“The effective financing of city governments is, in turn,

fundamental to the effective functioning of city governments.

City finance has strategic, social, economic and political dimensions,
despite appearing technical. ...City finance is also about accountability
for the taxes and revenues raised from citizens and businesses, and

the rigour and transparency with which financial resources are
managed.”
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The Financial State of the Cities

South Africa needs well-functioning, sufficiently resourced city governments that provide effective built-environment
services to households and businesses. The city governments are held accountable by local households and businesses for
providing these services.

The effective financing of city governments is, in turn, fundamental to the effective functioning of city governments. City
finance has strategic, social, economic and political dimensions, despite appearing technical. For example, city finance is
about making budget allocation choices so that key goals are met, such as addressing backlogs and poverty; maintaining
existing infrastructure; and expanding services to accommodate new economic activity and population growth.

City finance is also about accountability for the taxes and revenues raised from citizens and businesses, and the rigour
and transparency with which financial resources are managed. Generally speaking, it is preferable for city expenditure
requirements to be raised from local revenue sources, as this maximises local accountability for local services. In principle,
given the correct allocation of revenue sources and expenditure responsibilities, city governments have the best potential
to raise their expenditure needs from their own local revenue sources.

South Africa’s nine city governments are responsible for ensuring that effective municipal infrastructure and services are
sufficient to support nearly two-thirds of the economic activity of the country. Any deficiencies in these services will have
obvious consequences for national economic development in the form of higher costs, lower turnover, and reduced gross
value added (GVA).!

The nine cities house over one-third of the national population, including 40% of the registered unemployed. They also
account for 65% of the national GVA per year and concomitant percentages of in particular the tertiary and secondary
economic sectors: from finance and business services through transport and communications, to wholesale and retail
trade, to construction and manufacturing. The efficient functioning of the major cities is as important as the effective
operation of wider national logistical systems such as the national road, rail, power and telecommunications networks.
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“City spending has been increasing
rapidly in recent years, often as a
result of high capital spending.”

The extent to which cities finance their own expenditure in practice is illustrated for 2008 as a fraction of local GVA in

Figure 6.1.

Johanneshurg CapeTown eThekwini ~ Tshwane Ekurhuleni Nelson ~ Mangaung BuffaloCity Msunduzi
Mandela

Il ity spending City billed revenues

Figure 6.1 City total spending and billed revenues as share of local GVA, 2008

Source: Calculated by the authors from city annual financial statements

City governments are necessarily
big spenders, as they must provide
built-environment services to 63%
of the economy and 36% of society.
In 2008/09, they accounted for 71%
of the total budgeted operating
expenditure of all local governments
and 54% of the total budgeted
capital expenditure. Furthermore,
city spending has been increasing
rapidly in recent years, often as a
result of high capital spending (see
Figure 6.2). City operations comprise
a significant portion of local city
economies: total city spending was
as much as 8.5% of total city GVA in
2008, as illustrated in Table 6.1.

“South Africa’s nine city governments are responsible for ensuring that
effective municipal infrastructure and services are sufficient to support
nearly two-thirds of the economic activity of the country.”
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The Financial State of the Cities continued

Table 6.1 GVA, population, spending and own revenue per city, 2008

City City billed

City spending Citybilled revenues

GVA GVA/ spending as%of revenues as % of

(R billion) Pop (m) capita(R) (Rbillion) GVA (Rbillion) GVA

Johannesburg 263.3 3226 81606 21.395 8.1% 11316 4.3%
Cape Town 199.7 3151 63 363 15.294 7.7% 9.208 4.6%
eThekwini 166.8 3394 49154 16.094 9.6% 9.125 5.5%
Tshwane 154.8 1857 83329 13.133 8.5% 7.110 4.6%
Ekurhuleni 149.4 2543 58722 11.749 7.9% 7.084 4.7%
Nelson Mandela 49.0 1174 41729 5.277 10.8% 2.384 4.9%
Mangaung? 17.2 0660 26033 1.682 9.8% 0.585 3.4%
Buffalo City 20.9 0840 24 891 2.318 11.1% 1.203 5.8%
Msunduzi 24.8 0736 33722 1.938 7.8% 1.242 5.9%
TOTAL 9 CITIES 1045.8 17 582 59480 88.881 8.5% 49.256 4.7%

Sources: GVA and population data from SALGA database, 2009, updated to 2008 with relevant growth factors; expenditure and revenue information calculated from city annual financial statements

The ratio was least for Cape Town, Ekurhuleni and Msunduzi (at 7.7 %, 7.9% and 7.8%), and as much as 11.1% in the case
of Buffalo City. Although recent high capital spending may make these figures unrepresentative of long-term trends, it is
not noticeably the 2010 FIFA World Cup™ host cities that are spending relatively high fractions of local GVA. Own revenue
comprised on average around 4.7% of city GVA. Despite recent trends, city governments remain largely funded by local
residents and businesses, a point of some significance for financial and general accountability. Buffalo City, Msunduzi and
eThekwini bill notably higher fractions of GVA, while Johannesburg’s own billed revenue is the lowest fraction at only 4.7%
of local GVA.
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Figure 6.2 Total expenditure of city governments 2004-2009 (constant 2008 prices) (R billion)

Source: Calculated by the authors from city annual financial statements
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FINANCIAL RESILIENCE IN CITY GOVERNMENT

The concept of “resilience’ provides a useful overarching framework for city treasurers to use to link their concerns
to those of city role players, because the concept lies at the root of their greatest fears and ambitions. A city
treasurer knows all too well the financial constraints facing the spending departments and seeks to provide as
much finance as possible to spenders. However, the city treasurer has to weigh this against what is available,
whether in the short-term cash balances of the city government, or in the medium-term budget estimates, or in
the long-term city development strategy. A financially resilient city government is presumably one which manages
its short, medium and long-term financial position so as to maximise the resources available.

Financially resilient cities are likely to be those which:

« raise a meaningful share of their operational revenues themselves, in the interests of accountability and good
fiscal management (own revenues);

« consistently, accurately and completely bill, and fully collect, taxes and charges due from households,
businesses, and other organisations (revenue effort);

« ensure that tariffs and charges meaningfully reflect actual costs incurred on a city wide basis, yet are set with
due regard to the ability to pay of households and organisations (realistic tariffs);

o strike deliberate and careful budget balances between expenditures to support growth, to address backlogs
and to maintain existing service infrastructure;

« explicitly consider returns from investment before committing resources on a large scale;

« show imagination and innovation in responding to emerging problems or challenges (creativity);

« effectively contain and manage major cost items such as staff and bulk services from rising significantly above
inflation (cost control);

« choose a capital financing strategy with considered and appropriate combinations of own resources (current or
retained operational surpluses), grant (capital), borrowed (debt) and private (PPPs) resources, while carefully
managing the financial risks and operations involved in these strategies (capital financing);

« manage cash flows to minimise costs and risks (cash flow); and

« ensure that procurement and employment procedures deliver good contracting decisions i.e. obtain the
correct goods and services at the best price while achieving policy objectives (support services).

