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Abstract

This paper uses provincial level data from South Africa to examine how fiscal decentralization
impacts basic service delivery, focusing on the role of own-source revenue. Theory suggests that fiscal
decentralization and particularly revenue autonomy as represented by own-source revenue enhances
service delivery through increased accountability and transparency of policy makers and service providers
as well as increased responsiveness to local preferences and needs. The South African federal system is
characterized by a relatively high degree of fiscal decentralization in terms of expenditure responsibilities
and administration. However, owing to acute historical imbalances across provinces and municipalities,
constitutional and institutional arrangements allow for extremely limited revenue autonomy. Compared
to other developing countries, sub-national governments in South Africa are highly dependent on
intergovernmental transfers from the central government. Accordingly, own-source revenue does not
play the expected positive role to stimulate efficiency in public service delivery. Richer provinces appear
to mobilize own-source revenue mainly to finance services other than education and health. Despite the
focus of sub-national government financing on equity and redistribution, huge disparities exist across
provinces regarding per capita revenue as well as per capita expenditure on health and education. While
it is not possible to adequately assess the intergovernmental transfer system due to data limitations, the
paper argues for increased fiscal decentralization and greater revenue autonomy in particular if sub-
national governments in South Africa are to improve service delivery by enhancing transparency and
shifting accountability to the local population rather than the central government as implied by the
current heavy dependence on subventions.
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|l. Introduction

Public service delivery by sub-national governments (SNGs) in many African countries is tightly
linked to subventions from central government. Inflexible transfer systems that are rarely well-
defined often constrain the ability of local governments to plan and to efliciently deliver basic
public services, especially education and health. Meanwhile, on-going political reforms on the
continent will inevitably involve more decentralization, where local governments are assigned
greater responsibilities of delivering key development projects and public services. This process
should include legal and administrative reforms that facilitate planning at the local government
level, in terms of identification of opportunities and mobilization of local as well as external
resources, including private savings, to meet the development goals of the local community.

While decentralization of service delivery may be attributed to different reasons in different
countries, improving service delivery has been a common factor (Ahmed et al. 2005; Shah and
Thompson 2004). However, decentralization has not always been effective in improving service
delivery by local governments, mainly because of lack of commensurate revenue assignments,
inadequate access to financial markets, and lack of necessary administrative capacity on the
part of local authorities. For decentralization to lead to greater accountability and hence to
increased prospects that services would reach targeted groups, it is important to strengthen the
institutional capability at the local level (Fosu and Ryan 2004). Institutions are needed in order
to ensure greater public participation and accountability on the part of policy-makers, service
providers, and users.

In many countries, government is yet to fully define the institutional arrangement necessary
to guarantee fiscal decentralization or models for revenue sharing between central and local
governments (Bahl 2001). Often the central government keeps very tight political and economic
control over regional and local governments that also lack administrative capacity to formulate
and implement adequate responses to local community needs and constraints (Guimaraes

1997).

This paper attempts to examine the impact of fiscal decentralization on service delivery by
sub-national governments in South Africa. The aim of the paper is to highlight key policy
options for addressing the fiscal and financing constraints affecting service delivery by provincial
governments. It is hypothesized that while local authorities will always rely to some degree on



grants from central government, their effectiveness in planning and delivering services depends
crucially on the nature of the system of transfers and on their ability to mobilize own-source
revenue, including own tax revenue, borrowing from capital markets and public-private sector
partnerships. Close linkage between expenditure assignments and revenue sources enhances
accountability and transparency in policymaking and services delivery (De Mello 2000a).

Originally, the paper was intended to use data from a group of African countries, including
South Africa, Ethiopia, Tanzania and Sudan to examine the evolution of fiscal decentralization
and its effects on service delivery, namely education and health. These countries have different
institutional structures and other factors influencing SNGs performance. Unfortunately, owing
to data constraints, the analysis is confined to South Africa only.

The paper is particularly important and relevant as South Africa, as well as the majority of
African countries, is still at the early stages of the process of fiscal decentralization despite notable
progress regarding political decentralization. There is a high degree of revenue centralization and
the financial system is not yet ready to play a meaningful role in local government financing.
The next section reviews the literature on the objectives, advantages and limitations of fiscal
decentralization in developing countries. Section 3 outlines the analytical framework of the
paper. Section 4 examines progress in fiscal decentralization, overall fiscal performance and
services delivery in South Africa. The section also presents and discusses econometric findings
on the effect of fiscal decentralization on service delivery in South Africa. Finally, section 5
concludes with key policy implications.



