


Service challenges
There are broadly three sets of service challenges facing Metro governments:

. Firstly, the expansion of residential basic services to address apartheid
backlogs and the rapid in-migration of poor people mainly to cities.

. Secondly, the maintenance of existing infrastructure and services.

® Thirdly, the provision of new infrastructure and services for economic
growth and development.

Municipalities have understandably concentrated on the first of these, with the
result that gaps are largest in the refurbishment of existing infrastructure and in
provision for new growth. In addition, Metro governments are increasingly taking
on responsibility for additional services such as public transport and housing.
While this will facilitate more integrated management of buift-environment
related functions, it places an additional fiscal burden on these governments.

Fiscal gaps
The wide ranging set of existing demands together with the addition of onerous

new functions has created a significant fiscal gap in metro governments. A
detailed study of infrastructure needed for the eight metropolitan areas suggests
a capital requirement of approximately R450 billion over the coming decade
together with substantial new operational demands. Approximately one third
{33%) of this amount is required for infrastructure refurbishment and a further
50% for growth and development. Detailed assessments of the fiscal and debt-
carrying capacity of the Metro governments suggest that they will at best be in a
position to finance 50% to 75% of the capital amounts required (depending on the
city concerned). However, more seriously, the associated operational and
maintenance costs of the expanded services would not be sustainable.

Metro governments themselves are first of all responsible for closing this gap.
Through their own efforts they must improve their performance through a variety
of measures, including expenditure efficiencies, billing completeness & accuracy,
collections efficiency, debtors minimisation and management, and real tax and
tariff increases for existing revenue sources. They should also within sustainable



limits gear free cash flows in order to deliver the required infrastructure at the
necessary rate,

Nevertheless, even allowing for substantial (though realistic) improvements on
these aspects, a fiscal gap of the order of R200 billion will remain on the capital
side, together with substantial operating costs. This substantial amount implies an
increasing inability of city governments to provide the services required, with
significantly adverse effects on the Metro business environment generally,
including city efficiency, economic development and job creation.

A New Local Business Tax for Economic Infrastructure and Services

It is therefore proposed that a new local business tax be introduced to fund
economic infrastructure and services, and that it be administered by SARS. Two
broad options are being developed for such a tax:-

One option would tax company turnover, and would be collected through the
SARS VAT system. A tax rate of 0.323% would generate R18.6 billion in local
business tax revenues countrywide.

The alternative option would tax key costs of capital and labour to companies as a
proxy for the ‘company footprint’ within a city. This would be collected through
the SARS company tax system. In this case a tax rate of 0.757% would generate
R18.6 billion in focal business tax revenues countrywide.

In the metropolitan areas, once the tax has been collected by SARS it would be
distributed back to Metro governments on the basis of origin. In the rest of the
country the revenue would be pooled and distributed through an additional grant
mechanism.

Building Accountability and Enhancing Productivity

The fiscal gap could be closed by increased grants, but this would weaken city
governance. A local business tax can be designed to enhance Metro government
accountability for spending on economic infrastructure and services.

It is proposed that specific additional governance mechanisms should be
introduced around these revenues (above and beyond full disclosure of revenues
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raised per city), to ensure that the funds are spent on their intended purpose, and
in fact contribute to the enhancement of overall city efficiency.

Such mechanisms should involve consultative processes regarding programme
design, with Metro government commitment in respect of programme
implementation; specific project choice criteria {demon_trable economic internal
rate of return); and programme management mechanisms {quarterly project
audits and pre-agreed interventions to correct any deviations). Such mechanisms
would be designed in consultation with organised business and form part of the
legisiation that would be required in order to institute the tax.

The Overall Purpose

The metro fiscal gap is real, but the ultimate purpose of this proposal goes well
beyond fiscal resources: it is a proposal to strengthen overall governance and
delivery of the economic infrastructure and services in our cities; and thereby to
increase the city and national economic productivity which is key to economic
development and job creation in the country as a whale.

Recommendations

1. That the presentation made by the Deputy City Manager: Treasury on t
introduction of a new business tax be noted.

2. That the introduction of a new business tax be supported.
3. That authority be granted to the Deputy City Manager: Treasury to submi
proposal on a new business tax to National Treasury and the Minister

Finance for consideration.
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