Financial resilience is in some sense dependent upon the economic resilience of the city because the local economy
is the origin of so much of the fiscal resources that the city spends to deliver services. However, financial resilience
also depends on the governance, capacities and operational effectiveness and co-ordination of the agencies and
departments that deliver built-environment services within the city.

Financial resilience is about the strategic and operational effectiveness of the city government as a whole.
Responsibility for financial resilience, as for city resilience, extends far beyond the responsibility of the city finance
head. However well the key financial indicators of the city government are managed in the medium-term, it is
ultimately to no avail if the long-term strategic direction is unsound. Conversely, city governments who follow a
financially unsound strategy could be saved by the intrinsic social and economic resilience of the city.

The audited financial statements? of the nine cities provide the basis of this financial history. The financial data considered
falls into three groups:

1. Operating revenues, expenditures and surpluses relate to the financial implications of the ongoing operations of city
governments: the recurrent costs of the services being provided, the charges and taxes levied and grants received to
cover these recurrent expenses, and the final operating surplus or deficit achieved at the end of the year.

2. Capital expenditure and its financing are those dealing with the infrastructure and other capital spending undertaken
by a city government. The characteristics and revenue sources for such spending differ considerably from operating
expenditure.

3. Cash flow and working capital indicators are particularly important in respect both of overall financial health and
capacity, and the effectiveness of city financial management.

The implications of the new accounting standards were extensively addressed in SACN (2007, chapter 3).*
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The Financial State of the Cities continued

Total revenue
A long-term overview of the total revenues of the nine cities over seven financial years to 2009 is set out in Table 6.2.

Table 6.2 Real annual increase in city total revenues 2003-2009 (constant 2008 R billion)

2004 2005 2006 2007 2008 2009
Johannesburg 20% 16% 6% (1%) 1% 8%
Cape Town (1%) 1% 8% 13% 17%
eThekwini 9% 17% 3% 7% 16% 2%
Tshwane 5% 19% 8% (2%) 9% 5%
Ekurhuleni 10% 7% - 7% (6%) 5%
Nelson Mandela 13% 3% 15% (4%) 15% 7%
Mangaung 10% 10% 29% (41%) 15% 8%
Buffalo City 18% 23% (1%) 1% 4% 7%
Msunduzi 13% 3% 9% (3%) 14% 6%
TOTAL 9 CITIES 11% 5% 1% 7% 8%

Source: Calculated by the authors from city annual financial statements

Total city revenues increased from R61.369 billion in 2004 to R83.586 billion in 2009, an increase of 91% in five years
(2003 is disregarded because it does not include Cape Town revenue data). Mangaung’s decline in 2007 is associated with
the establishment of Centlec.® If Mangaung is excluded from the calculation, total spending by the eight cities increased
from R51.8 billion in 2004 to R81.9 billion in 2009, a real increase of 37% over five years, or an average annual rate of real
revenue growth of 6.5%.

The explanation for this rapid real revenue increase can be found in the different revenue sources of the cities, which are
shown in Figure 6.3. As Figure 6.3 shows, aggregate
property tax revenues have been
relatively constant in real terms,

and even declined in 2007 and

2009. Aggregate revenues from
service charges grew slowly and
intermittently until the sharp
increases of 2009, which inaugurated
what is expected to be a sustained
period of rapidly rising charges for
water and electricity. Other revenue
sources® remained constant at 12%
of total aggregate revenues’, while
RSC8 levies ceased to be relevant after
2006, as there was a grace period to
pursue non-payers.

] 2002009 The only revenue source whose
07 share increased over this period was

2006 government grants and subsidies
(capital as well as operating), which
went from around 6% to 25%

2004 between 2004 and 2009. This trend
has been remarkably pronounced, as
Figure 6.4 shows.
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Figure 6.3 Aggregate eight-city revenues by type (constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements.
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Figure 6.4 Revenues raised by source for the cities (constant 2008 R billion)

Source: National Treasury Conditional Grant Database. Available at www.treasury.gov.za

The substantial expansion of the national grant programme to local government, specifically city government, is a

defining characteristic of recent city finances. Over the last five years, the changes in equitable share and the increase in

conditional grants have transformed the national government grant programme.

Table 6.3 details the national grants budgeted for each of the nine cities in 2008/09. National government allocated

R44.197 million to all municipalities. Of this amount, 43.1%, or R19.048 million went to the nine cities.
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The Financial State of the Cities continued

Table 6.3 Details of national grants to the cities as budgeted for 2008/09 (R million)

Equitable Share

Municipal
Infrastructure (MIG)

Public Transport
Infrastructure
Systems (PTIS)

2010 FIFA World
Cup™ Stadiums
Development

Integrated National
Electrification
Programme (Eskom)

Water Services
Operating Subsidy
(via WTA)
Integrated National
Electrification
Programme (Munic)

Regional Bulk
Infrastructure

Neighbourhood
Dev Partnership
(Schedule 6)

Water Services
Operating Subsidy
Backlogs in Water &
Sanitation at Clinics
& Schools
Municipal Systems
Improvement
Programme

Local Govt Financial
Management
Neighbourhood Dev
Partnership (TA)
Backlogs in
electrification at
Clinics & Schools

Local Govt Financial
Management (DBSA)

TOTAL

% of total grants

JHB
30388

397.0

661.2

634.0

327

0.0

50.0

105.9

29

0.8

20.1

4943.3

26.0%

CcT
17105

2734

424.8

686.0

83.5

0.0

26.2

38.2

0.8

14.8

3 258.1
17.1%

ETH
1607.6

425.3

624.9

690.0

0.0

0.7

74.2

63.7

1.7

0.8

10.8

3499.6
18.4%

TSH
1303.1

273.6

510.2

46.0

19.2

13.9

60.5

7.0

0.9

0.8

4.0

2239.0
11.8%

Source: National Treasury Conditional Grant Database. Available at www.treasury.gov.za
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EKU
16725