Il. Objectives and implications of fiscal decentralization in
developing countries

Theliterature indicates that only a few developing countries have adopted comprehensive political,
fiscal and administrative decentralization. Fiscal decentralization has four major “components:
(1) allocation of expenditure responsibilities by central and local governments; (2) assignment
of taxes by government tiers; (3) the design of an intergovernmental grant system; and (4) the
budgeting and monitoring of fiscal flows between different government tiers” (Ahmed et al
2005: 6). It should be noted that lack of meaningful political and administrative decentralization
often renders fiscal decentralization ineffective and hence complicates the analysis (Guimaraes
1997). Instead of genuine political decentralization, central governments in many countries
appoint officials of sub-national governments, replacing administrative decentralization with
administrative deconcetration (where decision making is shifted to regional or local officials
of the central government) or administrative delegation (where local governments undertake
activities on behalf of central government).

Inability of central government to meet increasing demand for local services underpins moves
towards decentralization in developing countries. Decentralization of fiscal responsibilities
is envisaged to increase efficiency in service delivery and reduce information and transaction
costs associated with the provision of public services (De Mello 2000b). Accordingly, De Mello
(2000b: 365) summarizes the arguments for fiscal decentralization as follows:

1. Fiscal decentralization enables sub-national governments to take account of local differences in
culture, environment, endowment of natural resources, and economic and social institutions.

2. Information on local preferences and needs can be extracted more cheaply and accurately by local
governments, which are closer to the people and hence more identified with local causes.

3. Bringing expenditure assignments closer to revenue sources can enhance accountability and
transparency in government actions.

4.  Fiscal decentralization can help promote streamlining public sector activities and the development
of local democratic traditions.

5. By promoting allocative efficiency, fiscal decentralization can influence macroeconomic governance,
promote local growth and poverty alleviation directly as well as through spillovers.



However, fiscal decentralization has its own limitations, which include:

1. Failure to adequately address the question of how to manage intergovernmental fiscal relations
in order to meet the growing needs for public services at the local level while preserving fiscal
discipline nationally and sub-nationally. This requires institutional clarity and transparency to avoid
coordination failures that lead to inefficient spending by local governments manifested in deficit
bias and higher borrowing costs that can aggravate macroeconomic imbalances and instability. To
avoid such undesirable outcomes, there is a need for incentives and capacity building on top of
institutional checks and balances to ensure prudence in sub-national fiscal management.

2. Assignment of expenditure and financing responsibilities to sub-national governments can adversely
affect service delivery in different ways. For example decentralization of water and sanitation services
to small local governments in Latin America have led to a loss of economies of scale in service
delivery. Many governments in Latin America and Africa keep the financing of health and education
at national level because the spillover effects from health and education outcomes and their impact
on equity are national. Assignment of certain business taxes to local levels in the United States have
led to inefficient tax competition, constraining the ability of municipalities to generate revenue and
deliver services.

The adverse effects of decentralization on service delivery arise due to a number of common
factors. These factors include, first, lack of capacity at sub-national government level, which
restricts local service delivery because local authorities lack the ability to manage public finances
and keep proper accounting procedures. Second, misalignment of responsibilities owing to
incomplete decentralization or political factors. For example, while local authorities may be
responsible for education, higher levels of government pay teachers. Third, political capture by
local elites when civic participation in local government is low. Finally, other problems including
a soft budget constraint that leads to over borrowing by sub-national governments. To overcome
these challenges, optimal assignment of expenditure and tax responsibilities should be based on
such criteria as economies of scale, spillover benefits, cost of administering taxes, tax efficiency,
and equity. In practice, however, fiscal decentralization often depends on political realities/
expediencies and historical legacies (Ahmed et al 2005).

In practice, country experiences indicate that the effect of fiscal decentralization on service
delivery is mixed and that this effect mainly manifests itself by:

1. Altering the accountability of lower level governments to central governments. However, concurrence
of expenditure and financing responsibilities towards health and education — where policy, delivery
standards and financing are decided nationally, implementation is decided at provincial level
— is often a source of misunderstanding and failures. Because of ill-defined responsibilities, local
authorities may spend their grants and leave central governments to make up for deficits. Central



governments may however provide certain funding and leave local governments to make up for the
gap or alternatively they may fully fund services and contract provinces to deliver services under
effective monitoring and enforcement mechanisms.

