, an increase of 1.5% since 1994 (Laryea-Adjeiet al., 2011; Seeking, 
2007). 

 2008/09  2009/10  2010/11  2011/12  2012/13  2013/14 2014/15 % Growth 

R million Actual Revised 
estimate Projected per year

Old-age 25.934 29.826 33.751 37.318 39.323 42.526 45.823 10.0% 

War veterans 20 17 14 12 13 10 11 -9.8% 

Disability 16.474 16.567 16.840 17.834 19.152 20.410 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 2.270 9.9% 

Child support 22.348 26.670 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% 

Total 70.715 79.260 87.493 96.703 104.888 113.208 121.982 9.5% 

Province

Eastern Cape 12.557 13.914 15.281 16.761 18.119 19.556 21.073

Free State 4.573 5.055 5.530 6.234 6.698 7.229 7.790

Gauteng 8.289 9.390 10.539 11.871 13.03 14.063 15.153

Kw aZulu-Natal 17.590 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 16.410

Mpumalanga 4.943 5.567 6.024 7.431 7.558 8.157 8.790

Northern Cape 5.711 2.227 2.497 2.816 3.021 3.260 3.514

North West 1.962 6.366 6.869 7.241 7.851 8.474 9.131

Western Cape 5.434 6.432 7.460 8.524 9.199 9.930 10.698

Total 70.715 79.260 87.493 96.703 104.888 113.208 121.982

 Table 5: Social Grants Expenditure by Type and Province, (2007/08–2013/14)

Source: National Treasury (2012)
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 Table 6: Child Grant Cost Projections (millions 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

Seeking (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).

Source: National Treasury 
(2009; 2011; 2012)
*Projections

2.3 Analysis and Findings

The household-level impacts of social grants come from:
(1) changes in labour supply of different household members, 
(2) investing part of the funds into productive activities, which increase the benefi ciary house-

 hold’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 benefi ciary and ineligible households, 
(2) effects on local goods and labour markets, and 
(3) multiplier effects on income and/or welfare. 

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

1. Simulation 1 (sim1): A 20% increase in the value of the CSG for people already benefi ting from the 
transfer. 

2. Simulation 2 (sim2): An increase of two million in the number of benefi ciaries (eligible children).

3. Simulation 3 (sim3): Combination of sim1 and sim2, so that the additional benefi ciaries from sim2 
also benefi t from a 20% increase of the CSG from sim1.
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BOTTOM -UP/TOP-DOWN MODELLING APPROACH

STEP 3: MICRO MODELING FOR POVERTY ESTIMATIONS

STEP 2: (MACRO) CGE MODELING

STEP 1: ECONOMETRIC MODELING

Changes in poverty and inequality levels

Variables: Changes in volumes of consumption and production, prices, 
employment, etc.

Variables: Prices and income elasticity of consumption categories; Elasticities 
of labour force participation; new consumption and labour force participation 

vectors following the policy simulations.

Figure 1 summarises the modelling framework. Step 1 is micro-simulation modelling, which involves 
the following variables:

i. Estimation of consumer prices and income elasticities and simulation of the effect of a change in 
 CSG on consumption patterns

ii. 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 Computable General Equilibrium (CGE) 
model15, 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 are then inserted into 
the micro model in order to produce changes in poverty and inequality following reform of the CSG 
scheme (Step 3). 

Figure 1: Modelling Framework

A positive link was found between the CSG and the probability of participating in the labour force. 
The grant-receiving household’s income increases, as a result of the positive impact on the labour 
market and of the increase in the transfers received. Government’s income also increases because of 
an increase in direct taxes, consumption and production taxes. However, the increase in transfers (i.e. 
the increase of the CSG) means that the government’s savings decrease, which leads to a decrease in 
total investment. 

15 A CGE model is a multi-market model based on real-world data of one or several economies or regions. It simulates a 

working economy by incorporating various institutional and structural characteristics that simple analysis fails to capture. The 

prices and quantities of all goods and factors are determined simultaneously in every market – hence G for “general”– by the 

need to equate supply with demand – hence E for “equilibrium”. The system of equations is simultaneously solved using a 

numerical database arranged in a matrix format called a Social Accounting Matrix (SAM), and a computer with appropriate 

software – hence C for “computable”.
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For poverty measures and inequality, the direct effects of the change in the CSG were found to have 
higher impacts than indirect effects. This is consistent with the fact that grants are a large part of 
incomes for households living in poverty. The CSG results in a strong improvement in the poverty 
incidence, poverty gap, and poverty severity, as well as inequality measured by the Gini index.16 The 
results at a regional level show different impacts. The CSG reforms leads to an improvement in house-
holds’ welfare in rural formal, tribal authority and urban informal areas. However, for households living 
in formal urban areas, poverty is hardly affected by a 20% increase in CSG but is reduced when the 
excluded children are included in the system. Under this scenario, children living in households that 
were not CSG benefi ciaries in the base year substantially improve their welfare. The results also show 
that African and Coloured households benefi t the most from the proposed CGS reforms, while Whites 
are not affected. Indians largely benefi t from a 20% increase in the value of the CSG, with a reduction 
in the number of people living below the poverty line (a large part of Indian households receiving the 
CSG live around the poverty line).

Thus, the study provides clear evidence suggesting benefi ts of improving the CSG amount and 
coverage. 

2.4 Conclusion

The chapter examines the impact of the CSG on the South African economy using a bottom–up/top–
down modelling approach. The potential effects of a change in the CSG on South African households’ 
welfare and on the economy are estimated. Three simulation scenarios are presented: in simulation 1 
the value of the CSG is increased by 20%, in simulation 2 the number of benefi ciaries among the eligible 
children is increased by two million, while simulation 3 combines the fi rst 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, and 
households’ 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 fi scal imperatives could be used 
as reasons to limit necessary future growth in spending on the CSG. At the economy-wide level, the 
results from this study challenge the often-held view that these grants are squandered on non-pro-
ductive consumption. The chapter shows in no uncertain terms that even these modest reforms have 
a signifi cant impact on children and households. The CSG is a consumption expenditure that enhances 
intergenerational equity and also promotes productive effi ciency and human capital. This suggests a 
compelling “developmental state” argument to preserve and protect current expenditure levels even 
in fi scally austere conditions.

In light of the positive impacts on inequality and poverty highlighted, child-focused budget monitoring 
must continue in the medium term, in order to ensure that child-focused spending remains a priority. 
The Commission is of the view that Government should expand coverage and strengthen integrated 
social protection systems to respond to the multiple and compounding vulnerabilities faced by children 
and their families. However, given the extent of child poverty, much more still needs to be done.

16 The Gini index is a measurement of the income distribution of a country’s residents. This number, which ranges between 0 

and 1 and is based on residents’ net income, helps defi ne the gap between the rich and the poor, with 0 representing perfect 

equality and 1 representing perfect inequality.
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2.5 Recommendations

With respect to the social protection sector in terms of social and economic value, the Com-
mission 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 fi scal consolidation because of the social and economic 
benefi ts.

• 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 longstanding reform of the social security 
system because of the signifi cant effects on reducing child poverty. 

• National Treasury provides advice to departments and agencies working with children on de-
veloping 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 unifi ed outcomes framework of related agencies because of 
synergies with related programmes.
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CHAPTER 3

Funding of the South African Further 
Education and Training Sector
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3.1 Introduction

A well-functioning post-school education system is a key lever to break out of poverty and inequality 
and sustain a higher development trajectory. With drastically high domestic unemployment and global 
economic instability, school leavers are about to enter a world that is racked with uncertainty and 
fragility; a world where they will need every opportunity to get ahead. To that end, higher education is 
crucial. It gives young people a chance to continue their studies at tertiary level, opening the door to 
all kinds of knowledge-intensive jobs and personal growth opportunities, gaining the skills sought after 
by many employers and essential for entrepreneurship.

An effective further education and training (FET) college system is a critical component of a well-
established, good quality, post-school education system. As the National Development Plan (NDP) rec-
ognises, 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 in turn improves the 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 considera-
tion 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 of the 
fi scal and fi nancial implications before assigning the power or function to another sphere of govern-
ment. This chapter presents an overview of key issues in fi nancing the FET function and lays the 
foundation for the anticipated and ongoing shift, looking at how to maximise potential benefi ts and 
mitigate fi nancial and fi scal risks.

3.2 Provision of and Participation in FET Nationally

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 7 shows the number and proportion of 19–24 year olds enrolled in FET 
colleges out of the total population of the same age.

Funding of the South African Further Education and 
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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%

Table 7:  Participation of 19–24 Year Olds in FET College Education Per Province – 2011

Source: StatsSA (2011) Mid-year population estimates 2011; DHET (2011) Public FET Annual Survey

As Table 7 shows, nationally only 4.2 per cent of youth aged 19–24 years enrolled in FET colleges in 
2011.17  Of these youth, the highest participation rate was in the Free State (6.6 per cent), followed by 
Gauteng (6.1 per cent), and the Western Cape (5.2 per cent). The lowest percentages were in Mpuma-
langa (2.2 per cent), the Eastern Cape (2.8 per cent), North West (3.2 per cent) and KwaZulu-Natal (3.4 
per cent). 

3.3 Assessment of Plan and Progress for the Transfer Shift

The FET Colleges Act 16 of 2006 was amended by the FET Colleges Amendment Act of 2012, which 
shifts 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 are 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, Sector Education and Training and Authorities (SETAs) and universities. Enhancing 
institutional coordination between FET colleges and 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 qualifi cations in the sector. Finally, college funding would be equitable and 
consistent across provinces, and employment contracts and programme offerings would be stand-
ardised. 

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.

17 Note that this analysis focuses mainly on access issues, not other elements of FET performance such as quality, through-put 

rates, diversity etc., which can be found in the Technical Report on which this Submission is based.
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• 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 (PTTTs) 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 8.

A comprehensive migration plan is in place, and progress made is suffi cient to ensure that the FET 
colleges can continue with their daily operations during the migration process. The DHET decided 
to transfer fi rst 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.

The migration is one angle. Another is the need to reformulate the funding and delivery of the FET 
function, with its transfer from provincial to national sphere. Simply transferring the function without 
addressing the pre-existing fi nancing challenges could prevent the potential benefi ts of the function 
shift from being realised. The fi nancial model must therefore be optimised, including baselines.

MANAGEMENT AREAS

1. Human 
Resource 2. Finance 3. Governance and 

Management 4. Legal 5. IT and 
Infrastructure

6. Assets and 
Liabilities

1.1  Management 
staff

2.1  Funding sources 
and distribution

3.1  College Councils 4.1  Drafting of 
Protocols and getting 
them signed

5.1  Survey of IT 
management and 
Infrastructure

6.1  Identifi cation 
of assets (including 
leased assets) and  
title deeds for Land 
and Buildings to be 
transferred

1.2  Non-manage-
ment staff

2.2  Financial 
commitments

3.2  Strategic planning, 
coordination and 
annual reporting

5.2  Setting up Local 
Area Network in 
each province

6.2  Transfer of 
assets (including 
leased assets)

1.3  Secondment of 
provincial staff

2.3  Funding norms 
and standards

3.3  Operational 
planning for FET 
colleges enrolment 
and funding thereof

5.3  Data 
management

6.3  Register of title 
deeds for land and 
buildings

1.4  Transfer of 
provincial staff

2.4  Financial 
management and 
reporting systems

3.4  Monitoring and 
evaluation

1.5  Appointment of 
Administrators

1.6  Post provisioning 
model

Table 8: Management Areas of the Migration Strategy Micro-Plan

Source: DHET (2013e). Migration Plan Version 5, Further Education and Training College Amendment Act, 2012.
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Source: Commission’s calculations

Source: Commission’s 
calculations

3.4 Assessment of Adequacy of FET Colleges Funding

Figure 2 shows the average annual growth rate of Medium Term Expenditure Framework (MTEF) al-
locations to FET colleges. Over the last three years, support for colleges has grown signifi cantly, 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). 

Western Cape

Total

0% 5% 10% 15% 20% 25%

KwaZulu Natal

Northern Cape

Limpopo

Mpumalanga

North West

Gauteng

Free State

Eastern Cape 12,0%

12,4%

12,6%

11,6%

11,0%

10,7%

19,1%

14,7%

12,8%

14,3%

Figure 2: Average Annual Growth Rate of MTEF Allocations (2010/11–2013/14)

As Figure 3 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 fi nancial allocation trends for 
FET college education include the fi nancial assistance to poor students, which has increased four-fold 
– from R318 million in 2010 to R1.7 billion in 2012.

Figure 3: Provincial Distribution of MTEF Allocation Estimates for 2015/16
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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 the 
reported student enrolment and the related programme cost. Provinces then determined allocations 
to FET colleges, and these allocations were adjusted annually by the consumer price index (CPIX). 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 full-time equivalent 
(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 9 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 Offi ce Administration (R23,191). 
The DHET funds the NC(V) programmes according to the subsidy component of the cost of the 
specifi c programme. The Report 191 programmes18 are funded according to three groups: engineering 
programmes, non-engineering programmes and service programme, with one rate for each group. 

18 Report 191 contains the programme requirements for current technical college education in the Republic of South Africa. 

The Report serves as a manual and is an educational policy document, which lists all instructional programmes approved by 

the Minister of Higher Education and Training.

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 offi ce 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 & 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 & 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 & 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

Offi ce 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

Table 9: Indicative Funding Weights Based on the Subsidy Component of the Programme Costs for 
2013, NC(V) and Report 191 Programmes

Source: DHET (2013c) Final Budget Allocation - FET Colleges - 11 March 2013. Weighted FTEs calculated.
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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 10 comprise the funding weights of the NC(V) and Report 191 programmes, which are calcu-
lated relative to the subsidy component of the cost of the NC(V) programme in Offi ce Administration.

Table 10 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 CPIX increases. 

The fi nancial 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 fi nancial instability of FET colleges in 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 ade-
quately to prevent any college losing funding. In a stringent fi scal 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 11 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 CPIX adjustments. The 
shortage of R1.144 billion refl ects 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 insuffi cient. 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 
refl ects historical allocations to FET college education, which were clearly too low in the Northern 
Cape, KwaZulu-Natal, Limpopo, Free State and North West Province. However, redistributing the pool of 
available funding equitably to all provinces would disadvantage colleges in provinces where more ap-
propriate 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. What is critical, when channelling additional funding to the sector, is to ensure 
that the funds are spent effectively and effi ciently. To this end, the fi scal governance and fi nancial 
health of individual FET colleges are absolutely essential. 

Province Weighted 
FTEs NC(V)

Weighted 
FTEs

Weighted 
FTEs Total 

weighted 
FTEs 

2013/14 
Funding 

allocation

Allocation 
per 

weighted 
FTE

Deviation 
from 

average
Report 191 Report 191

N1 - N3 N4 - N6

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

Kwa-Zulu 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

Total 209 091.75 11 606.97 41 809.72 262 508.44 R 5 455 868 000 R 20 784 R0

Table 10: Summary of Calculated Weighted Funded FTEs for NC(V) and Report 191 Funded FTE 
Enrolments as at February 20113, per Province and Programme

Source: DHET (2013c) Final Budget Allocation – FET Colleges – 11 March 2013. Weighted FTEs calculated.
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When evaluating the effectiveness of the current framework and funding of the FET college sector, 
having an overall picture of the fi nancial health of the colleges is important. Using information from the 
annual fi nancial statements (DHET, 2013a), the fi nancial health of the FET colleges was determined by 
testing the following criteria for the period 2009–2011:

• Unqualifi ed 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 fi nancial statements were provided for 48 out of 50 FET colleges. No annual fi nancial state-
ments were provided for two colleges in KwaZulu-Natal (Mthashana and Thekwini). 

2. Eleven colleges had qualifi ed audits.

3. Thirteen (27 per cent) colleges were not in a sound fi nancial position, including the four colleges in 
the Free State. The fi nancial health of three other colleges could not be determined.

4. Of the colleges that were not in a sound fi nancial 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 not 
to be in a fi nancially sound 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 are highly dependent 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 fi gure 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 the 
Gauteng Province.

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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3.5 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 skill base. The provision of FET college 
education has been very uneven across provinces, and so future expansions need to ensure that a 
more equitable spread across provinces is attained. The sector is facing governance and management 
problems, especially with regard to fi nancial management. Financial accountability in the sector needs 
serious attention, to ensure that any additional funding to the sector will be used effectively and ef-
fi ciently.

3.6 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:
o Baseline funding does not perpetuate past underfunding of the function in certain provinces
o Additional allocations are used to achieve a more equitable funding regime across the
 provinces.
o 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 fi nancial reporting, designed in a manner that ensures the DHET can 
proactively monitor the fi nancial health of FET colleges. This should be complemented by holistic 
interventions to improve fi scal governance in FET colleges including recruitment of appropriate 
skills, ongoing training, and credible fi nancial systems and processes
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Financing Research in Higher 
Education 
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4.1 Introduction

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 gross 
domestic product (GDP) was more than three times that of all other sub-Saharan African countries 
together (UNESCO, 2011). However, despite a signifi cant increase in total expenditure on research and 
development, South Africa’s GERD as a percentage of GDP is still relatively low when compared with 
some BRIC countries, such as Brazil, Russia and China. 

As a country with the vision of becoming a knowledge-based economy, research and development 
play important roles in restructuring the economy in South Africa. The White Paper on Higher Education 
and Training acknowledges the crucial role of research in producing, advancing and disseminating 
knowledge, and developing high-level human resources. This landmark document considers research 
to be the principal tool for creating new knowledge. It also recognises the role of research in providing 
a mechanism for newly created knowledge to be disseminated through teaching at both undergradu-
ate and postgraduate levels. The Department of Science and Technology (DST) also highlights the 
importance of research and innovation for South Africa, in its National Research and Development 
Strategy and Ten-Year Innovation Plan: Innovation towards a Knowledge-Based Economy, 2008–2018 
(DST, 2007). The innovation plan was developed to help South Africa transform into a knowledge-based 
economy, in which the production and dissemination of knowledge drives economic benefi ts and 
enriches all fi eld of human endeavours.

Yet despite the crucial role that research plays, research funding across all disciplines 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.

In 2004 South Africa introduced a new funding framework (NFF) for research and tuition in all institu-
tions of higher education. According to the NFF, an institution’s research output grant for any funding 
year is dependent on: (a) actual totals of research graduates and research publication units for the 
year n-2; and (b) total research outputs that an institution is expected to produce in terms of the 
national benchmarks (MHET, 2004). However, since the NFF was introduced in 2004, little research has 
been conducted to evaluate the funding framework’s effectiveness, and whether the actual research 
outputs from universities and technikons have increased signifi cantly.19 

Therefore, 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 for research 
has yielded the desired outcome of increasing research outputs in South Africa. 

4.2 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 identifi ed a 
number of strategic policy priorities:

• Increasing the outputs of postgraduates, particularly Master’s and doctoral graduates.
• Increasing research outputs.

Financing Research in Higher Education
C

H
A

PT
ER

 4

* Total expenditure on research and development performed during a given period in a country. 
19 This applies to both the research outputs produced from accredited publications, such as journal articles, books, book 

chapters and conference proceedings, as well as those from the Master’s and doctoral degree graduates.
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• Sustaining existing research capacity and strengths and creating new centres of excellence and 
niche areas in institutions with demonstrable research capacity or potential.

In the following subsections, the effectiveness of the NFF is evaluated, particularly its effect on stimu-
lating performance of research in these priority areas. 

4.2.1 Graduate Outputs

Since the NFF was introduced, the number of graduates and enrolments in Master’s degrees at public 
universities has increased overall (see Table 12). 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. 
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 signifi cant 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 signifi cantly in 2001, 2006 and 2008.

Year Total 
enrolments

% increase in 
total 

enrolments

Total graduates 
produced

% increase in 
total graduates 

produced

2000 31701 - 6096 -

2001 34868 9.99 6478 6.27

2002 39189 12.39 6919 6.81

2003 43435 10.83 7501 8.41

2004 45327 4.36 7890 5.19

2005 44315 -2.23 8018 1.62

2006 42899 -3.20 7883 -1.68

2007 41164 -4.04 7513 -4.69

2008 41711 1.33 7514 0.01

2009 43723 4.82 8112 7.96

2010 46699 6.81 8633 6.42

2011 48873 4.66 9690 12.24

Table 12: Enrolments and Graduates with Research Master’s Degrees (2000-2011)

Source: FFC own computa-
tions from the Department of 
Higher Education and Training 
(2012)

Following the introduction of the NFF, the total number of doctoral enrolments in all public universities 
increased signifi cantly, by 54 per cent, from 8 315 in 2003 to 12832 in 2011. The number of doctoral 
graduates also increased, from 1 045 in 2003 to 1 576 in 2011, which represents an increase of 50.8 
per cent. Table 13 shows the doctoral enrolments and graduates in South African public universities 
during the period 2000–2011.

(see Table 13 on page 50)
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Department of Higher 
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Training (2012)

Figure 4: Distribution of Master’s Graduates (2000–2009)
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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 signifi cant 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 signifi cantly in 2001, 2006 and 2008.

Several factors could have contributed to these fl uctuations. (1) During this period postgraduate cur-
riculums were re-aligned, which could have forced some universities to phase out some postgraduate 
programmes. (2) After merging, universities underwent a period of restructuring and right-sizing, which 
could have slowed down (to some extent) the recruitment of students and academic staff. (3) The way 
in which some universities implemented the NFF post-2003. For example, some universities intro-
duced research incentives for accredited publications but failed to give research incentives for suc-
cessful supervision, which became a disincentive for effective supervision of postgraduate students. 

As expected, the top fi ve universities dominate the overall Master’s and doctoral research outputs: the 
universities of Pretoria, Stellenbosch, Cape Town, Witwatersrand and KwaZulu-Natal. Figures 4 and 5 
give a breakdown of the contributions of the top fi ve universities, compared with the other universities.

Year Total 
enrolments

% annual 
increase in total 

enrolments

Total graduates 
produced

% annual 
increase in 

total graduates 
produced

2000 6423 - 961 -

2001 6996 8.92 897 -6.66

2002 7716 10.29 969 8.03

2003 8315 7.76 1045 7.84

2004 9104 9.49 1104 5.65

2005 9434 3.62 1189 7.70

2006 9828 4.18 1100 -7.49

2007 10048 2.24 1274 15.82

2008 9994 -0.54 1182 -7.22

2009 10529 5.35 1380 16.75

2010 11590 10.08 1421 2.97

2011 12832 10.72 1576 10.91

Table 13: Doctoral Enrolments and Graduates (2000-2011)
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Figure 5: Distribution of Doctoral Graduates in South Africa (2000–2009)
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Figure 6: South African Publication Outputs (2000–2011)

4.2.2 Publications Outputs

Since the introduction of the NFF, publications in both local and international journals have increased 
signifi cantly. During the past 12 years, South African public universities produced a total of 90 466 
publications. Like for Master’s and doctoral students, the top fi ve universities produced the bulk (60.5 
per cent) of the publications between 2004 and 2011.The remaining 39.5 per cent of the total outputs 
were shared among the other 18 universities. Figure 6 shows South African publications outputs, by 
articles, books and conference proceedings during the period 2000–2011
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Figure 7: Per Capita Publication by all South African Public Universities (2000–2011)

Source: DHET (2009; 2012)

4.2.3 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 in 2003 to 1.25 units per 
capita in 201120. 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 7 shows the average per capita research 
output by all public universities for the period 2000–2011. 

20 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.