357.6

7.6

39

9.0

13.0

2.0

2077.8
10.9%

NMB
682.5

129.3

305.5

296.0

30.8

33.0

0.8

7.0

1484.8
7.8%

MAN
291.8

120.2

242.6

117.8

1.9

13.3

0.4

0.5

788.4
4.1%

BCM
310.3

137.0

8.6

2.1

25

327

5.0

1.1

0.4

0.5

2.0

502.1
2.6%

MSU
176.1

739

2.1

0.4

0.5

1.9

0.2

255.1
1.3%

Total

9 cities

107931

2187.2

2787.6

2469.8

1434

17.1

296.6

265.7

1.1

7.4

1.2

6.0

721

0.2

19 048.3
100.0%
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The equitable share is the dominant national grant, at R24.9 billion in 2008/09 accounting for 56.3% of all national grants
to local government, 43.3% of which was assigned to the cities. The next three main grants for that year (the municipal
infrastructure grant, the public transport infrastructure systems grant and the 2010 stadiums development grant - all
conditional capital grants), accounted for another R14.7 billion, or 33.3%, of national grants to local government, of which
50.6% was allocated to the nine cities. Finally, the remaining twelve national grants accounted for R4.6 billion or 10.4% of
total national grants, of which 17.7% went to the cities. The net effect was that the cities received R19.0 billion (or 43.1%)
of the total national programme of R44.2 billion in 2008/09.

PUBLICTRANSPORT IN THE CITIES

After a long policy development process, the passing of the National Land Transport Act (No. 5 of 2009) appears to have
overcome a lack of clarity regarding accountability among the different spheres of government. The Act introduced a
clear emphasis on delegation to city level, which begins not only to bring key decisions together at a single point, but
helps to link the public transport function to wider spatially related decisions over the built environment.?

Recognising that public transport systems would be an efficient way of overcoming the challenges of distance, costs and
congestion, several South African cities started to face up to this challenge on a substantial scale, with dramatic financial
consequences. Both Johannesburg and Cape Town have started to implement bus rapid transit (BRT) projects, a system
of road-based public transport that can be inserted relatively easily into the existing road network, yet have many of the
advantages of rail systems.

The recent activity in the field of city public transport is to be welcomed as a necessary and possibly strategic step in the
direction of improving the effectiveness of South Africa’s cities. It is therefore all the more important that sufficient and
well-structured financial arrangements are made, as the overall fiscal impact of the new public transport responsibilities
on city government will be substantial. These new expenditures could be highly destructive to city financial viability if
sustainable funding mechanisms are not put in place.

Having located responsibility for public transport at city level, and noting that significant public funding is required, the
question arises as to how city governments will access that funding. In principle two options exist: through grants from
central government or through locally generated revenue sources.

Funding of public transport in the city

Apart from fare revenues, public transport is currently almost entirely grant funded. Table 6.4 sets out the amounts
allocated to SACN member cities for the Public Transport Infrastructure and Systems Grant (PTISG) for the period from
2006/07 to 2012/13.°

Table 6.4 Budgeted allocation to SACN member cities from the PTISG (R million)

2007 2008 2009 2010 2011 2012 2013
Johannesburg 184.0 329.0 661.2 652.8 1070.5 1200.0 800.0
CapeTown 120.0 230.0 424.8 3325 850.0 1600.0 900.0
eThekwini 11.8 125.0 624.9 3769 330.0 20.0 20.0
Tshwane 11.0 105.0 510.2 565.2 864.2 500.0 800.0
Ekurhuleni 27.7 13.0 7.6 27.7 20.0 20.0 20.0
Nelson Mandela Bay 69.0 132.0 305.5 147.1 4083 600.0 800.0
Mangaung 29.5 25.0 242.6 82.2 15.0 15.0 15.0
Buffalo City - - 8.6 31.2 71.5 400.0 700.0
Msunduzi - - 2.1 7.7 15.0 15.0 15.0
TOTAL 9 CITIES 453.0 959.0 2787.5 2223.3 3644.5 4370.0 4070.0

Source: Division of Revenue Bill 2006, 2007, 2008, 2009, 2010
The purpose of the PTISG is “to provide for accelerated planning, establishment, construction and improvement of new

and existing public transport and non-motorised transport infrastructure and systems. It is essentially a capital grant and
may only be used for the ongoing operating costs of public transport to a limited degree.

For public sector providers such as municipalities, receiving grants has its advantages. There is no requirement to
approach the local electorate for resources, which is a favourable position to be in — as long as grants are predictable,
sufficient and without difficult conditions.

151




However, there are important drawbacks to grant funding. For example, the grant framework for the PTISG indicates

that it will continue until at least 2020, but this cannot be guaranteed. Indeed, National Treasury has had to put in place
special arrangements (in the form of firm allocations in years 2 and 3 for specifically approved transport capital projects)
to overcome the fact that the two outer years of the Medium-Term Expenditure Framework (MTEF) are not normally
binding on national government. Yet public transport projects need financial and contractual commitments for far longer
than this, and are therefore vulnerable to and inhibited by relying on such grant systems. If a city is to implement a large
programme, for example over a period of a decade, and takes on 15-year debt in respect of part of that cost, dependency
on grants leaves the city at risk of only partially completing the programme if national government later decides to follow
a different approach.

The share of the grant amongst cities is also somewhat arbitrary. The current PTISG funding requires national government,
through the Department of Transport, to assess the demands from the various cities and to make a judgement as to the
share that the different cities should receive.

Where revenues are derived from local taxes, the amount of finance raised is then defined by the local tax base, and the
rate is set locally, rather than through a different sphere of government’s administrative decision. Given the appropriate
local tax instruments, South Africa’s cities should have sufficient economic base relative to need, to be able to fund public
transport through local revenues rather through grants.

Costs of city public transport systems

Three factors in particular make the financing of public transport particularly challenging in South Africa:
1. The long travel distances arising from the peculiar nature of urban form in South Africa;

2. The severe peaking of service demand with low base ridership outside of peak hours; and

3. The relatively low income levels of public transport users.

In most countries, public transport is subsidised. The characteristics above make it hard to conceive of adequate public
transport services being provided in South African cities without some form of subsidy — both capital and operating —
from a source other than fare revenue.

The PTISG funding is aimed at capital needs, and the grant conditions in the PTISG implicitly recognise that operating
subsidies are required for the new BRT systems. A condition of the capital grant is that systems are designed so that fare
revenues cover the ‘direct operating costs’ of vehicles, excluding the capital cost of the vehicle. Both the Johannesburg
and Cape Town systems as modelled do cover these costs. However, a number of other important costs still have to

be covered, including costs related to the organisation running the system, fare collection, the control centre, station
management and security, as well as the costs of maintaining the fixed infrastructure.