2. Enhancing the accountability of local authorities to local clients when sub-national governments
have the right to levy their own taxes and adjust tax rates (instead of relying on central transfers or
bailouts that soften the budget constraint).

3. Influencing the accountability of sub-national government through the design and implantation of
intergovernmental fiscal transfers’ system. Fiscal transfers are almost always needed and they have
a conditional as well as unconditional portion. The former makes SNGs accountable to central
governments and the latter relates to accountability to constituencies. Transfers enhance planning
and service delivery when they are predictable, and they are generally so when they are formula-
based. But transfers are also subject to political manipulation, in addition to efficiency and equity
considerations. This makes less politically favorable states receive less transfer. On the other hand
over dependence on central transfers reduces accountability of SNGs to the local electorates and
allows them to shift blames for inefhicient service delivery to central government.

Fiscal interdependence implies that budgeting and evaluation of transfers are essential in ensuring
eflicient service delivery. Some countries, e.g. South Africa, have implemented a medium term
expenditure framework (MTEF) thatallows SNGs to participate in a multi-year budgeting system.
Besides improving public financial management, some countries facilitate public monitoring of
SNGs that makes budget information comprehensible to citizens. Moreover, access to capital
markets is particularly important for long term financing of SNGs — infrastructure — and in
signaling their performance (De Vera and Kim 2003).



lll. Analytical framework

We adopt a simple theoretical framework for empirical investigation. The sub-national
government is assumed to choose levels of education expenditure (E), health expenditure (H)
and other expenditure (O) in order to maximize a social welfare function. It is assumed that
government expenditure provides consumable services (using expenditure rather than actual
quantities of commodities). In the absence of true democratic representation in Sub-Saharan
Africa, government officials make choices based on a weighted average of various political
coalitions rather than preferences of the median voter (Fosu 2006). The government maximizes
a general welfare function of the form

U(E, H, O) (1)
Subject to the budget constraint
E+H+O=R )
where R is sub-national government revenue, which consists of
R=OS+TR+OR (3)

Where OS is own-source revenue (tax and non-tax), TR is transfer from central government and
OR is revenue from other sources including borrowing (domestic and foreign). The marginal
utilities of expenditure on education (UE), health (UH) and other services (UO) are assumed to
satisfy the first-order conditions:

UE=UH =UO (4)
E+H+O=0S+TR+OR (5)

The social welfare function is assumed to have the usual properties of strict quasi-concavity such
that the second-order conditions are: UEE<0, UHH <0, UOO, UEEUOQO>0, UHHUOO>0.
UEE, UHH , UOO are the second order partial utilities. Accordingly we can write the demand
functions as:



E=E(RP) (0)
H=H(RP) (7)

Where RP is the predetermined component of R (such as transfers). Assuming that E and H are
normal goods, demand for education and health is expected to vary positively with R. And to the
extent that sub-national government action can determine revenue levels, R will be endogenous.
This is particularly true for OS. However, if sub-national governments’ own-source revenue,
particularly the tax base and tax rate, are fixed by the central government, then OS will be
exogenous. The degree of endogeneity will depend on the freedom given to SNGs to determine
tax rate and tax base. Normally SNGs determine the tax rate and tax base within certain limits.

Ideally, the specification of education and health equations should take account of the institutional
framework for government decision-making, and this would imply a structural model. However,
as Fosu (2006) argues the estimation of structural models can be highly sensitive to their
specification. Meanwhile, the process of decentralizing fiscal responsibilities is not always well
defined in developing countries, especially those that lack true democratic representation. Under
such circumstances, the choice of a reduced-form model may be preferred as it can give robust
results across different types of institutional settings governing public choice.

