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Abstract
In this paper, I examine financial viability in relation to other concepts such as municipal viability and financial management. The paper begins by drawing a definition distinction between financial management and viability and municipal viability. In the paper, a specific analysis is made on the common denominators from various existing definitions of financial viability. The common denominators are then used as basis of analyzing the financial viability environment for local government and the associated trends and challenges. The argument I advance is that financial viability has a relationship with powers and functions as well as the socio-economic factors impacting from the macro to micro level. Finally, in the paper I make conclusion that financial viability of municipalities is critical but what is more critical is financial sustainability which will require commitment to sound financial management by both political and administrative arms of the municipal institutions.
Introduction

Financial viability has become a term increasingly used synonymously with financial management and municipal viability. It has become imperative to isolate the features determining each of these concepts in view of the need to ensure appropriate generation of remedies necessary for each of the concepts. Evidently from the 5Year local government strategic agenda (2006-2011) implementation plan, the actions contemplated are biased towards financial management and not responsive to financial viability. The intervention focus is on areas such as supply chain management, internal and audit committees etc which are typically issues concerned with financial management.

The Minister of Provincial and Local Government in his speech in December 2003 during VUNA Awards made an observation that a fair level of understanding and appreciation has been reached about the importance of municipal financial viability and management. He expressed that this level of understanding and appreciation is evidenced by the several initiatives that are ongoing in every province to support their respective municipalities - and also by the several strategic interventions that are driven by either municipalities themselves, or by the national government. The initiatives to support the achievement of sound financial management and viable municipalities include:

· The intergovernmental fiscal transfers reform programme - which focuses on simplifying and rationalising transfers to municipalities and introducing three-year allocations of these transfers so as to stabilise municipal budgeting processes by improving predictability; 

· The budget reform programme - which focuses on improving resources allocation planning and management; 

· The Municipal Support Programme - which provides technical assistance to municipalities in the areas of financial management, Human resources management, organisational development, community and development planning; 

· New and refining national policies and legislation - aimed to improve the flexibility of the legal framework within which municipalities are expected to operate, and to improve the leadership, management and accountability in municipal governments; and 

· The Municipal Revenue Enhancement Programmes - a nationally coordinated programme aimed to assist municipalities with revenue enhancement and management through a series of specialised and targeted interventions.

Making Distinction: Municipal Viability, Financial Viability and Management

The terms municipal viability, financial viability and financial management are often applied synonymously resulting in support remedies that are ill targeted. It is imperative to clarify through distinguishing between municipal viability and financial viability and management. In order to obtain a clearer understanding of financial viability, it is worthy to note the following comments made by Minister F S Mufamadi (2003), MEC Q D Mahlangu (2004), and MEC M Mabuyakhulu (2005) in this regard.
Minister F S Mufamadi, Vuna Awards Ceremony, 5 December 2003:

“In order to achieve financial viability, it is necessary for a municipal jurisdiction to have a relatively resilient and sustainable economic base - where people are working and earning living wages, and businesses, large and small, are facilitating the steady exchange of goods and services. This resilient and sustainable economic base is indeed sustained by reliable municipal services and the local environments created for prosperity.

MEC Q D Mahlangu, Tabling of Budget, 28 June 2004:

“Municipalities in Gauteng are already working on innovative ways to enhance their financial viability. These include improving the billing systems, revenue enhancement, IT systems, replacing faulty meters, installation of new meters in areas which never had before and implementation of proper credit control policies and improving customer relations programmes.“ 

MEC Mike Mabuyakhulu, SALGA Local Government Budget Week, 21 July 2005:

“In order to achieve financial viability it is necessary for municipalities to within their area of jurisdiction, have a relatively resilient and sustainable economic base - where people are  working and earning living wages, and businesses, be they large or small, are facilitating the steady exchange of goods and services. The Department of Local Government and Traditional Affairs will continue to work closely with our municipalities so that we can achieve financially viable municipalities.”