Revenue sources for city public transport
Given that public policy seeks to shift users from private to public transport, public transport should arguably be financed
through taxes on private motoring. In this regard there are four options to consider:

(@) The fuel levy is a widely accepted tax already in place. It generates revenue on the basis of vehicle use, with a higher
incidence on higher fuel consumption vehicles. Indeed, it could be viewed as a form of user charge for road use, and
the notion that private vehicle users should help fund public transport is likely to be reasonably widely accepted.

Nevertheless, a local fuel levy has drawbacks. For example, the scope for arbitrage at municipal boundaries means
that setting the tax rate locally would not be feasible. Furthermore, in the long term, as a city succeeds in reducing
private motor car use, the levy yield would decline. However, despite these drawbacks, a local fuel levy remains an
appropriate funding mechanism for transport in general , including road construction and maintenance, and public
transport in particular. Indeed, a share of the fuel levy is currently distributed amongst metropolitan governments
based on fuel consumption levels in each metropolitan area.

This existing fuel levy share was introduced to replace the old Regional Services Council (RSC) levies. Using the fuel
levy as a dedicated source for transport funding would be a highly feasible option. However, an alternative source
will then be required, or the levy will have to increase, in order to fill the previous need, i.e. the obligations that were
funded from RSC levies, as well as finance the new transport obligations

(b) Another potential source of revenue — certainly in the Gauteng area — would be from a share of the new tolls levied on
the freeways being developed in terms of the Gauteng Freeway Improvement Project.
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(c) Athird source of revenue, which some cities are considering, is a parking levy. This would likely be a levy on all private
and public non-residential parking. It would be levied on the non-residential property owner, who would ideally pass
it on to users of parking. A parking levy acts as a basic congestion charge, limiting the use of vehicles to some areas.
However, it is a form of business property tax, which in a number of South African cities is already at relatively high
levels, and the potential revenue generated may not warrant the complexities of implementation.

(d) Vehicle licence fees offer a fourth source of revenue. Licence fees in South Africa are relatively low, yet if pushed higher
may become subject to much greater levels of evasion. Constitutionally licence fees are a provincial revenue source and
thus could not be devolved to city level.

Given the current levels of motor car ownership in South Africa and trends over the last decade, the scope for increased
car numbers is massive. South Africa is thus faced with the choice either to continue to accommodate the increased
motor vehicle numbers through ongoing building of highways, or to find some way of constraining motor vehicle use and
increasing use of public transport. Conceptually a strong argument is that existing road use should be rationed through
pricing by means of taxation, and the revenues generated used to enhance public transport. As car ownership increases,
congestion is thus kept under control through such mechanisms rather than by continual new road expansion. Such an
approach would need to be complemented by a wide range of other initiatives aimed at enhancing city form and
improving public transport alternatives.

The very real threat remains that the formation of South Africa’s cities around the private motor car is already so widely
entrenched, and continues to be so vigorously advanced, that the public transport alternative will always struggle to
compete.

Among the most important financial challenges facing South African cities is to ensure that the systems of public transport,
which they must implement for good long-term reasons, are adequately and appropriately financed. This cause is best
advanced by implementing a dedicated revenue source to finance city public transport, which would also assist to protect
overall city budgets from the potentially destabilising effect of the new public transport responsibilities.

The equitable share has transformed national government revenue. As Table 6.5 illustrates, the total municipal equitable
share has grown steadily, including a sharp jump in 2007. The total figure reached R24.9 billion in 2009, almost four times
higher in nominal terms (and over 2.8 times higher in real terms) than the equivalent figure in 2004.

Table 6.5 City and national municipal equitable shares (current R million)

2004 2005 2006 2007 2008 2009
Johannesburg 239 391 541 2253 2579 3039
Cape Town 160 206 276 1281 1451 1710
eThekwini 374 392 536 1133 1339 1608
Tshwane 159 201 270 1003 1101 1303
Ekurhuleni 192 306 472 1191 1397 1673
Nelson Mandela 149 161 206 487 573 682
Mangaung 200 204 175 197 237 292
Buffalo City 187 193 192 213 252 310
Msunduzi 75 75 105 120 143 176
Total: 9 cities 1735 2129 2771 7 878 9073 10793
Share of national municipal equitable
share (ES)
National municipal ES 6350 7678 9643 18 058 20676 24 889
Share of the nine cities 27% 28% 29% 44% 44% 43%
RSC replacement included - - - 4700 5371 6 044
True share of the nine cities 27% 28% 29% 24% 24% 25%

Source: National Treasury Conditional Grant Database, 2010. Available at www.treasury.gov.za
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The Financial State of the Cities continued

The 2007 step change in equitable share payments to the cities was clearly associated in part with the abolition of the RSC
levies'? and their replacement, initially by an RSC Replacement Grant (plus the VAT zero-rating of municipal property taxes
as an offset)'®, and then by a share of the fuel levy.

The RSC replacement grant, which applied for the three years 2006/7 to 2008/9, was based on previous RSC receipts and
was included in the municipal equitable share for each city and district that had previously raised RSC levies. The share of
the fuel levy is currently being phased in, based on a formula that included, in 2009/10, a one-time adjustment in favour
of cities whose share of total fuel sales was higher than their share of total RSC levies, while still granting other metros a
4% nominal increase. In 2010/11 and 2012/13 the total allocation is calculated by decreasing weights assigned to the city
of the former RSC levies and increasing weight to the city share of total fuel levies raised. By 2012/13 the allocation will be
based entirely upon fuel sales in each jurisdiction.™ Figure 6.5 presents diagrammatically in real terms (i.e. constant 2008
R million) the details of the yield per city from the RSC levies, from the grant which temporarily replaced the RSC levies,
and from the share of the fuel levy which is now being phased in.

It is apparent that Ekurhuleni

and especially eThekwini have
benefited, relatively speaking, from
these changes, while Johannesburg
has lost.