4.2.4 International Visibility and Quality of South African Research Outputs

Apart from the signifi cant 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. This 
is based on, among others, the number of citable documents published in internationally accredited 
journals, the number of newly National Research Foundation (NRF) rated researchers, and the quality 
of their ratings. The indicators shown in Table 14 may not be perfect for measuring the quality of these 
research outputs, but they do give some indication of the rigour of the research outputs.
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Source: SCImago (2012); 
NRF (2012)

Table 14: Comparison of Indicators 2003/04 and 2011/12

Indicator 2003/2004 2011/2012

Number of citable documents published in 
Scopus-related journals

5 123 11 505

International ranking 37 35

Number of NRF-rated researchers 1 385 2 471

Number of ‘A’ rated researchers 50 89

4.3 Higher Education Research Expenditure Analysis

4.3.1 Expenditure from the DHET

According to the DHET’s NFF, two parameters are used to determine an institution’s research grant 
(Minister of Education, 2004): 

(i) Actual totals of research graduates and research publication units produced by a university during 
the year n-2; and 

(ii) Total of the research outputs that a university should produce in terms of the national bench-
marks. 

On the basis of these two parameters, the DHET’s annual research grants to higher education institu-
tions 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 underperformed, i.e. have not met their research output 
targets. The main motivation for introducing this development grant was to cushion universities, which 
have been underperforming in research (especially the historically disadvantaged universities), from 
huge subsidy losses occasioned by the introduction of the new funding formula. During the funding 
migration period (i.e. 2004–2006), the development grant allocated to universities was supposed to be 
automatically added to their block grants. However, after the migration period, every underperforming 
university – 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) for 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 15 shows the 
increases in total research grants for this period.

(See Table 15 on page 54)

The top fi ve 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 8 shows the percentage of actual and research development grants allocated to public universi-
ties for 2004–2012. Research output targets across public universities (2004–2011)

(See Figure 8 on page 54)
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Figure 8: Actual and Research Development Grants Allocated to Public Universities (2004–2012)

Source: Computed from the 
DHET Report (2013) Research output targets across public universities (2004–2011)

Although the NFF has led to a signifi cant increase in the number of research outputs, the majority of 
public universities are not meeting their targets. As a result, some universities received a research 
development grant that was higher than the actual (earned) output grant –a clear indication of their 
underperformance in research outputs. During 2004–2011, only six out of the 17 public universities 
produced an average of 1.25 research outputs per capita. These were the University of Stellenbosch, 
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 for the universities of tech-
nology, as none of them reached the target of 0.50 research outputs. The best performing universities 
of technology were the Tshwane University of Technology and the Central University of Technology, 
with per capita research outputs of 0.34 and 0.31, respectively. Figures 9 and 10 illustrate the devia-
tions of the average per capita research output from the expected normative per capital output, for 
universities and universities of technology respectively. 

Source: DHET (2009; 2012)

Research 
output funds 
(R’000)

Research 
development 
grant (R’000)

Total 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

2012/2013 2 226 579  176 822 2 403 401 7.71

Total 13 296 210 1 529 601 14 825 811

Table 15: Increase in Total Research Grants (2004–2012)
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Figure 9: Actual Average Per Capita Research Outputs for Universities (2004–2011)
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Figure 10: Actual Average Per Capita Research Outputs for Universities of Technology (2004–2011)
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Limitations of the NFF

Although the current research-funding framework is (in all fairness) more transparent and accom-
modating than most of the previous funding formulas, it is not without its shortcomings. The fi rst, 
and the most striking, limitation is that the formula does not incorporate the academic rank and/or 
academic qualifi cation of permanent academic staff into the equation. Yet, research output in the 
academic fraternity is known to be a function of academic rank and qualifi cation. 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. Many universities have linked research output targets expected 
from academics to academic rank, which depends among other things on the academic qualifi cation. 
However, the DHET’s normative (expected) research outputs remains per academic staff (1.25 units 
for universities, 0.5 units for the universities of technology, and both 1.25 and 0.5 for comprehensive 
universities), irrespective of the academic rank of the staff members employed by these institutions. 

The second drawback is that the normative output only takes into consideration the number of perma-
nently employed academic staff and does not include contract academic staff. Yet, some institutions, 
especially the historically disadvantaged institutions, rely partly on contract staff. These performance-
based teaching contracts may be as long as fi ve years and renewable multiple times. As a result, these 
institutions’ total normative research output is reduced by the formula, 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 might run short of these funds when many 
universities, especially the historically advantaged institutions, exceed their normative targets.

4.3.2 Expenditure from the Department of Science and Technology 

Apart from the funding received from the DHET, higher education institutions also receive funding for 
research from the 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, 
but 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 based on their actual and normative 
outputs, the DST channels the bulk of its research funding to higher education institutions through the 
NRF.  

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 evalu-
ation 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 current mandate of the NRF is to: (i) build research-capable human capacity within the country; (ii) 
to support the advancement of key fi elds of study; and (iii) to address priority areas of socioeconomic 
development. However, unlike the DHET, the bulk of the NRF research funding is provided on a com-
petitive basis and uses a peer-review system to arrive at decisions. Table 16 shows NRF investment in 
strategic pipeline programmes during 2009/10–2011/12.
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Table 16: NRF Funding to Strategic Pipeline Programmes (2008/9–2011/12) 

R’million

Sep-08 Oct-09 Nov-10 Dec-11

Studentship support 183.2 183.53 307.34 223

Thuthuka PhD track 5.65 4.90 4.18 5

Postdoc 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
(un-rated researchers) 

- 3.02 5.21 5

Incentive Funding for rated 
researchers

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

Total 381.65 446.4 663.01 620

4.3.3 Expenditure from 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 benefi t mainly medical institutions, with the bulk of these funds disbursed though the Medical 
Research Council (MRC).

The Medical Research Council (MRC)

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 has four strategic goals: (i) to promote health and the quality of life 
through research; (ii) to promote health and the quality of life through innovation, technology develop-
ment and transfer; (iii) to collaborate with sub-national, national, supra-national and global partners 
to improve health outcomes for South Africans and citizens of collaborating partners; (iv) to 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). Table 17 shows the SIR grants made 
between 2007/08 and 2011/12.

(Please see Table 17 on page 58) 

Source: NRF Annual Per-
formance Plan (2012); NRF 
Annual Report (2012)
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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

Table 17: SIR Grants from the MRC (2007/8 – 2011/12)

In 2011/12, grants worth R18.80 million supported a total of 158 researchers, an increase from 139 
researchers in 2010/11.

4.4 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 also increased signifi cantly. Also of note is the increase in citable documents 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 signifi cantly their research 
outputs, the majority of these institutions have not been able to meet their per capita targets. In fact, 
between 2004 and 2012, only six out 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.

4.5 Recommendations

With respect to fi nancing research in higher education, the Commission recommends a review of 
the current funding framework for higher education and that the DHET:
• Redesigns and allocates specifi c 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 profi le (rank 

and qualifi cation) of academic staff at the universities.

Source: Computed from MRC 
Annual Report (2012)
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Evolution of Conditional Grants
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5.1 Introduction

In recent years, conditional grants have been used increasingly as a mechanism to transfer funding to 
provinces and municipalities for the purpose of achieving particular national government policy objec-
tives. Intergovernmental fi scal transfers are a dominant feature of provincial and local government 
fi nances in South Africa. Conditional grants, which are applied judiciously, well designed and imple-
mented, are crucial fi scal levers for national development. In South Africa, conditional transfers are 
reviewed yearly through the promulgation of the Division of Revenue Act, which comes with amended 
grant frameworks and classifi cations. Classifi cations specify the conditionality of grants, whether they 
are specifi c stand-alone grants or supplementary grants. 

The Commission has a long history of studying the use of conditional fi scal transfers in its various 
submissions made on the Division of Revenue. The Commission’s 1995 Framework Document (FFC, 
1995), which played a critical role in the evolution of the current Intergovernmental Fiscal Relations 
framework, was very emphatic on the need to use conditional fi scal transfers sparingly in order (i) 
to protect the integrity of the country’s intergovernmental fi scal arrangements and (ii) not to com-
promise institutional accountability fl owing from fi scal decentralisation. The Commission’s 10-year 
(2000/01–2009/10) review of conditional fi scal transfers to provincial governments and municipalities 
found that the application of conditional grants had evolved substantially over time. This evolution 
occurred often in an ad hoc manner and, in some cases, as a kneejerk response to the perception of 
failure by municipalities and provinces to prioritise national priorities (FFC, 2010). During the ten years, 
some grants merged into the equitable share allocation, others merged with other conditional grants. A 
few conditional grants were terminated, while others have been in existence for more than fi ve years. 
The practice of reacting in an ad hoc manner meant that allocations for certain conditional grants have 
been sporadic and infrequent over the years. 

The National Treasury provides guidelines on the design of conditional grants, but these are not always 
effective and are inconsistently applied. During the Commission’s formal consultation with the Minister 
of Finance on the Division of Revenue Bill (as prescribed by Section 9 and 10 of the Intergovernmental 
Fiscal Relations Act), which took place this year, the Commission raised the issue that conditional 
grants constituted a strong feature of the 2013 Division of Revenue Bill. It was agreed that this matter 
be addressed as part of the Commission’s submission for 2014/16 Division of Revenue 2014/15. This 
chapter documents conditional fi scal transfers and highlights some interesting and relevant patterns. 

5.2 Nature of Conditional Grants

Most fi scally decentralised countries use some form of conditional transfers from national to sub-
national governments. The extent of their use and their design depend very much on the constitu-
tional, institutional and fi scal circumstances of the country concerned. In the most general sense, 
the purpose of conditional grants is to infl uence the fi scal decisions of the sub-national government, 
presumably with the express intent of achieving some objective of national government, including 
constitutional objectives.

Conditional grants are especially relevant in the South African context, where the Constitution de-
centralises the delivery of major public services, such as education and health, to provincial or local 
governments (although these services remain concurrent in nature). Thus, there is a constitutional 
case for the national government to use the intergovernmental grant system to progressively provide 
all citizens with uniform access to basic public services, which include (at the very least) health, 
education, water and welfare. In addition, the economics literature argues for national governments to 
make transfers to other spheres of government to ensure that uniform minimum standards of basic 
public services are provided to all citizens. The grants can also be used to support and encourage more 
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21 See Division of Revenue Bill, National Treasury (2007)

narrowly defi ned projects, such as infrastructure or administration, in order to achieve more effective 
decentralised decision-making. These arguments are examined in greater detail in the Commission’s 
Submission for the 2001/02 Division of Revenue. 

Conditional grants take many forms depending on the scope, which ranges from specifi c grants – for 
fairly narrow and well-defi ned purposes – to block grants that are intended to support a broad area of 
expenditure. Conditions for block grants conditions may stipulate general criteria that broad spending 
programmes must satisfy, including the scope or comprehensiveness of services provided in health 
care, the levels of schooling to be made available to target populations in education, etc. The criteria 
can be very broad indeed (covering such principles as non-discrimination, availability to residents of 
other jurisdictions, or fairness somehow defi ned), leaving considerable discretion to the provinces and 
municipalities to choose the design and level of services offered. 

Conditional grants may be matching or non-matching, which refers to the amount of the grant that 
may (or may not) be tied by formula to spending by the recipient government. If matching, they may be 
closed-ended (subject to a maximum amount), or they may be open-ended. Matching grants infl uence 
not only the programme design, but also the amount of expenditures devoted to the programme. 
Finally, conditions may be imposed by the sphere of government allocating the funds, or negotiated 
by the two spheres of government. In either case, an important feature of conditional grants is the 
method used to enforce the conditions. With specifi c grants, enforcement will typically not be an issue: 
the grant will only be paid if the recipient government undertakes the specifi c spending (FFC, 2000).

The South African system of conditional grants generally contains three types of grants21; supplemen-
tary, specifi c-purposes and in-kind-allocations.

• Schedule 4 conditional grants are allocations to provinces and municipal made to supplement 
the funding of programmes or functions funded from provincial and municipal budgets.

• Schedule 5 type grants are allocations made for specifi c purposes of national interest, without a 
requirement for addition funds from provincial and municipal own budgets.

• Schedule 6 type grants are also specifi c purpose in-kind allocations to provinces and municipali-
ties for designated special programmes.

• Part A of Schedule 7 type grants are specifi c allocations that may be released to provinces and 
municipalities to fund disaster response, in terms of the Disaster Management Act, 2002 (Act No. 
57 of 2002).

5.3 Trends and Evolution of Conditional Grants

Between 2005/06 and 2013/14, total conditional grants transferred to provinces and local government 
increased more than fi vefold, from R20 billion to R116 billion. 
• Grants to provincial government grew the most: from R19.2 billion in 2015/06 to R76.6 billion in 

2013/14 (see Annexure A1). 
• The biggest share of grants to provinces went to health (35 per cent), followed by human settle-

ments (22 per cent), transport (15 per cent) and education (13 per cent), as shown in Annexure A2. 
• Direct and indirect grants to local government grew from a mere R783 million in 2005/06 to R39 

billion in 2013/14 year (see Annexure B). Direct transfers represented 82 per cent and indirect 
transfers 18 per cent of grants to local government.

The quantity of conditional grants within the intergovernmental relations system has grown. However, 
the distribution between provincial and local spheres has changed over the years, as Figure 11 
illustrates.

(Please see Figure 11 on page 62) 
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Figure 11: Comparison of Number of Grants by Sphere since 2005/2006

5.3.1 Provincial Conditional Grants

Provincial conditional grants have shown a steady growth. As Table 18 illustrates, the average increase 
in the number of grants per annum for provinces is 6 per cent, while the average increase in their 
allocated funding is 17 per cent.

FY 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13 2013/14 2014/15 2015/16  Aver-
age 

Provinces 15 18 17 23 26 27 26  25  25  24  24 

Percentage 
change in the 
number of 
grants

20% -6% 35% 13% 4% -4% -4% 0% -4% 0% 6%

Percentage 
change in the 
amounts of 
grants 
allocations

41% 20% 31% 26% 8% 22% 6% 1% 7% 11% 17%

Table 18: Provincial Conditional Grants (2005/06–2015/16)

Figure 12 shows the evolution of the number of grants and allocated amounts to provinces, which 
follows a similar trend. The only exception is in 2011/12 when no correlation between the two is dis-
cernible, as the number of grants went down from 27 to 26, but the amounts allocated grew by 22 per 
cent.

Commission computations

Commission computations
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FY 2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13 2013/14 2014/15 2015/16  Aver-
age 

Local 
Government  5  6  17  19 22 20 20 19 22 22 22

Percentage 
change in the 
number of 
grants

20% 183% 12% 16% -9% 0% -5% 16% 0% 0% 23%

Percentage 
change in the 
amounts of 
grants alloca-
tions

972% 123% 19% 8% 7% 14% 21% 14% 28% 13% 122%

Table 19: Local Government Conditional Grants
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Figure 12: The Percentage Change in Provincial Grants since 2005/2006

5.3.2 Local Government Conditional Grants

The number and amounts of conditional grants for local government have grown much more strongly 
than those for provinces, albeit from a lower base. Table 19 shows the average annual growth rate for 
local government conditional grants, which is four times higher than that for provinces, i.e. 23 per cent 
compared to 6 per cent for provinces.

The number of grants and allocated amounts to local government follow a similar trend and are more 
aligned than in the case of provinces (see Figure 13 on page 64). The average growth in the amount 
allocated to local governments has also grown much faster, at 122 per cent, which is seven times 
higher than for provinces.

Commission computations

Commission computations
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5.4 Discussion

As the previous section showed, the number of individual conditional grants available to provinces 
and municipalities has increased markedly in the last 12 years (2001/02–2012/13). Such increases 
are likely to make the task of planning and administering grants considerably more diffi cult and could 
consequently affect grant expenditure performance. 

The most commonly cited justifi cation for retaining conditional grants is that sub-national govern-
ments lack the capacity to assume responsibility for the effective management of resources and 
delivery of services. Reasons given include perceived poor planning, poor fi nancial management and 
weak technical supervision. More recently, sub-national offi cials have been criticised for being either 
incompetent or corrupt. Consequently sector programmes and government’s overall policies are being 
compromised, and so the commitments made to citizens cannot be honoured. This is sometimes 
perceived as a justifi cation for retaining decision-making powers within central government and 
imposing conditions on sub-national governments that use the resources. Another argument is that 
conditionalities help strengthen the performance of sub-national governments by keeping them 
focused and holding them to account. Therefore, these conditions should not necessarily be seen in a 
negative light, as this discipline contributes to enhancing the capacities of sub-national government in 
the longer term and ensures that allocations are not diverted from national priorities. 

The Commission is sympathetic to some of these reasons and acknowledges the evolving nature 
of the intergovernmental fi scal system and the need for conditional grants, given the constitutional 
imperatives in South Africa. In this regard, the tough stance adopted by Government to curtail the rate 
of growth in conditional allocations in 2013 is welcome. Nevertheless, the Commission’s view is that 
the current unsystematic and unevenly applied approach to introducing, terminating and reviewing 
conditional grants destabilises the composition and predictability of transfers. The destabilising effect 
on provincial expenditure planning has the potential to create spending capacity problems, which are 
avoidable. 
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For provinces and municipalities, grant proliferation is a problem primarily because it often leads to 
a confusing array of overlapping programmes, with variously competing or duplicated objectives and 
conditions, and complex implementation and reporting requirements. Proliferation often refl ects the 
framework and programme design weaknesses in transferring departments, which increases the risk 
of under-spending and other suboptimal outcomes. Continual additions to individual conditional grants 
tend to legitimise programmes that may otherwise be ineffi cient and undermine the national prioritisa-
tion framework. Allocations of conditional grants should incorporate a direct link to performance, not 
only for provinces but also for the responsible national department (to encourage accountability).

Furthermore, national departments often see conditional grants as one of the few ways they can 
infl uence provincial government and local government behaviour in delivering concurrent functions. 
However, they often neglect other crucial elements of their leadership role, such as setting (and moni-
toring and evaluating) clear norms and standards. Furthermore, while National Treasury and the pro-
vincial treasuries have, to varying degrees, the skills to support effective grant design and to monitor 
and evaluate grant implementation, these skills are often lacking in national departments and unevenly 
distributed across the treasuries.

5.5 Recommendations

With respect to conditional grants, the Commission recommends that:

• The section in the Division of Revenue Act dealing with preparation for the next fi nancial year is 
reviewed to make consultation with the Commission mandatory when planning for conditional 
grants for the forthcoming year. This would assist departments with grant design, especially in the 
case of new grants, phased-out grants, and material redesign of existing grants.

• The effi cacy of conditional grants is reviewed, specifi cally in relation to the necessity and purpose 
of some of the grants, criteria for allocations, targeting, reporting on non-fi nancial data, perfor-
mance, and value for money. 

• National Treasury builds the capacity of transferring national departments for effective grant 
design, monitoring and evaluation to ensure that guidelines are adhered to.

The Commission has previously made recommendations on conditional grants. These recommenda-
tions are reiterated and informed by the following fi ve key principles established by the Commission 
for grants administration:

1. Introduction and termination of conditional grants 

• A mandatory, systematic process is needed for the design and planning of individual conditional 
grants. This would cover incentive effects and administrative accountability arrangements, as well 
as stipulate regular review periods and exit strategies for the phasing-out of the grant. 

• Monitoring arrangements, which will measure whether the stated purpose is being achieved, are 
identifi ed upfront. 

• An independent evaluation of the grant performance or an existing strategy is in place before 
grants are terminated or merged with other grants or into the equitable share allocation.

2. Transparency in the criteria used to allocate conditional grants: 

• An area that will be affected by the grant and the change needed must be identifi ed. If appropri-
ate, grants may be tailored to particular problems, depending on the nature and magnitude of a 
problem to be resolved, as individual provinces and/or municipalities face different challenges. 
Not all provinces and municipalities would necessarily be benefi ciaries of the conditional transfer 
system.

• The criteria, measures and baselines used are generally accepted throughout government to 
allow rigorous benchmarking of performance and evaluation of impact. Criteria for the division of 
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grant allocations among provinces and municipalities need to be as transparent as possible and 
not only modelled upon the equitable share formula, especially for infrastructure-related grants. 

• Infrastructure-specifi c grant schemes must have project proposals, which are designed to meet 
pre-determined funding criteria that are transparent and understood by all. Performance informa-
tion should feed through to outer years allocations. 

3. Importance of non-fi nancial performance data

• Accounting for delivery should be a prerequisite for most conditional grants. Credible data is 
severely lacking in relation to the actual performance of conditional grants, even in cases where 
outputs are in principle tangible and measurable. This renders systematic evaluation of grant per-
formance virtually impossible and undermines accountability for results. 

• Provinces and municipalities should be required to report on delivery, as the basis for being 
awarded grants, especially infrastructure-related grants where structure are visible and can be 
verifi ed.  

• A documented agreement must in place between the department responsible for the grant and 
the recipient government. The outputs need to be the actual products of the provincial depart-
ment, such as houses, health facilities and schools built, meals served to school children or the 
number of people completing a training course in fi nancial management. 

4. Achieving results-based accountability through incentive-oriented  
 grants

• Output-based or performance-oriented grants create incentives for good performance and create 
conditions for improvements in provinces and municipalities where service delivery is a challenge. 
Through the Extended Public Works Programme Incentive Grant to provinces and municipalities, 
Government has already started experimenting with these types of grant.

• Conditional grants should be used to create a competitive service delivery environment by making 
fi nancing available on similar conditions to different spheres of government. 

• Output-based grants should link grant fi nance with service delivery performance (.e.g. number of 
schools built, houses connected with electricity, kilometres of roads built). This type of conditional 
grant places conditions on the results to be achieved while providing full fl exibility in the design of 
programmes and associated spending levels to achieve those objectives.

5. Rethinking the fi nancing of natural disasters

• New thinking is required on the public fi nancing of disasters, given changing climate conditions 
and the increasing spate of natural disasters globally and in the country.

• Government should examine the budgetary impact of natural disasters and review the way they 
are fi nanced. 