As indicated previously, the demand for education and services will depend on income, the
level of development, and the factors determining R. As some of the explanatory variables are
not explicitly accounted for in the model, it is arguable that the model would yield more robust
results through use of instrumental estimation methods. However, as some researchers suggest
the potential endogeneity problem may be addressed by using the share of education and health
expenditure in the government budget assuming that the relative allocation of the budget is
neutral with respect to domestic resources. Thus, the education and health equations to be
estimated are:

E =al +a20S +a3TR +a4Y+u (8)

H =b1 +b20S +b3TR +b4Y+u (9)

Where Y is income measured by regional GDP per capita, OS share of own-source revenue in
total revenue; TR is the share of transfers in total revenue, and u is the stochastic disturbance
term. The focus of this study is on OS while other variables serve as control factors. For fiscal
decentralization to increase the efficiency of service delivery the coefficient of the own-source



revenue must be positive. Demand for education and health is expected to rise with per capita
income. However, some studies suggest that the income elasticity of demand for health service,
for example, is unitary so that the income coefhicient is not significantly different from zero. The
effect of transfers depends on the transfer system and its objectives and could take either sign.
Similarly the effect of OR, which includes aid is ambiguous as it depends on its nature and the
conditionality placed on aid. This is particularly true if the aid is non-sector specific.



IV. Fiscal decentralization and determinants of service
delivery in South Africa

The key question regarding fiscal decentralization has to do with finding the right balance between
central and sub-national government responsibilities that ensures efficient service delivery. Fiscal
decentralization is effective only when it enhances service delivery. All the South African data
employed in the paper come from one source: the Department of Statistics of the National
government of South Africa. The data are obtained for the nine provinces as well as the national
government. All the data are available for the period 1996-2005 except provincial GDP data,
which goes only up to 2004.

4.1 Progress of fiscal decentralization in South Africa

The South African Constitution adopted in 1996 established three levels of government: a
national government, nine provincial governments and 284 local governments (Etienne 2005).
The main aim of fiscal decentralization in South Africa is to improve the efficiency of services
delivery by aligning sub-national government expenditure with regional and local priorities.

The Constitution defines the major functions and powers of various levels of government. Major
functions of the national government include protection services, higher education, national
roads, public works, water affairs, foreign and home affairs and policy functions. Provincial
governments are responsible for school education, health, social welfare, housing and provincial
roads. However, while provincial governments are responsible for implementation of these
functions, the national government is responsible for policy. Moreover, with the exception of
roads provinces do not have significant exclusive budgetary functions.

Local authorities” functions consist mainly of user fee-based services such as electricity, water and
sanitation besides provision of other public goods like municipal and household infrastructure,
streetlights and garbage collection.

It is important to note that the South African Constitution obliges the three levels of government
to work cooperatively. Accordingly, numerous intergovernmental bodies, such as the Budget
Council and the Budget Forum, have been established in order to facilitate consultation and
cooperation in the budget process (Momoniat 2001). It is also worth noting that all the public
servants employed by the national and provincial governments have uniform terms of services
and that they are highly unionized.
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The degree of fiscal decentralization may be assessed in terms of a number of indicators such as
the percentage of total government expenditure executed by sub-national governments given the
size and nature of transfers, the level of revenue autonomy and the borrowing capacity (highlight
later) of sub-national governments. Table 1 below shows the extent of fiscal decentralization in
South Africa since 1996. While provincial governments account for only 43 per cent of public
sector expenditure in 1996-2004, they are responsible for the bulk of education (80 per cent)
and health (94 per cent) expenditure (Figure 1). The share of provinces in total public sector
expenditure as well as in education and health expenditure varied considerably from one year to
another.

Figure 1: Provincial expenditure on education and health (% of
national expenditure on education and health)
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Source: Statistics South Africa (http://www.statssa.gov.za/)

South Africacompareswell with other developing economiesregarding expenditure responsibilities
and autonomy of SNGs. Sub-national expenditure in developing countries rose from 12.7
per cent of total public expenditure in 1980 to 19.6 per cent in 1998 (Shah and Thompson
2004). Similarly, education spending by SNGs increased from 21 per cent of total public sector
education expenditure in 1980 to 40 per cent in 2000 while health expenditure increased from
22 per cent in 1980 to 57 per cent in 1999. Although the trends vary widely across countries,
there are areas of shared responsibilities among central and sub-national governments in almost
all countries. On average expenditure autonomy, i.e. percentage of sub-national expenditure
financed from own-source revenue, in developing countries was 58 per cent in 2000.

Provincial governments’ revenue amounts to about 50 per cent of total public sector revenue in South
Africa. But on average 96 per cent of provincial revenue is in the form of transfers from the national



government to provinces. Approximately 70 per cent of the transfers (in 2002-2004) are in the form of
equitable share and the rest conditional grants. Tax receipts represented on average 49 per cent of own-
source (and 2 per cent of total) provincial revenue during 2001-2004. Main taxes include Casino taxes,
motor vehicles licenses and horseracing. Other sources of own revenue include sale of goods and services,
sales of capital assets, fines, penalties and forfeits, interest and dividends and financial transactions in
assets and liabilities.