2500

2000 However, the “true’ equitable share

of the cities, i.e. the equitable
share as published, minus the RSC
replacement amounts, has also
continued to rise steadily in real
terms since 2004.'¢ The period
2004-2009 saw the “true’equitable

1500
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201112 share of the cities increase by 99%
500 20(2)3}106” and the equitable share of non-
2008/09 cities by 122%. The “true’share of
2007/08 the cities in the total municipal
0 2;32,60/27 equitable share, which had been
e _ 2004/05 rising towards 29% until 2006, fell
3 g £ : 2003704 to 24% and 25% in the succeeding
g ) % z ,;: g'zﬁ three years.
= ==
The long-term increase in
Figure 6.5 Yields for RSC levies and its replacements by phase and city conditional grants to the cities
(constant 2008 R million) comes mainly from capital grants
Source: National Treasury, 2010' for transport, general, and 2010
FIFA World Cup™ infrastructure.
In real terms, capital grants to
the cities were 243% higher in
2009 than in 2004, as Figure 6.6
" . illustrates. Notwithstanding the
[Own] revenues are important because they declining share of cities in the
are revenues for which the city administration is overall “true'municipal equitable
share, city revenues have clearly
directly responsible.” become considerably more grant-

dominated in recent years.
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Figure 6.6 Composition of aggregate government grants to cities (Constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements
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Own revenues are revenues from property taxes, charges for municipal services and other materially less significant
items such as traffic fines, developer contributions and numerous minor or sundry fees and charges. These revenues are
important because they are revenues for which the city administration is directly responsible.

Figure 6.7 shows in real terms the total property taxes billed per year for each of the cities.
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Figure 6.7 Property tax yield by city (constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements
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Two points are immediately
evident: eThekwini collects the
most property tax by a significant
margin, despite having only the
third-largest local economy; and
property taxes billed essentially
stalled in 2009, declining in real
terms, especially in the largest
cities. Aggregate city property
taxes billed were a relatively steady
average of R15.5 billion in 2008
values for the three years 2006 to
2008, but then declined 3.4% in real
terms to R15.0 billion in 2009.

In contrast, revenues from service
charges continued to grow
strongly in 2009, mainly as a result
of the 27% increase in electricity
revenues. Figure 6.8 highlights
both the dominance of electricity
revenues in the overall service
charges revenue of the cities, and
the recent sharp increase in real
electricity revenues.
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Figure 6.8 Aggregate gross city revenues by service, 2004-2009 (constant 2008 R billion)
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Figure 6.9 Electricity revenues by city, 2004—2009 (constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements
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For much of the period under
discussion, electricity revenues
could be argued to be a reflection
of local economic growth, but
recently they mainly reflect tariff
increases. City gross revenues from
electricity had been growing slowly
for several years, then declining
slightly in real terms in 2008, during
which fairly significant power
outrages had occurred, before
increasing by 18.3% in 2009. Gross
electricity revenues by city are
shown in Figure 6.9."”

Finally, although the interest
income earned by the cities is a
(relatively) minor income source
for cities, it is worthy of attention.
Interest is earned from two major
sources: investments of various
kinds and amounts owing to the
municipality as a result of late or
non-payment of invoices

(i.e. debtors).

Interest earned on investments,
which had increased strongly over
the five previous years, stopped
growing abruptly in 2009, perhaps
the first clear sign of the change
in the collective financial standing
of the cities. However, Cape Town
managed to maintain a long-term
increasing trend, and eThekwini
returned to higher earnings from
this source after a period of low
revenues (see Figure 6.10).
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Figure 6.10 Interest earned on investments (constant 2008 R million)

Source: Calculated by the authors from city annual financial statements

500
400
300
200

100

Cape Town
eThekwini
Tshwane
Ekurhuleni
Mangaung
Buffalo
City
Msunduzi

2
E]
2
a
o
=
=
s
=
S
2

Figure 6.11 Interest earned on outstanding debtors by city (constant 2008 R million)

Source: Calculated by the authors from city annual financial statements
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Interest earned on outstanding
debtors, however, has risen steadily
from 2006 onwards, reflecting
ongoing challenges that cities face
in collecting debtors’balances
outstanding.® Figure 6.11 is
dominated by the high figures for
Ekurhuleni and Tshwane, especially
from 2007.

Operating expenditures are ongoing

or recurrent expenditures that

a city government faces every

year, as opposed to the capital

or investment expenditures that

are generally large, once-off
expenditures not repeated every
year. The major operating costs

are remuneration costs, costs

of bulk purchases of water and
electricity, depreciation, repairs

and maintenance, interest costs,
provisions for bad debt, and “other".
This broad category covers a host
of detailed cost items relating to
offices, such as tools and equipment,
vehicles, telecommunications,
specific contracted services.
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The Financial State of the Cities continued

The real operating expenditures of the cities increased by 31%, from R59.5 billion in 2004 to R78.1 billion in 2009, in
constant 2008 values. Ekurhuleni showed the most dramatic increase (around 51% over the five years), but the rapid
general increase in operating costs affected all the cities, with the notable exceptions of Nelson Mandela Bay (8.1%) and
Cape Town (18.3%)." Figure 6.12 portrays total operating expenditure per city per year.

Explanations for the rapid real
growth are best sought in the
changes in the major operating
expenditure items that affected
20 each city. In real terms, in 2009
cities were paying 56% more
for bulk purchases of electricity

and water and 23% more for
remuneration costs than in 2004.
Furthermore, bad debt provisions?
2009 and repairs and maintenance were
2008 also much higher in 2009 compared
’ ' ' 20026007 to five years previously, at 45% and
0 2005 34% respectively. Depreciation was

2004
an especially important recent cost
item at R5.3 billion for 2009 alone.

-
=)

w
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Figure 6.12 Operating expenditure by city (constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements

Employee-related costs are governed by city staff complements (i.e. the number of staff) and their remunerations scales
as set by the SALGBC.?' In real terms, city staff costs were relatively stable from 2004 to 2006, but stepped up in 2007. The
stability lasted only two years — the 2009 figure shows a sharp increase in real terms even prior to the implementation

of the current wage agreement (i.e. 2010-2012), which will again increase real staff costs. The prospects of bringing this

critical cost item under control must be regarded as limited.
The prospects appear just as

gloomy for the second-largest
major city expenditure item: the
costs of bulk services supplied

by Eskom and Rand Water. After
several years of relatively contained
increases, bulk purchases jumped

by a startling 26% in 2009,
mainly as a result of electricity
price increases. Although these
increases are recovered from
20082009 the consumer, the rising prices
.l 2007 can have significant cash-flow
w ' 2006 implications for the cities due to the
2005 time between the bulk purchases

2004

w

£g =% £ L g £ and eventual recovery from the
Eg g :i, 5f 3 = end consumer, especially as higher
= = E prices tend to depress collection
rates. This trend is expected to
Figure 6.13 Aggregate city expenditure by category (constant 2008 R billion) continue for some years.