• Changing climate patterns require that government must re-evaluate institutional responsibilities 
for plans and fi nancing of disasters including insurance and contingency reserves. Catastrophe 
insurance markets increasingly offer opportunities for the transfer of catastrophic risks. South 
Africa must explore such opportunities. 
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Annexure A1: Conditional Grants to Provinces 2005/06 to 2015/16

Conditional grants to provinces, 2005/06 – 2015/16

2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13 2013/14 2014/15 2015/16 

R million
Revised 

esti-
mate

 Medium-term estimates 

Agriculture, Forestry and 
Fisheries

 410  401  552  868  974  1,167  1,652  1,925  2,147  2,194  2,294 

Agriculture disaster man-
agement

 120  45  155  137  157  862  –  –  –  –  – 

Comprehensive agricul-
tural support programme

 250  300  350  614  715  50  1,189  1,393  1,600  1,665  1,742 

Ilima/Letsema projects  –  –  –  66  50  200  405  416  438  461  482 

Land care programme: 
Poverty relief and 
infrastructure develop-
ment

 40  56  47  51  51  55  58  116  109  68  71 

Arts and Culture  –  –  163  324  441  513  570  565  598  1,016  1,341 

Community library 
services 

 –  –  163  324  441  513  570  565  598  1,016  1,341 

Basic Education  1,248  1,243  2,017  2,909  2,575  7,107  10,737  10,990  12,343  13,188  16,350 

Dinaledi schools  –  –  –  –  –  –  70  100  105  111  116 

Education disaster man-
agement

 –  –  –  22  –  –  –  –  –  –  – 

Education infrastructure  –  –  –  –  –  3,206  5,678  5,587  6,631  7,161  10,059 

HIV and Aids (life skills 
education) 

 136  144  166  165  181  188  199  203  214  221  226 

National school nutrition 
programme 

 1,112  1,098  1,219  1,927  2,395  3,663  4,579  4,906  5,173  5,462  5,704 

Technical secondary 
schools recapitalisation 

 –  –  –  –  –  50  211  194  221  233  244 

Cooperative Governance 
and Traditional Affairs

 41  –  –  30  –  214  –  180  188  197  204 

Provincial disaster  41  –  –  30  –  –  –  180  188  197  204 

Provincial Infrastructure 
disaster relief

 –  –  –  –  –  214  –  –  –  –  – 

Health  8,907  10,207  11,507  14,091  16,417  20,483  23,877  26,073  27,517  29,610  32,083 

Comprehensive HIV and 
Aids 

 1,150  1,616  2,006  2,885  4,376  6,052  7,398  8,763  10,534  12,311  13,957 

Forensic pathology 
services

 271  562  592  595  502  557  590  –  –  –  – 

Africa Cup of Nations 
2013: medical services 

 –  –  –  –  –  –  1,690  15  –  –  – 

Health disaster response 
(cholera)

 –  –  –  –  50  –  –  –  –  –  – 

Health professions train-
ing and development 

 1,520  1,520  1,596  1,679  1,760  1,865  1,977  2,076  2,190  2,322  2,429 

Health Infrastructure 
grant

 –  –  –  –  –  840  –  –  –  –  – 

Health facility revitalisa-
tion 

 1,256  1,527  1,991  2,793  3,085  3,771  4,172  6,191  5,124  4,739  4,988 

National health insurance  –  –  –  –  –  –  –  150  49  70  74 

National tertiary services  4,709  4,981  5,321  6,134  6,614  7,398  8,049  8,878  9,620  10,168  10,636 

Nursing colleges and 
schools

 –  –  –  –  –  –  –  –  –  –  – 

2010 FIFA World Cup 
health preparation 
strategy

 –  –  –  –  30  –  –  –  –  –  – 

Higher Education and 
Training

 –  470  –  795  3,168  3,804  4,375  4,845  2,443  2,600  2,759 

Further education and 
training colleges

 –  470  –  795  3,168  3,804  4,375  4,845  2,443  2,600  2,759 

Human Settlements  4,868  6,404  7,650  9,921  12,592  13,033  15,122  15,726  16,984  17,918  19,667 

Housing disaster relief  –  –  –  –  150  134  – 
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Annexure A1: Conditional Grants to Provinces 2005/06 to 2015/16

Conditional grants to provinces, 2005/06 – 2015/16

2005/06 2006/07 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13 2013/14 2014/15 2015/16 

R million
Revised 

esti-
mate

 Medium-term estimates 

Human settlements 
development

 4,868  6,404  7,650  9,921  12,442  12,899  15,122  15,726  16,984  17,918  19,667 

Land Affairs  8  8  –  –  –  –  –  –  –  –  – 

Land 
distribution:Alexendra 
urban renewal project 
grant

 8  8  –  –  –  –  –  –  –  –  – 

National Treasury  3,731  4,983  6,664  5,697  9,249  –  1,090  –  –  –  – 

Provincial infrastructure 
grant

 3,731  4,983  6,414  5,697  9,249  –  1,090  –  –  –  – 

Transitional grant:NW  –  –  250  –  –  –  –  –  –  – 

Public Works  –  –  837  889  1,401  2,181  2,161  2,429  613  644  667 

Devolution of property 
rate funds

 –  –  837  889  1,350  1,865  1,803  1,919  –  –  – 

Expanded public works 
programme integrated 
grant for provinces

 –  –  –  –  51  259  157  293  356  371  382 

Social sector expanded 
public works programme
incentive grant for 
provinces

 –  –  –  –  –  57  200  217  258  273  286 

Sport and Recreation 
South Africa

 24  119  194  279  402  426  452  470  498  526  550 

Mass participation and 
sport development 

 24  119  194  279  402  426  452  470  498  526  550 

Trade and Industry  –  58  –  –  –  –  –  –  –  –  – 

Industrial development 
zones grant

 –  58  –  –  –  –  –  –  –  –  – 

Transport  –  3,241  3,029  7,024  6,670  9,013  10,856  12,299  13,249  13,909  14,777 

Gautrain rapid rail link  –  3,241  3,029  3,266  2,977  438  5  –  –  –  – 

Overload control  –  –  –  9  10  11  –  –  –  –  – 

Provincial roads main-
tenance 

 –  –  –  –  –  4,700  6,697  7,982  8,696  9,126  9,774 

Public transport opera-
tions 

 –  –  –  2,984  3,532  3,863  4,153  4,317  4,553  4,783  5,003 

Sani Pass roads  –  –  –  30  34  –  –  –  –  –  – 

Transport disaster man-
agement

 –  –  –  735  117  –  –  –  –  –  – 

Total conditional grants 19237 25926 32362 43719  57,941   70,891  75,500  76,580  81,803  90,692 
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PART 1

National transfers to local government, 2005/06 – 2015/16

2005/06 2006/07 2007/08 2008/09  2009/10  2010/11  2011/12  2012/13  2013/14  2014/15  2015/16 

R million Outcome
Revised 

esti-
mate

Medium-term estimates

Direct transfers

Infrastructure  –  7,447  15,127  18,562  18,699  20,871  24,643  28,029  31,132  33,698  37,121 

Municipal infrastructure grant  5436  5,938  8,754  6,968  8,728  9,704  11,443  13,882  14,352  14,684  15,448 

Urban settlement development 
grant  3,590  4,418  4,968  6,267  7,392  9,077  10,335  10,700 

Public transport infrastructure 
and systems grant  242  518  1,174  2,920  2,421  3,700  4,612  4,988  4,669  5,126  5,279 

Integrated national electrifi ca-
tion 
programme grant

 462  589  900  1,033  1,097  1,151  1,635  1,565  2,056 

National Electrifi cation pro-
gramme  297  391 

Neighbourhood development
partnership grant  0  –  41  182  508  832  738  578  598  591  600 

2010 FIFA World Cup stadiums 
development grant  0  600  4,605  4,295  1,661  302  –  –  –  –  – 

Disaster relief  311 

Rural transport grant  0  –  – 

Rural roads asset manage-
ment systems grant  0  –  –  –  10  10  35  37  52  75  98 

Integrated city development 
grant  0  –  –  9  –  –  –  –  40  150  150 

Rural households infrastructure 
grant  0  –  –  –  –  –  –  –  107  113  118 

Municipal drought relief grant  0  –  91  9  54  320  450  –  –  –  – 

Municipal water infrastructure 
grant  0  –  –  –  –  –  603  1,059  2,672 

Capacity building and other  –  –  1,517  1,365  2,194  1,951  1,862 2,586  3,324  3,201  3,482 

2010 FIFA World Cup host city
operating grant  0  –  –  –  508  210  –  –  –  –  – 

Financial management grant  0  –  145  180  300  365  385  403  425  449  470 

Public transport network opera-
tions grant  0  –  –  –  –  –  881  745  862 

Municipal systems improve-
ments grant  0  –  200  200  200  212  220  230  240  252  261 

2013 African Cup of Nations 
host city 
operating grant

 0  –  –  –  –  123  –  –  – 

2014 African Nations Cham-
pionship 
host city operating grant

 0  –  –  –  –  –  120  –  – 

Expanded public works pro-
gramme 
incentive grant for municipali-
ties

 0  –  –  –  101  280  364  662  611  632  661 

Infrastructure skills develop-
ment grant  0  –  –  –  39  75  99  154  179 

Water services operating subsidy 
grant  0  –  642  985  849  664  542  562  421  450  470 

Energy effi ciency and 
demand-side 
management grant

 0  –  175  220  280  200  181  155  202 

Municipal disaster grant  0  –  61  –  32  330  347  364  376 

Annexure B: Local Government Conditional Grants Allocations since 2005/06
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Annexure B: Local Government Conditional Grants Allocations since 2005/06

National transfers to local government, 2005/06 – 2015/16

2005/06 2006/07 2007/08 2008/09  2009/10  2010/11  2011/12  2012/13  2013/14  2014/15  2015/16 

R million Outcome
Revised 

esti-
mate

Medium-term estimates

Restructuring grant  0  –  530  – 

Subtotal direct transfers 
grants  –  7,447  16,644  19,927  20,893  22,822  26,505  30,615  34,456  36,899  40,603 

Indirect transfers

Infrastructure transfers  783  943  1,484  1,928  2,763  2,620  2,476  4,482  5,399  7,029  8,617 

Regional bulk infrastructure 
grant  –  –  300  450  577  851  1,260  2,523  3,203  4,483  4,872 

Backlogs in the electrifi ca-
tion of 
clinics and schools

 –  –  45  90  149  –  –  –  –  –  – 

Backlogs in water and sani-
tation at 
clinics and schools

 –  –  105  186  350  –  –  –  –  –  – 

Integrated national electrifi -
cation 
programme (Eskom) grant

 783  893  973  1,148  1,616  1,720  1,165  1,879  2,141  2,488  3,680 

Urban settlement develop-
ment grant  –  –  –  –  –  –  58  65 

Neighbourhood development
partnership grant  –  50  61  54  70  50  50  80  55  –  – 

 –  –  –  62  78  341  –  –  – 

Capacity building and 
other  –  –  550  379  318  257  217  133  139  7,171  8,768 

Energy effi ciency and 
demand-side 
management grant

 –  –  53  50  75  109  119  –  –  142  151 

Water services operating 
subsidy grant  –  –  497  329  243  148  98  133  139  7,029  8,617 

Subtotal indirect transfers  783  943  2,034  2,307  3,081  2,877  2,692  4,615  5,538  14,200  17,385 

Total of Direct and indirect 
grants  783  8,390  18,678  22,234  23,974  25,699  29,197  35,230  39,994  51,100  57,987 

Number of grants for LG 5 6  17  19  22  20  20  19  22  22  22 
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State Capability and 
Performance
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INTRODUCTION

art 2 consists of four chapters covering (a) fi scal distress in provincial governments, (b) the 
public sector wage bill, (c) public transport devolution from provinces to municipalities and 
(d) linkages between outcomes and budgets in a decentralised fi scal system. The storyline 
revolves around a critical examination of the fi scal levers available at provincial level that 
can enhance the State’s capability to carry out national development. The National Devel-

opment Plan (NDP) envisions building a capable and effective state that is able to create and unlock 
economic opportunities for the benefi t of those who are socially and economically marginalised and 
the vulnerable. 

Personnel and sound fi nancial muscle are among the State’s greatest assets and key levers for 
unlocking economic opportunities, which in turn can arrest the rate of socioeconomic decline. The State 
employs a signifi cant number of people and spends considerable funds on personnel-related costs. 
This is especially true in provincial governments, given the labour-intensive nature of the services they 
deliver. As Chapter 7 shows, despite high and rising spending on personnel expenditure, vacancies 
persist in scarce skills and management positions, creating inappropriate balances between skilled 
and unskilled personnel, frontline delivery and support personnel etc. Furthermore, the productivity 
of public sector employees is often compromised by inadequate frontline supervision, and a lack of 
equipment and other infrastructure. High personnel spending is not necessarily an issue, so long as it 
is justifi ed by concomitant high productivity levels, which in turn enhance national development. In an 
environment of fi scal consolidation at provincial level, personnel expenditure pressures often crowd 
out complementary inputs (e.g. textbooks or medicines), undermining service delivery and resulting in 
ineffective public spending. 

Chapter 8 in this section looks at the current design of the public transport system. The system is 
characterised by a lack of coordination and fragmented decision-making among the three spheres 
of government, and the result is suboptimal investment decisions in public transport and infrastruc-
ture. An integrated public transport system, supported by suffi cient resources through a sustainable 
funding model, can unlock developmental potential. In so doing, it would address the historical legacy 
of spatial planning and provide affordable services for people who depend on public transport and are 
mostly from communities with high levels of poverty. An enhanced public transport system can be the 
catalyst for economic and social development through connecting people and business, integrating 
society, reducing the cost of commerce, and having a positive effect on the environment. The chapter 
is directly linked to both the previous chapters and the chapter in Part 3 on measuring and incentivising 
performance in local government. 

Chapter 9 reviews trends and recent developments in public policy institutional reform and govern-
ance, looking at the linkages between government outcomes and budgets in a decentralised fi scal 
system. Decentralised intergovernmental systems such as in South Africa are complex operations, with 
a multiplicity of different stakeholders across different sectors, spheres of government, public entities 
and the private sector. Monitoring and evaluation (M&E) is critical for coordinating planning, budgeting 
and joint implementation, as well as for tracking the developmental outcomes of the Intergovern-
mental Fiscal Relations system. The chapter’s focus is on efforts to strengthen cross-cutting levers 
pertaining to M&E functions of government and to reduce ineffi ciency and corruption. While changing 
and reconfi guring fi scal levers is absolutely essential for national development, equally important is for 
the State to know a lot more about its performance. The introduction of outcomes-based M&E not only 
provides information for expenditure programme reviews but also elevates accountability from offi cial 
to political level, through formalised performance agreements between the President and his Cabinet. 

P
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Assessing and Improving the Fiscal 
Performance of Provinces 
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CHAPTER 6

6.1 Introduction

The aftermath of global economic crises continues to affect economies, which 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, while growth in government revenues is decelerating. 

The rising need for basic services and lower growth in government revenues can contribute to high 
fi scal stress. Fiscal stress may be defi ned as an inability to meet current and future fi nancial obliga-
tions, to provide minimum service levels at minimum (effi cient) cost and to reduce service backlogs, 
particularly infrastructure. 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 fi scal performance, all associated with substantial 
economic and political costs (Digler, 2011).

Governments constantly experience revenue shortfalls relative to original budget estimates and 
planned outlays, leading to periodic budget imbalances or an impaired ability to deliver services. In 
the case of South African provinces, commentators are divided over whether such imbalances and 
resulting delivery defi ciency exist at all. Some take the view that provinces are fully insulated against 
endogenous and exogenous budget pressures through national transfers. Budget imbalances and 
delivery defi ciencies are seen mainly as the result of poor fi scal management. Others suggest that 
provinces are facing exogenous cost pressures (some of which are imposed by national policies) and 
increasing demand for services (e.g. through in-migration), which are not always matched by adequate 
transfers. The result is budget shortfalls, which often manifest as 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 service quality).

This chapter seeks to assess the phenomenon of provincial fi scal performance from the perspective of 
fi scal stress, The underlying causes of perceived poor fi scal performance, as refl ected by selected fi scal 
stress indicators, are analysed, and various ways through which fi scal performance can be improved 
are explored. A fi scal stress index for provinces is constructed by fi rst reviewing and then using (after 
adapting to suit South African conditions) theories of sub-national budget constraints, resource alloca-
tion management and fi scal adjustment.

6.2 Framework for Evaluating Fiscal Performance

As with many intergovernmental fi scal systems around the world, South Africa is faced with ongoing, 
unresolved debates around whether adequate devolution of revenue sources accompanies the devo-
lution of spending responsibilities. Sub-national governments, particularly provinces, rely on national 
transfers to fi nance their expenditure commitments. These arrangements raise concerns over struc-
tural budget imbalance in the lower spheres (Eyrauud and Lusinyan, 2011). 

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 can have detrimental effects, 
including the partial collapse of public service, under delivery, missed delivery targets and prolonged 
service backlogs (Besfamille and Lockwood, 2004). 

6.2.1 Defi nition of Fiscal Stress

Fiscal stress is a term that is interchangeable with concepts such as fi scal distress, fi scal strain, fi scal 
crises, fi scal squeeze, poor fi scal health, poor fi nancial condition or budgetary pressures. The term is 
used to describe the predicament of government dealing with social, fi nancial and economic diffi cul-
ties (Arnett, 2012). There is no universally accepted defi nition of fi scal stress. A large body of the litera-
ture suggests that fi scal distress is a condition of imbalance (Muller and Rohr-Zanker, 1998; Gold, 1992; 
Skidmore and Scorsone, 2007). Intuitively the balance is between what the public would like and what 
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government can provide, given the available resources. Balance can also be viewed in the context of 
short to medium-term cyclical budget balance and long-term generational balance1 attributable to a 
number of factors including indebtedness, structural and demographic issues.

6.2.2 Causes of Fiscal Stress

The literature reveals considerable consistency and consensus on what factors cause poor fi scal per-
formance. There are many possible factors, some of which may be long standing, while others may 
be relatively recent and related to institutional, behavioural, budget practices, structural and policy-
related drivers. 

From an institutional angle, numerous factors contribute to fi scal stress, although the magnitude of 
their contribution is diffi cult to measure. For instance, when major fi nancial decisions are made outside 
of the budget process, fi scal stress problems inevitably arise. Political economy explanations of fi scal 
stress are rooted in models of polarisation or bargaining between rival political interest groups. Unin-
tended fi scal disorders often result from the lack of explicit procedures or provision for coordinating 
revenue and expenditure, as well as the linkage between the budget process and macro economic 
framework.  

Another important institutional factor dominating the discourse on fi scal stress relates to vertical fi scal 
imbalance and assignment of expenditure responsibilities (Jimenez, 2009; Sutherland et al., 2005). 
When the balance between revenue assigned and expenditure responsibilities is disproportionate, 
provincial governments may fi nd it diffi cult to meet minimum services requirements or expenditure 
commitments imposed on them by national government or statutes. 

From a policy and budgeting standpoint, rapid growth in expenditure, which leads to fi scal stress, can 
result from the pursuit of populist policies, formulation of indefi nite expenditure programmes, lack of 
or poor costing of policies, unaffordable delivery norms and standards, incremental budget decisions 
and uncontrolled borrowing to fi nance new programmes (Premchand, 1993; Karen Lee, 1982). Weak 
budget and fi nancial controls by budget claimants (spending agencies) and budget controllers (fi nance 
ministries) can also lead to excessive fi scal stress. Actual spending levels are most likely to exceed 
original budget estimates when treasuries are incapable of monitoring spending by line ministries, 
adjusting spending downward after budget approval, and sanctioning profl igate budgetary practices 
such as overspending. Other causes of fi scal stress are listed in Table 20. These factors are not mutually 
exclusive but can conveniently be grouped in three broad categories: socioeconomic decline, internal 
political dynamics and bureaucratic expansion.  

1 The term long-term generational balance refers to the long-run consequences of current government policy on future generations.

Demographic changes i.e. high school enrolment or 
failure rate disease burden i.e. high infection rate

General cost increases/infl ation:  National govern-
ment often make aggregated infl ationary adjustment 
to transfers without taking into account the rate 
of cost increase in various expenditure categories 
whose rate of growth far surpasses that of Consumer 
Price Index i.e., 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/ high entitlement 
expenditure

Wasteful expenditure or tax competition Service 
benefi t spillover 

Redistributive policies Debt obligations

Expenditure infl exibility: Factors contributing to 
infl exibility include obligatory programs which are 
structured by law as well as programs based on 
political agreements. 

Fraud and corruption

Revenue collection ineffi ciency Unfunded mandates (Jimenez 2009)

Table 20: Various Drivers of Fiscal Stress

Source: Commission 
compilations from 

various sources 
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6.2.3 Measuring Fiscal Stress

Finding an acceptable measure is one of the biggest hurdles when empirically determining the extent 
to which fi scal stress affects government structures. Like the defi nition itself, the concept of fi scal 
stress has no generally accepted measure. Several applied and theoretical frameworks have been 
developed and used to measure fi scal stress. Many applications draw on the work of Grove et al. 
(1981), which breaks down fi scal stress into three types of insolvencies. These include (a) cash solvency 
(concerned with government’s liquidity and ability to pay its bills); (b) budgetary and long-run solvency 
(related mainly to fi scal sustainability); and (c) service level solvency (measures the ability of govern-
ment to meet the needs of the community by providing the required minimum service levels). 

6.2.4 Response to Fiscal Stress – Closing the Gap

Responses to fi scal stress are generally limited and depend on the underlying causes, severity of the 
situation and fl exibility of fi scal rules. The most generic and common responses found in the litera-
ture are expenditure cuts, revenue enhancement and borrowing where it is permitted (Arnett, 2011; 
Jimenez, 2009; Kalambokidis and Reschovsky, 2005; Porteba, 1993).  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 fi scal stances, such as absorbing part of the fi scal 
pressure within existing budgets and current fi scal year. The limited number of responses mentioned 
conceals the wide variety of other available specifi c approaches within each broader category of 
response. Table 21 outlines some of these approaches classifi ed by problem area or cause of fi scal 
stress. 

Source: Adapted from 
Premchand (1993)

Problem area Approaches

When ministry of fi nance lack power to adjust outlays 
after budget approval

Provision of emergency powers to fi nance ministry 
through legislation

Low revenue efforts, extensive regulations, indefi nite 
spending programs

Revenue generation through user fees, reduction in 
regulations, introduction of sunset legislation, real-
location of task and responsibilities, postponement of 
policy initiatives and programs

Uncontrolled defi cits, policy implications and costing 
analysis

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

Lack of program or project review Expenditure review, program reconsideration, perfor-
mance 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 

Diffi culty 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 

Table 21: Approaches to Fiscal Stress

Fiscal stress responses must be centred on the four pillars of expenditure management: stabilisation, 
economy, effi ciency and effectiveness (Premchand, 1993). 

• Stabilisation is primarily concerned with determining and sustaining the aggregate level of ex-
penditure, and observing the limit. 

• Economy entails using fewer resources than planned (i.e. economies of scale and savings). 
• Effi ciency involves the ability to produce more with the allocated resources.
• Effectiveness is concerned with the extent to which the programme objectives have been fulfi lled. 
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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 ineffi cient op-
erations, policy options focus on restoration of effi ciency. In practice, however, Schick (1988) found that 
governments tend to look for the easiest places to reduce spending rather than resort to reviewing the 
effi ciency or effectiveness of programmes. 

6.3 Fiscal Stress in the Context of Provinces in South Africa

It is empirically diffi cult to construct an acceptable measure of fi scal stress, and provinces agree that 
declaring themselves fi scally stressed (or not) is diffi cult 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 fi scal stress. Most notably, the issue of misaligned expenditure responsibili-
ties (or unfunded mandates) tops the agenda of problems that affect the budget signifi cantly and is 
the most prevalent provincial perception in South Africa. Misalignment cuts across different provin-
cial departments and is often linked to national political decisions on policy, which are made without 
being accompanied by funding for implementation. The most compelling fi nding from 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 offi cial budget and audit reports. For example, spending 
agencies tend to understate their performance targets to cater for national mandates, unforeseen 
expenses and profl igacy.2  

The South African legislative framework describes and specifi es factors which may constitute fi scal 
stress, and how such a condition should be addressed. First, the legislation stipulates that national 
government may intervene in provincial and municipal affairs if they fail to fulfi l their obligations or 
experience material and persistent fi nancial 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). Section 139(5) of the Constitution specifi es that a province must intervene if 
a municipality experiences a fi nancial crisis, whereas section 100 specifi es that national government 
may intervene in the event of a provincial government failing to fulfi l an executive obligation (which 
would of course include fi nancial crises). Thus, in terms of section 100, national intervention is optional 
and not obligatory. The triggers for intervention in terms of section 100 are much less clear than those 
set out in section 139 for local government or municipalities.

The regulations pertaining to provinces are less detailed than those applicable to municipalities. The 
PFMA does not explicitly list criteria for determining the seriousness of fi nancial problems, whereas 
the MFMA (section 138) provides a list of factors which constitute fi nancial problems and by implica-
tion fi scal stress. These factors are fairly generic and include: 

• Failure to make payments as and when due.
• Default on fi nancial obligations for fi nancial reasons.
• Actual current expenditure exceeding the sum of actual current revenue plus available surpluses 

for at least two consecutive fi nancial years.
• Operating defi cit in excess of fi ve per cent of revenue in the most recent fi nancial year for which 

fi nancial information is available.
• Submitting annual fi nancial statements to the Auditor-General more than 60 days late. 
• The Auditor-General withholding an opinion or issuing a disclaimer due to inadequacies in the 

fi nancial statements or records. 

Therefore, an opportunity exists to refi ne how the PFMA treats provincial fi scal stress, by aligning it 
more closely with the MFMA in providing regulatory guidance on indicators for detecting and respond-
ing to provincial fi scal stress.

