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ABSTRACT

The Free Basic Electricity (FBE) Policy was established, in part, to alleviate some of the worst
effects of poverty experienced by the poorest of the poor in this country. Yet, of the 70%
households electrified nationally as of 2003, only 38% of them are poor households, inherently
excluding the other 62% of poor households from eligibility for the subsidy. There is much
ground to be covered since the government has set a target for Universal Access to electricity
by 2012. Improving access to electricity is one aspect, addressing the issues of affordability is
another facet. This is where the FBE comes in as it is intended to supply each poor household
with a free allocation of 50 kilowatt hours per month. Thus far, 19% of all households have
experienced a drop in their energy costs due to the contributing FBE. Of these 19% households,
43% of them are poor. Here, too, is more ground to be covered yet if the intended poverty

alleviating effects are to be harnessed by those for whom the policy was intended.

The targeting mechanisms used to administer the subsidy are one of the most difficult aspects
of service delivery to get right. Recommendations of broad-based and self-targeted approaches
allow local governments the sovereignty to implement the free allocations of electricity to the
best of their financial and administrative capabilities. Both of these approaches have their
advantages and disadvantages and either threatens the exclusion of those deserving of the
subsidy or the inclusion of those who do not. Compared to the implementation of other
subsidies and grants in South Africa, the administrative difficulties are not very different when

it comes to targeting the recipients.

Municipalities have the right and the duty to electrify and provide those in their jurisdiction
with basic services. Local government is in the position to generate most of its income from
collecting taxes and surpluses from tariffs which they then in turn use to pay for other
municipal services. The costs to supply free basic services are supplemented through national
funding by means of an equitable share allocation from national government administered
through provincial government. Since most of local government’s income is generated from
electricity sales, there was the fear that the restructuring of the electricity distribution industry
into Regional Electricity Distributors (REDs) could render the municipalities bankrupt.
Furthermore, would the delivery of electricity related services such as electrification and FBE

continue and increase in effectiveness?

This paper investigates the intention of the Free Basic Electricity policy, the implementation of
this policy, the policy beneficiaries, the funding of the policy, the role of the policy in poverty

alleviation and the future of the policy in light of the Regional Electricity Distributors.
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CHAPTER 1: INTRODUCTION, OBJECTIVES AND OUTLINE

1. Introduction

What is the need for an Electricity Basic Services Support Tariff (EBSST) in South Africa? Who
should the targeted beneficiaries be and how will they be reached? How will this subsidy be
funded? These are a few of the questions that have been explored in this work. My interest in this
topic arose from a field visit during the course of my studies at University of Cape Town to
Masiphumelele, near Noordhoek. Just as a picture speaks a thousand words, seeing the state of
electricity and energy use in low-income urban households in Cape Town brought to life the
realities faced by those living in poverty. My interest rose to find out how the Free Basic
Electricity tariff, and indeed policy, has contributed to alleviating the burdens of these households.
This visit showed me that, in fact, not all households were privy to the benefits of the tariff. Those
that lived in the poorest areas of this informal settlement did not have electricity connections,
much less the advantage of receiving a free allocation of electricity. How then, can the plight of
poverty be alleviated in these households? How is the burden of paying for energy compensated?
During this dissertation, it is my aim to explore the objectives, targets, delivery and funding of the
Free Basic Electricity Policy in the face of a restructuring electricity distribution industry.
Legislative decisions are taken on a national level but implemented on a local level, therefore when
reading this dissertation it should be kept in mind that it is necessary to talk to a national level as
well as to a local level. Where it is necessary to talk about the local level implementation, I have
chosen to talk about the Cape Town metropolitan area in the Western Cape of South Africa for
several reasons. One is that the example given above about Masiphumelele draws my attention
closer to home. Another reason is that the Free Basic Electricity Policy was first implemented in
Cape Town, just as Cape Town was the first area to have an established Regional Electricity

Distributor, making Cape Town the ideal platform for discussion of these issues.

1.1 Objectives

The following sections outline some of the most important research questions that will be answered
in this dissertation. Some of these questions developed only after reading a significant amount of
literature, which shed light on previously overlooked information. Much information also had to be
excluded as this research went on due to the pure fact that asking another question leads to a whole
new universe of questions. Though many of these other questions are interesting and worthy of

further exploration, the questions asked and answers sought were restricted to relevancy to the



analysis of the Free Basic Electricity Policy and the impacts of the restructuring of the Electricity

Distribution Industry on the delivery and implementation of this policy.

1.1.1  Question 1: The Free Basic Electricity Policy (FBE)
The questions relating to the Free Basic Electricity Policy are as follows:

e  Why was this subsidy created?

e What is the intention of the policy?

e What implementation and delivery methods were considered and how they were selected?
e How are other subsidies delivered in comparison?

e Who are the intended recipients of the subsidy?

e Who are the actual recipients of the subsidy?

e Who are the poorest of the poor?

¢ How is the subsidy financed?

e How does the funding funnel through national government to the recipient of the subsidy?

s What difference does the Free Basic Electricity subsidy make in addressing affordability of

modem fuels in poor households?
e How will the targeting of FBE affect backyard dwellers and low-income non-electrified

households?

1.1.2  Question 2: Regional Electricity Distributors (REDs) and FBE
The research questions related to the impact of the REDs on delivery of FBE are as follows:
e Why restructure the Electricity Distribution Industry in South Africa?

¢ What inefficiencies were found in the sector?

e How will the restructuring impact on the Municipality’s ability to fulfil its legal obligations?
e How will the restructuring impact on the delivery of the Free Basic Electricity subsidy?

* How will the restructuring impact on the funding of the Free Basic Electricity subsidy?

e What will the tariff structure look like under the REDs?

1.2 Methodology

This dissertation was researched by reviewing government documents, such as relevant policies,
acts, bills, budgets and the Constitution. This was supplemented by reviewing literature analysing

various positions on the implementation of Free Basic Electricity, the restructuring of the



electricity industry, and the impacts of these on different sectors of government and people of this
country. Where current literature was not available, the details were acquired through interviews
with pertinent people working in this field. Applicable information was collected from a thorough
internet search for documents pertaining to South African energy use patterns, demographics and
energy history. This information was narrowed down to include a comprehensive profile of Cape
Town, which served as the study site. Various stakeholders were consulted via email exchanges,

telephonic and personal interviews to fill in gaps where no literature has yet been released.

1.3 QOutline

The first chapter outlined the reason for this study, the objectives, research questions, and the

methodology used to arrive at the answers.

The second chapter of this dissertation includes a description of energy use in South Africa, the
state of energy use in houscholds in Cape Town, and energy policy in South Africa. This will
provide as a background to give context to the FBE. An exploration to understand poverty and
energy poverty is undertaken with relevance to the establishment of a free basic electricity

allocation.

The third chapter gives a brief history and background to the Free Basic Electricity policy and
considers the funding possibilities examined. The fourth chapter briefly explores the
implementation of various other subsidies and grants in South Africa and compares these
mechanisms with those used for the FBE. To provide a deeper understanding of the
implementation of the FBE, appropriate legislation and budgets will be reviewed in the fifth
chapter, especially with regards to local government as the acting body of transferring the subsidy.
The sixth chapter investigates the restructuring of the electricity industry giving special focus on
the current restructuring of the electricity distribution industry into the Regional Electricity
Distributors. The possible implications of the restructured industry on the funding and delivery of
the Free Basic Electricity subsidy will be discussed. A summary of key issues in the seventh
chapter will give rise to the conclusions detailing alternatives and solutions to the intricate
problems of targeting, implementing and delivering the Free Basic Electricity Policy in the final

and eighth chapter.



CHAPTER 2: SOUTH AFRICAN ENERGY POLICY,
ELECTRIFICATION, AND ENERGY USE IN THE CAPE TOWN
DOMESTIC SECTOR

2. Introduction

This section deals with the policies formulated in South Africa in the previous as well as the
present government that determine the production, distribution and use of energy. An overview of
energy use in South Africa will be given, with emphasis on the residential sector in Cape Town, the
focus area of this research. The historical and current picture of energy use in South Africa will
show how electricity use falls within the context of the development of a Free Basic Electricity
Policy. Access and affordability of electricity use are important links in the success of the
objectives of such a policy and thus are also addressed in this chapter. The current state of
residential energy use will lead to a discussion about energy poverty and the need for policies to

combat poverty.

2.1 Energy Policy

The Department of Minerals and Energy (DME) in South Africa developed the White Paper on
Energy Policy for the Republic of South Africa to outline the new energy policies after the end of
the Apartheid in 1994. In writing the policy, the authors took into consideration the importance of
the policy being internationally relevant in terms of recognising trends without compromising
regional and national objectives and priorities. The energy policy was aligned with the priorities of
the government, namely advancing economic growth and creating jobs. The objectives of the

energy sector policy as outlined in the 1998 DME White Paper are:
¢ Increasing access to affordable energy services;
e Improving energy governance;
e Stimulating economic growth;
¢ Managing energy-related environmental and health impacts; and
*  Securing supply through diversity

Increasing access to affordable energy services is viewed in this document as core to the success of
the government’s Reconstruction and Development Programme (RDP) and to the socio-economic
progress of the country (ANC, 1994). The RDP (ANC, 1994:32) discusses the necessity to develop
policies which not only aim to improve overall economic growth, but also to address community
services and the needs of the poor. In its quest to supply affordable energy services, which are also

cleaner and safer to use, the government has explored options such as coal substitutes, for example



liquefied petroleum gas (LLPG), promotion of safer paraffin stoves with monitored standards,
raising awareness of the implementation of such tools and continuing the electrification of

households (DME, 1998).

2.2  Electrification

A priority for the government is to increase access to affordable energy services while minimising
the negative effects of energy use on personal heaith and the environment. This was emphasised in
the RDP (ANC, 1994:33), where an accelerated electrification programme would bring the
electrification of households from 36% to 70% by 2000, which has been achieved! The current
President of South Africa, Thabo Mbeki, has also promised in his State of the Nation Address in
2005 that there would be electricity for all by 2012 (GoSA, 2005) in line with governments
objectives outlined in the DME White Paper (1998) to achieve “Universal Access.” Electrification
1s contended to be more difficult for the remaining 28%, as most of these households are either in
rural areas far from the main grid, making it more expensive to deliver electricity, or urban
households situated on land not zoned for municipal service delivery, such as private, encumbered,
flood plains, wetlands, etc (McFarland, 2004). Informal settlements that are situated on
encumbered land, private land, and wetlands (or other environmentally unsuitable land for living)
will not be electrified (McFarland, 2004). Currently, the City of Cape Town does not have a policy
to manage informal settlements, but Roger McFarland (2004) of the former City of Cape Town
electricity department recommends that this happen in order for Universal Access targets, and
indeed other developmental goals of the government, to be met. The issues which need to be
addressed in order for these households to get access to electricity may involve the purchasing of
such private land by government, or the relocation of households to more suitable land. However,
this is also not an easy feat to be addressed and is outside the scope of this research, but is worthy

of future investigation.