Source: Calculated by the authors from city annual financial statements
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Bad debts show an erratic pattern over the period, probably reflecting uneven implementation of provisions for bad debt
or the effect of changes to credit control policies. Depreciation also shows an erratic pattern, which could be attributable
to the refinement of fixed asset registers emanating from the new accounting standards.?> Repairs and maintenance
expenses are reflected as having increased significantly in 2008 and 2009.%

The shares of the different expenditure components have not been substantially altered by these changes. Bulk purchases
appear to be on a rising trend, as are employee costs, but neither of these shares are unprecedented.

One of the key indicators of the state of city finances is the operating surplus® or deficit generated each year. City
governments have in recent years repeatedly reported overall surpluses, but these are not operating surpluses. Capital
grants are included in income for the financial year in which they are spent, but the capital expenditure itself is expensed
over the life of the capital asset. This implies that a city may report an overall surplus and yet still have an operating deficit,
in which case the operating deficit has temporarily been covered by capital grant monies. Figure 6.14 shows the data for
all nine cities collectively.

The cities have reported overall
surpluses (blue) every year since
2003, peaking in 2008 at over

R9 billion. However, the revenue
figures used when calculating

the overall surplus include capital
grants (red), which are not operating
revenues, and should be excluded to
obtain the operating surplus (green).

l Cities generated steadily increasing
o | RS operating surpluses until 2006.

A sharp reversal in 2007 was followed

2 by a return to surplus in 2008,
I followed by another operating deficit
4 in 2009. The scale of capital grant
2003 2004 2005 2006 2007 2008 2009 funding to the cities in the 2007-

2009 period appears to have been
sufficient to mask growing fragility in
city operating results.

Hl  Overall surplus Il (apital grants Operating surplus

Figure 6.14 Overall balances, capital grants and cash operating balances
(constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements
However, even this may not accurately reflect the actual cash operating position, which depends on whether the bad debt
provision each year is sufficient to match uncollected billings. This raises the question of gross and net debtors.

Gross and net debtors
Gross debtors are the total amount of outstanding billed revenue, which often includes interest charged on overdue
amounts. Figure 6.15 sets out the gross debtors’balances relative to billed revenue.
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Figure 6.15 Gross debtors’ balances outstanding relative to billed revenue (%)

Source: Calculated by the authors from city annual financial statements
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Figure 6.16 Net debtors’ balances outstanding relative to billed revenue (%)

Source: Calculated by the authors from city annual financial statements
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Over the period 2004-2007, the
trend in most cities has been
declining (i.e. improving) or stable
gross debtors, although a distinct
worsening is evident in several
cities in 2009 and even 2008.
Mangaung is a dramatic exception,
with a strongly negative trend for
the four years to 2009.

However, a more relevant and
important indicator is outstanding
net debtors relative to billed
revenue, as set out in Figure 6.16.

Net debtors are the amount that
the cities expect to collect and are
calculated as the gross debtors’
outstanding balances, less the
provision made for bad debts. A
city which holds its net debtors

to around 17% of billed revenue®
is generally regarded as making
adequate provision for bad debt.
The cities have generally shown
improvement over the medium
term, but only a few cities are in
the 17% range, and most may not
be adequately providing for non-
payment, which is of concern.?®
Furthermore, the movement of
this indicator in 2009 was generally
adverse.
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70 However, despite these 2009
0\_’.\ warning lights, the long-term

60 aggregate in city debtors relative

to billed revenues has improved, as

5 Figure 16.7 shows.

Gross debtors declined from 66%

40 to 57% of billed revenues. The
aggregate bad debt provision

30 declined from 44% to 34% of billed
revenues, while the aggregate bad

0 o o o o—= ° debt provision stayed remarkably

stable at 22%-23% of billed
revenues throughout the period
(worsening slightly in 2008

and 2009).

2004 2005 2006 2007 2008 2009

I Gross debtors/billed income Bad debt provision/billed income B Net debtors/billed income

Figure 6.17 Aggregate city debtors: gross, net, and bad debt provisions as % of billed income

Source: Calculated by the authors from city annual financial statements

City capital expenditure

High capital spending has been one of the defining features of South African city finance in recent years. Capital spending of
the nine cities rose from R6,1 billion in 2004 to R29,3 billion in 2009. City capital spending remained at around 12% of total
city revenues and total city expenditures for the four years 2004-2007. The jumps came in 2008 and 2009, when aggregate
capital expenditure (capex) rose to 22% and 26% of total expenditure (and 25% and 32% of total revenue).

Much of this capital spending has clearly been associated directly or indirectly with preparations for the 2010 FIFA World
Cup™.? Figure 6.18 illustrates that capital spending rose fast over the medium term, especially in the metros in 2008 and 2009.
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Figure 6.18 Capital expenditure of SA cities 2003-2009 (constant 2008 R billion)
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Source: Calculated by the authors from city annual financial statements
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Figure 6.19 Classification of city capital expenditure (constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements

Cities have not been consistent in
the way that assets are classified.
Figure 6.19, which provides a
breakdown of capital spending
among the various classes of assets,
confirms that the majority of capital
spending in the period 2006-2009
was on infrastructure.?® *Other
assets’is also a significant category
and includes vehicles, equipment,
IT systems and office furniture

and fittings.

As the data only covers up to June
2009, it is too early to assess the
financial legacy of the 2010 FIFA World
Cup™ expenditure on South Africa’s
cities, as preparations for the event
were still underway at that stage.

City governments spent considerable
sums on the stadiums and surrounding
and associated infrastructure, as well
as public transport infrastructure

and services. There will be ongoing
expenditure to cover costs of
operating and maintaining new assets.
National government made grant
funding available for the stadiums,
and general infrastructure grants

also increased, but city governments
also allocated their own resources to
the effort and experienced financial
pressure as a result.

The very high levels of capital expenditure reflected in these figures will have important implications for the financial
position of the cities in future, as higher revenues will be needed to cover the higher ongoing operating costs and

depreciation charges.

Within the capital expenditure category ‘Infrastructure; it is also now possible to provide some detail regarding the

percentage spent on each major class of infrastructure (see Figure 6.20).
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Figure 6.20 Classification of city infrastructure expenditure (constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements
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Figure 6.21 Capital grants to the cities (constant 2008 R billion)
Source: Calculated by the authors from city annual financial statements

The majority of spending is on
roads (28% over the last five years),
water (18%) and electricity (16%),
and sewerage systems (10%). The
investments in water and electricity
should have a positive impact on
revenue, but will be limited if the
capital expenditure eliminates
backlogs in poor communities.
Investments in roads do not
however generate city revenue.