2 Naomi Caiden (1970) says that this “padding” of the budget can often be a rational response to uncertainty in the spending. Furthermore, at 

provincial level, other departments often have their budgets cut when there is overspending, especially on personnel in the health and education 

departments. Building in unoffi cial “contingency” reserves could well be a rational departmental action in response to poor fi scal management in 

the province as a whole.
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6.3.1 Measuring Fiscal Stress

As observed earlier, the literature does not contain a clear, optimal operational defi nition and measure 
of fi scal stress. The concept is highly dynamic and encapsulates numerous political, institutional, 
managerial, structural and cyclical elements. Existing defi nitions of fi scal stress are mostly country-
specifi c and focus mainly on fi nancial conditions. The fi nancial bias tends to give the impression that 
fi scal stress is strictly a budget problem and hence the overemphasis on budget-related variables as 
measures or indicators. 

For the purpose of this Submission, fi scal stress is viewed more broadly, as the manifestation of service 
delivery problems transmitted through the budget from political, institutional, structural, legislative, 
fi nancial and economic factors. These factors constitute most of the variables that indicate the degree 
to which government is fi scally stressed. Table 22 provides a list and description of 10 indicators, which 
capture the underlying drivers of fi scal stress, used to compute a composite fi scal stress index.  

Table 22: Selected South African Indicators of Fiscal Performance 

No Indicators Description Source3

1 Provincial annual budget balance Two operating defi cit within a fi ve year period are viewed 
as fi nancial risk by credit rating agencies and lenders. For 
provinces in South Africa the minimum allowed threshold 
for over and under spending is 8 per cent

Endogenous

2 Cash balances A cash balance of 5 per cent or less is generally regarded 
as. Lower cash balances result in delays in payment of 
suppliers

Endogenous

3 Expenditure buoyancy Expenditure elasticity measure whether growth in ex-
penditure keep pace with the rate of growth in national 
income

Exogenous

4 Expenditure rigidity and 
earmarking

Measure the extent to which composition of provincial 
expenditure changes in response to changing economic 
conditions and spending priorities

Endogenous

5 Unfunded mandates/Misalign-
ment of expenditure 
responsibilities

Measures the extent of service delivery responsibilities 
undertaken by provinces for which there is no funding 
from national government

Exogenous

6 Wastage & profl igacy Measures the extent of inappropriate use of resources 
by provinces

Endogenous

7 Budget and expenditure control Inability to control budgets constitutes one the biggest 
triggers of fi scal stress. This indicator measures the 
ability of province to maintain fi scal discipline, allocate 
resources in accordance with national priorities and 
produce maximum output with minimum costs

Endogenous

8 Maladministration/managerial 
capacity

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

Exogenous

10 Service needs/burden Measures the extent of service needs and burden in 
relation to other provinces as well as budget allocation in 
response to such needs

Endogenous

3 Endogenous factors are stress indictors that emanate from internal provincial fi scal and budgetary operations, while exogenous stress indicators 

arise from external factors such as policy or spending decisions that have an impact on provincial budgets. 

Source: Commission’s compilations
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6.3.2 Evaluating Provincial Fiscal Performance

Before proceeding with calculating a composite fi scal stress measure, each indicator is evaluated sep-
arately to establish historical provincial fi scal performance. The results suggest that, when assessed 
individually, provincial fi scal performance variables do not give an unambiguous, clear and discernible 
picture of whether provinces are fi scally stressed or not. For instance, Table 23 shows that on the basis 
of a nine-year provincial review of fi scal balances, an inconsistent (or volatile) pattern of surpluses 
or defi cits emerges, which makes a particular fi scal trajectory diffi cult to discern. As pointed out in 
Chapter 7, episodes of under-spending are driven in part by rising personnel spending and service 
delivery pressures. Over the long term, all provinces seem to gravitate to near a zero budget balance 
shown by the average budget balance. However, zero budget balance is not suffi cient as a measure of 
fi scal stress. Similarly, surpluses are not indicative of perfect service delivery. 

R’ Million  2002/03  2003/04  2004/05  2005/06  2006/07  2007/08  2008/09  2009/10  2010/11  Average 

Eastern Cape -275 -2252 225 1333 1101 583 402 -2198 -2428 -390

Free State 2028 2950 3824 4022 51 101 149 410 -56 1498

Gauteng 150 -35 1037 -555 -636 275 1276 -2228 -1089 -201

KwaZulu Natal 534 155 158 -247 598 -380 -2308 -1126 1423 -133

Limpopo -555 262 -69 -1036 110 220 330 273 -1885 -261

Mpumalanga 2065 2914 3370 -9561 -47 151 536 196 -10 -43

Northern Cape 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

Table 23: Provincial Annual Budget Balance

Source: National Treasury and Commission’s calculations

Fiscal performance can be assessed from the perspective of expenditure growth rate in relation to the 
economy’s capacity to sustain such 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 infl ation. For Mitchell 
(2010), the expenditure growth path shown in Figure 14 is unsustainable because it outpaces the 
wealth-creating sectors of the economy and therefore indicates possible fi scal stress. While rapid 
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Figure 14: Provincial Expenditure Growth Moderation

Source: National Treasury, StatsSA, Reserve Bank
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Source: National Treasury 

expenditure growth in itself does not indicate poor fi scal performance, a growth pattern that is incon-
sistent with infl ation and the population growth rate can induce fi scal stress, which may have been 
avoidable if an infl ation-linked spending path had been adhered to. Many of the factors explaining 
high expenditure growth rates play out within South Africa’s intergovernmental system. These factors 
are typically not amenable to clear-cut measurements. Every year Government introduces spending 
priorities, which require signifi cant budget commitments and add to the rate of spending increase. In 
the 2011/12 fi nancial year alone, more than 34 spending priorities were identifi ed and funded. 

Rigidities in expenditure line items can also cause irreversible fi scal damage. Generally personnel costs 
are considered to be most invasive and damaging because they are a fi rst charge against expenditure 
and tend to encroach on other important expenditure line items. Figure 15 compares expenditure 
composition across time within and among provinces. A trend of rigidity or drag is apparent, given the 
insignifi cant change in the proportion of funds allocated to goods and services relative to personnel.  
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Figure 15: Expenditure Rigidities/Flexibility 

6.3.3 Provincial Fiscal Stress

Table 24 shows a composite fi scal stress index, or a combination of indicators that provide a better 
picture of the overall provincial fi scal situation. Each indicator is scored from 1 to 5 (where 1 is good 
and 5 is worse) to measure the severity and weight accounting for 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 fi scal stress within South Africa’s provinces may not be as severe as often 
reported. Eastern Cape has the highest weighted fi scal stress score at 3.25, followed by Gauteng at 3 
and Free State at 2.8. Western Cape and Mpumalanga provinces have the lowest fi scal stress scores of 
1.3 and 1.4 respectively. Surprisingly, Limpopo, which is often compared to the Eastern Cape in terms 
of poor socioeconomic profi le and fi scal performance, has a middle fi scal score of 2.5. Yet in 2012/13, 
national government took over the provincial administration in Limpopo because of poor fi nancial and 
expenditure management. 

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 fi nancial control weaknesses, whereas the fi scal stress index comprises indicators or variables 
beyond mere expenditure and fi nancial control. Under the broader defi nition of fi scal stress used in 
this chapter, expenditure and fi nancial mismanagement alone do not constitute fi scal stress. As seen 
from Table 24, most provinces score 5 on wastage and irregular expenditure, budget and expendi-
ture control, and maladministration, indicating that such problems are not limited to Limpopo when 
assessed over a long period. 
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Weight4 Eastern 
Cape

Free 
State Gauteng Kwazulu-

Natal Limpopo Mpuma-
langa

Northern 
Cape

North 
West

Western 
Cape 

Budget bal-
ance

5 1 1 1 1 1 1 1 1 1

Cash 
balance5 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 
mandates6 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

Maladmin-
istration / 
management 
capacity 

15 5 5 2 2 3 1 4 3 1

Minimum 
effi cient 
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

Overall Fiscal 
stress score 
(unweighted)

3 2.6 2.6 2.4 2.5 1.4 1.8 1.8 1.4

Table 24: Composite Provincial Fiscal Stress Index 

4  It should be noted that weights are based on authors’ judgement.

5  Information outstanding

6  No adequate indicator

6.3.4 Case Study of KZN and Limpopo

Description of the fi scal situation 
Towards the end of 2011, National Treasury declared Limpopo technically bankrupt. At the time the 
province was experiencing serious fi nancial problems, which later manifested in some hospitals 
running out of medical supplies and food, and schools not being fully funded and/or not receiving 
textbooks. In 2009/10, KwaZulu-Natal (KZN) was expected to overshoot its budget by over R5.6 billion. 
Apart from the projected overspending, the province was still expected to meet the majority of its 
fi nancial and service delivery obligations.  
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Causes of the situation 
The causes of fi scal stress in Limpopo appear to have been mostly self-infl icted and consistent with 
the factors that constitute fi nancial problems as listed in the MFMA. These include a poor cash-man-
agement system, ineffective expenditure management, non-compliance with supply chain regulations 
and a weak provincial treasury. For KZN, the reasons given for overspending were: extra medica-
tion needed to treat AIDS opportunistic infections and extreme drug-resistant tuberculosis, the new 
occupation-specifi c dispensation (OSD), skills retention incentives and nursing that resulted in many 
patients (especially in Durban) being “farmed out” to the private sector, costing the fi scus several ad-
ditional millions.

Adjustment 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 temporary takeover of a provincial administra-
tion. The intervention resulted in recovery plans being developed for fi ve provincial departments. The 
recovery plans focused mainly on cash management, cost containment, reduction of personnel costs, 
organisational realignment, fi nancial accountability, restoration of legal procurement practices and 
service delivery monitoring. In each remedial area, specifi c activities were undertaken and reported 
over the period of intervention. In Limpopo, national government drove the interventions, whereas 
in KZN the provincial treasury (supported by the provincial legislature) instituted an internally driven 
fi scal restraint. The provincial executive committee approved a number of far-reaching cost-cutting 
measures, which were strictly enforced and monitored by the Premier and MEC of Finance. Key among 
the measures were the freezing of all posts and 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 distances below 500 kilometres), and no payment of per-
formance bonuses or leave day conversions. In both cases, fi nancial progress followed the respective 
externally and internally driven interventions, but the cost to service delivery remains unclear.  
Despite the good effects associated with remedial action, controversies remain about when and who 
should institute fi scal adjustment. Nationally driven interventions often displace accountability, while 
internally driven adjustments may prolong cost to service delivery, especially in the absence of provin-
cial executive will and well-defi ned fi scal parameters to trigger adjustment. 

6.4 Conclusion

This chapter sought to answer one of the long-standing issues in South Africa’s gradually evolving 
intergovernmental system: the fi scal 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 fi scal space within which provinces operate, while critics stress the adequacy of in-
tergovernmental transfers to the provinces and the need for provinces to improve fi scal performance. 
The balance between these opposing views is resolved through empirically testing whether provinces 
are fi scally stressed or not.  

In an attempt to mediate the two opposing views, the chapter has applied an objective method to 
measure fi scal stress. The method combined existing legislative prescripts and practical experiences 
borrowed from the literature with assessing various elements that are considered unfavourable to 
service delivery. A fi scal stress index was then compiled that contains 10 indicators to capture the 
underlying drivers of fi scal stress.

The index reveals that (based on the broad defi nition) fi scal stress is not rampant, and the degree of 
fi scal stress does not vary substantially across provinces. The Eastern Cape has the highest weighted 
fi scal stress score (3.25/5) followed by Gauteng at 3 and Free State at 2.8. The Western Cape and 
Mpumalanga have the lowest fi scal stress scores of 1.3 and 1.4 respectively. Poor fi scal performance 
appears to be mostly attributable to internal factors, such as expenditure management, maladminis-
tration and wasteful expenditure. These fi ndings are consistent with national government’s percep-
tions of the effi ciency and effectiveness of provincial budgets. However, more research is required to 
understand and measure the underlying drivers in provinces where fi scal stress has manifested and 
the good practices of provinces that contain their fi scal stress. 
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6.5 Recommendations

With respect to improving provincial fi scal performance, the Commission recommends that:

• National and provincial treasuries put in place an agreed-upon measurement and assessment 
framework for fi scal performance against which provinces are evaluated. The assessment 
framework must: 

o Take into account various factors that capture fi scal performance holistically, including
 services burden, expenditure effi ciency, and funding and delivery norms;

o Incorporate information from internal audit reports and serve as an early warning system to
 complement section 32 reports and National Treasury benchmarking exercises;

o Provide for monitoring and disclosure of key fi scal performance indicators of provincial 
 departments, particularly when deviation (as defi ned by the PFMA) from a healthy fi scal 
 trajectory is prolonged;

o Provide for monitoring of expenditure benchmarks against which key provincial expenditure
 items are regularly evaluated and reported by provincial Accounting Offi cers.

• Government considers reducing or replacing the maximum allowed threshold for over and under-
expenditure with relative infl ation-adjusted fi gures, to avoid “budget creeping” – a situation where 
the budget’s annual rate of growth makes large amounts of over and under-expenditure accept-
able because they are below threshold.

• National and provincial Accounting Offi cers 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, consist-
ent sanctions should be applied commensurate with the seriousness of the offence. 

• 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, specifi cally focusing on composition, 
effi ciency, economy and effectiveness of expenditure, as well as access to services and realign-
ment of spending with programme objectives and delivery targets.



Submission for the 2014/15 Division of Revenue // 87

CHAPTER 7

CHAPTER 7
Managing the Provincial Wage Bill 
to Contain Fiscal Stress and Build a 
Capable State
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7.1 Introduction

In the past7, the Commission has highlighted the risk to fi scal sustainability posed by the potentially 
negative impact on service delivery of the rapid rise in public sector wage bill relative to expenditure on 
complementary inputs required to deliver services effectively. The public sector wage bill has consist-
ently constituted the largest component of Government’s current expenditure. Reasons for this are 
varied: annual cost of living adjustments coupled with promotion and job re-grading; the increase in 
employee headcount; the introduction of the occupation specifi c dispensation (OSD8); poor internal 
controls (poor management of the antiquated personnel salary (PERSAL) system); lack of critical skills 
resulting in headhunting, which is often expensive; appointments made without proper planning and 
budgeting, and poor organisational design (strategic plans not aligned with organogram); policies 
initiated at national level with insuffi cient regard to the resulting enormous fi nancial implications on 
provincial administrators; the equalisation of service conditions (salary increases for low-income 
earners); and the infl uence of trade unions, coupled with weak management, on the outcome of wage-
bargaining agreements. 

Provincial government functions such as education and health are particularly labour intensive, and 
therefore expenditure on compensation of employees is a major cost driver. On the one hand, provin-
cial 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 national level and the budgeting for personnel costs at provincial level – is sometimes perceived 
as encouraging fi scal 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 national 
level. Furthermore, national initiatives such as OSD may be implemented in widely varying manners 
across provinces, contributing to personnel spending pressures.

Public spending growth needs to be moderated as the economy recovers, in order to stabilise growth 
in the medium-term public debt. An important issue to consider is the composition of public expendi-
ture. If the aim is to promote growth, development and economic activity, as is the case for most 
economies, the focus should be on the more productive items of the budget, such as investment in 
capital. Therefore, the social spending components of the budget in South African provinces need 
to be assessed, to ascertain their effect on economic activity. The focus on the provincial sphere is 
warranted when considering that provinces in South Africa are responsible for the bulk of Govern-
ment’s social spending.

A key determinant of progress in managing personnel expenditure is the ability to achieve an effi cient 
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 but no learner 
support materials, medical personnel but no medicines, etc. Furthermore, even within personnel ex-
penditure, an appropriate skills mix is needed – a balance between core frontline delivery staff and 
support staff – as well as appropriate allocation of posts between head offi ces, district/regional offi ces 
and delivery institutions (clinics, schools).

Managing the Provincial Wage Bill to Contain Fiscal 
Stress and Build a Capable State
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7  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.

8  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 specifi c skilled occupations such as educators, health professionals and certain categories of profession-

als. The aim of the OSD was to improve Government’s ability to attract and retain skilled employees through improved remuneration.
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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), the effect of wage-bill expenditure on economic growth and, lastly, complementary 
inputs (such as textbooks or medicines).

7.2 Legislative, Policy and Budgeting Arrangements Infl uencing the Public
      Sector Wage Bill

7.2.1 Legislation and Policy

In line with constitutional principles, certain legislation and policies govern matters related to the public 
service administration. In addition to labour legislation regulating the private sector9, legislative frame-
works specifi c to the civil service include the Public Service Act (RSA, 1994) and the Public Service 
Amendment Act (RSA, 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 Administra-
tion. These include establishing norms and standards related to public service functions10, which are all 
subject to the Labour Relations Act and any collective agreement. The Public Service Regulations (RSA, 
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 timeframe for fi lling 
funded vacant posts: once advertised, funded posts must be fi lled within a year. The Public Service Act 
does not explicitly contain any consequences for non-compliance, apart from stating that if a depart-
ment 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 raised when the PSA was passed were: (i) the Act gave considerable personnel 
powers to ministers and MECs, which could lead to circumstances where senior offi cials, mindful of 
their job security, pander to the needs of their political superiors and compromise, at the expense 
of rational policy decisions. (ii) the powers of the provincial director general were reduced (Cameron 
and Tapscott, 2000) (iii) entrusting ministers and MECs with personnel appointments may create an 
incentive for purging existing offi cials and putting in place a new management team every time a new 
Minister or MEC takes offi ce; this disruption in the political–administrative interface would have a very 
negative impact on a department’s ability to deliver services.

In addition to the arguments above, Fifi eld (2008) notes the functions of the Minister of Public Service 
Administration as stated above and those of the executive authorities (MECs, premiers, ministers), 
which include organisational structure, appointments and promotions. With the appropriate delega-
tions 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 (PFMA) of 1999 and its regulations. These 
require the Accounting Offi cer to establish a system of controls to ensure that any human resource 
decisions with fi nancial 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’ com-
pensation is consistent with approved budget plans. This is because these expenses are mainly driven 
by province’s own decisions. In line with the legislation currently in place (e.g. PFMA), accounting 
offi cers 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 offi cers. Under the PFMA, accounting offi cers are held accountable for 
personnel spending over which they have little control. Accordingly, the National Development Plan 

9 Labour Relations Act (1995), Basic Conditions of Employment(1997) including Amended Basic Conditions of Employment (2004).

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



// Submission for the 2014/15 Division of Revenue90

PART 2

2030 has proposed that the Public Service Act be amended to locate human resource management 
with the Accounting Offi cer (departmental head), which would both resolve this tension and expedite 
the fi lling of vacant posts by streamlining the appointment process.

7.2.2 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, the expenditure on personnel as a proportion of total budget has been on 
the increase. The challenge facing South Africa is not about the size of the public service per se but 
rather the affordability of public sector employment (Cameron and Tapscott, 2000). The Presidential 
Review Commission (1998) noted that the salary issue is often confusing: on the one hand depart-
ments constantly refer to the failure to attract high calibre skills due to poor salaries, while on the other 
hand salaries are growing constantly.

The public sector wage bill has escalated over the past 10 years, accelerating above average infl ation 
(Pillay, 2010). If this trend continues, the wage bill may become unsustainable and potentially crowd 
out other expenditure items also needed to deliver public services. The introduction of the OSD is a 
reason cited for this trend. Higher-than-budgeted wages could have negative effects on the fi scus 
because of the carry-through effects over the medium term expenditure framework (MTEF) period 
that may become unsustainable (Pillay, 2010). This has the potential to undermine government fulfi lling 
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 in relation to employment policy; and the need for Government and trade unions to discuss 
putting in place performance management and rewards systems, which aim to improve the effi ciency, 
effectiveness and quality of the public services (Pillay, 2010).  

7.2.3 Public Sector Wage Bill and Staffi ng

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 being delivered in a 
country and an important factor determining the costs of service delivery (OECD, 2010). A large pro-
portion 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 employment even when in 
fi scal 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 appoint-
ment to reward supporters, as a form of loyalty, which often results in excess 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 fi rst decade of democracy in South Africa, 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 in South Africa is closely associated with trade unionisation: 
about 76 per cent of the public sector and only 24 per cent of the private sector workforce belong to 
a trade union. Furthermore, over the past decade government employment has grown, while employ-
ment in the agriculture, mining and other primary sectors has fallen. 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).   

7.2.4 Public Sector Wage Bill and Administrative Ineffi ciencies

The Auditor-General (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 over-payments. 

• Payments were not cancelled timeously after the termination of service and so were not effected 
on time in the PERSAL system.
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• 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 the provincial departments.
• State guarantees of staff members who had resigned often were 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 to staff members with the same identity or PERSAL number.
• Controls were not in place to ensure that service terminations were processed within a reason-

able time in order to prevent double payment.
• The reliability and integrity of data on the PERSAL system was questionable because of shortcom-

ings regarding the validation of system-generated identity numbers.

The Auditor-General made recommendations on corrective measures to be taken to remedy these 
shortcomings to the accounting offi cers, National Treasury, national and provincial departments. Sub-
sequent 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 offi cers and heads of departments responsible. Furthermore, an investigation into pro-
vincial departmental operations uncovered extensive administrative malpractices, poor delegation 
and coordination, as well as the employment of large numbers of supernumeraries and fi ctitious or 
ghost employees (Cameron and Tapscott, 2000). Another major impediment to the implementation of 
policies at national level is the defi ciencies in policy analysis skills and practices, which are essential 
for improving performance. These fi ndings clearly indicate that increases in the public sector wage bill 
are further intensifi ed by ineffi ciencies in the administrative processes.

7.2.5 Public Sector Wage Bill and Productivity

Since the late 1990s, public sector wages in South Africa have been a point of contention between the 
government and trade unions. In July 2012, for the fi rst time the government and trade unions reached 
an agreement, which stipulates in advance the annual increases (infl ation rate plus one per cent) to 
be received by the 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 processes. 
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 increased labour costs (Morton and Blair, 2012).  

According to international literature, a number of productivity measures can be used, and their feasibil-
ity 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, 2010). Public sector productivity has generally not been 
extensively researched in South Africa. Recent attempts to measure productivity raised serious meth-
odological questions regarding the measure and the approach adopted. Nevertheless, both estima-
tions suggest that public sector productivity is signifi cantly 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, 2012). 

Despite recession in 2009 and tepid recovery in 2010, real wages in South Africa continued to increase 
rapidly, outpacing the growth in labour productivity. This misalignment of real wages and labour pro-
ductivity refl ects the outcomes of the collective bargaining framework in South Africa, which not only 
contributes to the weak link between pay and productivity but also reduces the responsiveness of the 
real wage to fl uctuations in the business cycle.  

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. 
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7.2.6 Social Spending and Economic Growth

Assessing the impact of fi scal policy on the economy requires a deeper understanding of the relation-
ship between public expenditure and economic activity (growth), specifi cally whether government 
spending is a consequence rather than a cause of economic growth. In addition, understanding which 
type of public expenditure affects growth can help in redirecting public spending (including which 
components should be limited) during fi scal consolidation. Hence the social spending components of 
the budget in provinces and their effects on economic activity need to be looked at.

A focus on the provincial sphere is warranted, as provincial governments in South Africa are tasked 
with the implementation of social spending objectives and also responsible for the majority of govern-
ment’s social spending. Social spending is defi ned as the provision of benefi ts (and fi nancial contribu-
tions) by public (and private) institutions to households and individuals in order to provide support 
during circumstances that adversely affect their welfare (OECD, 2010). The components considered 
here are provincial expenditure on education, health, social development and other social expenditure.

7.3 Findings

The research methodology comprises both descriptive analysis of trends and modelling. 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 fi ve 
areas: personnel numbers, staff mix, productivity, salary notches, and social spending and economic 
growth. At a provincial level, the departments of education and health are looked at, as these de-
partments 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.