Unlike the case in many developing countries, such as Brazil and India, sub-national governments
in South Africa are not allowed to levy value added tax (VAT) or income tax. Thus they have
very limited tax powers compared to developing countries in general. According to Shah and
Thompson (2004) tax systems in these countries have a number of common characteristics that
explain some of the constraints to fiscal decentralization in developing countries.

First, tax responsibilities of SNGs may not fully match their expenditure and regulatory functions
because taxes on mobile bases and multi-stage taxes are better assigned to national government
to ensure tax harmonization. But centralization of tax responsibilities is greater than the level
justifiable by economic considerations. Second, a dominant central government role in revenue
systems and heavy reliance on indirect taxes such as VAT, excises, taxes on external trade and fuel
taxes. Third, local governments have very limited access to own-source revenues such as property
taxes and user charges, and even for these limited tax bases, they typically have autonomy with
respect to rate setting within certain limits. Even property taxes are under central or state control
in some countries. Finally, assignment of taxes does not always entail control over tax base,
tax rates or collection authority and that in many countries the private sector participates in
collecting taxes and user fees on behalf of local government.

Nevertheless, sub-national own revenues represent 17 per cent of public revenue in developing
countries compared to only 4 per cent in South Africa. Moreover, while fiscal transfers provide
96 per cent of provincial revenue in South Africa, they represent only 42 per cent of revenue for
SNGs in developing countries. This heavy reliance on transfers in South Africa has continued
over the last decade despite the fact that sub-national governments have the legal power to
formulate their budgets and allocate revenue to different categories of expenditure within the
context of the government’s broad medium-term strategic plan.

The relatively high degree of revenue centralization in South Africa has been dictated by historical
inequality of income and opportunities across provinces as a result of former apartheid’s policies.
To address these inequalities the South African government introduced an equitable share system
in 1996, which consists of 5 separate formulas with a variety of components. The formulas
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were later simplified by the national treasury to include mainly population and previous levels
of spending (Smoke 2000). The equitable share system takes account of inequalities among
provinces in terms of such indicators as poverty levels, land area, number of learners and non-
insured persons and so on. While poorer provinces receive a higher share of the equitable share
system, some richer provinces receive a greater share of other types of transfers.

These types of transfers account for about 30 per cent of total transfers from the central government
and include conditional grants and agency payment or payments to provincial governments to
deliver services on behalf of a central department. Most of conditional grants are directed to
health, finance, housing, and transport.

The way the intergovernmental transfer system is designed plays a critical role for efficiency and
equity of local service delivery, autonomy, and fiscal health of SNGs (Shah 2004). To enhance
accountability it is important to match revenue means with expenditure needs at all levels of
government, but higher level governments may be given greater flexibility to fulfill regional
efficiency and equity objectives through transfers. Grant design varies by objective. To bridge
fiscal gaps, grant design should include tax decentralization or tax base sharing; to reduce regional
disparities, there is a need for fiscal capacity equalization; to set national minimum standards,
block transfers and conditions on service standards are preferable; to enhance benefit spillovers,
matching grants have the greatest potential; to influence local priorities, there is a need for open-
ended matching; and for stabilization purposes, capital with upkeep requirement is the best
option.



Table 1: Indicators of fiscal decentralization in South Africa (1996-2004)

Mean Standard Maximum Minimum
deviation

Provincial expenditure
As % of GDP 11..8 0.97 13.39 10.50
As % of public sector expenditure |42.95 3.31 48.95 37.97
Education expenditure (% of public |80.03 410 85.83 74.51
sector education expenditure)
Health expenditure (% of public 93.63 2.62 97.73 87.84
sector health expenditure)
Total provincial revenue
As % of GDP 11.84 0.69 12.95 10.81
As % of public sector revenue 48.42 3.1 56.17 44/79
Fiscal transfers to provinces
As % of public sector revenue 46.41 3.13 42.27 53.94
As % of total provincial revenue 95.85 0.59 94.39 96.49

Source: Statistics South Africa (http://www.statssa.gov.za/)

Obviously, compared to experiences in other developing countries, the South African sub-national
government financing system needs to strike a better balance between own-source revenue and
subventions. Unfortunately, owing to data limitations a full assessment of the intergovernmental
transfers system is beyond the scope of this paper. However, it seems that the transfer system
(equitable share and capital grant) does play an important role in reducing vertical imbalances
across provinces. The equitable share induces equality among provinces and localities regarding
income and basic services in general, whereas the capital grants components targets basic service
delivery to certain disadvantaged communities (Momoniat 2001).