Electrification can be supplied via grid and off-grid connections (Solar Home Systems (SHS),
generators, hybrid systems or battery supplies). Off-grid connections, such as the SHS, are
subsidised and the connections are given as equal a financial priority as possible, since grid
connections are more economically feasible. A huge electrification process began after the 1994
elections in order to balance discrepancies left over from Apartheid. Electrification is an attempt to
address a multitude of issues that this country faces: economic growth, environmental

sustainability, and social needs (DME, 1998).

2.2.1  Electrifying for Economic Growth
Economic growth is considered to be imperative (DME, 1998:6 and ANC, 1994:78) to the
development of South Africa. Further, the RDP (ANC, 1994:16) states that meeting basic needs



boosts “production and household income through job creation, productivity and efficiency,
improving conditions of employment, and creating opportunities for all to sustain themselves
through productive activity.” Developing electricity infrastructure would supply the means with
which to build “productive economic capacity” (DME, 1998:7). Electricity is a versatile form of
energy, easily applied to various activities and therefore provides the opportunity to be used in
productive and income-generating activities. Electricity is the cheapest fuel to meet most cooking,
lighting, media and ironing needs in terms of efficiency (Lloyd, 2004:10-16). However, many
households still use other fuels, which compete with electricity use as the main source of energy,
because for instance the initial capital investment in electrical appliances is generally higher (SEA,
2003:4-4). Borchers et al (2001:30) found that some small businesses benefited from being
electrified in that they were able to use more electrical appliances, thereby enabling them to
provide more sophisticated services to others. Yet the benefits of electrification catalysing more
local income-generation activities had not been fully realised, as had been expected as an outcome

of the electrification programme and the free allocation of electricity (Lloyd et al, 2004:17).

2.2.2  Electrifying for Environmental Sustainability

Lloyd et al (2004:9) report from their findings that indoor air pollution and the health risks
associated with burning low-grade fuels and fuelwood in the household are greatly diminished by
an increase in electricity use. The risk of fires is also drastically reduced as the use of paraffin
decreases. Electrification thus engenders local environmental stability. However, the burning of
coal to produce electricity at the power station produces carbon dioxide (CO,) which is a major
contributor to climate change (SEA, 2003:3-2). Therefore, production of electricity at a power
station is still ideally done with a more environmentally sound fuel source or technology such as a

renewable source (e.g. solar, wind or hydro).

2.2.3  Electrifying for Satisfying Social Needs

Electrification also has a social objective. The DME (1998:36) states that the continued reliance on
multiple fuels hampers the human development potential. Lloyd et al (2004:16-17) found in their
study to identify the sustainability (socially, economically, and environmentally) of electrification
that there were definite impacts on reducing poverty. Their study found a marked improved quality
of life and living conditions, in terms of “health, wellbeing and safety” when using electricity.
Reduced dependence on dirtier fuels translates into reduced health costs associated with the use of
low-grade fuels and lower risks of property destruction. However, some of these fuels are still

being used in a number of households.

A stronger drive for electricity as the primary energy source for households arose in part from the

recognition of the dangers of paraffin use. Indoor air pollution from paraffin smoke causes severe



to fatal health problems such as chronic coughing, asthma, headaches, dizziness, and pneumonia
(PASASA, 2001) Also, paraffin is often sold in any available container provided by the customer,
most often an old beverage bottle, wherefrom the contents are often inadvertently consumed by
children, thereby poisoning them (SOE, 2003:4-8, UCT, 2002:72, PASASA, 2005). Furthermore,
PASASA (2005) reports that 50,000 South African households are devastated by paraffin-related
fires annually, with occasional resultant deaths (The figures for paraffin related bumns, deaths,
poisoning are not collected, and are in fact difficult to collect, but it is estimated that 4 000 deaths
per year are due to burns, but it is not known if these are all paraffin related (PASASA, 2005).)
Paraffin related fires are mostly caused “when sub-standard, unsafe paraffin stoves are knocked
over or explode or when paraffin contaminated with other chemicals, including petrol, suddenly
flares” (PASASA, 2005). These are some of the associated risks when using paraffin and are
perhaps even keeping the poor in poverty because of the related costs to health and damaged
property. But as will be discussed in the next section, preference is not always a factor when

choosing which fuels to use in the household.

2.2.4  Funding Electrification

Electricity connections, as part of the electrification programme, will be funded “from a dedicated
electrification levy, the level of which will be determined annually, as part of the budgetary
process” (DME, 1998). Electricity distributors are expected to comply with annual electrification
targets set by national government, and pay for the balance of the electrification programme, as
part of their license conditions. A portion of the capital costs of these connections will be financed

through the National Electrification Fund collected from the national revenue (DME, 1998:35-38).

23 Poverty and Energy Poverty

Measuring and defining “poverty” is a difficult feat, exacerbated by the circumstances in a country
like South Africa where the average per capita value (a norm in measuring a country’s poverty
level) ranks South Africa as an “upper-middie-income economy” (May et al, 1998). In South
Africa’s case, it would be better to consider the rate of unemployment, the percentage of the
population living under the poverty line, and the unequal distribution of wealth amongst its
citizens, as these factors are more reflective of the state of poverty in this country. Poverty in South
Africa has also been measured in terms of the Human Development Index (HDI) and the Gini
coefficient, both of which set South Africa as a relatively poverty stricken and unequal society
(May et al, 1998). The HDI measures the development of humans in a country using life
expectancy, infant mortality, education levels and standard of living. South Africa, using the HDI,

falls under “medium human development.” This indicates that South Africa, as a whole, is not



living to its fullest development potential in terms of living “long, informed and comfortable lives”

(May et al, 1998:3).

The Gini coefficient measures the inequality of a society or the inequality within different sectors
of society. The HSRC (2004) describes the Gini coefficient as “a summary statistic of income
inequality that varies from O (in the case of perfect equality where all households earn equal
income) to 1 (in the case where one household earns all the income and other households earn
nothing)”. The overall Gini coefficient for South Africa in 2001 was 0.77 (HSRC, 2004),
indicating a vastly unequal society. This figure has increased since 1999 from 0.69 suggesting that
policies and measures put into place by the government have not been as successful in
redistributing some of the wealth of income and assets as was possible (HSRC, 2004). Headway
needs to be made when looking at the distribution of income across household quintiles in order to
kerb the current trends and prevent them from worsening the situation for the poorest South
Africans. Policy decisions, and their proper implementation, will impact on the alleviating the

worst effects of poverty for the poorest of the poor.

The Poverty and Inequality Report (PIR), in 1998, used a method from the RDP to determine the
poverty line for South Africa. This is: the first two income quintiles, i.e. 40% of all households, are
categorised as poor and the first income quintile, i.e. the poorest 20% households, are categorised
as ultra-poor. In financial terms this translates to households spending less than R352.53 per adult
equivalent per month classified as poor, while those spending less than R193.77 per adult
equivalent per month are considered to be ultra-poor. In numbers, this translates to classifying
approximately 19 million people as poor and 10 million people as ultra-poor (May et al, 1998).
Measuring poverty is not an easy feat, therefore it is vital to get an accurate picture by taking all of

these factors and measurement tools into consideration.
The PIR (May et al, 1998) gives the following definitions:

e “Poverty can be defined as the inability to attain a minimal standard of living, measured in

terms of basic consumption needs or the income required to satisfy them;

e Inequality can be defined in terms of being the opposite of ‘equality’, a state of social
organisation that enables or gives equal access to resources and opportunities to all

members.”

Another term used in the PIR is that of vulnerability. Vulnerability is used to understand the
movement into and out of poverty. Poverty is not a static condition, meaning that people can rise
out of and fall into poverty due to many reasons, such as poor health leading to loss of income,

drastic and sudden events such as flooding or fires, increase in family size putting a burden on the



budget, or indeed a positive turn of events like family members acquiring jobs, being promoted or

a pay-rise.

It 1s not necessary to go into historical detail about the causes of the current situation, and the
degree of poverty in this country as it is well-known that the previous Apartheid regime is to blame
for blatantly putting people of darker colour at a disadvantage, by denying them the right to access
basic needs, or providing substandard services in substandard conditions. The responsibility and
burden to address, and better still to put into motion measures to rectify, these discrepancies is on
the shoulders of the current government. Policy decisions should be taken to rectify the inequality
of the previous government’s wrongs and to reduce poverty. This includes sustaining economic
growth while improving the quality of life in terms of the HDI by expanding individual and
community access to physical and social assets and reducing inefficiencies of markets and

infrastructure of service delivery (May et al, 1998).

The RDP (1995) gives the following as their mission statement to combat poverty: “It is not merely
the lack of income which determines poverty. An enormous proportion of very basic needs are
presently unmet. In attacking poverty and deprivation, the RDP aims to set South Africa firmly on
the road to eliminating hunger, providing land and housing to all our people, providing access to
safe water and sanitation for all, ensuring the availability of affordable and sustainable energy
sources, eliminating illiteracy, raising the quality of education and training for children and adults,

protecting the environment, and improving our health services and making them accessible to all.”

As mentioned, poverty can also be caused by a lack of access to infrastructure, and resulting
inability to meet basic human needs, such as the energy use. Access to and use of energy is vital to
the improvement of welfare and quality of life, and to the achievement of the objectives set out in
the RDP mission statement to combat poverty. Energy poverty is defined in the PIR (May et al,
1998) as “the condition of having less than a certain level of daily consumption necessary to
maintain a minimum standard of living.” This is essential in countering the “negative impacts on
nutrition, hygiene, health, and comfort.” The lack of energy also impacts on the ability of
individuals or households to participate in economic activities which would lead to small- and

micro-enterprises.