Unfortunately, it is not possible

to determine how much of the
capital expenditure is allocated to
investment in economic growth and
sustaining the economic sector, how
much is spent on rehabilitation and
renewal® of existing infrastructural
investments, and how much is
spent on backlog elimination. If

this information were available, a
more informed assessment of the
contribution of this capital spending
to city financial sustainability would
be possible.

Financing of city capital
expenditure

The three major sources of capital
finance are: government grants,
borrowing, and surplus cash
resources, including developer
capital contributions.®

Capital grants to the cities — mainly
the municipal infrastructure grant,
the public transport infrastructure
systems grant, and the 2010 FIFA
World Cup™ stadiums development
grant — increased substantially in the
run-up to 2010, as Figure 6.21 shows.

Despite this substantial increase in
capital grants, the cities generally
still found it necessary to increase
their borrowings to finance their
capital expenditure programmes.
As Figure 6.22 illustrates, while
almost all cities increased their
total liabilities between 2004 and
2009 (the exceptions were Nelson
Mandela and Mangaung), of the
nine cities, Johannesburg is by far
the largest borrower.
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Figure 6.22 Long-term liabilities by city (R billion)
Source: Calculated by the authors from city annual financial statements
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Figure 6.23 Municipal borrowings relative to annual operating revenue (%)%

Source: Calculated by the authors from city annual financial statements
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When looking at the sustainability
of this borrowing, one indicator is
to compare the stock of debt (total
long-term liabilities) with annual
revenue. As a rough guideline,
most municipalities will find it hard
to service debt in excess of half

of their annual revenue and, for
comfort, the ratio should be lower.
Figure 6.23 shows a very varied
picture for the cities.

At one extreme is Mangaung,

with an extremely low level of
borrowings: 1% of annual revenue
reflects a long-term practice of
declining to take on long-term
debt. At the other extreme is
Johannesburg, which appears

to be approaching the limits of
sustainable borrowing. eThekwini
and Tshwane also have reasonably
high levels of debt relative to
revenue, while the rest of the cities
have, on the face of it, additional
borrowing capacity.

A continued capacity to borrow
may well be essential for cities
whose capital programmes and
levels of debt have increased in
recent years as a result of 2010. They
nevertheless still face substantial
capital spending requirements -
for growth and development, as
well as maintenance of existing
infrastructure and elimination

of backlogs. Provided sound
balances are struck among these
budget city imperatives, capital
investment programmes should
have favourable long-term financial
benefits for the cities.
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Some of the most important indicators of relative financial strength are those relating to cash flow.

Table 6.6 shows that aggregate net cash and investments holdings (cash and short-term investments minus short-term
liabilities and overdrafts) held by the cities fell by over a quarter in nominal terms in 2009, reversing a long period of
increases.

Table 6.6 Net cash and investments and working capital: aggregates 2004-2009

2004 2005 2006 2007 2008 2009
Aggregate city cash expenditures 45.734 52.344 58.067 65.222 81.050 98.052
Net cash and investments 12.370 14.112 15.301 17.516 20.062 14.780
Months of cash expenditure held 3.2 32 3.2 32 3.0 1.8

Source: Calculated by the authors from city annual financial statements

The nine cities maintained net cash and investments worth a remarkably steady 3.2 months of capital and operating cash
expenditure at the end of each financial year between 2004 and 2007. They held 3.0 months worth in 2008, but could only
manage 1.8 months at the end of 2009. The deterioration in cash holdings is reflected for each city in constant rand values
in Figure 6.24.
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/\ / However, if these absolute numbers
45 are compared to total annual cash
40 >( spending (because net cash and

M investments supports ongoing
35 // ‘Y cash expenditures, whether
30 — capital c?r o;')eratlng), the relative
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20 ¢ cases. From Figure 6.25, which
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10 N deterioration in this indicator
05 clearly set in from 2008.
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Figure 6.24 Net cash and investments by city (constant 2008 R billion)

Source: Calculated by the authors from city annual financial statements

A continued capacity to borrow may well be essential for cities whose
capital programmes and levels of debt have increased in recent years as
a result of 2010.
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,,//”\‘\ were clearly in a considerably more

50 precarious financial position at the
end of 2009 than at the end of 2006.
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Figure 6.25 Cash coverage: months of cash expenditure covered by net cash and investments

Source: Calculated by the authors from city annual financial statements

Some cities are approaching the limits of their borrowing capacity. While debtors’ management to the end of 2009 did

not show any significant deterioration, the cash position of the cities in particular has deteriorated and in some cases is
cause for serious concern. In due course, this may tend to constrain the levels of capital and operating expenditure seen in
recent years.

Having looked at data from annual financial statements of the cities to provide an overview of yield from the different own
revenue sources over the last several years, the focus moves to city revenue operations, drawing data directly from the city
revenue system to perform a ‘revenue performance audit’at three cities.

All public services should be provided effectively, efficiently and economically. Service tariffs and tax rates should be set at

levels which, for the city as a whole, cover the full cost of the services provided, including maintenance and provision for

infrastructure growth. A city government that shows maximum revenue effort should then be able to demonstrate that

there is:

- completeness in billing and collection - all properties liable to be billed for services and taxes should in fact be
completely and accurately billed and collected.

« correctness in billing and collection - all properties should be billed for services and taxes according to actual
consumption based on the correct tariff.>

Such requirements are subject to all the formal policies of Council, including those relating to billing, tariffs, credit control,
and indigency. Furthermore, in the real world slippage occurs all around this logical chain — many public services are not
provided effectively, efficiently and economically; many services and taxes are set at inappropriate levels (often below
cost, which is, however, too high); and make no provision for maintenance and growth. Furthermore, at this stage, no city
government can claim completeness —i.e. 100% — in billing or collection, which indeed should not be expected. Little
effort has been made to determine the measurement process or indicators, and the Municipal Financial Management Act
Budgeting and Reporting Regulations are the best available at the moment.