Regarding capital grants, Smoke (2000) argues that while it may be presumed that government
capital grants target priority sectors (including job creation, water, housing, roads, electricity
and transport), the grant system has a number of shortcomings. First, there is a great variety of
programs and conditions for disbursement of funds and reporting. Second, the mechanisms for
allocating grants are highly fragmented and centralized. Third, the wide range of grants creates
important planning and budgeting problems at national as well as sub-national government
levels. Finally, concerns are often voiced regarding the equity in the distribution of grants.

In view of the above limitations, Smoke (2000) supports proposals by the central government
to consolidate all capital grants into unconditional grants. However, capital grants still represent
a significant proportion of intergovernmental transfers, and as he argues greater local control
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over resources would be more appropriate as provincial governments develop administrative
capacity. Indeed, sub-national governments control over resources should be expanded to cover a
significant proportion of own-source (especially tax) revenue that can be efliciently collected and
managed by sub-national governments and has the potential to improve service delivery. Lower
revenue centralization would improve service delivery by making sub-national governments
more accountable to local constituencies as opposed to the grant system, which makes them
more accountable to central authorities.

Finally it is worth noting that sub national governments in South Africa have very limited powers
to borrow or issue debt obligations, which are supervised by the central government in order to
ensure improved macroeconomic policy coordination and management. Also other sources of
revenue, including foreign aid, as well as public-private sector partnerships do not have a major
role in sub-national government financing in the country. However, some provinces and local
authorities in South Africa have implemented several private-public sector partnerships in the
form of build-operate-train and transfer (BoTT) arrangements. These arrangements allow the
private sector to provide funding for specific projects that enhance public sector service delivery,
especially in the area of water and sanitation (see Box 1).

Box 1

Public-private sector partnership arrangements in South Africa for the development of
water supply for rural and peri-urban communities

In 1996, 14 million people in South Africa, living mostly in rural areas, had no regular or safe access to drinking water.
To achieve the objective of giving access to drinking water to the entire population, the government launched in 1997 an
innovative type of partnership with the private sector, the Build, Operate, Train, and Transfer (BoTT). In addition to funding,
private operators provide valuable training to municipal staff and the local community to efficiently manage water projects
after transfer of ownership.

The program largely relies on community and local authority participation in including training and capacity building,
empowerment of communities to run the systems on a financially viable basis, and operation and maintenance of the
system until the community structures have been adequately trained to take over the system. WSSA, Suez local company,
manages two of the four consortia dedicated to this project, in the Eastern Cape province and in the Northern province.
Each consortium is a partnership including a South African NGO.

Beyond the substantial number of people (2.5 million) who have been connected or for whom the quality of water services
has dramatically improved since 1997, the program is also stimulating the development of the water industry in both
provinces, in particular through the empowerment of emerging companies. This BOTT scheme is a good example of large-

scale involvement of the private sector in the water supply and sanitation of rural areas in developing countries.

Source: World Bank (2007)




4.2 Sources of revenue, per capita income, and service delivery by provincial
governments

On average provincial expenditure on education as a percentage of their total expenditure
amounted to about 40 per cent, while health expenditure was about 25 per cent. Since around
the year 2000, the share of education and health in total provincial expenditure has been slowly
declining (Figure 2). This decline is perhaps a reflection of the fact that demand for education
and health service increase with development up to a certain point, where demand for other
services become more important. Once that point is reached governments will be inclined to
spend relatively more of their revenue on services other than education and health, although
education and health still account for more than 60 per cent of total expenditure.

Figure 2: Share of education and health in total provincial

expenditure (%)

50

30

20

10

0 T T T T T T T T T
1995/96 1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03 2003/04 2004/05

—e— Share of education Share of health

Source: Statistics South Africa (http://www.statssa.gov.za/)

In Table 2 we compare the nine South African provinces in terms of per capita GDP, own
revenue as a percentage of total revenue, and the shares of education and health in total provincial
expenditure. In most cases there appears to be a direct relationship between the share of own-
sources revenue in total revenue and the share of education. But there is no clear relationship
between own source revenue and the share of health in total expenditure. This suggests that as
provinces endeavor to collect more revenue from local sources, they tend to raise spending on
basic services other than health. It is also possible that to meet higher demand for education and
other services, provinces tend to collect more revenue locally. To the extent that this is true, own-
source revenue will be endogenous.