24 Energy and Electricity Use in Urban South African Households

South Africa derives 70% of its primary energy from coal, followed by 17% from crude oil, which
are used to produce electricity and fuel the transport sector, respectively. These are the two sectors
that consume the greatest amount of electricity. Coal is in vast supply and economically

inexpensive, therefore it is used to its maximum for electricity production. Eskom, the state-owned



utility, owns and operates the national electricity grid and supplies 95% of South Africa’s

electricity (GoSA, 2005).

Since 1994, energy use in South Africa has undergone many changes. An electrification
programme launched to undo the discrepancies in electricity services from the previous Apartheid
government has seen three million households electrified. That brought the overall figure of
electrified households from 36% to 70%. Many rural households are still not electrified, as the
infrastructure for these households is more demanding and capital intensive. The national
outstanding figure of non-electrified rural households is currently around 46% (NER, 2003).
However, efforts are being made to supply electricity to rural households via Solar Home Systems

(SHS). This is discussed in section 2.2 titled “Electrification”.

Energy comes in the form of electricity (produced from other sources of fuel), coal, firewood,
natural gas, LPG, paraffin, batteries, nuclear power and renewable sources such as biomass, solar
and wind. There are many possible options for fuel use in the residential sector, but these are not
always ideal or available. The acquisition of free energy sources, such as firewood or biomass, are
not always possible in urban areas as wooded areas are limited, if not non-existent, in close
proximity to homes (Lloyd et al, 2004:5, Gaunt, 2003: 147). This means that low-income houses,
especially, are dependent on lower grade fuels that can be used in inexpensive appliances, such as
paraffin in paraffin stoves (SEA, 2003:4-4; Lloyd et al, 2004:5). Electricity has historically been
viewed as the end goal on the “energy ladder” model; anyone without access to electricity is
viewed to be in some kind of energy poverty. The energy ladder corresponds to fuels ordered in a
ladder type hierarchy dictating various factors: expenditure level i.e. the cost of fuels (and
appliances); and level of air pollution released when burning that fuel. Traditional fuels, which
may vary for different regions, such as biomass, coal and firewood are typically at the bottom of
the ladder, while paraffin occupies the middle rung and the cleaner, more efficient, modern forms

of energy (electricity and LLPG) reside at the top (Reddy et al, 2002: 45).

There has been a political drive to electrify all households, however, simply having access to fuels
or electricity does not address the issue of affordability. Many people may have access to
electricity, though still be unable to afford to use it to satisfy all of their energy needs. People
lacking access to modern energy fuels may not necessarily be in energy poverty since they are still
using other fuels, such as paraffin, to meet their needs. However, these energy forms are usually
more expensive when bought in smaller quantities (Clark, 2002:8), unlike electricity, which can be
purchased in any amount at the same rate. Put into context, currently with most people (70%
nationally, 79% national urban, 81% Cape Town area) (NER, 2003) electrified, many low-income
households still cannot afford to use electricity as their exclusive source of energy for cooking,

heating and lighting. A recent study done by Lloyd et al (2004) in an urban informal settlement in

10



Cape 'l'own found indications that cooking with electricity was on the nise, and that ahout 65% of

electrified hoyseholds were mdecd vsing cleetrieity for cooking purposes.

25  Energy and Electricity Use in Households in Urban Cape Town

The City of Cupe Town is a Metropolitan Category “A” Municipalily located m the Western Cape
which mcludes six administrative areas: Cape Town, Blaauwberg, Helderbery, Crostenhera, South
Peninsala, and Tygerberg, Mumcipalily demarcation is discussed in greater detail in seetion 5.1

“Mumicipality Demarcation”. Figure 1 depiets the horders of the City of Cape Town.
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Figure 1: Map of the City of Cape Tesvn (Source: www demurcation org.cel :

Cape Town is dependent om coal-zeneratad power plants located predominantly in Mpumalanga for
most of its electricity supply, which 15 purchased from Eskom via the national pnd. Some
elecinicily 15 produced in close proximity to Cape Town, includimg 171 MW from a gas turbine at
Acacia (emerectey supplyvh, 1840 MW from Koeberg nuclear power station, atd the Palmet
pumped storage scheme (400 MW). Cape Town demands 2000 MW a peak load, of which the
majority could theoretically he supplied by Koeberg, but oflen only one unit is running {producing

a maximum eapacity of 920M W) (SEA, 2003:12-2). '
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Cape Town has an average clectritication of 81% (SEA, 2003}, which leaves 19% of houscholds

without electricity. These households have mainly still not been electrified. because they are either
located on unsuitable fand (which wit] never be clectrificd because they are on land not zoned tor

municipal scrvices) or far from the grid {which make connections expensive). although the latter is

less likely in urhan Cape Town

Houschold eneregy use o South Adricy compnses 22%, of the total consumption of cnerey (DME,

20065b), Cape lown households consume 35%, of Cape Town's total clectricity consumption, and

Cape Town's total consumption comprises 6% of the national total {SEA. 2003:3-1. 12-2). Figure 2
represcnts the encrgy consumption profile for the houschold scetor in Cape Town with electricity

as the dominant fuel source followed by parathn, fuelwood LIG and coal in decreasing order of

magnitude (SEA, Z003:3-17.

Faraftin
10%

Figure 2: Pomestic sector caergy consamption profile for Cape Town

Households i Cape Town generally use a variety of fuels regardless of income. but mubtiple fuel
use is typically linked to lower incomne households. I s therefore necessary to distinguish between

income levels when discussing household Tuel use, as cotsumpiion patterns vaey, Table 1 shows

the spriad of households genoss cach imeome level.
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Table 1: Distribution of Household tncome levels in Cape Town

Incomc | #Households | % of Total Households  # People Quintile __‘
No inconie Y7 477 12.65 391,908 g |
Rt - R400 22071 186 BROBA Pt
RAOI-RBOG i 63,008 | ' H.36 255,992 P o
RBO1 R 1 600 108,300 13,95 433,236 7
. R160[-R3 200 127.693 164% | SIDTRO st
R3 200 - R 6 400 T 16,96 35,370 | rd — 4" :
R6 401 - R12 800 108,347 13,99 133,268 Ath — 3" |
| RI2 801 - R25 600 66T TRE% | 267148 | i
RIS obl R0 22001 | 7.9% Y1604 5"
[RS1201-RI0D2400 | s302 0.7% 21,288 A
CRIDZADL-RIGH RO 460 0,45 12,000 | 5"
R0 K0T or e ? IRT7 ban 708 e
" Cal I_éztiTe']i:.:'ing quarters E8.753 A% Tagnz Not classifiahle
T Teml 778237 ) 1940 3,112,948

Sowsrce: S1a1554 Censys 2001

Delermining the wealth and income distnbution of a houschold, as discussed in Chapter 2.3

“Powverly and Encrgy Poverty™ 1s dene in gquintiles, The poorest houscholds are the first lwo mneome

quintiles (40%), deflined as low-income households, and the richest houscholds are in the fifib

guintile (20%), defined az mediun-high income households. The monthly houschold income

distribution for Cape Town is shown in Figure 3.
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Figure 30 Monthly Household Income Disiribuiian in Cape Town

Statistics South Africa (STATSSA, 2005) sives lhe midway pepulation cstimale of Cape Town at
4.5 million people, up by approximalely 1.4 million from the 2000 Census survey, This indicates
that mcreased population growth and migration contribute greatly to the stresses on the current
infrastructures in Cape Town. Statisties provided by the Congress of South African Trade Unions
(COSATL) (2004) show that households with higher income levels spend a smaller percentage of

their income on energy cosls.

Table 2: Household income level amnd percert expendilure an efectricity

I

Household income | %o of income spent on clectricity |
0-500 ] ] 16% !
S01- 1000 %%
1001-250() i
[2so1as00 %
B 10 S LR T e . B
RO 28

Sokwrce CUISA LT, 200

Talle 2 shows that as suonthly househeld ineome Tevels inerease, the pereenl of the meame spent
on paving [or clecinenly decreases, The State of Enctgy Report Tor Cape Town (SEA, 2003)
confirms 1his with therr [indings (hat “poor heuscholds spemd belween 0% and 25% of their
mcomes on enerey while wealthier houselinlds spend between 3% and 5%, Cowan and
Mohlakoana (20047 found that household expenditure on energy for low-income ebectrified
households averaged cut o the same as low-ineome non-glectritied households. They note that ths
could possibly indicate one of two things: either the demand for electricity is not dependent on the
amount of income egrmed. or poorer households buy energy at a higher price, therefore are aciuatly
conswming less energy than higher income households sponding the same amount of meney on
etietoy 1 Lhe same arca, They poind oul that the elecinlicd houscholds alse scecive FBE, which
wieans the houscholds don’l have Lo spend as much money as their non-clecinfied counerparts
which are receiving electricity via an extension cord and de ool have access to their own allocation
of FBE.

COSATU (2004 tabulated netionas] [garcs comelaling the percent of househelds wath access 1o

clectneily according o meoroe levels given m Table 3:
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Table 1: Household income fevels and percent urban households efectrified

llousehold Montbly Licome levels % of urhan houschokds cetting electricity service
0-6.000 i e 38%
6,100-12 [0 . o 49% |
12.100-30,000 - A7 |
30,001-54,000 o L T%

- 54.001-96,000 _ 43%
Y6001 + _ 9%

Source. COSATL, 2004

Table 3 shows that as household income levels increase. so da the percentage ot households
electrified. Llectrified households with access o clectnciry have the possitality to have access to
the Free Rasic LElectnicity. Yet as Table 3 shows, oniy 38% ol poor households have access (o
electricity meaning only 38% are eligible to receive the free allocalion of eleetricity intended tar

thet.

2.5.1 Residengial Electricity Taritf S¢tructure
The DME (2063h:18) provides the tollowing options lor setting residential tarills 1n accordance

with providing FBL:

« Flat rate of a (txed monthly charge for alt customers excluding those targeted 10 recove FBLE,

‘I'his tariff creates subsidisud use from low consumption to high consumption.”

e« BRlock tariffs with an incline in tanll rate after a “block” of electricity. This tarill cross-
subsidises [ram high consumption cusiomers 1o low consumption customers. It is suspecied that
this may have negative ¢liects on medium usage customers. {enerally not approved by Lhe

NER.