7.3.1 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 25: Composition of the Wage Bill by Sphere (2003/04 – 2012/13) 
(in R’millions)

Avge

 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

Wage bill as share of 
Total Expenditure 43% 39%

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 the 
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 employees11 (National 
Treasury, 2012). Figure 16 illustrates personnel expenditure as a proportion of total expenditure by 

11 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 offi cials 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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Source: National Treasury, Commission’s calculations

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 
2012/13.12 A substantial upward adjustment for provincial government, from 46 per cent in 2005/06 to 
58 per cent in 2006/07, resulted from under-spending 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.

12 Table 2 shows the contribution of the sector wage bill to total expenditure for the main sectors for 1995/06–2011/12.
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Figure 16: Personnel Share by Sphere

The functions assigned to each sphere are an important determinant of the magnitude of the personnel 
to total expenditure ratio. For example, national government typically sets 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 expendi-
ture than it should be. 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 diffi cult 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 
the signifi cant increase in the net loan debt, which climbed 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 failure to 
contain the wage bill could lead to increased infl ation.

7.3.2 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 possible cost drivers of this wage bill increase. 

Employment headcount
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 reces-
sionary effect on the economy through maintaining consumption levels. 

As Table 26 shows, between 2004/05 and 2011/12, the total number of posts increased by an annual 
average of fi ve 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 
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increased the number of contract and abnormal appointments13. Contract employees increased, on 
average, by 50 per cent per annum for education and 38 per cent for health. A similarly dramatic 
increase was seen in abnormal appointments for education (96.5 per cent average annual growth) and 
to a lesser extent health (23 per cent average annual growth). 

Table 26: Total Posts Filled by Main Provincial Sector (2004/05–2011/12)

May-04 Dec-11 Age Annual Growth

Education Health Education Health Education Health

Headcount

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%

Percent of Total

Permanent 92% 93% 88% 87%

Contract 1% 3% 3% 9%

Abnormal 1% 2% 6% 4%

Other 6% 1% 3% 1%Source: DPSA (2012), 
Commission’s calculations

Source: DPSA (2012), 
Commission’s calculations

13 Abnormal appointments are positions that are fi lled but are not part of the approved organisational organogram.

The substantial increase in contract and abnormal staff suggests education and health departments 
are adopting a strategy to expand the skill-set of its workforce in the short to medium term by using 
the fl exibility and less onerous labour provisions that govern these positions.  

Between 2003/04 and 2011/12 posts fi lled in addition to the staff establishment increased signifi cantly, 
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 27: Posts Filled Additional to Approved Staff Establishment

Apr-03 Dec-11 Avg Annual Growth

Permanent Temporary Permanent Temporary Permanent Temporary

Education 11422 41995 19519 53954 9% 4%

Health 1954 1192 7882 1321 38% 1%

Total 13376 43187 27401 55275 13% 3%

These unfunded additional posts are a drain on the fi scal 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 the organogram 
does not align with the new strategy.
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Source: DPSA (2012), 
Commission’s calculations

14 Information on staff mix in 2011/12 was requested but not received from the Mpumalanga Department of Education.

Staff mix
As yet, no agreed way exists of clearly demarcating administrative versus frontline staff in Govern-
ment. Typically frontline staff are directly involved in activities or processes related to benefi ciaries of 
public goods or services, whereas administrative staff support services that help frontline staff and 
ensure the organisation operate seamlessly. The combination of frontline and administrative (or back 
offi ce) employees may vary from sector to sector. Although many managers are not directly involved 
in service delivery, they are supposed to play a strategic function and so are not considered back offi ce 
staff. 

Table 28 shows the staff mix for provincial education departments. Employees falling into employment 
levels 1–5 are defi ned as lower level staff, levels 6 – 12 as middle and 13 – 16 as senior.

EDUCATION 2003/’04 2011/12

Provinces Low: 
Middle

Low: 
Senior

Middle: 
Senior

Low:
Middle

Low: 
Senior

Middle: 
Senior

Eastern Cape 0.16 161.48 995.0 0.20 242.95 1237.13

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 1163.68

Limpopo 0.08 124.62 1529.1 0.07 56.66 854.44

Mpumalanga 0.16 206.10 1257.2 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 1053.9 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

Table 28: Staff Mix of Provincial Education Departments (2003/04– 11/12)14

The most signifi cant movement over time is the ratio of middle to senior management, which declined 
from 958 middle employees for one senior manager in 2003/04 to 752 middle employees to one 
senior manager in 2011/12. This implies senior management is growing faster than middle employees 
at an aggregate level. Limpopo had the most signifi cant decline, going from 1 529 in 2003/04 to 854 in 
2011/12. Compared to the average, Eastern Cape is not employing enough senior managers, whereas 
the Northern Cape has relatively too many senior managers for the number of middle level staff 
employed. Until a benchmark for these ratios is established, defi nite conclusions are diffi cult to draw. 
Furthermore, comparing averages is a crude indicator, since the appropriate managerial numbers 
would depend on a number of other factors such as the specifi c delivery model being employed by 
the respective provincial departments among others. Table 29 shows the staff mix for the provincial 
departments of health for 2003/04 and 2011/12.

(See Table 29 on page 96)
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HEALTH 2003/’04 2011/12

Provinces 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

Table 29: Staff Mix of Provincial Health Departments (2003/04 – 11/12)

Source: DPSA (2012), 
Commission’s Calculations

Between 2003/04 and 2011/12, the ratio of lower level staff to senior management and middle level 
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 senior managers have fewer middle employees to supervise 
compared to other provinces, and these provinces have signifi cantly 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 lower and middle level staff operate in a proportional way. If the mix 
between lower and middle level staff is optimal, any change to 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. It is also likely that reduced effort at control and 
supervision increases the probability of lower quality of services and staff productivity. Further work in 
these areas is required to determine appropriate normative benchmarks, differentiated according the 
specifi c sector, delivery model employed, service mix, quality and access norms.

Salary notch upgrades and promotions 
Typically, when posts are upgraded, the skill-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 salary 
band or notch. The converse is true when posts are downgraded. In 2004/05 net upgrades in education 
amounted to 7 50015,  and thereafter remained negligible, apart from in 2009/10. For health, net upgrade 
of posts started off at 1 200 in 2003/04, 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 these upgraded posts. Both sectors have managed to keep the number of upgraded 
posts under control in the past few years. 

15 Net upgrade of posts is defi ned as the difference between the number of posts upgraded and the number of posts downgraded in a particular 

fi nancial year.
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Apr-03 Oct-09

Education Health Education Health

Promotion to Another Salary Level 16155 2554 469329 27766

Promotion to Another Salary Notch 286968 145779 353561 100088

Table 30: Promotions

Source: DPSA (2012), 
Commission’s calculations

Source: DPSA (2012), 
Commission’s calculations

What is important is to monitor closely the low levels of net upgrades to avoid the costly effect of un-
sustainable net upgrades. Until 2008/09, the number of employees promoted to another salary notch 
declined signifi cantly 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.
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Figure 17: Net Upgrades of Posts – Provincial

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

7.3.3 Social Spending and Economic Growth

Table 31 presents the average shares of expenditure on compensation, goods and services, transfers 
and capital expenditure for the categories education, health, social development and other, by province. 
What is evident is that education and health departments spend very little on capital, and the major 
proportion of their budgets goes on compensation of employees. For social development, the bulk of 
the budget is spent on transfers, whereas the budget for “other” is spread fairly evenly between the 
different categories. The category “other” also has the largest share of capital expenditure (an average 
of about 20 per cent for the nine provinces) compared to education, health and social development. 
What is noticeable is that provinces show no stark differences in expenditures and their components.

(See Table 31 on page 98)
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Table 31: 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

Education

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%

Health

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%

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%

Other

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%

The effect on economic growth of the provincial public sector wage bill in the social sector was 
considered.16,17 Disaggregated expenditure is important in the South African context, particularly given 
the government’s commitment to moderate the growth in public sector wage bill and to redirect this 
expenditure to more productive uses. Therefore, total education, health, social development and other 
expenditure are divided into expenditure on compensation (i.e. the public sector wage bill) and ex-
penditure on all other items excluding compensation (i.e. sum of expenditure on goods and services, 
transfers and subsidies and capital assets). Private capital formation and employment were used as 
control variables. The results reveal the following:

• Together with private capital expenditure, non-compensation expenditure for the social devel-
opment and “other” categories has positive effects on provincial economic growth in the long 
run. The largest contributor to provincial economic growth (gauged by the coeffi cient 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 insignifi cant and hence have no effect on long-run 
provincial economic growth.

Source: Commission’s 
calculations.

16 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) + 0.071*Log(Employmenti,t-1)+ ei,t-1

17 The Technical Report (Chapter 2) contains a more detailed discussion of the research methodology and results discussed in this section.
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7.4 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 by promotion and job re-grading, increasing 
Government employee population, the introduction of OSD, vacancies for critical skills not fi lled 
(leading to 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 translate into an increase in productivity, which is inconsistent with 
the international literature. This implies that other factors could play an important role in moderat-
ing the effects of personnel spending on productivity, such as the collective bargaining process that 
often results in higher salary increases than were assumed in the budget process negotiations, poor 
supervision and management of frontline staff, and lack of complementary equipment, supplies and 
infrastructure. Given that the South African government has committed to moderating the growth 
in the public sector wage bill, the effect of provincial personnel expenditure on economic growth 
becomes an important consideration. Based on the econometric analysis carried out by the Commis-
sion, expenditure on employee compensation at provincial level has no statistically signifi cant effect 
on economic growth in the short run. The implication of the fi nding is that personnel expenditure could 
be reduced as part of fi scal 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-run growth and broader social development. As a result, 
productivity increases within the existing quantum of personnel expenditure is also critical (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 produc-
tivity. This implies policy adjustments should not only be restricted to personnel management and 
performance-based measures, but should also include exercising effective accountability, fi nancial 
management, organisation reform and adherence to monitoring mechanisms.

7.5 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 
specifi c occupational categories, and developing accurate and up-to-date management informa-
tion systems to monitor employee compensation expenditure against those norms

• When human resources functions have been delegated to them, accounting offi cers are required 
to adhere to agreed staff establishment norms when fi lling posts. This requirement must be 
enforced through existing regulations and performance agreements. Furthermore, each account-
ing offi cer 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-
General queries, and manage fi nancial and non-fi nancial information – is enhanced. Provincial 
treasuries and Offi ces 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 com-
puterisation of certain processes, reorganising and streamlining workfl ow, 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 innova-
tions in order to enhance productivity in the social sector.
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8.1 Introduction

The chapter investigates options for improving public transport service delivery through devolving 
public transport functions from provincial governments to municipalities. An effective public transport 
system is defi ned as one that minimises its generalised costs and is supportive of inclusive growth.18 

The key questions addressed in this chapter are:
• 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?
• 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 com-
petencies?

The investigation is carried out in two phases. The fi rst phase (reported in the current chapter) is aimed 
at profi ling a broad set of principles that should inform the devolution process. The second phase, 
which commences in May 2013, uses additional data and information collected from various primary 
and secondary sources to provide recommendations on how devolution should be carried out. 

8.2 Typology of Transport Functions

Transport is a multi-disciplinary function, and seven distinct functional areas are identifi able: 
1. Planning. This includes policy formulation, subsequent development of transport plans in line with 

policy, and overall monitoring of the system to allow for the refi nement of plans. 
2. Implementation. This involves the implementation of transport plans, including day-to-day traffi c 

management functions provided for in the plans.
3. Liaison. This entails various forms of stakeholder engagements.
4. 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. 

5. Law enforcement. This entails operations aimed at ensuring the different actors comply with regu-
lations.

6. Service provision. This involves the actual provision of passenger and freight transport services.
7. 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 func-
tions 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 fulfi lling the function.

In the current transport governance framework, municipalities are responsible for compiling inte-
grated 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 
– for example, decisions on public transport service supply levels and network-based subsidy rationing 
rest with provinces. A common problem is when provinces decide on public transport operating 
licenses without considering the integrated transport plans prepared by municipalities. The Passenger 
Rail Agency of South Africa (PRASA) has also been known to make plans that are not necessarily 
informed by the municipal integrated transport plans. The transport coordinating structures, which 
are provided for in the National Land Transport Act, have not been formally established in terms of 
the integrated transport plans (which are in many cases out-dated) and therefore are not properly 
budgeted for. In light of the implementation of the capital-intensive National Public Transport Strategy, 
recent attempts have been made to revive these structures, especially cities with urban passenger rail 
services. However, the success of these structures, notably intermodal planning committees, remains 
to be seen.

18 Generalised costs refer to all costs, which are inclusive of time, out-of-pocket expenses, convenience, etc.
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8.3 Implications of Transport Funding Gaps on the Fulfi lment of Transport
      Functions

Despite an on-going initiative to coordinate transport functions across the three spheres of govern-
ment, the transport system is increasingly not achieving what is envisaged. For example, the White 
Paper on National Transport Policy (DoT, 1996) envisages a modal split of 80:20 in favour of public 
transport, yet car ownership is on the rise (based on the number of vehicles registered relative to pop-
ulation size). Furthermore, despite increased public expenditure (of R8 billion per annum), private and 
non-subsidised public transport services still outperform bus and train services. In addition, despite 
changes in settlement patterns, subsidised public transport service networks have remained virtually 
the same.

The key failure of the current governance arrangement is the inability to manage the transport service 
as a network. One of the key symptoms of this failure is that many of the modes of transport compete 
against each other, as opposed to being complementary, resulting in increased end-user costs. A 
practical application of network management 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 from 1996 to early 2000s as refl ected in Figure 18. 
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Figure 18: National Transport Capital Investment Trends

Source: DoT (2012)

The result of this under-investment is aging and unreliable rolling stock for both passenger and freight 
transport infrastructure. Even when made, capital investments are not necessarily guided by integrated 
transport plans as envisaged in the National Land Transport Act, mainly because capital expenditure 
is made in terms of infrastructure ownership. For example, the investments made by the national 
agencies within municipalities are not necessarily informed by the municipal integrated transport 
plans. Theoretically, devolving functions to municipalities should allow transport to be customised and 
made compatible with the rest of the built environment managed by municipalities.
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8.4 Motivation for the Devolution of Transport Functions

To be successful, devolution must be carefully planned and executed. If the devolution process is not 
systematically managed, there is a strong possibility that unfunded mandates will be created, resulting 
in reduced capacity to deliver. Research shows that most municipalities lack critical technical skills 
to undertake 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).  

International benchmarks show that transport functions can be devolved in various ways, implying that 
South Africa needs a model that will address the country’s particular circumstances. The eThekwini 
Transport Authority is an attempt to devolve functions to municipalities but has not yet managed to 
take full control of the transport network. It is currently functioning as an ordinary department of the 
city rather than an authority, as it does not appear to be able to make independent decisions and 
be made accountable through a performance contract with the Minister of Transport (Futsane and 
Wosiyana, 2005; Cameron, 2005). Also, while the eThekwini Transport Authority currently operates on 
discretionary funds, there is a great reluctance to devolve rail functions, despite having city-specifi c 
regional bodies that manage rail services.

8.5 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:

• Devolution appears to be more effective when all related functions are consolidated. 
The consolidation of related functions reduces service delivery turnaround times and potential 
process ineffi ciencies. 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 integrated transport plans.

• Devolution becomes even more effective when undertaken within the context of a 
well-resourced municipal entity with political accountability. The case of the eThekwini 
Transport Authority illustrates that fulfi lling additional mandates necessary for improved transport 
service delivery is diffi cult without sustainable funding. Without adequate funding, devolution will 
result in an unfunded mandate. In Russia, transport functions were devolved to municipalities 
without consistent funding, which resulted in signifi cant municipal defi cits and increased infra-
structure backlogs. 

• Lines of responsibility and authority must be clear. The authority of the entity taking over the 
function must be unequivocally defi ned. 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.  

• Municipalities must have authority over the network. Without full control of the network, 
achieving network integration becomes diffi cult 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 
diffi cult, resulting in gross oversupply and undersupply of services in the network.

• Confl icts of interest should be eliminated. Any confl ict of interest over the devolved 
functions eradicates trust, especially for tendered public transport contracts. For example, issues 
of confl ict arise when a municipality is operating a bus service and also wants to adjudicate 
licence applications. 

The second phase of the study, which will commence in May 2013, will use various primary and 
secondary data sources to explore these critical success factors in more detail.
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8.6 Recommendations

With respect to the devolution of public transport function, 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 stakehold-
ers to provide suffi cient 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 municipali-
ties, beginning with eThekwini and Cape Town metropolitan municipalities. 
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9.1 Introduction

Globally public sector performance management is undergoing a radical change, 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 
services delivery outputs, but also want to see actual outcomes and positive impacts of public ex-
penditure. They continue to grapple with questions such as whether policies and public spending lead 
to the desired developmental goals, whether policy implementation is on track and, more importantly, 
how to measure progress.

South Africa recently adopted the National Development Plan (NDP), which emphasises state capabil-
ity as a precondition for development and an outcomes approach to service delivery. The fundamen-
tal aim of these reforms is to ensure that government derives value for money from available fi scal 
levers, and public services stimulate the desired developmental impact. Through the outcomes-based 
approach, government seeks to measure and evaluate various elements of the service delivery value 
chain, from inputs, budgets, activities, service delivery outputs to ultimately the policy outcomes. To 
entrench and implement a Monitoring and Evaluation (M&E) system throughout the various spheres of 
government, the government has put in place new structures, such as the Department of Performance 
Monitoring and Evaluation (DPME) in the Presidency and adopted delivery agreements. 

Recognising the persistent unevenness in the quality of public services and often ineffective public 
spending, the government is placing more emphasis on the outcomes of public services and the 
need to monitor and systematically evaluate outcomes and take prompt remedial action (NDP, 2011). 
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 policy-making and planning, but de-
centralised sub-national budgeting and implementation) create inherent tensions in linking planning 
and budgeting. These tensions make effective, coordinated, joint implementation (within and across 
spheres of Government) and shared accountability less likely.

Experiences elsewhere (of outcomes-based M&E systems similar to that in South Africa) suggest that 
successful implementation 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 effective intergovernmental planning and budgeting. 
The effective implementation of such an approach requires budget reforms, so that outcomes and 
budgeting are directly linked, especially where multiple organisations are responsible for a single 
outcome. 

9.2 Achieving Sound Accountability through Managing for Results

9.2.1 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 ar-
ticulated during public protests (Curristine, 2005). The desire to improve performance is not new, as 
government has always claimed to seek maximum benefi ts from its spending. What is new is the 
shrinking overall fi scal envelope in the wake of the global crises, which means that more attention 
needs to be given to achieving maximum outputs with limited inputs in achieving social service and 
infrastructure delivery goals. 

Building and sustaining an effective results-based M&E system is neither a luxury nor an easy task 
(Kusek and Rist, 2004). It is a vital necessity for development and requires continuous commitment, 
time, effort, resources and champions. Once the system is built, it must be sustained through a political 
process, not just a bureaucratic one. A performance assessment framework, which allows public 
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scrutiny of delivery information, can alter political power, challenge conventional wisdom on policy 
design, drive new resource-allocation decisions and call into question those in positions of power.

9.2.2 Managing for Results and Budgeting in a Decentralised Environment

Performance M&E addresses the fundamental question of accountability and feedback to key stake-
holders on the outcome and impact of government spending. Performance M&E tells public sector 
managers and oversight bodies what progress has been made towards achieving stated targets and 
goals and provides evidence 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 personal 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). 

Decentralisation is considered an enabling factor for public sector performance and involves dispers-
ing central functions as manageable activities across spatially distributed and semi-autonomous units 
of sub-central governments or institutions. The potential for decentralisation to address the short-
comings of intergovernmental performance has attracted considerable interest in most democracies 
(Hutchinson and Lafond, 2004). Justifi cations for decentralisation range from fostering social and 
political cohesion, increasing allocative effi ciency, bringing government closer to its constituents (sub-
sidiarity), to increasing oversight by communities.

However, decentralisation does not always have positive effects and is sometimes associated with 
costs and risks. These include hazards associated with poor electoral accountability and severe coor-
dination problems in government, including the extent to which the activities and policy choices of one 
institution take into account those of another organisation (Mullins, 2003). 

Decentralisation makes policy formulation and implementation, budgeting, and M&E more complex 
because of concurrent functions (designated by the Constitution as competences shared by two or 
more spheres of government e.g. education, health and transport). Therefore, a decentralised system 
requires intensive sectoral and intergovernmental coordination across the policy-making, planning, 
budgeting and implementation processes.

9.2.3 Performance Budgeting and its Relation to Managing for Outcomes

According to the Organisation for Economic Cooperation and Development (OECD), the introduction of 
performance-based budgets leads to the reconciliation of policy objectives, planning and implementa-
tion. Other solutions to coordination problems lie within the system of performance management itself 
and include moving towards complete contracts, introducing incentives and sanctions (Flynn, 2004). 

Widely regarded as an important tool for linking funding and outcomes, performance-based budgeting 
takes many forms. In its simplest form, performance-based budgeting can be defi ned as any budget 
that depicts information on what government has done or plans to do with the money provide (Schick, 
2003). This can simply refer to performance information presented as part of the budget documenta-
tion or to a budget classifi cation 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 the results. All relevant budget information must be fully disclosed in a timely 
and systematic fashion by spheres responsible for a particular outcome. To work, this version must 
be supported by cost measurements that enable the government to link increments in resources 
to increments in results (Schick, 2003). For many developed countries, performance budgeting has 
proven a challenging task because of technical complexities and behavioural changes required of 
policy-makers.
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Recognising the limitations of performance budgeting, most governments have taken a wider perspec-
tive, choosing instead to “manage for results”. Managing for results is similar to other approaches, 
such as result-oriented management and evaluation, result-based management and governing for 
result. The main idea behind managing for results is that performance information should be used in 
a number of ways, including strategic planning, increasing public accountability and resource alloca-
tion (Moynihan, 2006). Whereas performance budgeting attempts to link resources and allocations, 
managing for results calls for a looser link between the two, with performance information guiding (not 
determining) allocations. 

Many developed countries have used various models of managing for results and performance-based 
budgeting with moderate success. In most cases, the reforms are aimed at using formal performance 
information to improve public sector performance and budgetary allocations. For example, in Australia 
government departments are required to undertake mandatory programme evaluations every three 
to fi ve years, while Canada uses a more explicit programme alignment architecture, which identifi es 
and links group-related activities logically to the strategic outcomes they support, and links planned 
resource allocations to each programme at all levels, against which fi nancial results are reported. The 
UK government has a dedicated Prime Minister’s Delivery Unit and follows a more hands-on approach, 
which seeks to accelerate lagging programmes, unblock selected delivery outputs, and design effective 
and effi cient delivery systems through a customer journey mapping. One of the key champions attrib-
utes the success of the UK’s M&E system 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. 

9.3 Historical M&E Practices in South Africa

The focus on linkages between budgets and results in South Africa began as part of broader public 
sector reforms, which require national, provincial and local governments to table their annual budgets 
concurrently with strategic plans and Annual Performance Plans (APPs) for scrutiny and approval. 
The intention is to make more explicit the linkage between outputs and resource allocation in budget 
programmes, through institutionalised reporting requirements for which administrative heads of gov-
ernment departments are held accountable. 

Coordinated planning and performance-linked budgeting remain a work in progress. A major defi -
ciency in the current South Africa’s intergovernmental system is the dual responsibility of national 
government and provinces for concurrent functions, which creates multiple points at which executive 
and legislative decisions can be and are taken over the same mandate (The Presidency, 2009). The 
conventional line-function culture of budget votes per department, specialist ministerial mandates, 
and rewards and sanctions for individual performance creates disincentives for joint implementation 
and accountability for shared outcomes. These problems can be attributed to weak alignment of key 
components of strategic plans within and between spheres, and a disconnection between placing and 
enforcing administrative and political accountability. 