15
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As for real GDP per capita, the data in Table 2 suggests that generally as provinces get richer their
expenditure preferences change. There appears to be a negative correlation between real GDP
per capita and expenditure on education as a percentage of total expenditure, but a positive
relationship between per capita income and the share of health in total expenditure. Again
the relationship appears to be stronger in the case of education. One of the poorest provinces,
Limpopo, has the highest education share in total expenditure.

Sub-national per capita expenditure on education and health seems to increase with per capita
revenue (Figure 3). However, there are huge disparities across provinces in terms of per capita
revenue as well per capita expenditure on education and health (Figure 4). It is clear that poorer
provinces, e.g. Eastern Cape, have higher per capita expenditure on education relative to its
per capita income level. This suggests that the intergovernmental transfer system helps to lower
disparity among provinces in terms of per capita revenue and expenditure as compared to per
capita income. However, richer provinces such as Gauteng and Western Cape still have higher
per capita revenue, perhaps because they can mobilize greater own-source revenue.

Opverall, higher total provincial revenue implies increased allocations to public services in terms
of health and education and relatively less allocations to other types of expenditure including
administration. This means that fiscal decentralization, especially greater revenue autonomy, can
be conducive to greater efficiency in public service provision.

Table 2: Own revenue share, per capita income and share of education and health in provincial
expenditure (to replace Fig 3)

Province Own revenue GNP per capita Education Health Expenditure
(% of total) (R 000) expenditure (% of total)
(% of total)
Eastern cape 1.97 11.20 37.76 18.40
Free State 4.34 17.73 37.30 22.94
Gauteng 6.01 38.87 35.87 31.60
Kwazulu-Natal 3.61 16.92 36.31 24.75
Limpopo 2.41 11.37 42.51 16.51
Mpumalanga 3.14 20.73 40.76 16.60
Northern Cape 3.1 24.43 34.82 17.35
North West 6.53 16.89 38.56 16.81
Western Cape 6.74 31.46 34.94 28.19

Source: Own calculations based on data from Statistics South Africa (http://www.statssa.gov.za/)
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4.3 Model estimation

The model has been estimated using cross-sectional data for the nine provinces and for the
period 1996-2005. The use of this type of data is preferable as it can account for differences
across provinces. We have estimated the education and health equations using random effects
and fixed effects procedures. In all cases, the Haussman Chi-Square test suggests that the random
effects model is superior to the fixed effects one.

The econometric findings on the determinants of education and health in South Africa are
presented in Table 3. All estimated equations have a good fit in terms of SEE and the overall
R2. Nevertheless, the findings of the estimated models should be interpreted with caution given
the many relevant variables that are not included in the equations. Because of high degree of
correlation between own-source revenue and transfers, which almost add to 100 per cent of total
revenue, the two variables are entered separately. They turned out to have opposite effects in the
education demand function as well as in the health demand function.

Table 3: Determinants of education and health expenditure in South Africa
(Dependent variable= Percentage of provincial expenditure on education and health)

Education Health
Constant 46.7(17.6)** 54.9(2.52)** 15.6(5.2)** -12.72(0.35)
0SS 0.10(0.36) - -0.3(2.22)* -
TR - -0.10(0.36) - 0.28(2.10)*
Y -0.40(3.6)** -0.40(3.6)** 0.34(2.8)** 0.34(2.8)**
R2- - - - -
R2 — between and 0.31(0.21) 0.51(0.48) 0.51(0.48)
total?
SEE 1.84 1.86 1.32 1.33
N 81 81 81 81
Chi2 (df)# 39.9 39.9 3.1 3.1

Notes: Method of estimation: Random Effects; * and ** indicate significance at the 5 per cent and 1 per cent levels, respectively;
# Hausman chi-square test statistics for the Random-effects versus Fixed-effects model with the degrees of freedom in

parentheses.




The main results of interest relate to own-source (OS) revenue and intergovernmental transfers
(TR), which determine the ability of provincial governments to meet their expenditure
responsibilities. Starting with the education equation, we observe that the coefficient of the
own-source revenue variable has the right positive sign, but it is statistically insignificant. Being
directly accountable to local community, provincial governments are supposed to closely link
more revenue collection from local sources to increased services provision. But in a system that
is highly dependent on transfers from central government, provincial governments might be able
to increase spending on education without having to raise local revenue collection.