¢ Single rate tariff bears the same price for each unit ot electdcity regardless al the level of

consutnption. Thes tarill s admimstratively simple.

Another option for subsidising low-income houscholds is to cross subsidise trom non-residential
customers, However, this could impact Lhe local ecconomic growth of commercial and industrial
businesses, and this is not approved by the Nalional Clectricity Regulator (NER) (Ferrando, 20013).

Currently, the NER, a regulatory body, is to approve and regalare taridls [or all consuimers.

The City of Cape Town provides 84% of residential customers with electricity, while Bskom
provides the remaining 16% {SEA, 2003} The tarills for each electricity provider vary and are
given in Table 4. The electricity tarift structures for residential customers to the City of Cape Town

{CCT), as per July 1, 2005 are as follows (CCT, Z005);

* ote that the policy actially says that the low consomption customers subsidise high consumption cusiomers,

15



Table 4: Domestic consumer efectricity tariffs for Gity of Cape Town customers

Domestic Consumer Electricity 'Lnriffs® 205
Free basic clecinedy DOMESTIC 1 0 kWh
Free basic electricity DOMESTEC 2 (customers in this cateeory :

: recelve a free basic supply of 50 kWh per montly ) Ak
Domestic 1 : High consumption (-500 kWhper mont) |
Encriy charpe 20 19 o'kWh
mervice charge 1.09 Riday

Domestic 2 : Low consumption (=500 kWh per month)

Energy charge i 3379 ¢lkWh
Service charge 00 Be'day

# AN anfts apply o hoch zredit snd prepaid s

Currently all CCT residential customers, irespective of household income level, quahiving [or the
“Domestie 27 tanfl receive Free Basie Electricity, an allocation of 50 [ree kilowatt hours (kWh),

Eskom domeste tanlls arc sel dillerent]y, and are currently as described in Table 5 (Eskom, 2005):;

Tatie 5: Eshom Domesiic TarrdT Structure

Service Neftwork charge . Energy charge Camtiotiong
Tariff Category Charge (Rimonth per dwelling {c/kWh) favailah]e
{R/month) unit) '
[omepower* x;‘;nkc:f;r‘ilzsnﬁ;]ii l;;r . fr, 25, 50 or
; ] 5 ; 25, 100 KV A
it o | R0 Chosriootva
8 P CONNeCI0n : bR
L3908 (25 &
Homelight** 1 - - | 2UA) 25 20or60A
43,96 (60A)
. 33.94 (20A),
* % : - - it
Homclight** 2 | 38.82 (60A) 20 or aDA

= credil meer

=% poepand meeter
Fskom customers of 2.5 and 20A are recplent 10 FBE.

1.6 Energy and FElectricity Use in Urban Medium to High-income
Households in Cape Town

The typical tiuel profile of urban medium- to hieh-ineome households in Cape Town consists of

glectricity. Flectricity s seen as the cleanest form of energy to use and the most conventert. Some
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e

of these households supplement their energy needs with fuclwood andior coal for heating in
fireplaces and bragiing. A erowing number of households i thas income level wse LPG for cooking
(SEA, 20003), The prevalence of households that use either of these fuel sources has not been
coneretely quantified as vet, but there are estimates that 2% of residential households use LI'G
(LPGSA, 2005). Further enctgy sources used are those for transportation in the form of petrol or
diesel [or povate cars, The burming of cach of these forms of energy contributes to the “carbon
footprint” of the household, as they emit CO. which is a greenhouse gas causal o climate change.
The typical electricity demand of mediwm- to high-income houscholds demand, broken down by

end use, is as shown in Figure 4:

Frithge, other
158% |

cooking

11%  space healing
mietia 9%
0%

lightin;

a
= water heating

43%

Figure 4: Typicat electrivity ise profife for an seburn medium- 1 high-income household

VWater heating accounts for the greatest electnicily consumption in medivm- 1o high-meome
howseholds, followed by refrigertion, lighting and cooking, These households almost exclusively
use electricity to satizfy all of their household enerpy needs. The portion of their income spenl on

energy is hetween 3% and 5%

2.7  Energy and Electricity L'sc in Urban Low-income 1louseholds in
Cape Town

Most low-imcome households use more than one tuel to satisfy \heir energy needs. Lloyd et al
(2004104 found that the equivalent of | 00K Mega Joules (M) of energv per month is zenerally
sulficient in meeting the hasic needs of a typical low-income household, This equales (o abowt 150
EWh per month in Lhe form of electricity, It is necessary to distinguish between electn[icd and
non-¢lectrificd low-income households, because non-electnified households ure not eligible 1o

recerve thee Free Basic Electnicaty by virtue of the fact that they are not connected Lo the gnd,
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2.7.1 Low-income Electrified Hoascholds

A typical houschold fuel profiie for an urban low-income electrified houschold might look like Lhe

ane given in Figure 5 (SEA, 20033

Candles Wood
| 29 T\ P 0%
| LPG
\ LRy
Farathin \ A" @A

Electriciey
B4%

Froure 5: Tppical fiocl profile of en gerhan fowsincome electeified ovsehald

The figure above hists wood pse and LPG as zero percent. These are in faer used more frequently
but are nat easily quantifiable. The government estimales that [uclwood comprises aboul 50% of
howschold voergy use, mainly i rural arcas (GoSA, 20023 Many wban low-income ¢lectrified
houscholds use o pex of [uels 1o meet all of their needs, such as electricity, LIS, paraffin,
fuclwood, and LI%5. A recend study m Khsyvelitsha, Cape Town undertaken by Cowan and
Mahlohouna (20041 shows that o typical low-income electrified househald utilizes at least 3 fuels
to meet all of ther cnergy necds. Ths s imvariably due to the fact that a household 15 not
Arancially able to mest all of their encrgy needs with one fuel tvpe, the goal bemg 100%
electricity. Electricity is used for lighting, ironing, rethigeration, medra/entertainment, and lirmated
water heating and cooking needs, wihile parattin will fultil most cooking, waler heating and space
heating needs. Candles are sull extenstvely wsed tor lighting, even in electrified howscholds
(Annecke, 2004} Tt is inleresimg 1o note that these howscholds are generally using more then 150
kilowatt-hours per month, while the typical hoaschald stze is two 10 four people. This indicales 4
greatyr use of cleeinedy. The allocaton ot free basie clecdinaty contnbutes to houscholds uang
more electricity (Llovd et al. 2004: 17} Low-income households typeeally spend between 108 and

15% of their income on enerey.

7.2 Low-income Non-elecirified Households

Figure 6 represents a ivpreal fuel profile [or a low-income non-cleetrificd houschold (SEA, 2003).
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| ) .
o |

Faraffin
5%

Fipure ¢ Trpical fuel profile of an urban, low-income non-clecirified Tousciold

Figure & lists wood as zero percent, but this 15 actally used extensively for cooking and space
heating. The amount of wood used is not, however, casily gquanoifiable, Low-ineome non-clectrficd
households predominantly use paratfin to meet their lighting, cooking, spuce heating and waler
heating needs. Candles are generally used for lighting. Although these low-income households are
nol commected 10 the elecineity god, about half of the households use electricity provided hy
neighbours through cxtension cords (Lloyd, 2003). Therefore, the tvpical fuel profile of an urban
low-income non-cleetnfied houschodd oy vary greatly froon that given i Figuee 6 in thar
electncity wordd comprse part of thal {uel mix. Therefore, T would propose thal Figure 6
represcnts perhaps 30% of these househelds and o more accurate represenlation of the remaining

S0% low-income non-electrified household would he of the gruph shown in Figure 7:

Wond
0%

Candles
3o

. Electricity
23%

Paraffin
4%

Figure 7 Praposed fuct prafile for 30% of urber low-income non-clectrified houscholds

These numbers were generated using data collected by Cowan and Mollakoana (2004 ) on fuel use

patterns in non-electrified households. The wood depicted in the Tigure 6 is listed as zero. but in
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fact it does contribute to the household fuel profile. However, as stated befure, (his 15 not an easily

guantifiable figure,

Irespective of electricity use in these households. the predominant fiel used for cooking, waler
heating. space heating, and ironing is paraffin. Clectricity would, however, be used for lighting and
running any electric appliances the household may have, such as kettles, TVs, radios, and iroms,
Fuelwood is used for space heating and cooking. These houscholds tvpically spend belween 10%,

and 25% of their meotne on energy,

According to Cowan and Mohlakogna (2004}, the problems faced by low-income households are
preater than the supply of electricity. They mamtain that housing shortapes. land issues and
contimuing migraton into miormal settlement areas is the origin of the problem. Ay staled m ther
research,
It is rooted in the housing shortage, land issues and continuing in-migration to areas like
Khayelitsha. Perhaps their enerpy problems could be partly addressed by decoupling
electricity provision from settlement legitimacy issues. O the other hand, this could
compound the broader land-planning. housing and service-provision challenges faced by
the munigipality, and possibly impede a more sustainable, safe. long-term solution.
However, the gravest energy concerns ariss mainly in settlements whrch do not recerve
services {or only minimal communal services [or water and sanitation) because they are
situated in locations which have not been approved for housing by the municipality. Some
households in these areas are making use of extension cords, with attendant reported

problems of higher expense. less security, unreliable power, possible dangers, and usually
an inability to benefit from the TBE allowance.

The low-income non-electrified houscholds are disadvantaged twice: once for not bejing directly

connected to the electricity mainframe, twice for not receiving free basic electricity.

2.8 Analysis and Swinmary

This section looked al poverty and cnergy poverly, and ways wsed Lo mcasure these in South
Africa. The eneray and electricity use profiles for urban households, broken down by incomce levels
and geeess o electricity, were discussed. Fhe South Altican sovernment’s encrey policy and their
drive to electrity houscholds were reviewed. There arc many arguments for eleetrification in South
Adrica, such as the cncouragement of cconomie growlth, reducing impact on the environment aned
supporting the social needs of people. Electrification allows the government 1o supply households
wilh & cleaner fomm of enerzy al the point of use. It also allows for Lthe energy form used o power
infrasiruciure systems 1o be changed. withow! affecting the function, (e.g., electric trains, electrified
households. ete) meaning that whichever fuel is heing used to produce electricity. it won't affect

the end-user as they will not have to alter their appliances to accommodate a particular fuel.
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However, as was pointed out access to electricity is not always a straightforward issue to address.
Some are living on land which is not zoned for electrification and will not see an official electricity
connection, be it grid, or off-grid. For example, some of these settlements are located on wetlands
below the flood plain, thereby making an electricity connection dangerous. Others again are
located on private land, where the municipality cannot legally put in an electricity connection.
Without the provision of suitable land, these households are at a continued disadvantage to receive
any of the poverty alleviating benefits electricity may have to offer. For example, as Table 2
showed, with nationally only 38% of poor households connected to the grid in 2004 means only
these poor households would have access to poverty alleviating efforts. Therefore, the questions
arise: is it the right time to address affordability, or should the focus be on access? What about the
households who do have access and cannot afford electricity? Should their needs be ignored while

they wait for Universal Access?