9.3.1 Performance Management Information for Planning and Budgeting

The new M&E system in South Africa essentially overlays an existing framework of performance man-
agement and evaluation carried out by various government institutions. National Treasury collects 
fi nancial performance information through monthly and quarterly reports, while both the Presidency 
and selected offi ces of the premiers play an integral role in collecting performance information. The 
Presidency undertakes periodic performance reviews (e.g. every 10 and 15years), using information 
from offi cial statistics, government database (annual reports) and research by local and international 
institutions. 

Some departments have long-established, sector-specifi c M&E systems, which 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. 
The Constitution empowers the Public Service Commission (PSC) to oversee and evaluate the overall 
functioning of the public service. The PSC carries out evaluation exercises, such citizen satisfaction 
surveys, miscellaneous programme reviews, and publishes regularly a report on the state of public 
service, which assesses adherence by national and provincial departments to core principles of public 
administration. The offi ce of the Auditor-General (AG) performs audits of predetermined objectives, 
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where actual performance information reported by departments is verifi ed and assessed against 
planned performance. The AG also carries out sector-specifi c performance audits where the focus 
is on economy, effectiveness and effi ciency. Statistics South Africa also plays an integral role in col-
lecting complementary information (through the General Household Survey, Non-fi nancial 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. 

9.3.2 Emerging Practices in Managing for Results

In 2009, managing for results in South Africa took a new step, when a dedicated Ministry of Perfor-
mance Monitoring and Evaluation was introduced. Unlike the existing input/output-based M&E, the 
new approach is outcomes oriented, monitoring 12 strategic areas. It attempts to circumvent challeng-
es 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 intergov-
ernmental protocols with premiers, which outline high-level outcomes, input activities and output 
measures for a specifi c sector. At their six-monthly meetings, the ministers and premiers report back 
to the president on predetermined output indicators and take political accountability for progress on 
government-wide outcomes. 

In addition to ministerial performance agreements, the new approach requires groups of departments, 
spheres or sectors responsible for a particular delivery outcome to have sector delivery agreements 
signed by the relevant ministers, Members of Executive Councils (MECs) and local mayors. These 
agreements describe in detail the desired sectoral outcomes, output indicators, service delivery chain, 
agreed delivery norms and standards, timelines, budget prioritisation and alignment to delivery agree-
ments, capacity required, and consultation process followed in negotiating service delivery agree-
ments and confl ict 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 specifi ed 
timeframe and budget. Figures 19 and 20 depict the outcomes-oriented performance management 
process and reporting framework.

Figure 19: Outcomes Oriented Performance Management Process
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Figure 20: Outcomes Reporting Framework 
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As Figure 20 shows, the current M&E reporting framework is complex and cumbersome, and has 
multiple reporting points. Superimposing an additional M&E institutional mechanism on existing 
frameworks invariably increases the frequency of reporting and compliance costs. Emerging practices 
suggest that M&E will create a signifi cant administrative burden, as multiple reports (generated on a 
monthly, quarterly and biannual basis) are directed at different reporting points. 

9.3.3 Practicality of New Approach and Implementation 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 substan-
tial concerns about the budget process. The new approach, which promotes joint responsibility for 
outcomes, could potentially render the negotiation process of delivery agreements unworkable 
because of the need to coordinate activities and budgets across many delivery partners. For example, 
the Department of Basic Education has identifi ed 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 32). In order for these delivery agreements to be implemented in the manner 
envisaged, certain budget process reforms would be required. 
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A concern is that lead departments may have to run parallel mini-budgeting processes, to motivate 
other delivery partners to make budgetary allocations towards their respective activities within the 
outcome. Yet budget coordination is best achieved during the early stages of budgeting value chain. 
The current confi guration of intergovernmental budget and policy forums, such as MinMecs, 4X4s and 
10X10s, are not structured to deal with determining interdepartmental/sectoral budgets. Furthermore, 
both the envisaged executive and technical implementation forums are neither statutory nor part of 
the institutional forums responsible for budgeting. These forums are perhaps not entirely new institu-
tional bodies, which is cause for further concern. It is envisaged that implementation forums will be 
based on existing structures such as MinMecs, technical MinMecs, Headcoms, cabinet clusters and 
FOSAD (the Forum of South African Directors-General). Over the past years, these structures have 
performed suboptimally 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 budgetary allocations towards 
collaborative work during the Medium Term Expenditure Committee (MTEC) and bidding processes. 
However, this approach is not without problems, as evident in the ongoing disputes between national 
and provincial governments over funding of national priorities. Other likely problems involve competi-
tive scrambles for additional funds by departments/delivery partners, on the grounds that this joint 
work falls outside of their direct mandate.  

An early signal of the aforementioned budget coordination problem is found in the agreements that 
have been signed so far. Four of the 12 delivery agreements reviewed do not indicate individual delivery 
partners’ budgetary allocations/contributions towards applicable outcomes. Many reasons can explain 
this defi ciency. (1) The system of delivery agreements is still new; (2) The timing disparity between 
when the budget process is completed and when agreements are signed creates misalignment. (3) 
The nature of outcomes, wherein responsibility cuts across almost every government function, which 
increases the intensity of consultation process for lead departments. (4) 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 diffi cult without individual departmental allocations to key activities 
within an outcome.

Table 32 : 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 depart-
ments 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 
settlement 

Department of Human 
settlement 

six national 
departments, 
nine provinces and 
283 municipalities and 
banking industry 

4 Not provided 

Source: Commission’s compilation; The Presidency (2009)
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9.3.4 Interface between Planning, Budget Process and Outcomes Value   
         Chain

The interface between planning, budget and outcomes is not strong in the outcomes-oriented M&E 
value chain. Process issues and underlying inherent coordination problems explain much of the 
weakness. The outcomes approach has been introduced late in the process of public sector reform 
and was superimposed on an existing performance management and budgeting framework, which 
has a history of unilateralism.19 As a result, the interface has largely been carried out retrospectively: 
delivery partners or departments are requested to link their Annual Performance Plans (APPs) to a 
relevant outcome, with the DPME assessing whether such linkage takes place or not. For the most part 
this linkage exercise is theoretical and superfi cial, since individual APPs do not subsequently inform 
the contents of service delivery agreements or the other way round. 

Furthermore, the MTEC budgeting process still follows a sectoral approach, where departments bid 
for additional resources individually and separate from the rest of delivery partners responsible for 
the same outcome. The responsibility for allocating such funds towards different activities within a 
single outcome becomes the prerogative of each individual delivery partner. The implicit expecta-
tion is that departments will allocate suffi cient resources to meet their respective activity within an 
outcome. However, the literature suggests that, when resources are not explicitly tied to the delivery 
of a given outcome, partners use the situation as an excuse for additional funding. In other words, 
delivery partners may not link their activities to an outcome or have any incentive to make allocations 
to activities other than what they consider to be core responsibilities.  

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 further notes that the 
Presidency, National Treasury, Department of Public Service and Administration (DPSA) and Depart-
ment 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 are required to 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 diffi culty ensuring or moni-
toring 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 identifi able 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 
classifi cation scheme that focuses predominantly on inputs and spending at the macro level. 

Programme or Portfolio Budgeting 
Integrating planning, budgets and outcomes is not an easy task. Numerous examples of failed 
reforms to put into practice the idea of linking broader government outcomes to budgets can be 
cited. The solution to this elusive ideal lies in adopting and vigilantly implementing programme or 
portfolio budgeting – whereby expenditure is classifi ed 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 suited to the new outcomes approach, which by nature disregards or-
ganisational boundaries. Unfortunately, international experience has also shown that programme and 

19 Unilateralism refers to the tendency for budgeting and planning to focus on an individual public institution’s objectives and for the accounting 

offi cer to make budget decisions in isolation, rather than joint action and joint resourcing of common government-wide outcomes with shared 

accountability for results.
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portfolio budgeting approaches are not easy to implement in practice, since the increased potential for 
policy effectiveness must be weighed up against the possible dilution of budgetary control and fi scal 
accountability in crafting the specifi c institutional arrangements.

Incentives 
Countries that have successfully implemented results-oriented budgeting have simultaneously intro-
duced incentives to infl uence decisions and guide actions towards improving effi ciency. Incentives that 
will change behaviour are required for budget decisions to be infl uenced by the information contained 
in performance indicators. A public sector management framework that provides such incentives to 
achieve a strong focus on performance and outcomes, in turn allows management the fl exibility 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 fl exibility. 
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 specifi c outcome and 
their incentives are meant to trigger spending performance rather than expenditure outcomes. 

9.4 Conclusion

Effi cient and effective public sector management is the mantra of modern-day public services manage-
ment both internationally and in South Africa, especially in the light of newly adopted NDP’s focus on 
the State’s capability. The need to demonstrate value for money increases pressure on governments 
to introduce new and better forms of management. Often these reforms overlay existing performance 
management and budgeting systems and are therefore underpinned by inherent, country-specifi c 
institutional, systemic and process weaknesses. 

The introduction of an outcomes-oriented M&E in a decentralised government system requires 
numerous practical considerations relating to rules, leadership, accountability and most importantly 
its design. Complex service delivery partnerships require clear assignment of roles and responsibilities 
among partners to minimise inaction. 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-specifi c circumstances. When new reforms are superimposed 
on existing processes without making adjustment, the result is often confusion, duplication and low 
take-up rate.  

Introducing new reforms alone is a necessary, but not suffi cient, condition for reorienting public sector 
performance management, and actual delivery and fi nancial performance. 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, 
the way 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 signifi cantly, beyond 
outcomes M&E, to include budget, costing and accounting reforms in order to improve the interface 
between planning, budgeting and outcomes. Such reforms would entail synchronising organisational 
structures, budget classifi cations, and cost accounting systems with closer articulation with individual 
performance management systems, particular at senior management service level. Most importantly 
would be synchronising the timing of when the budget process commences and when service delivery 
agreements are signed. 
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9.5 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 department-focused 
budget-bidding process by: 

o 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.

o 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 specifi c, 
individual, department-specifi c 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 
document  before being accepted or signed into a binding document. 
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art 3 consists of four chapters covering pressing issues relating to improving both the short- 
and long-term fi scal sustainability and performance of municipalities (a) fi scal distress in 
local government, (b) performance-based grants, (c) rehabilitating water and electricity 
distribution infrastructure, and (d) enhancing revenue generation in rural municipalities. The 
common thread running through the four chapters is how to unlock blockages in local 

government that inhibit the full realisation of optimum public value from this sphere. The question dealt 
with is what are the key levers to unlock public value within the local government sphere? 

Similar to Chapter 6 which looked at fi scal distress faced by provincial governments, Chapter 10 
extends the analysis to the local government sphere, bearing in mind that their fi scal and delivery 
contexts are very different. The chapter proposes an explicit measure of fi scal health for municipalities, 
a notion that goes beyond narrow fi scal distress measures. With access to such a broad measure, Gov-
ernment can be able to predict fi scal stress rather than react only after fi scal stress has manifested, 
often with disastrous consequences for municipal service delivery. 

Since 1994 the South African government has instituted a number of policy and legislative reforms 
to improve the performance of the local government sector, including measures to improve service 
delivery. Such measures include regular benchmarking exercises, monitoring and evaluation (M&E) 
systems, capacity-building initiatives, annual municipal audits, performance-based budgeting and 
appraisal schemes, and performance-based contracts. 

Yet despite all these measures, service delivery in the local sphere remains a major challenge. Chapter 
11 in this section evaluates the case for introducing incentives into the transfer system, as an addi-
tional measure to enhance local government performance. In this context, the term incentive does not 
refer merely to a cash reward (as used in common parlance) but to factors that change the behaviours 
of grant recipients in order to orient them towards performance. These include specifi c elements of 
grant design and implementation, as well as – where appropriate –sanctions for non-performance. The 
chapter picks up on the proposal in Chapter 9 for incentivising collaboration to meet outcomes-based 
monitoring and evaluation (M&E) by exploring principles for building good performance incentives in 
local government grants. The chapter suggests that incentives in grant design and implementation 
have the potential to supplement or reinforce other local government performance-enhancement initi-
atives. The successful implementation of performance-based transfers requires 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.

Infrastructure development is another key lever for unlocking value in the local government sector. To 
realise maximum value, infrastructure needs optimum planned rehabilitation over its useful lifespan, 
often 20 years or more, to maintain its service potential. However, certain challenges and constraints 
in infrastructure management make realising the potential of this lever elusive. Inadequate infra-
structure maintenance not only has the potential to undermine service delivery but also contributes 
to increased backlogs and places a strain on public fi nances. This is particularly important in the 
case of basic services (water, sanitation, electricity and refuse removal), which municipalities have 
a constitutional mandate to deliver. Chapter 12 identifi es sustainable investment in infrastructure as 
one of the key levers through which the state can contribute to accelerated and shared growth. This 
is a similar argument to the one made in Chapter 3 that highlighted substantial backlogs in Further 
Education and Training infrastructure maintenance. This chapter fi nds a signifi cant mismatch between 
the repairs and maintenance requirements within municipalities and the resources being injected 
into infrastructure rehabilitation. Furthermore, when budgets are constrained, a soft target for cuts 
is spending on infrastructure repairs and maintenance, which are not immediately visible and politi-
cally less sensitive. This is particularly prevalent in non-metropolitan municipalities. While deferring 
routine and planned maintenance may improve cash-fl ow problems in the short term, the long-term 
costs overshadow any benefi ts, as the assets will eventually need to be substantially rehabilitated 
or replaced in full at an exponentially greater cost. Thus, what remains contentious is the best way 
to fund infrastructure maintenance and rehabilitation. The chapter proposes good practice funding 
models to maintain and rehabilitate municipal infrastructure and makes proposals on potential 
incentive instruments, which the government can employ to encourage greater investment in main-
taining and rehabilitating municipal water and electricity-related infrastructure. 

P
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While Chapter 1 on fi scal consolidation and Chapter 3 on social grants analysed implications for 
national Government revenue and defi cit of social expenditure interventions, these chapters did not 
consider explicitly the revenue implications of these measures on provincial and local governments. It is 
common knowledge that sub-national revenue issues are important particularly for local development 
and hence meeting national development goals. In this regard, Chapter 13 argues that rural tax bases 
can be the key to unlocking the economic value of rural economies and improving living standards at 
the margin. Understanding the constraints to improved performance of rural municipalities will assist 
in ensuring that appropriate interventions can be formulated to support these municipalities in un-
dertaking their service delivery mandates. Well-capacitated and performing rural municipalities could 
contribute signifi cantly to the social upliftment of rural communities, stimulating livelihoods creation, 
and to the greater rural development and macroeconomic development strategy of the country. Such 
interventions will unlock these areas for long-term development.
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1 Fiscal distress has assumed many labels such as fi scal strain, fi scal stress, fi scal decline, fi scal need or fi scal hardship. It is the negative side of fi scal 

health.

2 Fiscal health in this context is defi ned as the ability of a municipality to meet its fi nancial obligations and to provide adequate quantity and quality 

of goods and services for the general health and welfare of its communities. 

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

obligations.While provincial intervention in municipal service delivery problems is discretionary, section 139(5) requires that provincial government 

intervene in the event of a fi nancial crisis or failure to approve a budget.

10.1 Introduction

The fi scal performance of South African municipalities is under increasingly intense scrutiny, as more 
municipalities are failing to create and deliver public value to their communities, despite sustained 
national government efforts to build the capacity in local sphere and to support improvements in the 
quality of municipal services and the eradication of service backlogs. Many municipalities are in fi scal 
distress, which is a key public issue that affects the economic, social and political wellbeing of both 
individuals and communities (Carmeli, 2008). As noted in Chapter 6, fi scal distress may mean different 
things to different people. In this chapter, fi scal distress1 is defi ned as the sustained inability of a 
municipality to fund the delivery of basic public goods and other requirements as per its constitutional 
mandate and also meet its fi nancial obligations. Municipalities in fi scal distress not only fail to satisfy 
their service obligations to citizens but also drain the fi scus by requiring ameliorative measures, which 
implies forgone economic growth and development. Therefore, fi scal distress modelling is needed to 
provide early warnings of fi scal distress incidents in municipalities to promote proactive responses for 
their resolution.      

Although National Treasury has developed a diagnostic tool for fi scal health, the tool reports fi scal 
distress when it has occurred rather than predicting it. The National Treasury indicators also do not 
capture the service delivery aspect of a municipality’s fi scal health.2 What is needed is a predictive 
fi scal distress tool that would anticipate those municipalities more likely to become fi scally distressed. 
Such a model would provide important insights into local government performance, focus on preven-
tion measures as far as possible, and minimise direct and indirect costs associated with corrective 
measures after the fact (Boyne, 1988).  

Many municipalities have fallen under section 139 interventions3, which is sometimes a sign of less-
than-optimal fi scal performance. In terms of section 139(1)(b), when a municipality cannot or does 
not fulfi l an executive obligation in terms of the Constitution or legislation, the relevant provincial 
executive may intervene by taking any appropriate steps to ensure fulfi lment of that obligation, 
including assuming responsibility for the relevant obligation in that municipality. While provincial inter-
vention in municipal service delivery problems is discretionary, section 139(5) does require provincial 
government to intervene in the event of a fi nancial crisis or failure to approve a budget. The number of 
municipalities under administration has remained high. For example in November 2010, 21 municipali-
ties (eight per cent) were under section 139, whereas on 30 June 2011, 22 municipalities were either 
under section 139(1)(b) or 139(5)(a) interventions. The concerned municipalities were often already 
in a precarious fi nancial position when these interventions were triggered. Using National Treasury 
measures, a signifi cant (and increasing) number of municipalities are reportedly in fi nancial distress. 
Municipalities identifi ed as experiencing fi scal distress numbered 63 (22 per cent) in 2009/10 and 66 
(23 per cent) in 2010/11. 

Fiscal distress seldom emerges overnight. It develops gradually, which makes the development of an 
early warning system important. An early warning system can play a critical role in preventing the 
occurrence or mitigating the impact of fi scal distress and in improving the 3Es (effi ciency, effective-
ness, 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 fi scal distress. The 
absence of indicators, which signal that a municipality may be in fi scal distress, has often resulted in a 
reactive rather than a proactive response. This chapter aims to fi ll this gap by (i) constructing a set of 
fi scal distress indicators and (ii) developing a new method for assessing and predicting fi scal distress 
among South African municipalities. The aim is not to advocate for specifi c fi scal distress indicators, 
but to illustrate the kind of indicators and approaches Government could practically adopt in develop-
ing a more pre-emptive early warning system.
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10.2 Methodology

Fiscal distress is a multi-dimensional concept, with fi nancial, fi scal and socioeconomic aspects. 
Therefore, measuring fi scal distress requires putting together a set of indicators that together capture 
and operationalise these different aspects. The indicators to be constructed would need to satisfy the 
principles described in the literature and fi t the South African context, especially given data availability 
and accessibility, and capacity to continuously generate such indicators.

Fiscal distress indicators were developed in order to rank municipalities and then used to construct an 
operational model for predicting fi scal distress in local government. The methodology used follows two 
methods, which both rely on a set of identifi ed indicators. 

Literature has an abundant list of measures of fi scal distress (e.g. Brown, 1996; Cohen et al., 2012; 
Kleine et al., 2003; Kloha et al., 2005; Wang et al., 2007). The point scale methodology used in this 
chapter draws on Kloha et al. (2005), Pierhopies and Scorsone (2011) and Zafra-Gomez et al. (2009). The 
point scale method works in the following manner:

• A practical measure for each identifi ed indicator/concept is defi ned. For example, the ratio of total 
liabilities to total assets is used to measure the extent to which a municipality relies on third-party 
fi nancing, instead of own resources. 

• Bad and good performance is then distinguished. For the above example, a ratio equal to one or 
less is considered to be good and a ratio greater than one is bad. 

• 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–X range, 
where X is the total number of indicators. A higher score indicates bad performance and is un-
desirable. This aggregate indicator provides a global overview of the fi nancial and fi scal condition 
of a municipality. It is simple and accessible to local government interested parties and is more 
objective, as it does not place 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 relies on StatsSA, 
audited National Treasury and Auditor-General datasets. The indicators used for the point scale analysis 
are grouped into four categories:

1. Compliance indicators, which are used to identify municipalities that do not comply with govern-
ment regulations. Failure to comply may be an indicator of challenges a municipality is facing. 

2. Fiscal performance indicators, which identify municipalities that are facing fi scal challenges. 
3. Financial performance and management indicators, which seek to isolate municipalities that are 

facing fi nancial management challenges.
4. Service delivery and general economic indicators. In this context, service delivery challenges are 

seen as a cause of fi scal distress, in the sense that poor service delivery is likely to be associated 
with poor fi scal and fi nancial indicators. General economic indicators seek to identify municipali-
ties with declining economies and productivity.

The indicators were divided into short- and long-term indicators, which are described in Tables 33 and 
34. (See Tables on page 121)
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Indicator What it measures Implications 

Persistent negative cash 
balance

The ability of a municipality to 
manage its cash-fl ows.

A negative closing balance implies poor fi nancial 
management.

Cash coverage ratio The ability of a municipality to meet 
its fi nancial obligations.

A lower ratio is adverse, implying that the municipal-
ity does not have enough cash at hand to make its 
payments, indicating poor fi nancial health.

Debt impairment (bad 
debts) as a percentage of 
billable revenue

The ability of a municipality to 
adequately fund the provision for its 
debt impairment.

A high ratio is undesirable, as it shows the inability of a 
municipality to collect its debts.

Borrowing as a percentage 
of total assets

The extent to which a municipality 
uses credit to fi nance its assets.

A high percentage is unfavourable and indicates that 
the municipality is fi nancing more of its assets through 
debt.

Percentage increase of 
employee cost

The municipality’s effi ciency on 
personnel expenditure.

A rapid increase or decrease in employee cost is 
undesirable and implies ineffi ciency.  

Asset renewal and repair 
and maintenance as a 
percentage of total munici-
pality expenditure

The extent to which a municipality 
renews its assets instead of buying 
new ones. 

A high percentage is favourable.

Opening balance plus 
receipts to payments ratio

The extent to which a municipality is 
able to balance its expenditures with 
its revenue over a period of time.

A ratio that is greater than one implies that the munici-
pality has enough revenue to meet its expenditures 
over a period of time, while less than one or negative 
implies a defi cit.

Medium term expenditure 
review framework

The credibility of a budget proposed 
by a municipality.

A non-credible budget  is a sign of fi scal problems.

Table 33:Short-term Indicators

Table 34: Long-term Indicators

Indicator What it measures Implications 

Compliance/non-compli-
ance

The ability of a municipality to comply 
with regulations, i.e. the ability of a 
municipality to submit fi nancial state-
ments for auditing at a given date.

If a municipality is unable to submit fi nancial statements 
on time, it means it is not complying and it may suggest  
a problem.

Expenditure per capita Productivity of a municipality. Increasing per capita expenses can indicate that the 
cost of delivering services is outstripping residents’ 
ability to pay, or can indicate declining productivity.

Operating expenses to 
own revenue ratio

The extent to which a municipality 
relies on subsidies.

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

Under/overspending The effi ciency of a municipality in 
its spending on capital grants, i.e. 
a municipality’s ability to plan and 
budget properly.

A high percentage implies a high level of ineffi ciency.

Own revenue to total 
population ratio

The fi nancial autonomy of a mu-
nicipality and gives a picture of the 
socio-economic environment in 
which a municipality operates.  

A large ratio means that a municipality has a signifi cant 
population that is rich.

Source: Commission’s calculations
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Budget defi cit/surplus The effi ciency of a municipality in its 
spending.

A high budget defi cit ratio signifi es poor planning and 
poor management of fi nancial resources.