The Ministerial Advisory Committee (2001:102) defines financial viability as “the ability of a local authority to fulfill its constitutional and legislative responsibilities. Resources to fulfill these obligations are derived from both the equitable share received and distributed nationally, as well as the revenue a municipality can raise locally”. 

On the basis of the above comments, financial viability should refer to the availability and sustainability of revenue sources. Financial viability is impacted upon by the external domains or environment within which the municipality operates
Financial Management refers to the management of budgetary resources at the disposal of the municipality. Financial management takes place within the internal domains of the municipality.

Municipal viability could be referred to as an overall sustainability of a municipal institution in terms of individual staff capacity, institutional and environmental capacity enabling the adequate delivery of services. A municipality considered viable should be demonstrating the proven ability to: 

· provide the necessary services and infrastructure to its communities;
· create a sustainable local economic development programme conducive for communities to thrive;

· possess requisite institutional capacity necessary to perform municipal functions and exercise powers and functions
· budget adequately, manage the financial resources prudently and grow the revenue base; and 
· create a productive public participation in initializing, planning and executing municipal projects.

Trends and Core Challenges on municipal financial viability
Financial Viability represents an important feature when evaluating the overall situation of the local government sector. It tells about significance and the reason for municipalities’ existence. The quality of financial management and the sustainability of the financial management of municipalities are important basics for financial viability. One key variable and precondition that help achieve financial viability is the clear division of powers and functions between the Districts and Local Municipalities. Within the context of the Local Government Municipal Structures Act, 1998 and the Municipal Systems Act, 2000, the critical trading functions include electricity, refuse removal, water and sanitation. In terms of the Municipal Property Rates Act of 2004, all the local municipalities’ posses full rights to levy on property within their areas of jurisdiction. 

The combination of financial viability and management has appeared to be the critical focus for financial institutions to determine the bankability of municipalities. In the report by the Municipal Demarcation Board (MDB), 24 October 2000, the board made certain findings from the discussion with banks. 
Among the findings was the concerns of banks or financial institutions though raised in the context of demarcation, was then the lack of current financial information, backlog of accounting and Audited Financial Statements as well as lack uniformity of financial statements presentation.
· On the submission of 2006/07 Annual Financial Statements in terms of sec 122 (1) (a) of the MFMA, there has been notable improvement. The submission of 2007/08 Annual Financial Statements remained at 81% (230 municipalities) by 31 August 2007, with 5% (14 municipalities) submitting late before the end September 2007, and 14% (39 municipalities) outstanding for submission as at September 2007. The progress made as at June 2008 is that the number of outstanding submissions decreased from 39 to 3 municipalities.

Figure 2: Submission of annual financial statements since 2004/2005 to 2006/07 financial years (a comparative analysis)
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· On the borrowing or creditworthiness of municipalities progress has been significant to provide the financial institutions some degree of comfort to make decisions on the creditworthiness of municipalities.
South Africa has a developed municipal borrowing market, with a total outstanding debt value of about R20 billion in 2006. Many municipalities, however, still do not participate in the borrowing market. Only about 30 actively engage with borrowing and can realize the positive effects that borrowing can have on service delivery for their citizens, with the six Metros and maybe 5-10 secondary municipalities virtually concentrating all of the debt capital. 

The table below provides total municipal borrowings since 1997 by municipalities from both the public and the private sector:

Table: 1

	YEAR (as at 30 June …)
	TOTAL MUNICIPAL BORROWINGS (R million)

	1997
	R 17 389 

	1998
	R 18 392

	1999
	R 19 993

	2000
	R 19 368

	2001
	R 19 861

	2002
	R 20 842

	2003
	R 20 052

	2004
	R 18 431

	2005
	R 19 680

	2006
	R 20 569


Table 3: According to the GDI (2007), the following statistics prevail for a sample of municipalities that they had investigated: 

	Municipality
	Population (Census 2001)
	Budget (2006/2007) (R’000)
	Capital Budget (2006/2007) (R’000)
	Outstanding Debt  ®