Many households who have attained an electricity connection are also up against other barriers to
electricity use: affordability of use, and affordability of relevant appliances. These issues of

affordability of electricity use are addressed in the next chapter.

CHAPTER 3: THE FREE BASIC ELECTRICITY POLICY

3. Introduction

The following section gives an overview of the history of the development of the Free Basic
Electricity (FBE) Policy, traces the research done into targeting and implementation methods, and
investigates the funding mechanisms put in place to cover the costs incurred from the policy
implementation to the electricity distributor. The Free Basic Electricity policy was developed by
the government of South Africa as part of an action plan to alleviate poverty. As mentioned before,
electrifying households was the first step in addressing some of the discrepancies of Apartheid by
overcoming barriers of access to modern fuels for all people, but this did not address the issue of
affordability. The Free Basic Electricity (FBE) Policy, or Electricity Basic Services Support
(EBSST) Policy (as it was called up to 2004 when this policy was being developed), aims to focus
on subsidising electricity use to fulfil basic energy needs, but mentions that other fuels have not
been excluded. This section will investigate the difticulties of identifying and targeting the poor for
subsidies and discuss the targeting methods explored and used in implementing the FBE. The
intended targets to benefit from the FBE are the poorest households. Currently, however, there is

leakage into higher income households due to the targeting methods chosen. It is the poorest
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households who most need the benefit of some kind of subsidy to support their expenditure on
energy, a basic human need and right. This chapter will explore the Free Basic Electricity Policy,

its history, implementation, funding, successes and shortcomings.

3.1 History of the Free Basic Electricity Policy

The idea of a “poverty tariff” was initiated by the South African National Electricity Regulator
(NER) in 1998. This poverty tariff would be eligible to [poor] households earning less than R800
per month (UCT, 2002). Although it was intended to be implemented by Eskom in 1999, it was
not, as it was said that the timeline was unrealistic when considering the changes and preparations
that would have to be made in order to accommodate efficient delivery of the tariff (UCT, 2002
and CCT, 2003b). Eskom therefore did not participate in the allocation of FBE to their customers.

In 2000, government introduced the Free Basic Electricity tariff, in conjunction with Free Basic
Water (FBW), to help alleviate the financial burdens and improve the livelihoods of poorer
households. They recognised energy as a basic need and therefore acknowledged the need to
provide those unable to afford this basic right with a base amount (DME, 2005b). In 2001, the
DME concluded that the free basic electricity policy would include 50 kWh for qualifying
households connected to the grid, which would be administered by the Municipality or service
providers, and would be funded through the Equitable Share. These conclusions would be

developed into policy guidelines pending the results of the pilot studies done by the UCT (2002).

UCT (2002) was commissioned to conduct a research project to determine the appropriate number
of units of electricity that would be sufficient to sustain a minimum standard of living. It was
initially argued that if a typical medium-income household consumed 750 kWh per month, then a
low-income household would find 350 kWh to be adequate. However, pilot studies indicated that
most households barely consumed 100 kWh and in fact, most consumed 50 kWh or less. Therefore,
Cabinet approved 50 kWh as the basic level of provision for a poor household. However, the pilot
studies were restricted to rural areas and one peri-urban area only (UCT, 2002: 94); therefore the

results may not transfer directly to urban energy use.
The DME (2005) defines free basic electricity as:

...the amount of electricity, which is deemed sufficient to provide basic electricity services
to a poor household. This amount of energy will be sufficient to provide basic lighting, basic
media access, basic water heating using a kettle and basic ironing in terms of grid electricity
and basic lighting and basic media access for non-grid systems.

“Basic”, in this case, could equate to fulfilling the following energy applications as shown in Table

6:
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Table 6: Electricity consumption and possible duration for various applications

Activity Hours used per day | Kilowatt hours per month
Basic Lighting (one 60 Watt light bulb) 5 9

Basic Media Access (one small colour TV) | 4 8

Basic Water Heating (one kettle) .5 30

Basic Ironing (one iron) .5 6

TOTAL 10 hours/ day 53 kWh/ month

Generated from Cowan, 2003b

The findings from the UCT study translated into a policy document (DME, 2003) for local

government to implement.

3.2 Implementation and Delivery of the FBE in Cape Town

DME (2003) circulated guidelines for local authorities on how to implementing Free Basic
Electricity successfully. The basic steps included understanding consumers with key information

on:

e Population and households (number of households, etc),

¢ Income distribution (income categories from census data based on housing subsidy categories),
e Consumer analysis (consumer categories, settlement types),

» Existing level of service,

o Consumption levels (category, tariffs),

o “Willingness to pay” and “Ability to pay”

e Monitoring and control (internal and external audits),

e Improving information (information system, poverty database)

¢ Monitoring arrangement (assessing effectiveness of FBE)

» Good management at Service Authority and Service Provider levels, and

e Communications strategy (customer information education).

These guidelines were intended to ease the procedures for local authorities to target, implement,
manage and deliver the subsidy more efficiently and effectively. Furthermore, these guidelines
state that local subsidy rules should be set in order for the local authority to uphold a transparent
policy endorsing “access to electricity by the poor and efficiency on the part of the services

provider” (DME, 2003b).
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The City of Cape Town was the first electricity provider to implement the Free Basic Electricity
tariff, which was done in 2001 before the national policy had been fully formulated and approved
in 2003, The City of Cape Town implemented 20 kWh per month (reduced from the nationally
recommended 50 kWh per month) free to all residential households (i.e. using the broad-based
targeting approach) within the boundaries of the City of Cape Town commencing on 1 July, 2001.
Customers serviced by Eskom were not given the FBE at this time, as Eskom was not legally
required to provide this service at that point in time. The funding for the 20 free kilowatt hours was
derived from a levy on all tariffs for electricity customers. The City of Cape Town found that
although the distribution of the FBE would be to all customers regardless of income levels, it is an
effort with the “sole purpose of partially alleviating the plight of the poor only” (CCT, 2001). They
found this way of administering the tariff to be the most cost-effective, since it was established that
it was administratively too complex to determine who the poorest of the poor are, and to
administer the tariff only to them. It was also noted that the free basic electricity would not reach
households that were not connected to the grid, but that electrification was continuing in order to

rectify this deficiency in delivery (CCT, 2001).

The aim of implementing the tariff was defined by the City of Cape Town as enabling poorer
households to reach a position from which the poor could begin a phase of ‘self-development’
(CCT, 2001). The rationale for the provision of a free basic electricity supply was outlined by the

City of Cape Town in 2001, in the name of improved quality of life, and is as follows:
e To aid refrigeration and storing of food, and boiling water;

e To reduce the number of shack fires instigated from the use of other energy sources used

for lighting;

e To encourage economic growth in the way of home businesses through the use of small

electrical appliances;

e To encourage and promote education and communication through improved access to

reliable and safe lighting and access to television, radios and computers; and

To reduce pollution derived from dirty fuel sources.

The City of Cape Town Municipality embarked on this new policy with an initial 20 kWh as this
would introduce the policy and allow the City to begin in an affordable manner while working out
more sustainable, fair and reasonably priced means of funding this tariff (CCT, 2001). The outlined
intentions were successful in that two out of the five points were met: namely the first and the
fourth. Unfortunately, little evidence has been found to date to support the notion of “economic

growth in the way of home businesses” and since many low-income households continue to use
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more than one fuel to meet their energy needs, pollution is only somewhat reduced, as are the

number of shack fires (Lloyd and Cowan, 2005).

Neil Ballantyne (2002), assistant City Electrical Engineer in customer services, presented a case
study on the implementation of FBE in Cape Town, where he states that the Council of the City of
Cape Town implemented FBE in early 2001 with the objective of alleviating the difficulties
associated with poverty for the poorest of the poor by providing a monthly allocation of electricity.
Herewith, the burdens of poverty would be eased and the quality of life improved. Initially only
City of Cape Town electricity customers would receive the FBE because Eskom was testing the
issue of FBE within their systems. A ‘Funding Agreement’ was signed in 2003 by the City of Cape
Town and Eskom whereby Eskom would also provide FBE to its customers (CCT, 2003b). Most of
the poorest residents of the City of Cape Town live in areas where electricity is serviced by Eskom,
so it has been an imperative move for Eskom to also implement FBE. All domestic customers
received FBE as soon as Eskom made the changeover in its systems, such as upgrading meters,
changing the billing procedures and installing further pre-paid meters (CCT, 2003b). Without
Eskom participating in providing FBE, the policy would have failed, since the provision is for the
poorest of the poor. Eskom, however, was tentative about implementing the tariff as they stood to
lose huge revenue due to changeovers and paying for the FBE itself. However, if Eskom is
providing electricity on behalf of the municipality, then it is the responsibility of the municipality
to fund the provision of Free Basic Electricity by covering Eskom’s costs in implementing the

policy (DME, 2003).

The implementation of FBE in Cape Town also acted as a kind of pilot study for the policy before
the national roll-out. Initial weaknesses in the system were worked out, such as some people being
issued several FBE allocations, but this was remedied the next month by claiming the money back
(Ballantyne, 2002). The allocation of Free Basic Electricity has since been streamlined to the effect
that each customer receives only one allotment of free electricity. Since Cape Town acted as a
learning process for the policy document for the national roll out of FBE, the guidelines written by
the DME (2003b:17) reflected some of these lessons. One such lesson was that the local authorities
should allow for phasing in of the subsidy. The DME (2003b) recommend that local authorities
respond to their transitory state, which makes security of funding vague, by providing the subsidy
to the poorest households first, then the poor and progressing until all intended recipients have
been targeted. Alternatively, households can be phased in using the self-targeting method
explained above. This procedure would allow the local authorities to provide subsidies to the poor

without going under financially.