Audit opinion Highlights management capabilities/ 
weaknesses/ strengths in fi nancial 
management

A clean and unqualifi ed audit opinion is an indication of 
good fi scal performance and compliance.

Operating defi cit ratio The effi ciency of a municipality in its 
operating expenditures.

A high ratio suggest poor planning and poor manage-
ment of fi nancial resources.

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

A high infrastructure index means good access.

Per-capita income Income earned per person in a 
municipality.

A high ratio is desirable, while a decrease may imply 
a future decline in business and the amount of taxes 
collected by a municipality.

Indicator What it measures Implications 

Table 34: Long-term Indicators (continued)

10.3 Results

After computing the fi scal distress indices, municipalities were grouped into three fi scal health catego-
ries (fi scally neutral, fi scal watch and fi scally distressed), which are described in Table 35.

Tables 36 and 37 show the fi scal health levels of South African municipalities over a number of years. 
The positions of individual municipalities in the fi scal health spectrum are also shown in the maps in 
the Appendix to this chapter.

As Table 36 shows, fi scally healthy municipalities decreased from 34 per cent in 2011/12 to 24 per cent 
in 2012/13. Municipalities in the fi scal watch category also constitute a larger percentage of municipali-
ties across the country. The number of municipalities in both the fi scal watch and fi scally distressed 
category has increased over the past two years.

The long-run analysis, which is shown in Table 37, revealed that a large percentage of municipalities 
across the country are fi scally healthy. Compared to the other categories, the number of municipali-
ties in fi scal distress has been relatively low. An interesting result of the long-term analysis is that no 
municipality was in fi scal distress in 2008/09, a remarkable feat considering the then global economic 
crisis. This implies that, in general, the performance of municipalities across the country is improving. 
However, the results from both the short- and long-term analysis also suggest a need to turn around 
municipalities that are heading towards fi scal distress or are already in fi scal distress.

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 fi scal 
watch for current and following 
year

Fiscally distressed 8-11
Municipality is closely monitored/
observed, assisted to turn around 
its fortunes

Table 35: Fiscal Health Levels

Source: Commission’s calculations

Source: Commission’s
calculations
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Year 2011/12 2012/13

Fiscally Neutral 34% 24.4%

Fiscal Watch 58% 67.3%

Fiscally distressed 8% 8.3%

Year 2003/04 2004/05 2005/06 2006/07 2007/08 2008/09  2010/11

Fiscally 
Neutral 

66% 59% 58% 55% 83% 77% 85.90%

Fiscal 
Watch 

32% 35% 38% 40% 17% 22% 13.70%

Fiscally 
distressed 

2% 6% 4% 5% 0% 1% 0.35%

Table 36: Fiscal Health Levels Based on Short-term Indicators

Table 37:  Fiscal Health Levels Based on Long-term Indicators

10.4 Conclusion

This chapter sought to develop an early warning system that will detect municipalities heading towards 
fi scal distress and permit proactive responses to mitigate associated fi nancial and service delivery 
risks. A set of indicators were used to identify the fi scal health of municipalities. Thelong-term analysis 
found that the number of municipalities in fi scal distress fl uctuated during the study period, whereas 
the short-term analysis indicated an increase. The implication is that municipalities require increased 
support to turn around those municipalities that are fi scally distressed and to monitor closely those 
that may be heading towards fi scal distress. Furthermore, once the probability of fi scal stress is 
detected, further investigation is needed to identify the underlying root causes and frame appropriate 
and timely responses.

10.5 Recommendations

With respect to detecting and managing fi scal distress within local government, the Commis-
sion recommends that:
• Government develops and institutionalises an early warning system, which would identify munici-

palities that are heading towards fi scal distress proactively.
• Government uses the early warning system as a tool to monitor and assist municipalities heading 

towards fi scal distress and those already in fi scal distress.  

Source: Commission’s 
calculations

Source: Commission’s 
calculations
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2004/05 Local and Metros 

2006/07Locals and Metros

2008/10 Locals and Metros 

2005/06 Local and Metros 

Appendix 1 Fiscal Distress Maps

2007/08Locals and Metros

2009/10 Locals and Metros 

Fiscally Neutral               Fiscal Watch              Fisically distressed
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2010/11 Locals and Metros 2004/05 Districts and Metros

2006/07 Districts and Metros

Appendix 1 Fiscal Distress Maps

2005/06 Districts and Metros

2007/08 Districts and Metros 2008/09 Districts and Metros 

Fiscally Neutral               Fiscal Watch              Fisically distressed
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11.1 Introduction

Local government is at the coalface of service delivery, and any failure in the sphere is fundamental not 
only in shaping public opinion about the entire government system but also, more importantly, has the 
potential of undermining the overall socioeconomic development of the country. As noted in Chapter 
10, municipalities in South Africa continue to face challenges related to service delivery and fi scal 
stress. These challenges have been attributed to poor fi nancial management, inadequate human and 
institutional capacity, overstretched infrastructure and generally weak governance systems in some 
of the municipalities. Performance gaps have manifested in the high incidence of poor audit reports, 
under-spending/overspending, poorly maintained infrastructure, large and growing consumer debt 
problems, and billing challenges. 

In response, Government has instituted a number of public sector reforms to enhance the perfor-
mance of municipalities. The list of interventions include 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, performance-based budgeting, perfor-
mance appraisal schemes and performance-based contracts. However, despite all these initiatives, the 
performance of the local government sphere remains a cause for concern. 

Government has channelled increasing amounts of resources (transfers) into the sector to improve 
service delivery (National Treasury, 2011):
• The share of total transfers to the local government sphere increased from 6.3 per cent in 2006/07 

to 8.8 per cent in 2012/13.
• Since 1999, national transfers to the local government have consistently grown faster than total 

government expenditure. 
• Between 2007/08 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.
• Between 2007/08 and 2009/10, the equitable share to the 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.

Transfers are supposed to fund the gap between resources that local governments are able to generate 
themselves (own revenues) and resources required to carry out assigned responsibilities. Yet the con-
siderable (and increased) transfers to the local sphere have not translated into corresponding service 
delivery improvements in the majority of municipalities. The effi ciency and effectiveness with which 
resources are used in this sphere is critical for optimal service delivery. Therefore, a serious rethink is 
needed about ways and means of achieving maximum benefi ts from the transfer system.  

The transfers to local government 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. An effective transfer system is a critical lever for poverty alleviation, minimising inequalities, 
economic growth and overall national development. The World Bank (2012) lists fi ve attributes for an 
effective 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.

Improving the Performance of Municipalities 
through Incentive-Based Grants
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An effective transfer mechanism should include incentives for improving local government perfor-
mance (Smoke and Schroeder, 2002). Incentives are benefi ts, rewards, or costs that infl uence the 
behaviour of recipient municipalities in a manner that is consistent with the objectives of the grant 
rather than with their own preferences. Unlike the popular use of the term incentive, which typically 
refers to a monetary reward for good performance, the concept used by economists is much broader. 
Incentives assume many forms and structures, which can be explicit or implicit, fi nancial or non-
fi nancial, statutory or discretionary, and positive or negative (i.e. they can reward or sanction behaviour 
by grant recipients). 

A transfer system that includes an incentive element becomes performance based. In a performance-
based system, access to transfers by municipalities depends on their overall performance. Central 
government relies on a system of rewards and sanctions to infl uence the behaviour of sub-national 
governments in both negative and positive ways, attaching rewards and sanctions to infl uence 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 predetermined functional areas 
(Steffensen, 2008). The literature is full of evidence that shows the effectiveness of performance-based 
transfers in improving service delivery (Goddard and Mannion, 2004).Through incentives, municipali-
ties are infl uenced to improve performance (especially the cost, effi ciency, quality and effectiveness 
of service provision), comply with central government policy imperatives and improve service delivery 
(Lin and Wong 2010). 

The purpose of this chapter is to evaluate a case for introducing incentives into the South African local 
government fi scal transfer system. A successful performance-based transfer system depends on a 
set of credible performance indicators. Performance indicators are an important tool for assessing 
and measuring effi ciency and effectiveness in generating and using resources and for holding gov-
ernments 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. Thus the second objective of this study is to isolate per-
formance indicators that can be used to evaluate the performance of the local government sector.  

11.2 Research Methods and Findings

The principal research questions that this chapter seeks to address are: is there any basis for introduc-
ing 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 the chapter draws on case studies of performance-grant systems in other 
countries. 

The literature on intergovernmental transfer design contains many studies on the implementation of 
performance-based transfers. The following lessons can be learnt from different case studies and the 
experiences of both developed and developing countries:
• The performance of municipalities improves when there are 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 fi rst is important.
• The use of independent evaluators is important.
• Incentives are applied mainly in capital or infrastructure grants, and a capacity-building component 

is a key factor in the incentive structure.

Performance-based transfers have improved the performance of local governments in many countries 
(UNCDF, 2008; Steffenson, 2008), especially in the areas of fi nancial and budget management, ac-
countability, transparency, planning, and general compliance with regulations and other central gov-
ernment reporting requirements. Kenya registered signifi cant performance improvements in fi nancial 
management, budgeting and debt management. In Tanzania, adverse audit opinions decreased, while 
planning, budgeting and governance performance improved. In Mali, local government fi nancial man-
agement improved signifi cantly.       
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Performance-based transfers also complement other local government performance-enhancement 
mechanisms (Steffensen 2008). As a condition for economical, effi cient and effective management 
of public funds, South Africa has instituted a number of performance-enhancement mechanisms, 
including:
• performance contracts for senior managers and ministers, 
• benchmarking exercises, 
• monitoring and evaluation (M&E) systems, 
• regular oversights, and 
• municipal audits. 

Government has instituted various capacity-building initiatives to enhance service delivery, and outside 
government credit ratings also infl uence performance in local government. Thus, performance-based 
transfers can be a crucial addition to the various existing performance-enhancing 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 govern-
ment on one hand and citizens on the other. 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 munici-
palities is a perennial problem.

Despite the successes recorded in the case studies, isolating the contribution of performance-based 
transfers to the overall performance of local governments was 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 also 
did not fully isolate the effects of the 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 per-
formance indicators need to 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. Incentives need therefore to be 
properly balanced with other initiatives and complemented with good leadership and management. 
Other unintended consequences, especially in the grant system, may include grants crowding out the 
effort by municipalities to generate own revenues, which implies poor overall economic growth and 
development.

11.3 Options for an Incentive-Based Grant System for South Africa

The three options for factoring in incentives into the South African transfer system are:
(a) Integrating the incentives into the current grant framework
(b) A stand-alone incentive grant
(c) A hybrid of (a) and (b).

11.3.1 Integrating Incentives into the Current Framework

The option of integrating an incentive element into many grants has many advantages. The main one 
is that each grant includes an incentive to perform, which means possible effi ciency gains, effective 
spending and, ultimately, better grant performance. Society is bound to benefi t from such an arrange-
ment, 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.  
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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 
strongly in capital grants because the benefi ts of capital spending span a number of sectors. The social 
rates of return from better performing capital grants are much higher compared to adding incentive 
elements to non-capital grants. As in Tanzania and Ghana the incentive element may be applied to aid 
infrastructure repairs and maintenance.

The performance-based incentive should be above the minimum threshold, i.e. 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 as-
sistance (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 problem is rooted and includes perennial non-compliance 
with regulations, then debarment (permanently excluding grantee from future grant awards) for the 
specifi c 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.

11.3.2 A Stand-Alone Incentive Grant

South Africa has some experience with a separate incentive grant through the Expanded Public Works 
Programme (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 govern-
ment priority. A separate incentive grant is easier to design, manage and build capacity around. A 
single objective makes it easier to defi ne good and bad performance, and to draw performance indica-
tors. A stand-alone incentive grant can be used to incentivise the performance of a municipality in 
many dimensions/areas. 

11.3.3 Hybrid System

A hybrid system has incentives infused in all relevant grants and a stand-alone incentive grant. The 
obvious advantage of this system is that it captures good elements of the other two options. One 
disadvantage is that it may result in double dipping on incentives by some municipalities. 

11.3.4 Proposition

This chapter supports a hybrid performance-based transfer system: i.e. a combination of a stand-alone 
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 administra-
tive capacity. The stand-alone grant should focus on the non-metro municipalities, as the metros are to 
a large extent catered for by the Integrated City Development Grant (ICDG), although the ICDG is limited 
to rewarding progress on spatial transformation. The inclusion of incentives in other grants should 
be directed to all municipal categories. The following sections highlight some of the design issues of 
performance-based grants. 

11.4 Performance-Based Grant Design

A number of key features should be considered when designing a performance-based grant:

• Valuable. Incentives should have suffi cient value to motivate desired behaviours and to provide 
meaningful returns 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 suffi cient fl exibility to re-evaluate performance 
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incentives and associated performance measures at regular, scheduled intervals and allow time 
to learn from each cycle to improve performance. 

• Attached to performance measures. These measures should capture performance unam-
biguously, be within the control and infl uence of the grantee, and be reasonably achieved and 
evaluated within the specifi ed timeframe. 

• Understandable. The transferring offi cials and the municipality should be suffi ciently 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 specifi c 
situations.

For the performance transfer system to succeed the following factors are key: 

Adequate M&E systems
A robust and effective M&E system provides a scientifi c 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 is necessary from central, provincial and local government authorities to the 
objectives and processes.  

Less onerous reporting
Reporting on performance should be less onerous and consistent across municipalities, while 
processes should be unambiguously defi ned.

Credible performance indicators and data
Performance indicators should be credible, unambiguous and refl ect the actual performance of mu-
nicipalities. Performance-based mechanisms require credible and commonly defi ned data. 

Public participation
Public participation supplements the M&E system and embodies 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 assess-
ment process should be highly credible. 

Accountability
Individuals or entities should be accountable for not meeting targets, and sanctions/negative incen-
tives should be imposed. Without proper accountability, persistent failures will not be minimised.  

11.4.1 Performance Indicators

The three options discussed above require credible and objective performance indicators. The perfor-
mance indicators should be bound by the following 10 principles.       
1. Performance measures should be SMART (specifi c/simple, measurable, achievable, realistic/result 

oriented, and timebound). 
2. Performance areas should be in the control of municipalities. 
3. Indictors should have theoretical validity. In other words, what is measured must resonate well 

with the theory behind the indicator. 
4. Indicators should capture performance concepts that are relevant to the government’s  interest
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5. 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. 

6. Indicators should be based on uniformly collected and defi ned data.
7. Indicators should be based on data collected at regular and scheduled intervals. This allows the 

comparison of “apples with apples”.  
8. Indicators should be simple, accessible and well understood by all, especially offi cials who 

evaluate them. The interpretation of indicators should not be ambiguous.  
9. Indicators should be resistant to manipulation.
10. Indicators should be able to distinguish between “bad” and “good performance, i.e. between mu-

nicipalities that are performing badly and those that are not. 

On the basis of the above 10 principles, the performance measures should capture the following 
concepts:  
• Organisational performance 
• Fiscal performance (spending , revenue generation, defi cits)
• Accountability and transparency (e.g. audit reports)
• Financial management (e.g. debt management)
• Cross-cutting issues (gender and child welfare, environment, employment, poverty).

11.5 Conclusion

The local government sector has performed below expectation in delivering services. Experiences from 
other countries suggest 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. 

The soundness of the initial design is the key for successful implementation of performance-based 
transfers, and so are the following implementation factors: sound principles, credible data, political 
commitment, adequate capacity (human, institutional and organisational), adequate and effective 
M&E, unambiguous assessment criteria and common understanding of goals, targets and indicators.  

11.6 Recommendations

With respect to the impending review of the Local Government conditional grants, the Com-
mission recommends that: 
• Performance-based grants are based on principles and guidelines. The following principles should 

guide the design of performance-based grants;
o Incentives should have suffi cient monetary value to motivate desired behaviours by munici-
 palities.
o Incentive and performance indicators should be periodically revised and renegotiated
 between national government and municipalities.
o Performance measures should capture performance unambiguously and be within the
 control and infl uence of the municipalities. 
o Performance incentives and associated performance measures should be evaluated at 
 regular and scheduled intervals, and allow time for learning from each cycle. 
o Incentives should be achievable and evaluated within the specifi ed timeframe. 
o The transferring offi cials and the municipality should be suffi ciently capacitated to under-
 stand the purpose and impact of incentives.
o Incentives should be tailor-made to suit specifi c situations.

• The National Treasury and Department of Cooperative Government (CoGTA) ensure that there is 
suffi cient awareness on the nature of performance-based grants, the value of incentives, relevant 
indicators, assessment criteria and potential benefi ts thereof, and how potential implementation 
risks could be managed. 
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12.1 Introduction

Investment in infrastructure is one of the key levers through which the State can contribute to acceler-
ated and shared growth. Equally important is the maintenance and renewal of existing infrastructure. 
Inadequate care of infrastructure can drastically reduce service delivery potential, undermine service 
delivery, thereby contributing to increased backlogs. Well-maintained water and electricity distribution 
infrastructure is central to economic production, attracting business enterprises to particular localities 
resulting in positive spin-offs not only in terms of additional jobs and livelihoods, but also long term 
municipal revenue bases. Proper care of infrastructure investment is particularly important for mu-
nicipalities, as this sphere of government is constitutionally mandated to deliver water, sanitation, 
electricity and refuse removal services. Adequate and effective spending on asset care represents an 
expenditure lever capable of protecting investment in infrastructure and contributing to sustainable 
service delivery. 

At the local government level, municipalities are responsible for asset care (ongoing maintenance, 
which is an operational item) and asset renewal (which is categorised as capital spending). Within 
municipalities, evidence shows a signifi cant mismatch between maintenance/renewal requirements 
and the resources being injected. Furthermore, when budgets are constrained, a soft target for cuts 
is spending on infrastructure maintenance and renewal, which are not immediately visible and hence 
politically less sensitive. This is particularly prevalent in non-metropolitan municipalities.

Generally, asset management practice is very poor across the South African local government sphere. 
Asset management incorporates the process of decision-making, planning and control over the acqui-
sition, use, safeguarding, and disposal of assets, in order to maximise their service delivery potential 
and benefi ts, and to minimise their related risks and costs over their entire life. Most municipalities are 
uncertain of the extent, location, composition, physical attributes and asset-care needs of their infra-
structure assets and hence are not in a position to plan and budget properly for asset maintenance 
and renewal (Boshoff, 2009). At the heart of these challenges lies the absence of any formal legislation 
governing asset care at local level. 

12.2 Key Findings

The fi ndings are divided into four sub-sections: the value of municipal infrastructure, the extent of the 
renewals backlog, maintenance requirements at local government level and causes of insuffi cient 
spending on asset care. 

12.2.1 Value of Municipal Infrastructure

According to the International Infrastructure Management Manual4, public infrastructure should be 
valued based on a current replacement cost (CRC) measure (NAMS and IPWEA, 2011). The CRC 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 spheres of government in South Africa. At present, municipalities use the cost basis 
to value assets. At the end of June 2012 the CRC of municipal infrastructure was R1.156 trillion.

Electricity, water and sanitation-related infrastructure collectively accounted for 56 per cent of 
municipal infrastructure replacement value, as Table 38 shows.

(See Table 38 on page136)

4 The International Infrastructure Management Manual was, “developed with public and private sector industry input from Australia, New Zealand, 

United States, Canada, South Africa and the United Kingdom. It promotes best management practice for all infrastructure assets regardless of 

ownership or location” (NAMS and IPWEA, 2011: ii).
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Source: Commission’s 
calculations

Source: Commission’s 
calculations.

The amounts exclude 
portions of the networks 

provided by external service 
providers (Water Boards and 

Eskom).

12.2.2 Extent of Renewals Backlog

Defi ning Renewals and Renewals Backlog
Infrastructure renewal entails replacing or rehabilitating an asset and relates to capital budget activities 
that materially extend the useful life of assets. Renewal activities are required to maintain community 
wealth as captured in assets. International best practice, as advocated in the International Infrastructure 
Management Manual, holds that asset renewal needs be estimated against the CRC of an asset. As a 
standard rule, the accumulated depreciation provides an indication of the asset renewal needs. Thus, 
municipalities should annually spend as much on renewals as the depreciation charge for that fi nancial 
period, in order to retain the community wealth vested in assets. A renewals backlog is considered 
to exist when the condition of infrastructure has deteriorated below the level considered acceptable.
Renewals Backlog for Water and Sanitation and Electricity Distribution Infrastructure

Determining a renewals backlog requires a clear understanding of the point at which the condition 
or performance standards become unacceptable. This will vary by sector and for assets of differing 
importance. Relevant and reliable data on the current status of the asset portfolio is necessary. Table 
39 gives the amount of resources that would be required to keep water and sanitation and electricity 
distribution infrastructure at optimum, sub-optimal and absolute standards of operation. These can be 
defi ned as follows:
• Optimum: desirable
• Sub-optimal: can be considered acceptable under duress
• Absolute baseline: where there could reasonably be cause for widespread concern and anxiety.

Asset class CRC Value as % CRC of total 
municipal por  olio

Roads and stormwater      385, 392, 106 000 33%

Water and sanita  on      254 ,319 ,938, 000 22%

Electricity      398, 282, 940, 000 34%

Community facili  es & 
opera  onal buildings      118, 621, 919, 500 10%

Totals   1, 156, 616, 903, 500 100%

Target Condition 
Standard

Water and Sanitation Electricity

Amount % CRC Years5 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

Table 38: Deemed Value of Municipal Infrastructure as at 30 June 2012

Table 39: Summary of Estimated Capital Renewal Backlogs

Table 39 indicates a backlog of about R20–R40 billion in each of the water and sanitation and electricity 
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 between R600 and 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, a capital renewals programme – specifi cally to address the backlog–of a magnitude higher 
than current budget allocations (at least R4 billion per year), is required over a period of fi ve to 10 

5 The years’ backlogs indicated in the table are based on the average annual depreciation (assuming that the infrastructure has been fair-valued). 
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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 in each municipality. However, the level should not be less than half 
the depreciation of fair value, otherwise another backlog can be expected to recur (estimated to be 
another R2 – R3 billion per year nationally per sector).

Implications of Infrastructure Deterioration
Whereas the pace of infrastructure deterioration can be modelled according to the expected useful 
life of infrastructure so as to inform planning, in practice the assets are often pushed to the limit – with 
severely constrained capital budgets, and maintenance stretched. Figure 21 illustrates the condition 
of water and sanitation and electricity infrastructure in both 2012 and what can be expected in fi ve 
years’ time, based on current investment levels. In fi ve years, the asset portfolios deteriorate from poor 
to very poor, and the capital renewals backlog deepens, with a consequent need for an even more 
considerable and longer capital renewals programme to restore acceptable standards. 

Figure 21: Condition of Infrastructure Portfolios Now and in Five Years’ Time (at Current 
Investment Levels)

VG=Very Good, G=Good, F=Fair, P=Poor, VP=Very Poor

VG=Very Good, G=Good, F=Fair, P=Poor, VP=Very Poor
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12.2.3 Maintenance Needs

Defi ning Maintenance
Maintenance embraces all the activities required to keep an asset operational after commissioning. It 
is important for municipalities to defi ne the expected useful life of an asset and the expected life-cycle 
interventions throughout the life of the asset. Accepted good practice is to document these in the form 
of life-cycle strategies per asset type. A life-cycle strategy for an asset states:
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• The type of maintenance to be applied during its life.
• 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 which may vary depending on the importance of the asset.

• The typical renewal treatment (optimised solutions may also be assessed for high value assets).
• The expected useful life from new (a median – noting that each individual component’s useful life 

will be regularly reviewed based on its specifi c operational environment).
• The assumed deterioration pattern.
• Any safe-guarding, operational and/or de-commissioning requirements. 

All the actions required for a defi ned component to reach its expected useful life must be considered 
operational expenditure. 