(30 June 2005)
	Debt Per Capita ®
	Rating
	Capacity level

	Johannesburg

 
	3,225,309
	21,176,125
	3,193,219
	5,266,862,000
	1,633
	A-(zaf) 

ZaA+
	High 

	Ekurhuleni 
	2,478,631
	11,028,036
	1,222,513
	1,118,953,567
	451
	ZaAA-
	High

	Randfontein 
	128,731
	347,124
	53,220
	21,979,596
	171
	-
	High

	Bela-Bela 
	52,124
	93,602
	18,923
	7,578,542
	145
	-
	Medium

	Greater Tzaneen
	375,586
	337,268
	35,050
	70,696,749
	188
	zaBBB
	High 

	Steve Tshwete
	142,772
	520,675
	144,594
	139,560,173
	978
	-
	High

	Mbombela 
	476,593
	1,030,431
	443,555
	111,375,181
	234
	ZaAA-
	High

	Umjindi 
	53,744
	115,998
	18,414
	8,642,999
	161
	-
	Medium

	Rustenburg
	387,096
	1,691,133
	777,966
	185,556,480
	479
	-
	High 

	Moses-Kotane
	237,175
	424,977
	240,075
	42,374,949
	179
	-
	Medium

	Potchefstroom
	128,353
	386,980
	39,653
	48,551,286
	378
	zaA-
	High

	eThekwini 
	3,090,122
	14,033,127
	2,847,033
	3,565,772,000
	1,154
	AA
	High

	UMhlathuze
	289,190
	1,220,164
	448,052
	67,128,540
	232
	-
	High 

	Matjhabeng 
	408,170
	974,041
	163,174
	132,085,191
	324
	-
	High

	Mangaung
	645,440
	2,054,487
	451,947
	20,438,828
	32
	-
	High

	Buffalo City 
	695,278
	2,060,362
	475,975
	401,502,150
	577
	zA-
	High 

	Makana 
	75,302
	128,839
	11,928
	3,477,686
	46
	zaBB
	Medium

	Kouga 
	70,695
	287,058
	82,144
	62,830,688
	889
	-
	Medium

	George 
	135,409
	739,263
	229,612
	80,512,848
	595
	ZaA-
	High 

	Knysna 
	51,468
	268,215
	38,082
	99,589,579
	1,935
	-
	Medium

	Overstrand  
	55,451
	451,211
	106,649
	54,012,380
	974
	-
	High

	Theewaterskloof
	93,276
	257,941
	51,271
	25,615,261
	275
	-
	Medium

	Cape Town 
	2,892,243
	17,002,727
	2,879,234
	2,498,030,000
	864
	ZaA+
	High


Notes:


1.
Outstanding debt as at 30 June 2005 refers to debt incurred by respective municipalities through borrowing.

2.
All ratings by CA-Ratings, except eThekwini which was done by GCR. With respect to Johannesburg, the first rating is by Fitch while the second is by CA-Ratings. 

3.
Capacity levels are according to the National Treasury classification. 

4.
Data obtained from National Treasury, annual financial statements and other documents of municipalities, CA Ratings, and 2001 Census of South Africa.

In conclusion of the financial management influence on financial viability, the local government fiscal reforms ensured the development and implementation of the Municipal Finance Management Act to secure sound and sustainable management of financial affairs of municipalities. The accounting principles in municipalities are now standardized for ease of interpretation and the backlog on compilation of Annual Financial Statements is the thing of the past. What constitutes an agreed challenge is the quality of Annual Financial Statements but when coming to availability of Audited Statements the availability is guaranteed. 

Apart from financial management factors, there socio-economic factors affecting the financial viability of municipalities which should be understood in the context of demand framework.
Population Shifts and demographics

Poor or lack of economic activities at local level has driven populations to migrate to towns and urban centre in anticipation of finding employment. The pressure brought by these migrations to municipal services has not been absorbed adequately by municipalities as their budgets are not able to meet the demand for services and also cannot fund the cost of increased services due to the diminished community income. Municipal budgets are showing signs of decrease over the three year period to 2010.