But ultimately, the competence, capacity and skills of the municipalities should be under the

microscope as implementation can only be as successful as the municipality is capable. In
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recognition of some of the problems municipalities have with delivering subsidies, the Department
of Provincial and Local Government (dplg) (dplg, 2005) initiated “Project Consolidate” to combat
some of the challenges of service delivery due to lack of capacity within municipalities. Project

Consolidate undertakes to:

» provide municipalities with support as they build their capacity and develop systems to enable

them to discharge their constitutional mandate;
¢ focus on municipalities with the most difficulties in meeting delivery targets;

¢ identify and unblock bottlenecks inhibiting the acceleration of service delivery and institute

sustainability; and

e engage and interact directly with municipalities and local communities in partnership with state

owned enterprises, private sector organisation, and civil society.

3.3 Off-grid Free Basic Energy

Off-grid electrification is provided to households in rural areas too remote to connect to the
national grid. This would be done mainly via Solar Home Systems. The capital costs are recovered
by the supplier from the National FElectrification Fund. The operational costs are in part covered

through the Equitable Share as a subsidy to the value of R 48 per system per month (DME, 2003).

3.4 Free Basic Alternative Energy Policy

Noting that not all people who suffer from energy poverty receive Free Basic Electricity, the DME
(2005b) made clear that their intention is to achieve “Universal Access to electricity” through the
Integrated National Electrification Programme. In order to reduce the costs to residential
consumers, paraffin is not subject to Value Added Tax (VAT). In some parts of KwaZulu-Natal,
fuel gel is being distributed for free as part of a Free Basic Energy initiative. LPG, although not
included as a residential fuel at that time the policy was written in 2003 since it is mainly used for
commercial purposes, would be monitored further to ascertain whether some form of subsidy was
needed to fulfil residential energy needs (DME, 2003:6). The State of Energy Report for Cape
Town (2003) states that 2% of all residential customers in Cape Town use LPG to meet part of
their energy needs. In addition to connecting households to electricity and removing VAT from
paraffin, an LPG programme will be rolled out “in the coming months”, effecting an alleviation of

some of the lack of energy sources for poor households (LPGSA, 2005).

The Minister of Minerals and Energy announced the plans for the LPG low-income household
programme. A memorandum of understanding between the DME and LPG suppliers would

stipulate if a subsidy would be available, and in which amount, which LPG appliances and services
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would be offered, the upper limits of the price of LPG and the monitoring process of this
programme. Initially, 250,000 low-income households will be targeted in the pilot phase; thereafter
the LPG programme will be rolled out to 3 million households (LPGSA, 2005).

The DME, in 2005, announced a draft Free Basic Alternative Energy (FBAE) Policy in line with
their Low-income Households Energy Support Programme (DME, 2005d). The DME found that
electricity consumption is low in poor households indicating that low-income households generally
do not profit from the advantages of electrification; affordability being most likely the key issue.
Another reason for introducing the FBAE is because 50 kWh is not deemed to be sufficient to meet
all energy needs, especially thermal. Lloyd et al (2004:1) confirm this in their findings that
households unable to afford more than the 50 kWh are driven to rely on other, sometimes more
expensive, fuels. The FBAE is intended to address the thermal needs of poor households,
concentrating mainly on non-electrified households. So while alternative energy sources are
explored and implemented in different areas, there is currently no national policy regulating the use

and distribution of these.

The FBAE will focus on using existing supply chains to deliver some form of alternative energy,
possibly through Integrated Energy Centres (DME, 2005d). These centres would be the home to all
types of energy services including prepaid electricity, off-grid SHSs, ethanol gel, charging
batteries, LPG, paraffin, firewood, candles, etc. The centres would use existing fuel supply chains
and expand on them should the demand increases. Since the “government supports the concept of
‘energisation’, i.e. the widening of access to a safe and effective energy package within grasp of
low-income households and will promote it’s implementation” (DME, 1998), this is something that

should become a viable solution to supplementing poor household’s energy needs.

3.5 Identifying the Targets of the Policy: The Poorest of the Poor

Identifying the recipients of the Free Basic Electricity tariff is not an easy feat (UCT, 2002:12).
The correct targeting of a subsidy has been deemed an administratively heavy task (DME,
2003:12) and expensive (UCT, 2002:32). Some of the problems of identifying the targets of
subsidies may be that potential beneficiaries are not registered, or cannot be registered as they are
not living at a fixed residential address, or the security of the dwelling being in place for a length of
time is under threat due to fires, relocation, etc. Moreover, targets cannot be identified by
geographic location alone, as some poor live in richer areas and some richer live in poor areas
(UCT, 2002:30). The Department of Provincial and Local Government (dplg) (2005) expressed the

challenges of implementation as:
* Indigent policies and targeting of indigents;

o Lack of infrastructure;
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e [Lack of billing structure;

¢ Data management and monitoring;

s Equitable share not always adequate or appropriately used;

e Consumer awareness and consumer education;

o Implementation on privately owned land,;

* Limited technical and institutional capacity within municipalities; and
e Municipal implementation plans and effective planning.

Eliminating the backlog of access to services is chiefly affected by the “lack of asset management
(operations and maintenance in municipalities)”. This has the impact that service delivery can not
transpire at the expected rate since the technical capacity and project management and financial

skills are lacking in municipalities (dplg, 2005).

3.5.1 Who are the Poorest of the Poor?

The poorest of the poor have been elected as the primary targets of subsidies because of their
poverty status. As discussed in section 2.3 (Poverty and Energy Poverty), poverty is not static,
meaning that people move into and out of poverty making it difficult to track the exact location and

number of people living in poverty and needing subsidies to alleviate some of the burdens of life.

The Department of Provincial and Local Government (2005) identifies three points where the
poorest of the poor are hardest hit, namely gaining access, maintaining access, and proper targeting
of the poor. It is recognised that people living in municipalities without access to services are
disadvantaged the most and are therefore in the greatest need of attention. However, municipalities
cannot supply services to those living on unregistered land. Land cannot be provided if the
municipality does not have access to affordable, suitable land for housing. Nor can access be
supplied in the face of a lack of capacity within the municipality to manage the infrastructure were
it provided. Access to services cannot be maintained by the indigent if the services supplied are not
properly operated and maintained. The dplg uses the term “institutional poverty” in this case,
because a lack of capacity in the municipality to manage financial and human resources
appropriately will not lead to high-quality services to alleviate poverty, as the national Government
intends for it to. Therefore, a properly targeted subsidy is crucial to gain, maintain and sustain
access to services. If indigents have access to services it does not mean they are able to use them,
which brings about the need for a subsidy. For that reason, the dplg argues that it is essential for
only indigents to be recipient of a subsidy as the financial health of the municipality may otherwise
be at stake if it were to provide free basic services to households or individuals who were not in

dire need of one. They maintain that revenue should be raised from non-poor to subsidise the poor.
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The proper administration of subsidies only benefiting indigents would mean that the indigent
policy of that municipality is successful. However, the NER does not agree with cross-
subsidisation from non-poor to poor, because they maintain that “an adverse impact on the

economy” may be the result (Ferrando, 2003:87).

3.5.2  Considered Targeting Approaches and Accepted Methods

The UCT task team (UCT, 2002:176) researched various means of targeting the subsidy,
narrowing their recommendations to a broad-based approach and a self-targeted approach. The
broad-based approach is given to all customers with an electricity connection. The advantage of
this is that every household would benefit from the FBE. The obvious disadvantage is that the
leakage of this subsidy to non-poor households contradicts the purpose of the policy, which is to
target poor households. The self-targeted approach would mean that households would apply for
the FBE and in doing so accept a downgrade of the current load available to that household to 8A.
The advantage of this is that the recipients of the subsidy would only be the poor. The

disadvantage of this is that capital costs could run high in converting households to a lower current
supply.

The DME (2003, 2003b) considered the above implementation options and added a self-targeting
approach without current limiting, where only households consuming less than 150 kilowatt hours
per month would receive the free allocation of electricity. The advantage of this tariff is that it
would target primarily poor households and the electricity service providers would not have to alter
the meters or current supply to the household. This would not affect the electrical load of the
household if there are many members, or the electricity is being extended (via extension cord) to
other households. The disadvantage of this method of implementation is that non-poor households
using little electricity, in the case of smaller households, would also benefit from the subsidy.
However, this approach would greatly limit the leakage to non-poor households without
compromising the quality of service to poor houscholds. The DME recommends the self-targeting
approach, but leaves the choice of method used for the self-targeting up to the electricity service

providers.

Where Eskom was the electricity distributor, they would have to enter into a service delivery
agreement with the municipality to ensure that the intended recipients of FBE would also be the
actual beneficiaries. Eskom, however, was not interested in entering into over 200 service delivery
agreements with just as many municipalities. Eskom determined terms acceptable to them in a
‘Funding Agreement’ whereby they agreed to provide their customers with a free allocation of
electricity in the amount of 50 kWh per month to qualifying households. The municipality would
have to choose one of the two methods of targeting recipients outlined by Eskom as the ‘Standard

method’ or the ‘Municipal indigent policy method.” The ‘Standard method’ entails that Eskom is to
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identify the targets, which will then be prepaid metered customers with a 20A or lower connection
or credit meter customers whose average monthly consumption does not exceed 150 kWh per
month. The other method would require that the municipality would have to identify the indigent
customers from a list of all Eskom customers provided by Eskom, whereby all customers would
still have to fulfil the requirements of a 20A or less connection and consuming ‘less than 150 kWh
per month’ (Fowles, 2004: 27). Arranging targets of the subsidy and choosing the method of

delivery is one aspect of implementation, the issue of funding the subsidy is another.

3.6 Funding FBE and Equitable Share

Various methods to fund the Free Basic Electricity have been analysed by UCT (2002), such as
national funding and cross-subsidies. They found that a dedicated fund financed by an earmarked
tax for the FBE could be a very suitable way to pay for the subsidy however, the case for funding
via the national budget was stronger (UCT, 2002: 1438). Initially, the FBE was funded by means of
a cross-subsidy within the municipality. The National Electricity Regulator (NER) won’t allow
cross-subsidisation, because it is postulated that this may affect the economy resulting from a rise
in power prices (Ferrando, 2003:87). Therefore it has been decided that funding should be
channelled to the local authority for distribution to the intended recipients of FBE via funds from
the nationally collected revenue. The advantages of funding the FBE via the national budget are

stated by the UCT (2002:132) research team as:
o it facilitates the effective redistribution of resources from rich to poor;

e the programme has to compete with other programmes for funds each year, which promotes

more effective prioritisation; and

e it facilitates oversight of the programme in that parliament, the provincial legislatures of the
local councils have to appropriate funds for it each year, and therefore have an opportunity to

review the performance and priority of the programme.

