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The intergovernmental budget process

The 1998 Budget tabled by the Minister of Finance included three-
year alocations for the national government, the nine provinces and
loca government. These allocations reflected the outcome of a
lengthy consultative process among stakeholders and the application
of an objective, demographically based formula in determining the
provincia equitable shares.

The revised alocations set out here are lower than those originaly
announced in March 1998. The decreases are largely due to changes
in the economic outlook, explained in chapter 2. The allocations to
each of the nine provinces also reflect the impact of using the final,
rather than the preliminary, results of the 1996 census in the
provincia equitable shares formula.

The intergovernmental budget processis guided by the Intergovern-
mental Fiscal Relations Act, which took effect on 1January 1998.
The Act establishes a forma process for considering
intergovernmental  budget issues and is designed to facilitate
consultation and promote a budget-making process that is fair and
equitable. It provides a legidative basis for co-operative governance
through the Budget Council, which brings together the Finance
Minister and provincia Finance MECs, and the Budget Forum,
which, in addition includes organised local government.

During 1998, the Budget Council met regularly to discuss budget
issues and co-ordinate the budget preparation process. In addition,
the Budget Council met with its counterpart intergovernmental
bodies in Education, Heath and Welfare. These joint meetings of
national Ministers and provincial MECs gave important direction to
the formulation and content of the budgets of the three socia
services that make up about 85 per cent of provincial expenditure.

The Minister of Finance is required to table a Divison of Revenue
Bill alongside the national Budget. It must be accompanied by a
memorandum linking the allocations to relevant Constitutional
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requirements and the recommendations of the Financia and Fiscal
Commission.

The introduction of the MTEF process has improved
intergovernmental coordination and led to several new initiatives in
the budget process. National departments, provinces and local
governments came together to play a much more crucial role in the
development of sectoral policy, particularly in the areas of
education, health, welfare and personnel expenditure.

These developments will further improve the link between policy
planning and financia planning, which has been lacking in
government programmes in the past. The co-operative governance
framework that is evolving signals a more mature approach to
governance, integrating both national priorities and provincia and
local autonomy.

The focus of intergovernmental relations now extends beyond
financial co-ordination, towards a greater role for various spheres of
government in the policy arena. This will help bring funding and
policy considerations in line with the new intergovernmental
framework and the Constitution.

Resources available

The Constitution provides that each sphere of government - national,
provincia and local - is entitled to an equitable share of revenue
raised nationally to enable it to provide basic services and perform
the functions allocated to it. The equitable division of revenue takes
into account the functions assigned to each sphere and the capacity
of each government to pay for these functions through own receipts
and revenues.

The equitable share is an unconditiona allocation. Provincia and
local governments, being distinct spheres of government, determine
the priorities for these funds and are directly accountable for how
they are spent. However, provincial and local government spending
is largely assigned to functions in which nationa legislation sets
norms and standards.

In addition to their equitable share, provinces and local governments
may also receive other alocations from the national share to which
the national government may attach conditions. In the 1998 Budget,
provinces and local governments received approximately
R9,0 hillion in conditional allocations from the national share of
revenue. A further R4,2 billion was assigned to provincia agencies
responsible for implementing specific policies and programmes on
behalf of national departments.



Resourcesto share

Own revenues

Borrowing powers

A choice based on
priorities

Thedivision of
functions

Chapter 5: Division of Revenue

In addition to collecting revenue, government currently borrows to
meet its expenditure requirements. It is the balance of nationa
revenue plus borrowing, less debt obligations, which represents the
total pool of resources available for sharing. Government has also set
aside a contingency reserve for each of the MTEF years. The
purpose of this reserve is to cushion public expenditure from
unforeseen events, such as a deterioration of economic performance
or anatural disaster.

Provincial and local government own-revenues are not included in
the calculation of equitable shares. The Constitution places
limitations on the types of own revenue that provincial and local
government have access to, and indicates that any additional revenue
raised by a province or municipality cannot be deducted from its
equitable share.

The Congtitution provides for nationa legislation to govern the
power of provinces and local government to borrow. Subject to
national oversight, loans may be raised for capital expenditure and to
bridge temporary revenue shortfalls. At present, none of the
provinces has borrowed on the capital market. Their borrowing has
been confined to overdrafts to cover short-term shortfalls.

The vertical division

Government does not use a formula to divide the funds between the

spheres of government. The so-caled vertical division is done by
considering the factors listed in Section 214 of the Congtitution and
in consultation with the FFC and provincial governments. The
vertical division is a policy judgement that reflects the relative
priority of functions assigned to each sphere of government. It is a
judgement that cannot be captured in aformula.