The analysis of the 2007-2010 municipal budgets in overall indicates a decline in the capital budgets from 39, 7 billion in 2007/08, 39, 2 billion in 2008/09, to 30, 3 billion in 2009/10 in respect of all the Categories A, B and C municipalities. The metropolitan municipalities accounts for 48, 6%, 50, 2% and 49, 6% respectively in terms of the financial years 2007-2010. 

The decline in capital budgets is a trend that will pressure government to absorb the cost of creating basic infrastructure and services down the line. This trend should be analyzed further against the increasing operational budget of municipalities from 117,5 billion in 2007/08, 121,3 billion in 2008/09 to 126 billion in 2009/10 financial years as to whether the growth is effected by an increase in operations and maintenance or something else. There is an indicative 30% decline comparing 2008/09 and 09/10 financial years capital budgets)

The budget for repairs and maintenance is also showing signs of shrinkage with most of municipalities focusing on the creation of new infrastructure assets supported through the Municipal Infrastructure Grant. The total estimated budget for operations and maintenance is 8.5 billion (Metros at 5, 2 billion) in 2007/08, 8,9 billion (Metros at 5,5 billion) in 2008/09 and 9,5 billion (Metros with 5,9 billion) in 2009/10. Evidently, there is under budgeting trend by low capacity municipalities on repairs and maintenance as the indications and analysis of the budgets indicates that metros and the top 21 municipalities such as Buffalo City, Mangaung are budgeting for repairs and maintenance. The under budgeting is obviously as a result of low revenue base characterizing poor financial viability.
National Economic performance

Considering that inflation measured by Consumer Price Index (CPIX) which excludes mortgage cost, has now exceeded the 3-6% target range for a full year, the South African Reserve Bank could continue raising interest rates as CPIX is central to its decision. The impact of inflation and rising interest rates present unintended consequences impacting on the ability of the consumers to pay for municipal services thus affecting municipal budgeted revenue and collection of debts. Due to stretched disposable income consumers may find it difficult to pay municipal services in full or to pay at all.

The increasing oil price will place further pressure on municipalities that are water service authorities and providers for the rural communities. Municipalities use water tankers and oil engines to provide water to rural communities. The implications are such that municipalities will soon find it difficult, in the midst of diminishing revenue base, to maintain and sustain these services. These municipalities cannot afford to erect water infrastructure due to the settlement patterns in the villages which requires municipalities and government to invest billions of rand for pipelines and bulk water infrastructure. 

Impact of Rising Electricity Tariffs

There are about 184 municipalities licensed by NERSA for electricity distribution within their areas of jurisdiction. During the recent Electricity Distribution Maintenance Summit held on the 09th and 10th June 2008, the summit recognized the challenge of municipal distributors not complying with the NERSA licensing conditions and the acute under budgeting for maintenance of electricity infrastructure. As a result the summit resolved that the regulatory environment must be strengthened by clarifying the role of municipal distributors versus that of Energy Regulator. Apart from addressing the compliance issue the summit further resolved that municipal electricity departments be ring fenced both managerially and financially to ensure equitable distribution of resources. The biggest question in the light of the latter resolution is whether municipalities are ready for ring fencing? This question is raised in the context of the current practice in local government expenditure budgeting where municipalities use the surpluses generated from electricity for cross subsidization of other services.
Taking a view at the 2007/08 budgets, the aggregated municipal bulk expenditure on electricity for the financial year 2007/08 was budgeted at R16, 7 billion with metropolitan municipalities accounting for about 75% (R10, 8 billion). The aggregated budget operating revenue on electricity for the same period 2007/08 financial year was about R28, 6 billion with metropolitan municipalities accounting for about 66% (R18, 7 billion) of this revenue.