Using this method of allocating funding may also be a good way to track the progress of the
delivery of FBE and the numbers of indigents in that area. Funding is, therefore, allocated to each
municipality from nationally budgeted funds via “Equitable Share” to each province. “The
equitable share is made available to municipalities from the fiscus to help them fund services to
households and areas that, prior to South Africa attaining political freedom and the new local
government dispensation, did not have access to basic services. The level of the grant to each
municipality is determined by dplg based on their information on the number of indigent
households in the municipal area” (Fowles, 2004:23). The South African Local Government
Association (SALGA) held a conference in September 2004 where it was decided that all

indigents, who are unable to afford to pay for municipal services in each municipality, would be
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registered (SALGA, 2004). The municipalities would then receive a share of money, the equitable

share, from the national government based on the number of indigents in that region.

The amount in this unconditional grant is based on a calculation made up of six components:
education (number of school going children), health (number of people without medical aid), the
“basic” component (the percentage of the country’s population in that province), institutional
(divided equally among provinces), poverty” (reinforces distribution), and economic (based on the
distribution of total remuneration in the country) (NT, 2005: 148). The allocation of the equitable
share is unconditional, however each provincial government can spend it at its own discretion (NT,
2004b:152). The provincial government distributes portion of this as an equitable share allocation
to municipalities via their own calculations containing components for basic services (BS),
development (D), institutional support (I), revenue raising capacity (R), and a correction and
stabilisation factor (C). The formula is: G=BS + D +1-R + C (NT, 2005: 260). It is interesting to
note that the calculations also distinguish between the number of serviced and unserviced
households in that region. It is typically assumed that one third of the households are unserviced
and funds are duly allocated. A grant or R 130 is given per month per serviced household and a

grant of R 45 is given per month per unserviced household.

Legally, however, municipalities have the jurisdiction to prioritise and decide what to spend their
allocated equitable share funding on. Government accepts that municipalities are not
constitutionally obliged to spend the intended equitable share to “provide subsidised services to
low-income households™ (NT, 2005). Therefore, “the focus will rather be to ensure that all
municipalities report against their budget on spending programmes to support poor households and
to put in place support systems to assist municipalities to better identify and target poor households,
and to provide basic services to such households. Government will also consider issuing guidelines
and norms and standards on how the equitable share should be utilised, to target poor households

for the provision of basic services” (NT, 2005:239).

The dplg wanted to ensure that municipalities understood their right of allocating funding, and
distribution of these funds, especially with regard to Free Basic Electricity, when in 2002 they told
local authorities through a road show that (Fowles, 2004:27):

e cach municipality could decide the level of allocation to provide up to 50 kWh per month,

dependent on what was affordable;

e cach municipality could decide who should receive the FBE allocation, but they should use

national guidelines on identifying indigent households;

“ The poor are defined as “people whose incomes fall in quintiles 1 and 2 based on the 2000 Income and Expenditure
Survey” (NT. 2005).

31



o Where Eskom is the de facto electricity service provider for that municipal area or portion
thereof, Eskom would be required to enter into a service delivery agreement with each

municipality. The costs of providing FBE would be recovered by Eskom from the municipality.

However, municipalities are also constitutionally responsible for providing basic services to its
residents, such as electricity and water. The Constitution of 1996 explicitly states in section 156
and subsequently Schedules 4 and 5 that municipalities have the executive authority and right to
provide electricity (see appendix). The legislative side of municipal rights is discussed in greater

detail in Chapter 5.

Wentzel and de Lange (2003) found that all the electricity suppliers they interviewed felt they
would not be able to supply a free allocation of electricity without increasing the costs of their
tariffs to other customers, because electricity sales serve as the largest income generation
mechanism for most municipalities that distribute electricity. Yet, the National Energy Regulator

(NER) does not agree with increasing tariffs to fund Free Basic Electricity.

Wentzel and de Lange (2003) argue that there are two potential negative impacts on electricity
suppliers pending the implementation of Free Basic Electricity: less electricity consumption
resulting in less income generation from electricity sales, and an initial increase in administrative
costs to accommodate the new system. These fears were not to come to fruition when the DME
(2003) advocated that the FBE be funded by the Equitable Share granted to the provincial
governments. This funding should be sufficient to cover the costs of providing FBE and the capital
costs involved in providing this service, such as administration costs, upgrading systems, and
changing the current capacities of households (i.e. from 2.5A to 10A or from 60A or 20A to 10A)
(DME, 2003). Therefore, the provision of an electricity supply and the free allocation of electricity

should not impact on the budget of the local electricity distributor.

The DME (2003b) determines the amount of subsidy to be allocated per customer by either
calculating it using a “service cost basis” or an ‘“available fund basis”. When using the “service
cost basis”, it is first determined how much the cost of providing the Free Basic Electricity supply
of 50 kWh costs. This figure is multiplied by the number of subsidy targets. If the targets are not
self-targeted, whereby they accept a reduction in current, then they should not be eligible to
receive the subsidy and will not be counted when allocating funds. This is only done when the
amount allocated to the local authority is not sufficient to supply a free allocation of electricity to
the intended targets. The number of targets is then reduced by enforcing the current limiting self-
targeting approach. The “available funds basis” calculates the amount of the subsidy by dividing
the cost of providing 50 kWh into the total fund allocated. The electricity distributor then

endeavours to fund as many people as possible from this amount.
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3.7 Current Progress of the FBE

The Department of Provincial and Local Government (dplg, 2005), using official dplg and Eskom
figures, estimates that Free Basic Electricity contributes to alleviating the energy burden of 19% of

households nationally. Of the 19% households, it is estimated that 43% of them are poor.

3.8 Analysis and Summary

This chapter described the development of the Free Basic Electricity Policy from conception,
targeting and funding to implementation and delivery. The research done for the policy also
included the amount of the subsidy. Although it is not in the scope of this dissertation to undertake
whether the amount is sufficient or not to meet basic needs, it is necessary to point out that there is
a flaw in addressing needs. Although 50 kWh is sufficient to meet most energy needs, it is not
adequate enough to meet the greatest source of energy needs, namely cooking. It is not the
intention of this research, however, to assess the content of this policy as to if the amount provided
is indeed enough to cover basic needs. However, as cooking is one of the greatest human needs to
be met; the policy does not meet the means for its intention, even if “limited cooking” needs were

to be met.

The FBE policy for the City of Cape Town did not include cooking as a reason for providing the
subsidy. Yet it is understandable that the application of the subsidy quantity to an urban area would
have limitations since the quantity is based on studies done in rural areas and energy use patterns
may differ. The policy is not consistent in stating the intended purposes of the free units. The
inherent problem with this is that unclear targets result in unclear outcomes. It makes measuring
the success of the policy difficult in that there are no clear indicators to be used for monitoring. In
analysing the intended applications for the free allocation of electricity, it showed that grid
connected houscholds would be able to use hot water; while non-grid connected households
receiving the subsidy would not. This brings out the question of priorities in targeting. Are non-
grid connected households of lesser priority or importance? Is their plight in poverty not equal to
that of grid connected households? Should they not also be entitled to the same quantity to use for

the same applications?

The distribution of funds from national government to provincial government to local government
via equitable share calculations is a good way to allocate funding to help meet the basic needs of
people. These formulae take into consideration factors such as the number of indigents in that area,
the level of infrastructure needed and the wealth of that area. This is a useful method in
redistributing the wealth across the country to areas which need it more. However, in distributing
the necessary funds to alleviate poverty through infrastructure and affordability of use grants, it is

interesting to note that a disparity in grant levels is given depending on the existing infrastructure.
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Local governments get grants to support, maintain and provide infrastructure and services in the
amounts of R 130 per serviced household per month and R 45 per unserviced household per month.
This seems to be unfair in that an unserviced household would surely require the larger amount of
funding in order to increase access to infrastructure and not to exclude them. An unserviced
household does require less funding to maintain that present position, but if the intent is to alleviate

poverty and increase access to services, this funding disparity is not going to achieve these goals.

The targeting methods evaluated by UCT and approved by Cabinet give each municipality an array
of options to identify recipients and ensure their accessibility to the subsidy. Each method of
targeting has its advantages and disadvantages. While a broad based targeting method would
guarantee that poor households would be recipient to the subsidy, this also leaks the subsidy to
non-poor households. This has the consequence that fewer resources are available for those that are
really in need. Targeting is not an easy feat, but it can be refined to reduce the amount of leakage to

unintended recipients.

CHAPTER 4: Other Social and Basic Needs Subsidies in South Africa

4. Introduction

The following chapter gives a brief overview of other social and basic needs subsidies in South
Africa and compares their implementation methods against those of the Free Basic Electricity
Policy. FBE is especially compared with Free Basic Water since this was done around the same
time and goes hand in hand in the basic needs basket of goods. The aim of this chapter is to draw

lessons on implementation from other nationally implemented subsidies.

4.1 Basic Needs Subsidies and Social Grants in South Africa

There are various subsidies and grants available to the people of South Africa. The grants available
are old age, disability, care dependency, foster care, child support, parent allowance, child
allowance, war veterans and grant in aid (DSD, 2005). The largest percentages of financial support
go to child support and old age. Other basic needs subsidies available are for free basic services,

notably water, sewerage and refuse.
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42 Implementation and Delivery of other Basic Needs Subsidies

The government is to meet the basic needs of all its citizens and does so through the
implementation of policies which allow the funding of subsidies. These subsidies, notably social
grants and subsidies for basic services are then delivered to the people of South Africa via their
local government. This is done via taxes, tariffs, rates, and as cash through collection by the
successful applicant for a grant from a paypoint or post office. Households with property values of
less than R 50,000 — R 100,000 (depending on the grant) will be beneficiaries of certain grants
made, such as automatic deduction of arrears, or payment of a R 20 income supplement to help pay
for rates and services (van Ryneveld, 2003). The inherent assumption here is that these households
are registered and administratively available to receive grants. The Indigent Policy for the City of
Cape Town (van Ryneveld, 2003) proposes linking the payment of other arrears to the pre-paid
electricity meter. This ensures receiving payment for services, but it also decouples the
consciousness of actual electricity consumption from perceived consumption, thus perpetuating the
belief that electricity is expensive and the continual use of other fuels. These grants are dispensed
automatically to households that have been registered, which differs from the broad based

approach of the Free Basic Electricity targeting strategy.