In considering this division, Government takes into account the
economic and social impact of services; the effectiveness with which
extra funds can be spent; the scope for savings within budgets and
the short-term impact of fluctuations in alocations.

National government is largely responsible for economic services,
the criminal justice system, defence, infrastructure investment and
public administration. Both the criminal justice system and
infrastructure are priorities for government. At the provincial level,
the main services delivered are education, heath and welfare,
together with provincia roads and regiona development.
Government has clearly identified the three social service functions
as key priorities.
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Protection of social
services

Government recognisesthat in times of economic sowdown, its
spending priorities should be protected. In arriving at the vertical
divison for the coming year, Government sought to protect the
delivery of social services. All three spheres will receive alocations
less than initially expected over the MTEF period, but the burden of
the adjustment is placed more on national departments in 1999/00.
Thereafter, the reductions are shared in proportion to each sphere's
allocation.

Table 5.1: The vertical division

R million 1998/99 1999/00 2000/01 2001/02
National share 77176 79 608 81 338 84 898

Conditional grants to provinces® 7 891 7 671 7529 7324

Grants for local government 1132 950° 0 0
Provincial share 82862 86 946 92 743 97 522
Local government share 1024 1366 2 480° 2580°
Total expenditure to be shared 161 062 167 920 176 560 185 000
National share (excluding conditional grants) 42, 3% 42, 3% 41, 8% 41, 9%
Provincial share (including conditional grants) 56, 3% 56, 3% 56, 8% 56, 7%
Local share 1, 3% 1, 4% 1, 4% 1, 4%

1. Excludes agency payments and other grants from national departments to provinces that are not yet

allocated.

2. Includes R359 million for R293 personnel currently carried on provincial budgets and transfers of R591 million

for R293 town functions.

3. The local government equitable share for 2000/01 and 2001/02 includes R591 million for R293 functions.

Improvementsin
remuneration
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National government spending over the next three years amounts to
approximately 42 per cent of the total, while provinces will receive
around 57 per cent. Part of the provincial and loca government
allocations are assigned on the national budget as conditional grants.
These are included in the national share for the purposes of the
Division of Revenue Act.

Improvements in conditions of service are distributed to provinces as
conditional grants from national revenue after the division of
revenue is done. The amounts depend on the outcome of the annual
salary negotiations conducted in the Public Sector Consolidated
Bargaining Chamber. The table above includes preliminary
allocations for improvement in conditions of service distributed
between the national and provincial shares in proportion to the
current distribution of personnel spending.
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Horizontal division —equity between provinces

An explicit revenue sharing formula is used to divide the provincial
equitable share between the nine provinces — this is caled the
horizontal division. It directs funds to provinces based on their
demographic and economic profiles, as these provide an indication
of the demand for basic services within the provinces.

The equitable share formula was introduced in the 1997 Medium
Term Budget Policy Statement and explained in detail in the 1998
Budget Review. The formula used the preliminary 1996 census
results. It was noted then that allocations might be adjusted once the
final census results became available.

The final census results will have a significant impact on the allo-
cations to provinces since the distribution of the population (shown
in table 4.1) diverges from the preliminary distribution. Although a
majority of the country’s population live in urban areas, poorer
provinces emerged with both a larger population and a larger share
of the total population than was originally estimated.

The final census results gives the Free State, Gauteng, Western Cape
and Mpumalanga smaller shares of the population than preliminary
census, while the other five provinces increase their shares. The
provinces with smaller shares of the population will receive smaller
shares of the provincial equitable share than originally announced in
the 1998 Budget.

Following deliberation in the Budget Council and consultations with
the Financial and Fisca Commission and relevant national
departments, a number of refinements to the formula are introduced
this year. The formula will be updated each year as new data
becomes available. Refinements of the formula will in due course
become infrequent. There is a growing understanding of how to
measure the service needs of each province.

A notable change to the formula this year is the introduction of a
backlog component. Several provinces and nationa departments
have indicated an interest in highlighting backlogs within the
equitable share formula

The equitable share formula is comprised of the following seven
components.

an education share, based on the size of the school-age
population (ages 6-17) and the number of learners enrolled in
public ordinary schools — school-age children are given twice the
weight as the number of enrolled, reflecting Government’s
intention to reduce under-age and over-age enrolment;
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Components of the
equitable division

a health share, based on the differential use of the public health
system by people with and without medical aid or hedath
insurance — the formula weights those without health insurance
more heavily, reflecting the fact that they use public health
facilities far more frequently than those with insurance;

a social security component, based on the target population for
social security grants - the elderly, disabled and children -
weighted using a poverty index derived from the 1995 income
and expenditure survey;

a basic share, based on each province's share of the tota
population of the country;

a backlog component, based on the distribution of capital needs
as captured in the schools register of needs, the audit of hospital
facilities and the share of rural population in each province;

an economic output share, based on the distribution of total
remuneration in the country; and

an institutional component, equally divided among the provinces.