The aggregated municipal bulk purchase is expected to increase with 5% in 2008/09 to an estimated R17, 6 billion. On the other hand the aggregated budgeted operating revenue is expected to increase by the same percentage to an estimated R30, 1 billion. All these will be impacted upon by the recent NERSA announcement on electricity tariff compelling municipalities to review the bulk purchase expenditure and the operating revenue.

Considering NERSA’s announcement on the 18 June 2008 regarding the approved 13, 3 % increase to an average of 35.9% for ESKOM’s non municipal customers, municipalities are facing the biggest challenge as they would have to increase municipal tariff to recover costs from consumers who already are unable to service their debts owed to municipality in terms of services rendered.

In the 2008/09 budgets, municipalities made no provision for the % increase since the announcement was in June 2008 long after the municipalities adopted their budgets. Consequently municipalities will struggle to absorb the increase in their budgets and even if estimates in revenue increases the challenge still remains the revenue collection. Indicators to measure the negative impact of the increased tariff will manifest through an increase in debtors.
Impact of National Service Delivery Targets 

Taking example from the Sanitation targets which demanded municipalities to eradicate bucket systems of sanitation by Dec 2007, many municipalities did not have financial resources to achieve this target. National Government had to intervene and allocate additional funds to municipalities to eradicate the sanitation backlog. In 2008, municipalities are required to ensure access to water for all in their area of jurisdiction. The biggest constraint in view of lessons learnt from the sanitation experience is the lack financial resources brought by ailing revenue base in some instances comprising of over 80% of indigent households.

The impact of consumer debt to municipal financial viability

The increase in debt owed to municipalities (which range from outstanding property rates and charges for municipal services) and the non-recovery thereof is seen as a serious threat to the financial viability and sustainability of municipalities. Problems associated with the recovery of outstanding debt differ from one municipality to the other, and therefore a holistic and structured approach would need to be embarked upon to develop regulations that could be implemented by all municipalities in the country. Some municipalities believe that the introduction of free basic services has served to discourage residents from paying. In the Report of the Study Tour of municipalities by the Portfolio Committee on Provincial and Local Government, 15 April 2003: p22, municipalities raised the sentiments from municipalities which says “People say why should they pay? These services are free”.
For example the debt owed to 4 metropolitan municipalities as at 1 May 2008 (excluding the City of Tshwane and the City of Cape Town) amounts to approximately R19.3 billion. The highest number of debtors is, by far, residential properties, with other debtors being made up of commercial enterprises, government departments, and other entities. In total, the four metropolitan municipalities have a total of 2 520 587 debtors, made up as follows:

Residential properties

-
1 968 977;

Commercial enterprises 
-
146 425;

Government departments 
-
44 951; and

Other entities


-
360 233.

It is therefore not surprising that residential properties make up the largest portion of the debt that is owed to these metropolitan municipalities considering the pressure of growing level of indigents. It means that most of the current assets are tied up in debtors and therefore impacting negatively on the liquidity of the municipality. 
The most easy and logical conclusion always arrived at is the fact that credit control measures are not being fully implemented by municipalities with proper analysis of the actual levels of indigents. Regarding debt owed by commercial enterprises and government departments/entities continued campaign underpinned by the “name and shame “ principle must be pursued under the leadership of National Treasury and dplg.

Augmenting local government revenue
Despite all these factors, government remains committed to ensure local government fiscal independence complemented by intergovernmental fiscal transfers. The White Paper on Local Government, 1998, argued for a uniform and simple national system of property taxation. This has been realized through the finalization and passage of the Municipal Property Rates Act of 2004 requiring that property tax be levied on the full market value of the relevant properties. 

Despite the challenge of limited available skills in terms of valuers, municipalities are trying very hard to implement new rating regime. Support in a form of bursaries and internships has been put in place by the department of provincial and local government with its partners to create human and skills capacity to support implementation. To date 104 throughout the country have implemented the new valuation rolls and 152 implementing 1st July 2009. The valuation industry has no capacity to cope with the demand for implementation and thus evident from the high costs associated with the compilation of valuation roll. 