Current Practice versus International Practice
In South Africa, fi nance offi cers benchmark maintenance provisions as a percentage of operating 
budget. The percentage used differs depending on whether it is applied by the Institute of Municipal 
Finance Offi cers (IMFO), National Treasury or a particular municipality, but typically ranges between 
fi ve and 10 per cent of the operating budget. While this practice focuses some budgetary attention 
on maintenance, it is fundamentally fl awed. 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 of greater than 80mm within two hours) and compliance requirements. In 
contrast, the current methodology assumes that a municipality will generate suffi cient 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 infrastructure created is of a non-revenue generat-
ing nature (e.g. community halls, libraries and recreation facilities), while much of infrastructure with 
revenue potential (e.g. electricity and water) is subsidised and characterised by limited cost recovery.
The International Infrastructure Management Manual advocates estimating maintenance budget needs 
(and also renewal budget needs) as a percentage of CRC, to be further refi ned based on network-level 
life-cycle strategies, the cost structure of the municipality, statutory requirements (e.g. annual hydraulic 
testing requirements, which is a form of predictive maintenance), importance of the asset, risk appetite 
and asset failure information (cost of operations, use, capacity and condition). In the event that the 
real asset maintenance needs exceed the available budget, the defi cit should, in terms of accounting 
practice, be recorded as deferred maintenance. The international norm for provision of maintenance 
is about 2 per cent of CRC per year, 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 per year for electricity. 
Table 40 outlines benchmark provisions against which actual performance of municipalities can be 
measured.

Asset class 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

Totals 1,156,616,903,500 565,847,548,855 21,663,488, 800

Table 40: Benchmark Municipal Infrastructure Maintenance Needs

Source: Commission’s calculations.



Submission for the 2014/15 Division of Revenue // 139

CHAPTER 12

Adequacy of Maintenance Spending
Table 41 compares fi nal budgets and actual spending to benchmark spending. As is evident, 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.6 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 performance from 2005 to 2012 was 79 per cent of budgeted 
expenditure. Over the corresponding period, the total amount not spent on maintenance – what 

Repairs and Maintenance 
per Province Jun-05 Jul-06 Aug-07 Sep-08 Oct-09 Nov-10 Dec-11

EC 

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 2,089,960 

FS

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 2,500,042 

GAU

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 6,407,358 

KZN

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 3,653,090 

LIM

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 1,488,155 

MPU

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 1,264,230 

NC

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 384.358

NW

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 1,201,038 

WC

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 

% budget spent 81% 82% 82% 75% 76% 77% 78%

Table 41: Municipal Maintenance History 2005/06–2011/12 (Current Prices at the Intervals Recorded, 
Measured in R ‘000)

6 Figures have not been adjusted for infl ation.  

Source: Commission’s calculations.
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should be referred to in annual fi nancial statements as deferred maintenance – is 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 municipali-
ties 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.

No category of municipality managed to spend on maintenance according to budget. District mu-
nicipalities 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 

Final Budget Actual Benchmark
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Figure 22: Maintenance Provisions and Spending Per Province 2011 

Source: Commission’s calculations

12.2.4 Cause of Insuffi cient Spending on Asset Care Activities

The results presented in the preceding sections indicate signifi cant under-spending on both asset 
renewals and maintenance. 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. Based on this research, the Commission’s view is that the following may signifi -
cantly contribute to the underfunding of maintenance and renewal activities: the quality of the existing 
regulatory regime, poor asset management practice, and the current system of intergovernmental 
funding for capital versus maintenance expenditure. 

Regulatory Regime
Preliminary results indicate that between 2006 and 2008, infrastructure asset management received 
much attention locally. The Department of Cooperative Governance and Traditional Affairs (CoGTA) 
published the Local Government Infrastructure Asset Management Guidelines 2007–2009. This manual 
advocated, among others, that municipalities adopt a holistic, enterprise-wide approach to asset man-
agement and also prepare asset management plans that quantify asset lifecycle needs in response to 
service needs, informed by supporting implementation plans that address funding and organisational 
capacity issues. Since publication, CoGTA has not updated or actively promoted this manual. It also 
appears that CoGTA has since shifted its focus away from promoting the adoption of sound infrastruc-
ture 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 published the National Infrastructure Mainte-
nance 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 
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government (RSA, 2007). In the same year National Treasury released its Local Government Capital 
Asset Management Guidelines (National Treasury, 2008). These guidelines have not been updated, 
although new accounting standards for assets and best practices have been introduced. 

The GIAMA regulates the management of immovable assets of national and provincial governments, 
but no corresponding legislation applies in local government – despite the sector boasting infrastruc-
ture assets with a replacement value exceeding R1 trillion. The Municipal Finance Management Act 
(RSA, 2003) limits itself to the requirement that the accounting offi cer must develop, implement and 
maintain a system of internal control and safeguarding over assets. This appears to normally be taken 
to mean that a municipality must implement, maintain and update an asset register, and take basic 
measures for the safeguarding of assets. The Municipal Systems Act (RSA, 2000) provides for aspects 
such as undertaking infrastructure feasibility studies, investment planning and affordability assess-
ment. Assets are central to economic production and growth, as well as social upliftment and wellbeing 
of the nation. Yet no piece of local government legislation adequately encompasses the scope of asset 
management required in terms of accepted international best practice or when measured by Interna-
tional Standards Organisation standards for asset management.  

Asset Management Practice
Various sectoral reports confi rm the existence of inadequate planning practice. For example, according 
to the National Energy Regulator of South Africa (NERSA), 86.7 per cent of municipalities with electricity 
distribution licences have maintenance budgets, although only 53.3 per cent have a National Ration-
alised Specifi cation (NRS) 082 maintenance strategy in place (NERSA, 2011:9). NRS 082 specifi es main-
tenance planning as a component of a recommended maintenance policy for distribution networks. 
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 fi gure for 
sanitation asset management is 48 per cent. Of great concern is that, in many cases, municipalities are 
uncertain of the extent, location, composition, physical attributes and asset-care needs of their infra-
structure assets, and hence are not in a position to plan and budget properly for asset maintenance 
and renewal. 

Impact of Current Intergovernmental Transfer System
The system of intergovernmental transfers has made it possible for municipalities to accelerate the 
roll-out 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 fi nancial 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 life-cycle considerations in 
the planning stages and less so to the accumulated effect of additional assets on the fi nancial and 
administrative capacity of a municipality. 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 such 
plans. As a result, municipalities create some assets that they are unable to care for, or create assets 
that mean available maintenance resources must be spread more thinly, to the detriment of revenue-
generating infrastructure.

12.3 Conclusion

The overarching fi nding that must be emphasised is that, at present, no legislation adequately en-
compasses the full scope of asset management in municipalities, as required in terms of accepted 
international best practice. As a result of this, asset management practice is poor across the majority 
of municipalities because municipalities have no road-map for planning, budgeting and spending on 
infrastructure maintenance and renewal. In particular, the following fi ndings are highlighted: 
• Municipalities under-budget and under-spend on both asset maintenance and renewals. 
• The current methodology for valuing municipal assets is not in line with international best practice.
• Given current regulatory, planning and institutional arrangements, there is limited value in increas-

ing asset care funding provisions, despite the need to do so.
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• The lack of priority attached to asset care needs to be urgently addressed, so that public invest-
ment in infrastructure is protected, thus contributing to increased sustainability and continuity of 
delivery of basic services.  

12.4 Recommendations

With respect to maintaining and rehabilitating water and electricity distribution infrastruc-
ture, the Commission recommends that:
• National Treasury, in collaboration with relevant stakeholders such as CoGTA and the South 

African Local Government Association (SALGA) develops local government-specifi c infrastructure 
asset management legislation, similar to the Government Immoveable Asset Management Act at 
national and provincial level. The proposed legislation should: 
o Cover decision-making, planning and control over the acquisition, use, safeguarding, and
 disposal of local government assets, to maximise their service delivery potential and benefi ts
 and to minimise their related risks and costs over their entire life.
o Defi ne asset management practices appropriate to the different categories of municipality, 
 given the nature, extent and complexity of infrastructure, the fi nancial and administrative 
 capacity of the municipality, and other relevant factors.

• National Treasury devises local government infrastructure asset management guidelines. These 
guidelines should be positioned within the broader system of capacity development and per-
formance 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 infrastruc-
ture.
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A Collaborative Effort to Enhance 
Revenue Generation in Rural 
Municipalities
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13.1 Introduction

Understanding the dynamics of rural municipality revenue sources and revenue capacity is crucial 
for policy-makers. An important lever, which can contribute effectively to rural development in South 
Africa, is a sound tax base and the ability of rural municipalities to carry out effectively their expendi-
ture and developmental mandates. Many rural municipalities cannot achieve this without support from 
national and provincial government. Therefore, all three spheres of government need to collaborate to 
ensure investment in the local economy and effi cient use of existing tax bases in rural municipalities.

The main purpose of this chapter is to study the dynamics and infl uencing factors of the rural municipal 
tax base. It looks at whether the revenue limitations in rural municipalities, as evident in Table 42, are 
a result of structural (i.e. limited or non-existent tax bases) or administrative (i.e. poor performance in 
collecting revenues owed to the municipality) problems. Using the property tax instrument as a general 
indicator/proxy for the rural tax base, statistical methods7 were used to estimate the tax potential from 
property rates and the ability of rural municipalities to maximise this tax base. The factors (including 
historical factors that affect local politics and society) that infl uence rural municipalities’ ability to 
generate revenues were also determined. 

In general, the chapter confi rms that the rural tax base is highly constrained, although rural municipali-
ties also do not perform well in collecting the revenue owed to them. Rural areas are characterised by 
high levels of poverty and low levels of economic activity, which limits their capacity to perform duties 
effectively and stimulate the local economy. 

13.2 The Context of South African Municipalities

13.2.1 Historical Development of Rural Municipalities

Prior to South Africa’s fi rst democratic elections in 1994, apartheid policies effectively distorted market 
forces and skewed the effi cient distribution of resources along racial lines. Rural municipalities were 
historically found mostly in the former Bantustan areas, which were characterised by a lack of invest-
ment and predominantly subsistence farming activities. In these areas, no formal local government 
structures existed, and traditional leaders, with the power to allocate and administer land, dominated 
local politics.

Following the demise of apartheid, South Africa’s new Constitution simultaneously created a devel-
opmental local Government8 system and recognised the role of traditional authorities within these 
regions.9 Establishing a democratic Local Government structure alongside the authority of traditional 
leaders created issues of political accountability in these areas. These historical factors continue to 
have an impact on contemporary rural Local Government’s expenditure mandates and generated 
revenues. 

A Collaborative Effort to Enhance Revenue 
Generation in Rural Municipalities
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7 The study used the Stochastic Frontier Analysis (SFA) method for a sample of 70 rural municipalities (as per the Department of Cooperative Govern-

ance’s classifi cation system) over an eight-year period. The method estimates the potential (property rates) revenue that a rural municipality can 

generate from its local community given the characteristics of the local tax base (economic activity, poverty etc.). The SFA method was also used to 

quantify the effi ciency (or performance) of the municipality in reaching this potential revenue. 

8 Section 153

9 Section 211
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13.2.2 Funding Mix Across Different Municipalities

Local government is assigned various expenditure responsibilities along with complementary taxation 
powers, supported by grants, to fund such responsibilities. Municipalities are mandated to provide 
basic services to communities (such as water and sanitation), while playing a direct and indirect role in 
the development of the local economy. Therefore, the fi scal powers afforded to municipalities can have 
a signifi cant impact on local development, and ultimately national development, as well as enhance 
democracy by creating a direct link between local taxes and service provision that meets the needs 
of communities. 

Expenditure and revenue powers may be devolved uniformly to the local government sphere, but the 
ability to use those powers differs quite markedly. Each municipality operates in unique economic 
and demographic circumstances that are fundamental in determining revenue and expenditure 
performance. The differences refl ect the social and economic inequalities across the South African 
landscape. Therefore, the ability to generate taxes varies considerably across the various municipal 
jurisdictions. 

Tables 42 and 43 highlight the markedly varying ability of different types of municipalities to generate 
revenues. As Table 42 shows, rural municipalities are highly reliant on intergovernmental transfers, 
with grants comprising 70 per cent of their total revenue in 2009/10. This trend is expected because of 
high levels of poverty and low levels of economic activity (Table 43) that have a negative impact on the 
ability to generate own revenues from local communities.

Type of Municipality Government
Grants

Investment
Revenue

Other Property
Rates

Public Contri-
butions and 
Donations

Service 
Charges

Metropolitan 
Municipalities

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%

Table 42: The Funding Mix Across Different Municipalities 2009/10

LG Turnaround Strategy

Source: Commission’s calculations

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 4714,021 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

Total 48,431,469 12,478,118 41.18 25% 63% 359 1,942.41 1568.56

Table 43: Differences in Economic and Demographic Profi les Across Types of Municipalities 
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13.2.3 Defi ning Rural Revenue Capacity and Revenue Effort

Revenue capacity is the ability to generate revenues, whereas revenue effort is the effectiveness in 
collecting revenues. Factors outside the municipality’s control affect revenue capacity. These factors 
include economic activities and demographic factors, such as population size, income levels and 
high levels of poverty that can diminish the ability of local community members to pay taxes and for 
services. In contrast, revenue effort highlights internal aspects, such as the municipality’s ineffi ciency 
or lack of capacity to collect revenues from local residents. These internal aspects usually manifest 
in the form of high vacancy rates, inadequate skill levels and low levels of competence to undertake 
operational tasks. Issues such as fi nancial mismanagement and corruption can also exacerbate such 
ineffi ciencies and will ultimately affect the revenue effort of rural municipalities. 

13.3 The Findings

13.3.1 Econometric Results

Statistical methods are used to estimate the revenue capacity of the rural property rates base and 
assess the ability of rural municipalities to maximise this base.

0
2003 2004 2005 2006 2007 2008 2009 2010

20

40

60

80

100

120

Average revenue
capacity

Average rates 
collected

R
an

d
s

Figure 23: Property Rates Revenue Capacity Versus Actual Property Rates Collected

As Figure 23 shows, rural municipalities collected much less revenue from property rates than they 
could have collected. In 2010/11, rural municipalities collected only R56 out of potential revenue of R99 
per person, or just over half of the potential revenue. Although performance has been improving, rural 
municipalities still collect far less than the predicted property rates revenue. 

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 on average R647 
per person compared to R34 per person for rural municipalities. This is the metros’ revenue effort (not 
revenue capacity) for property rates. To emphasise, in 2009 the average revenue effort of metros was 
R1,075 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 fi ndings also reveal that revenue capacity (the blue line in Figure 23) is determined by the local 
economic activity and demographic factors, such as the proportion of people over the age of 65. A 
higher proportion of people above the pension age suggest that such individuals benefi t from property 

Source: Commission’s calculations
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tax rebates, as they cannot afford to pay for property rates. High levels of unemployment also have 
a negative effect on the ability to generate property rates in rural areas. Ultimately, the low levels of 
economic activity explain the limited tax base in rural areas. 

The performance of rural municipalities in collecting revenues (revenue effort or the ability to maximise 
their tax base – the red line in Figure 23) shows that social issues play an important role. 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. Municipalities with high levels of income 
inequalities within their communities have a lower ability to collect the revenues due. This is likely 
because of social tensions that result in local communities not being willing to pay taxes and services. 

Interestingly, municipalities with higher levels of traditional households have a lower ability to collect 
revenues due. However, this is not a statistically robust fi nding, which is surprising given the complexi-
ties  of traditional leadership in respect to revenue collection in these areas, particularly property rates. 
The other factors highlighted above appear to be more signifi cant in explaining revenue effort. The 
local government equitable share (LES) allocated to rural municipalities is another interesting variable, 
as a positive and signifi cant relationship was found between the LES allocations and revenue effort 
in collecting property rates. One explanation could be that municipalities are using this funding to 
improve their billing and collection efforts. 

13.3.2 A Spatial Perspective of Findings

A spatial analysis of the rural tax base and tax effort is used to explore the 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. Spill-over effects from adjacent 
urban areas may in certain cases affect the local tax base and tax effort of rural municipalities. Figure 
24 offers a spatial illustration of the relative revenue capacity (the blue line in Figure 23) of each 
rural municipality and the location of metropolitan municipalities, secondary cities and larger towns. It 
includes the impact of economic and social spill-over on property rates, revenue capacity and revenue 
effort. Some rural municipalities adjacent to urban municipalities have a higher tax base, which is likely 
the result of spill-over effects. 

It is important to reiterate here that, although the property rates tax base is largely immobile, this 
analysis is on the general tax base, with the property rates tax base being used as an illustration. 
Furthermore, economic and social spill-over (for example people working in the urban municipality but 
residing in the adjacent rural municipality) can have an impact on the property rates tax base. Specifi -
cally, rural municipalities around eThekwini (for example, Vulamehlo), Buffalo City and Gauteng appear 
to benefi t relatively from the economic spill-over effects. In contrast, municipalities in deep-lying rural 
areas have no or a very limited tax base. 

The property rates revenue effort map illustrates the proximity of rural municipalities to their urban 
counterparts and the subsequent revenue effort in maximising their tax bases (the red line in Figure 
23). Interestingly, the municipalities that have 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 revenue performance, such as potential social dynamics or funding constraints.

Figure 25 extends the analysis by looking at adjacent municipalities with high economic activity, as 
measured by gross value add (GVA) per capita. As expected, the trend is similar to the one described 
above. The economic activity in deep-lying rural areas is highly limited, and the country has pockets of 
areas with very low levels of economic activity and no adjacent economic base.

(See Figures 24 & 25 on page 148)

10 As mentioned above, traditional leadership coexisting with a democratic local government structure creates ambiguities over political leadership 

in such areas. The primary issue is the apparent confl ict between traditional authorities (chiefs) and local government, which emanates from the 

question of who has rights over land administration in these rural areas. Consequently, municipalities experience diffi culties in collecting revenues 

from households that are under the administration of these traditional authorities i.e. communal land. 
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Property Rates Revenue Capacity Property Rates Revenue Effort 

Figure 24: Property Rates Revenue Capacity/Effort 2010 and Proximity to Urban Areas

Figure 25: Gross Value Added 2010 and Property Rates Revenue Capacity 2010
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Property Rates Revenue Capacity Property Rates Revenue Effort 

Figure 26: Dominant Adjacent Economic Activities and Property Rates Revenue Capacity/Effort 

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

Revenue effort score 0 to 0.25; 
0.25 to 0.5; 
0.5 to 0.75; 
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Figure 26 assesses the impact of adjacent major economic activity on the revenue capacity and effort 
of rural municipalities. Rural municipalities in areas dominated by agriculture appear to have a very 
limited property tax base. This is understandable given the low value-adding subsistent farming or low 
property values in these areas. Rural municipalities with a relatively strong revenue base are found 
along in the mining belt of the country as well as along the coast (which is logical given the greater 
value of property along the coastline). Figure 26 also compares the revenue effort of these rural 
municipalities with the dominant economic activity in adjacent municipalities. It shows that the rural 
municipalities along the coast, which have the greater revenue-raising capabilities, are not maximising 
their revenue base. This suggests that these municipalities are not taking advantage of their location, 
and other, non-structural factors clearly affect revenue efforts.
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Note: Graph excludes community/government services: Source Global Insight

13.4 Analysis of Rural Development Policies

Understanding the dynamics of the rural tax base is clearly a complex issue. Based on the estimated 
revenue capacity of property rates, rural municipalities could collect much more revenue from 
property rates. However, relative to other areas in the country, the revenue base of rural municipalities 
is still quite low. Various dynamics are also at play within a rural tax base, including the availability of a 
coastline, an adjacent urban municipality or proximity to an important economic activity. 

Given these dynamics, it is worth discussing South Africa’s rural development strategies and efforts 
to stimulate economic development in rural areas. Rural development in South Africa cuts across 
all three spheres of government. General economic development through macroeconomic planning 
and investment is a national government policy priority, while provincial and local governments are 
constitutionally mandated to invest in their regional and local economies respectively. Both urban 
and rural municipalities are empowered to stimulate the local economy through their expenditure, 
revenue, and planning powers and functions. Generating higher levels of local economic activities will 
extend municipal tax bases, by increasing the number of potential taxpayers and reducing poverty 
and unemployment, resulting in higher revenues. In general, municipalities can stimulate the local 
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economy by fostering local economic development (LED) strategies, investing in local infrastructure, 
improving service delivery to communities and investing in human and natural resource development.

South Africa’s national rural development policies are pivotal in developing rural areas, enhancing the 
livelihoods of rural communities and making rural local governments fi nancially viable. These policies 
materialise at the local government level through LED strategies, at the provincial level through Pro-
vincial Growth and Development Strategies (PGDS) and at the national level through the country’s 
national rural development strategy, currently in the form of the Comprehensive Rural Development 
Programme (CRDP) of 2009 (DRDLR, 2009) which takes forward the Integrated Sustainable Rural De-
velopment Strategy of 2000 (The Presidency, 2000). It is important that these strategies are coherent 
across these spheres of government. 

Municipalities are sometimes best placed to identify a comparative advantage or growth opportunity 
within their local economy. Well-constructed LED strategies should nurture these opportunities by 
supporting the appropriate allocation of scarce resources in a focused and sustainable way. The result 
would be social and economic development and greater own revenue-generation capacity for rural 
municipalities. However, the ability to implementing the framework in general, and municipal ability 
to implement LED strategies in particular, also continues to be a challenge. This is exacerbated by the 
large-scale migration of labour from rural areas to urban areas and the concomitant inability to attract 
such skills back to rural municipalities. Skilled labour is less attracted to areas with lower levels of 
services such as those evident in rural areas. Therefore, rural municipalities are likely to pay a wage 
“premium” to attract skilled labour to rural areas, which is diffi cult given the resource limitations. The 
key challenge for implementing LED projects is the lack of common understanding of the role of LED 
and LED processing in most areas (SALGA, 2010). This can be linked to a lack of appropriate skills 
needed to implement LED strategies. 

Rural municipalities have limited resources and are funded by intergovernmental transfers. Therefore, 
in order to boost rural economics, a concerted effort is required from all levels of government. Human 
and fi nancial resources need to be pooled in order to ensure that the formulated development strate-
gies do in fact materialise. The intergovernmental relations system is vital for providing district and/or 
provincial support to rural municipalities that are struggling to implement sound LED strategies and 
projects because of capacity constraints. However, interaction and support from higher spheres of 
government to most rural municipalities have been poor. 

Introduced in 2009, the latest rural development strategy (the CRDP) focuses on agrarian transforma-
tion, rural development and land reform, and promotes greater community participation. Although 
most national development policies appear well formulated and comprehensive, the failure appears to 
be in ensuring such strategies are implemented. Yet ultimately, national rural development strategies 
can only offer strategic direction for growth in key economic areas, such as agriculture and mining. The 
fundamental driver of rural development should be municipal intervention through its LED strategy and 
policies, supported intensely by the district municipal and provincial government.

13.5 Conclusion

This chapter discusses the dynamics of the general tax base of rural municipalities. The results reveal 
that depressed economic activity is the fundamental factor constraining rural tax bases. Furthermore, 
rural municipalities use their limited existing revenue base ineffi ciently, as they currently only collect 
half of the potential property rates tax base. The chapter concludes by critically reviewing some of the 
current avenues through which rural municipalities can stimulate their local tax bases. Rural munici-
palities are best placed to identify a comparative advantage in the local economy and develop the local 
economy through their LED strategies. However, skills shortages, policy misalignment and a lack of 
coordination and cooperation can limit the successful implementation of LED and other rural develop-
ment strategies. Therefore a concerted effort is required from all spheres of government to ensure the 
successful development of rural economies.
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13.6 Recommendations

With respect to developing rural revenue 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:
o Improved assistance in formulating and implementing budgets, IDPs, LED, debtor manage-
 ment and credit control policies.
o 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.

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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