Table 5.2 sets out the contributions of the components of the formula
to each province' s equitable share of revenue.

Table 5.2: Components of the equitable shares formula

Education Health Social Basic Backlogs  Economic Institu-  Weighted

security  share output tional average
Weight 40% 18% 17% 9% 3% 8% 5% 100%
Eastern Cape 18,5 17,0 19,6 15,5 20.7 59 11,1 16,8
Free State 6,3 6,5 7,1 6,5 5.6 51 11,1 6,6
Gauteng 12,3 14,7 13,9 18,1 5.0 43,2 111 15,7
Kwazulu-Natal 22,1 21,7 19,6 20,7 23.0 18,9 111 20,7
Mpumalanga 73 7.2 6,5 6,9 8.5 4,7 111 7,1
Northern Cape 1,9 2,0 2,2 21 13 1,6 111 2,4
Northern Province 15,7 13,3 13,7 12,1 22.9 1,7 11,1 13,5
North West 8,0 8,6 8,7 8,3 9.5 51 11,1 8,2
Western Cape 7.9 8,9 8,8 9,7 3.6 13,7 11,1 8,9
Total 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0
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The elements of the equitable division formula are not indicative
budgets. The education, hedth or socia security shares are
unconditional alocations. Provinces budget for these functions
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within their overall resource constraints, informed by their own
processes of prioritising spending within the context of national
policies.

Government policy reflects the Financial and Fiscal Commission
recommendation that the equitable shares be phased in over time to
allow provinces to adjust to changes in their relative funding levels.
The changes to the allocations brought about by the new census and
other amendments to the formula will accordingly be phased in over
five years. This will consolidate the progress aready made in
moving towards a more equitable division of resources.

By relying on provinces demographic and economic profiles, the
revenue sharing formula represents a sharp break from historical
funding patterns. The result is a sSignificant redistribution of
resources to reflect an equitable provision for services provided by
provinces.

The 1996 census results suggest that the distribution of people
between provinces is shifting in favour of the Western Cape and
Gauteng. Elderly people, women and children are dtill
disproportionately resident in provinces with large rural populations,
such as the Eastern Cape, the Northern Province and KwaZulu-
Natal. These are factors that impact directly on the provincial
revenue shares.

Table 5.3: Impact of equitable shares formula

1998/99 2003/04
Percent change

Base shares Target shares

Eastern Cape 17,8% 16,8% -5,5%
Free State 6,9% 6,6% -3,6%
Gauteng 14,8% 15,7% 6,4%
KwaZulu-Natal 19,6% 20,7% 5,6%
Mpumalanga 6,6% 7,1% 8,2%
Northern Cape 2,5% 2,4% -2,0%
Northern Province 13,2% 13,5% 1,9%
North-West 8,6% 8,2% -4,6%
Western Cape 10,1% 8,9% -11,4%
Total 100,0% 100,0%

Formula to be phased-in over five years. The “equitable shares” exclude other unconditional and conditional
grants to the provinces from the national share.

Table 5.3 illustrates the impact on provincia equitable allocations of
the revenue sharing formula. Shifts between provinces reflect:

63



1998 Medium Term Budget Policy Statement

new census data;
the poverty-related aspect of the welfare component;

the bias in favour of the school-going population and education
enrolment in the education component;

the bias in favour of people without private medical insurance in
the health component; and

the weighting in favour of poor women, children and the elderly
in the health and socia welfare shares.

Table 5.4: Provincial equitable shares

R million 1999/00 2000/01 2001/02
Eastern Cape 15292 16 131 16 773
Free State 5942 6291 6 567
Gauteng 13008 14 049 14 956
KwaZulu-Natal 17 238 18 591 19764
Mpumalanga 5820 6 308 6738
Northern Cape 2136 2269 2377
Northern Province 11538 12 353 13038
North West 7433 7 854 8181
Western Cape 8539 8 895 9129
Total 86 946 92 743 97 522

Note: These equitable share allocations exclude all conditional grants but include preliminary improvements in

conditions of service.

Per capita shares
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Deviations above or below the national average in per capita
alocations of the equitable shares are illustrated in figure 5.1 for
both 1998/99 and the target year 2003/04.

Figure 5.1: Deviation of equitable share per capita from

national average
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Conditional grants

Principal grant The 1998 Budget included several conditional grants for provinces

programmes and local government. Preliminary allocations for 1999/00-2001/02
of the conditional grants assigned to provincial revenue are set out in
table 5.5. These exclude various agency payments and certain other
transfers from national departments to provinces that remain
unallocated at this stage.