Nevertheless the latter two gaps — between what should be billed and what is actually billed; and what should be
collected and what is in fact collected - represent cash resources that the city government in terms of its own policies
and procedures should, but does not, receive in its bank account. In this sense, these gaps are measures of a shortfall in
“revenue effort) and also revenue potential.
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By comparing data from a variety of sources (billing and payment data from the municipal billing system; property
information from the municipal valuation roll and from the Deeds Registry, etc.) and by electronically matching the
different databases against each other, it is possible to determine the number of properties that should be on the billing
system for the different services. This generates information on level of completeness of billing as follows:

+ properties on the valuation roll but not on the billing system

« properties with no rates billing

- metered properties not billed for electricity, water and sanitation

+ properties not billed for refuse

+ properties billed for water, but not sanitation

+ properties billed for sanitation, but not water

Such discrepancies may exist for many reasons. For example, some properties are not rated for a perfectly valid reason
(for example, they may be servitudes). However, many of the gaps are due to underlying business processes not
functioning properly or being overridden and/or ineffective systems interfacing. Similarly, services may be indicated as
not being billed or billed at RO, for many reasons, including incomplete meter-reading routes and incorrect or corrupt
flagging of accounts for non-billing. Such gaps require extensive and detailed work to close, but they may have significant
income potential.

The revenue optimisation opportunities for three of the SACN member cities were analysed.® The initial results were
presented to the cities concerned, who responded by providing reasonable explanations for the existence of the gaps.
If these explanations are accepted without verification, i.e. without on-site verification of every property rather than a
random sample investigation and blanket application of the results to all properties in that category, then the gap is
substantially and materially reduced.

While the analyses are suggestive, more detailed work would need to be done to confirm this data and in so doing, rectify
any billing deficiencies. The analyses suggest that cities can potentially increase their billed revenues by between 1% and
7% by improving their billing administration and getting closer to completeness of revenue billed (see Table 6.7).

Table 6.7 Potential revenue optimisation opportunities at three cities

City A City B City C
Approx Approx Approx
annual annual annual
revenue revenue revenue
No of gap No of gap No of gap

properties (Rmillion) properties (Rmillion) properties (R million)

Valuation roll properties unmatched

to billing - - 618 29,5 - -
Properties with no rates billing 48986 207.0 1116 44.0 610 1.4
Properties not billed for refuse 39176 9.5 5869 4.0 - -
Metered properties not billed for

electricity 2411 9.0 1213 54 - -
Metered properties not billed for water 1447 3.8 3636 124 995 4.8
Metered properties not billed for

sanitation 2841 55 1125 1.0 992 0.8
Total revenue opportunities 234.8 96.4 6.4
Revenue potential as % 2009 billed

revenue 2.4% 7.2% 1.0%

Source: Calculated by the authors from city annual financial statements

In two cases, the largest single component of the revenue gap involves properties that are valued but not being billed for
property taxes*, while in the third case the main gap is reported to be in un-metered water.
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Figure 6.26 Profile of Mangaung debtors’ book (R million)

Source: Calculated by the authors from analysis of city billing data

South Africa cities have long been
unable to solve the problem of
continuously growing debtors’
books. Indeed, a large and growing
debtors’book can be said to be a
characteristic feature of municipal
finance in South Africa, and
certainly is in the cities reported
previously in this chapter. Bad
debts show an erratic pattern
over the period (2004-2009 as per
AFS)**, which probably reflects
the uneven implementation of
provisions for bad debt, or the
effect of changes to credit control
policies. They could also be a
reflection of the implementation
of Free Basic Services coupled
with challenges of indigent
identification and management.

The debt analysis for three cities indicates that, on average, 65% of debt was 90 days old as at 31 December 2009.
However, provision for bad debts was on average 54% as at 30 June 2009, implying under-provision, thus overstating
operating surpluses.

Analysis of billing data provides insights that cannot be gleaned from the annual financial statements. For example,
Figure 6.26 and Figure 6.27 provide profiles of the debtors’ books for Mangaung and Msunduzi.

“A large and growing debtors’ book can be said to be a

characteristic feature of municipal finance in South Africa.”

Chapter 6
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Itis immediately clear that these
are not debtors’books that can
readily be realised as cash; indeed,
by conventional standards the
— debts are largely uncollectible. The
profiles suggest a number of issues,
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Figure 6.27 Profile of Msunduzi debtors’ book

Source: Calculated by the authors from analysis of city billing data

169

State of the Cities Report 2011 Chapter 6




The Financial State of the Cities continued

While the long-term improving trend in the financial position of South Africa’s cities is still evident, in the last two years in
particular their financial standing has become more precarious.

Key operational cost components are increasing rapidly, which, combined with the very high capital spending of recent
years, puts substantial pressure on city cash flows. Although revenues have also grown fast, the cash position of the cities
has deteriorated, and more realistic provisioning for bad debt means that the cash expenditure implications of under-
collections must be confronted.

Moreover, although capital spending has never been higher, substantial backlogs remain in all the major categories:
maintenance of existing assets; services and infrastructure for new growth; and extension of services in poor areas. The
financial implications of the public transport challenges facing the cities suggest the need for new revenue sources.

Although substantial further analysis is required to assess all the criteria necessary for the financial resilience of the cities,
the data presented in this chapter allows some conclusions to be drawn.

While South African cities still raise a meaningful share of their operational revenues themselves, their financial resilience
has slipped, as grant revenues have increased in importance.

Many cities still have room for improvement in their revenue effort, but several cities appear to have sound overall debtors’
management. However, as at the end of 2009, the cities were clearly facing significant cash management challenges and
did not appear to be able to effectively control the increases in their major cost items.

Nevertheless, financial government has improved, and financial administration has become more systematic. Despite
qualifications in the 2009 audit reports, improved financial reporting has resulted from:

- functional governance structures e.g. internal audit, audit committee

« action plans that address deficiencies within the organisational systems

« implementation of previous audit recommendations

+ improved monitoring by leadership and management

« compliance with applicable legislation and accounting standards

« strengthened internal systems and controls.

Based on the information available, it is not possible to assess the appropriateness of capital financing strategies, the
realism of tariffs, the extent to which sound budget balances are being struck or whether cities explicitly consider returns
from investment before committing resources on a large scale. However, anecdotal evidence suggests challenges on all of
these fronts.

These challenges are heightened by the fact that financial health in the country as a whole depends on matters such as
the rate and persistency of unemployment, the level of household income and rising household debt. Any deficiencies in
municipal government will have obvious consequences for the national economic development, as South Africa’s nine city
governments support nearly two-thirds of the economic activity of the country.

There are therefore reasons to be concerned about the financial resilience of South Africa’s city governments.

Nevertheless, it is hard to avoid the conclusion that the period under review remains a successful one, despite the clear
financial warning lights. Revenues and expenditures experienced good real growth, capital spending was extremely high
by historical standards, and national government proved financially very supportive.
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