Demand for education services also turned out to be independent of changes in the share of
intergovernmental transfers in total provincial revenue. This is possibly due to the fact that
demand for education service is inelastic with respect to changes in revenue and that such changes
affect other types of services that are easy for provinces to adjust when revenue changes.

The real per capita GDP variable has a negative and significant coefficient, suggesting thata 1 per
cent rise in per capita income leads to a 0.4 per cent decline in the share of education expenditure
in total expenditure. It is theoretically possible that demand for education rises with income up
to a certain level and then starts to decline. When provinces get richer and basic education needs
are satisfied, they tend to spend more on other services, including roads, sanitation, water, safety
and recreation. It is also true that as per capita income rises, demand for services becomes more
diversified and hence the share of education in total expenditure decreases.

The own-source revenue variable has a negative and significant impact on demand for health
relative to demand for other public services. It shows that for a 1 per cent increase in the share of
own-source revenue in total provincial revenue, the share of the health sector in total expenditure
decreases by 0.3 per cent. This is clearly a reflection of the South African intergovernmental fiscal
relations system. Health financing is largely the responsibility of the central government through
equitable share and capital grants programs. The capital grants program largely targets basic
services — health and education — for disadvantaged communities. Compared to own-source
revenue, central government transfers have the exact but opposite effect on health demand. This
confirms the observation that health services are by design highly dependent on transfers.

Finally, demand for health service, as opposed to demand for education service, is found to
increase with real per capita income. This means that as their populations get richer, provincial
governments are forced to spend relatively more of their revenue on health service. The results
show that the South African fiscal decentralization system is not efficient regarding revenue
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autonomy as represented by own-source revenue. The transfer system shifts accountability from
local populations to central government, which together with sub-national governments assumes
responsibility for expenditure optimization.



V. Conclusion and policy implications

South Africa has a unique system of fiscal decentralization in which relatively large expenditure
assighments to provincial governments are associated with very limited revenue assignments.
While provincial governments are responsible for 43 per cent of total public sector expenditure,
their own-source revenue represents only 4 per cent of their total revenue, and 2 per cent of total
public sector revenue. This indicates extremely limited revenue decntralization in South Africa,
especially when compared to other developing countries, where own-source revenue accounts
for 58 per cent of sub-national governments revenue.

It is difficult to assess the efficiency of the intergovernmental transfer system in South Africa
owing to lack of enough information. However, heavy dependence of provincial governments
on transfers from the central government suggests that the benefits from fiscal decentralization
in terms of improved service delivery due to enhanced transparency and accountability to local
citizens are likely to be limited. The intergovernmental transfer system makes provinces more
accountable to central government and hence the design of central fiscal management standards
is critical and more important than accountability to local constituencies.

The analysis in this paper shows that despite the emphasis of the intergovernmental transfer
system on redistribution and equity, richer provinces in South Africa still enjoy higher levels of
revenue per capita and have higher per capita expenditure on education and health. The findings
of the paper indicate that both own-source revenue and transfers from central government have
no important impact on education services across provinces. A certain fraction of transfers is
always used to finance education services. Thus, it seems that the transfer system is effective in
securing a minimum level of spending on education services that is not disturbed by changes in
the relative share of transfers and own-source revenue in total provincial revenue. While transfers
are always associated with higher spending on health, the relative share of health declines as
provinces mobilize more own revenue, which they spend on other services. This is an outcome
of the fiscal system and institutional arrangements that tie service delivery to central government
transfers. Sub-national governments in South Africa have very little room to maneuver in terms
of the link between sources of revenue and expenditure allocations. Accordingly, they are less
responsive to the preferences of the local people and they are less accountable to them.
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To the extent that the argument that fiscal decentralization is more conducive to efficiency
in service delivery is true, there is clearly a need for increased fiscal decentralization in South
Africa. The need is particularly high regarding revenue autonomy of sub-national governments.
In view of limited revenue autonomy, fiscal decentralization in South Africa could only enhance
the efficiency of service delivery if the central government is able to efficiently respond to
local preferences as identified by provincial governments. Despite the important equity and
redistributive role of the existing transfer system, the question regarding its relative strength in
ensuring efficient service delivery remains open.
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