Table 5.5: Conditional grants to provinces

R million 1999/00 2000/01 2001/02
Health
Central hospitals 3075 3112 3221
Training and research 1118 1174 1215
Redistribution of specialised services 112 176 182
Durban Academic Hospital 247 273 103
Umtata Regional Hospital 64 - -
Primary school nutrition programme 555 582 603
Finance supplementary allocations 2500 2212 2000
Total 7671 7529 7324

Other programmes on national votes that involve conditional
transfers or agency payments to provinces include:

the housing subsidies and other housing support programmes;
subsidisation of commuter bus services,
financial and personnel management systems support;
education management and planning support; and
the hospital rehabilitation programme.
The amounts and allocation of these conditional grants and agency
payments are determined along with other budget decisions relating

to national departments, in consultation with the provincia
authorities.
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Transfersto local
Government

Equitable share

Transitional measures

Local government share

Total intergovernmental transfers to local governmentsin 1997/98
exceeded R5,9 billion. During 1998/99, based on recommendations
of the Financial and Fisca Commission, a new local government
funding system was introduced.

A formula-based equitable alocation of operating grants to local
government was set out in the 1997 framework document ‘An
Equitable Share of Nationally Collected Revenue for Local
Government’. Capital transfers to local government, such as the
consolidated municipal infrastructure programme and the rural water
supply and sanitation programme, will continue to be financed from
the national share.

During 1999/00, R1366 million will be allocated to local
governments via the new equitable share formula (R342 million
more than the 1998/99 year). The horizonta division of the equitable
share between local governments using the formula system is
managed by the Department of Constitutional Development. The
local government equitable share is projected to grow to
R2 580 million in 2001/02.

Six provincia governments continue to provide personnel and
services in R293 towns of the former homelands. In 1998/99
provincial governments received a conditional grant of R951 million
to provide both personnel and services in R293 towns. In 1998,
Parliament passed the Transfer of Municipal Staff Act to alow
provincial governments to transfer staff who perform municipal
functions to municipalities. This process is at this stage incomplete.
In 1999/00, therefore, provinces will continue to receive a
conditional grant to cover the R293 staff currently employed. For the
next three years, grants for R293 non-personnel service functions
will be allocated directly to the appropriate municipalities. Once this
trangition is complete, al allocations will be made through the
equitable share formula

Table 5.6: Allocations to local government

R million 1999/00 2000/01 2001/02
Equitable share (excluding R293 transfers) 1366 1889 1989
R293 towns staff 359 0 0
R293 towns functions 591 591 591
Total 2316 2 480 2580
Other grants

Municipal infrastructure programme 701 793 780

Other grants 626 542 544
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The main capital transfer to loca governments is the consolidated
municipa infrastructure programme. In 1999/00, the alocation to
the programme is expected to be R701 million (R117 million more
than in 1998/99). Other implicit capita transfers include allocations
for community water services made by the Department of Water
Affairsand Forestry.

In addition to their equitable share allocation, R293 transfers and the
municipal infrastructure programme, local governments will receive
other allocations amounting to a projected R626 million in 1999/00.
These include specia Presidential projects and operating subsidies
for water services. Local governments also receive alocations for
commuter bus subsidies. Operating subsidies for local government
services managed by the Departments of Water Affairs and Forestry
and Land Affairs will be incorporated into the local government
equitable share over an agreed four-year phasing-in period.

For macroeconomic and fiscal reasons, local governments must
ensure that their budgets fall within the limits set by the Minister of
Finance. For the 1998/99 fiscal year, a growth rate of 6 per cent was
determined for both the operating and capital expenditure. The
Department projects that the growth rate for both these components
for the 1999/00 fiscal year will be 5 per cent. Capital expenditure
funded by grants and subsidies from the municipal infrastructure
programme and other national government programmes are excluded
from this limit.

The Department of Finance has initiated a project to develop
uniform standards, formats and classifications for local government
budgets. Uniform budgeting will bring local governments in line
with international reporting standards and will facilitate easier
comparison of data across different-sized local governments, and
with provincial and national governments. Multi-year budgeting for
local governments will aso be introduced.

The Department of Finance commissioned an investigation into the
borrowing powers of local governments and their relationship with
creditors. The draft policy framework will be completed in 1998, and
legidlation relating to this will be tabled during 1999.

Details of the horizontal division of the local government equitable
share between municipalities are currently being finalised by the
Department of Constitutional Development in consultation with the
Department of Finance, using the latest census results. The
horizontal division will be made public early in 1999.
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