There are growing signs of dependency on intergovernmental fiscal grants in the country with municipalities calling for even more money through Equitable Share and Municipal Infrastructure Grant. The transfers to municipalities is increasing in the area of MIG (R10,3 billion to in 2010), Equitable Share growing by R6 billion yearly until 2011. The increase in intergovernmental transfers is leading to growing dependency on grants with majority of municipal capital budgets funded solely from MIG and little contribution from own revenue.

The Finance and Fiscal Commission in its annual submission for the Division of Revenue 2009/10, May 2008, make fair recommendations based on review of international literature and a survey of district municipalities on their potential revenue bases as well as capacity to collect own taxes. Critical recommendation in the light of the disestablished Regional Services Council levy, is that the replacement revenue source for municipalities should be a tax that:
· enhance the fiscal autonomy;

· strengthen accountability of local government regarding the administration and use of the proposed tax base;

· yields an adequate and buoyant revenue stream for municipalities in the face of cyclical instability; and

· does not disturb macro-economic balance.

The recommendation doesn’t however address the dilemma of low revenue base for local municipalities but for district municipalities. It therefore becomes critical that the issue of powers and functions be addressed to maintain alignment with revenue sources for these two tiers to be financially viable.
Conclusion 

Whilst financial viability of municipalities is critical, the realization of financial sustainability by many municipalities will be the greatest challenge requiring commitment to sound financial management by both political and administrative arms of the municipal institutions.
Local Government financial viability is gradually showing signs of collapse instigated by macro-economic factors and challenges outside control of municipalities and cannot be mitigated. Such factors which include primarily the negative economic indicators in the form of rising inflation, unemployment leading to increased level of indigents cannot be left to the sole tackle by municipalities but require concerted effort and contribution by the three spheres of government. The above factors logically affects the revenue raising ability of municipalities and ultimately putting pressure on government for an increase in the quantum of intergovernmental fiscal transfers. 

However there is a great opportunity for improved financial viability and financial management by municipalities. Mainstreaming hands-on support to local government to improve municipal governance, performance and accountability has been encapsulated as a key focus through the Local Government 5 year Strategic Agenda. 

Ensuring Local Government financial viability is of paramount importance and strategies should be drawn from the relationship existing between municipal powers and functions and the macro-economic factors. The current White Paper process undertaken by the dplg remains crucial to creation of sustainable and financial viable municipalities. The review of powers and functions between Category B and C municipalities and boundary re-demarcation process should align for creation of sustainable institutional make-up commensurate to service delivery mandate and the established local fiscal independence combined with fiscal transfers from national government. Clearly, an assessment of revenue base in terms of total income per capita, grant dependency, trading and economic services is important to undertake intermittently within every five years including an assessment of efficiency factors such as salaries costs to operating revenue.
In mitigating for the pressures such as increasing level of indigents, that could collapse the local government fiscal independence, continued efforts should be accelerated by National Treasury and the dplg to conclude the work on defining poorer municipalities and mechanism to fund poorer municipalities outside the Equitable Share and MIG formula as part of the review processes. The reality with the formula will always be that the most receiving municipalities will always receive the most in any event where the quantum increases.
There is still a great need for a multi-faceted approach to address the debt crisis faced by municipalities. The approach should be underpinned by continued debt analysis and focus on the credibility of billing data. It has become imperative to look at data cleansing and indigent management pragmatically. Government should through provincial Premier’s Offices enforce measures to ensure that all the provincial governments settle their debt with municipalities. All these requires national and provincial massive education programme covering the reasons for introduction of free basis services as well as the importance of paying municipal services. The campaign should also embrace the role of the Ratepayers Associations who in some cases has been the proponents of boycotting the payment of service fees to municipalities opting to establish trust accounts. The role and commitment of Councilors is central to credit control and debt collection.
Strong linkage of financial viability to local economic development is becoming increasingly inevitable. A sharper synergy between these two KPAs should be documented in relation to the indicators to measure the actual relationship and contribution between local economic development and financial viability. 
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