43 Implementation and Delivery of the Free Basic Water Programme in
South Africa

In 2001, the Department of Water Affairs and Forestry (DWAF) announced the intent to provide
poor households with a basic 6000 litres of safe water per month (DWAF, 2001). Free Basic Water
(FBW) is also seen as an important measure in line with government’s intentions to alleviate
poverty. DWAF (2001) decided to leave the definition of poor and the methods of delivery up to
the local authorities. They maintain that local choice in implementing is imperative in the success
of the subsidy. Some local authorities are better capable of assessing the degree of poverty within
their jurisdiction, measured using their own indicators, and their financial situations to provide
these services to some or all households. Statistics indicate that the FBW programme is a success.
Since 1994, 15 million people now have access to a safe water supply. This translates to 92% of the
population in 2005, up from 60% of the population in 1994 (dplg, 2005). DWAF (2005) estimates
that an investment of R12.8 billion will eliminate the current backlogs to access of water, the bulk
of which is in rural areas. Of the 92% of the population with access to water, 70% are recipients of
Free Basic Water. Yet, with all of that said, DWAF estimates that another 3.7 million still have no
access to infrastructure at all and 5.4 million have access to infrastructure that is substandard. The

positive side is that of the 70% of the population receiving FBW, 82% of them are poor. However,
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FBW is also leaked to non-poor households. According to the DWAF statistics, only 18% of these

households are non-poor, but that still translates to 2.6 billion litres of water per month.?

Taking the City of Cape Town as a case study, the FBW was implemented in 2001 as 6000 litres to
all domestic metered customers. The city defined basic water services, in line with national
government, as “25 litres per person per day within 200 meters of the home” (CCT, 2001b: 2). The

full cost of service delivery is recovered from consumers; that is through a cross-subsidy.

Comparing this with the Free Basic Electricity policy implementation, we see that a broad based
approach was also taken, but that the funding comes solely from the customers themselves by
means of a cross-subsidy. A cross-subsidy is done by means of charging some or all other customer
categories a levy in order to recover the funds for providing a free service to others (UCT, 2002).
Yet, the FBW appears to be reaching more poor people than the FBE. This could be due to
definitions of access. Whereas electricity access is defined as a single point of supply in a
household, a basic water supply is sufficient when defined as a communal tap. The communal tap
allows for more people to have access, but does not require the same amount of infrastructure as
the defined basic services of electricity; thereby the reported success rates for FBW would be

higher.

44 International Experiences with Implementation and Delivery of
Basic Services and Policies

South Africa is different from most developing countries in that it is a resource rich country. South
Africa has very rich people and very poor people. In many ways, South Africa compares with
many first world countries, yet in other ways, such as health care, unemployment and population
living under the poverty line, it compares distinctly with other developing countries. It would have
been useful to compare the implementation and delivery of a type of free basic electricity policy in
another country such as this, but it was found that there are too many varying factors involved
which would not allow for a direct comparison. These factors being government legislation and
jurisdiction, social acceptance of such a policy, general demographics, applicability of such a
policy due to percent electrified, etc. In fact, most other African countries are dealing with issues
of access rather than subsidising the use of electricity. This is not to say that there are no other
countries subsidising electricity, in fact there are a few: Argentina, Brazil, India, France, for

example.

# Calculated as 92% of 15 million people (number of people with access to a safe water supply) = 13.8 million; 70% of
{3.8 million (the number of people receiving FBW) = 9.66 million; 82% of 9.66 million people = 7.9 million {the
number of poor people receiving FBE); Leaving 9.66-7.9 = 1.74 million (non-poor people receiving FBE); 1.74
million people/4 (average household size) x 6000 L water per month = 2.6 billion litres of water per month.
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45 Analysis and Summary

This section reviewed other grants and subsidies in South Africa and compared their methods of
targeting and implementation with those of the Free Basic Electricity. The reality is that targeting
subsidies and grants is incredibly difficult. The way in which subsidies, such as social grants,
refuse, rates, income, etc are delivered is through a registered administered system where the
successful applicant can collect the sum at a paypoint or at the post office. Although these grants
are most definitely not relayed to anyone not deserving of such a grant since these are administered
through an application process, there is exclusion to those who are not registered, or those who
cannot register (e.g. for lack of an ID book). In most cases, it is the poorest of the poor who are not
benefiting from such poverty alleviating schemes. The Free Basic Water is applied in a broad
based targeting method such as the Free Basic Electricity originally was in Cape Town. This broad
based approach ensures that all who should be recipient to a poverty alleviating subsidy, yet it will
include many who are not in need. The difference with the FBW is that they are able to cross-
subsidise the free water and recover the costs in full, therefore making the delivery of such a
subsidy realisable. However, access is defined differently for FBW than for FBE. Access to FBW
also includes a communal tap dispensing 25 litres per day per person, yet, there is no regulation to
ensure that this water is fairly distributed. As discussed, these communal taps may also be skewing
the facts as to how many people are actually beneficiaries of Free Basic Water. However, the FBE
implementation can learn from this that a broad based approach is good for inclusion of all poor
connected to the grid, but not helpful to those without access. A more administratively refined
approach of targeting may be too exclusive in that only households registered would benefit. The
lesson to be learned is that a blend of these approaches may be the most beneficial to the recipient

and the provider.

CHAPTER 5: MUNICIPAL LEGISLATION AND BUDGETS

S. Introduction

It is the responsibility of local authorities to provide those living within their jurisdiction with basic
services. It is the responsibility of local governments to support local authorities to perform their
duties. This chapter explores the creation of municipalities and the rights and duties allocated to
them, particularly with regard to providing free basic services. Municipalities must achieve a
political aim and follow through by managing financial arrangements. The budgets and provision
of funds for making Free Basic Electricity available is examined accordingly. Again, Cape Town is
taken as the case study since it has both the implementation of FBE and the establishment of the

Regional Electricity Distributor in place. The purpose of this chapter is to examine how
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municipalities the legal and budgetary infrastructure which enables the funding and

implementation of FBE.

5.1 Municipality Demarcation

The Municipal Demarcation Board was instated in 1999 by the Municipal Structures Acts 27 and
117 of 1998 to establish new municipal boundaries in line with the Constitution’s vision for
municipalities to be able “to provide equitable and efficient services, build local democracy,
promote social and economic development, collect revenue, ensure safety and healthy
environments, and create a generally viable and sustainable system of local government” (MDB,
2005). The establishment of new municipality boundaries in 1999 was in order to balance some
difficulties faced by some municipalities after the initial boundaries drawn in 1996. There was
difficulty in understanding and responding to local needs as some district councils were too large
and remote from local councils; there were metropolitan governments with split tax bases; there
were municipalities that were not financially stable because there was no tax base was within their
boundaries; there were many regions not served at all by an accountable local authority; some rural
municipalities did not have the resources, capacity or power to “achieve meaningful service
delivery™; there were still racial boundaries: and some metropolitan municipalities failed to meet
the criteria for a metropolitan municipality of Category “C” as stated in the Municipal Structures
Act (MDB, 2005). The demarcation of municipalities was done, in part, to affect efficient service

delivery. Municipalities are divided into three categories. As given in the Constitution (1996:82):

s Category “A’ is a municipality that has the exclusive municipal and legislative authority in its

area;

s Category “B” is a municipality that shares municipal executive and legislative authority in its
area with a category C municipality within whose area it falls; and

e

o Category “C” is a municipality that has municipal executive and legislative authority in an area

that includes more than one municipality.

Cape Town is a category “A” municipality, because it distincetly fulfils criteria according to the
Municipal Structures Act 117 (1998:8), namely an area of high population density, significam
movement of people. goods and services, extensive development, and numerous business districts
and industrial areas. The Municipal Structures Act defines, amongst other things, the central

structures and the functions and powers of'a municipality as dictated in the Constitution.
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5.2 Municipal Legislation

The Constitution of the Republic of South Africa (1996) states the powers and functions of a
municipality, as well as their duties and rights. These include the “executive authority to administer
gas and electricity reticulation” as stated in Section 156 (1) a. In other words, it is the duty and
right of a municipality to provide electricity to those living in its jurisdiction as dictated in the
Municipal Demarcation Act. The Constitution in Section 152 and the Municipal Systems Act 32 of
2000 also direct municipalities to provide communities with sustainable services, of which
electricity supply is one. Furthermore, both pieces of legislation listed above require that
municipalities should, within their financial and administrative capacity, provide citizens with
equitable access to these municipal services. In line with meeting the goals of this legislation,
municipalities can adopt policy objectives such as the Free Basic Electricity. However, since the
Free Basic Electricity is a national government proposal, local government can implement these
objectives as they choose within their financial and administrative capacity. Yet, as a national
government initiative, national and provincial government are required to assist local government

in implementing policies (dplg, 2005).

The development of an Integrated Development Plan (IDP) is required in the Municipal Systems
Act. The IDP lays out the objectives and methods for achieving these for the municipality, which is
vital in developing the intentions of the municipality to provide basic services for their poor and
how they will do so. The Municipal Finance Management Act 56 of 2003 provides municipalities
with a framework which affects an efficient and transparent budgetary process for realising the

objectives set out in the IDP.

53 Municipal Budgets

In order for municipalities to fulfil their legislative duties, a sustainable, reliable source of revenue
must be in place to ensure the stable delivery of services. Municipalities receive money from the
national government and the rest is self-generated. The nationally raised revenue is divided among
the three tiers of government such that the largest portion remains in the national government, the
second largest goes to provincial government and the smallest amount is transferred to local
government (OSF, 2005). Different municipalities receive different amounts of this transfer, based
on their own revenue raised and various other factors, which has already been discussed in greater
detail in section 3.6 “Funding of the FBE and Equitable Share”. Revenue for municipalities is
generally raised through the surpluses on rates charged for property, electricity, sanitation, and
refuse removal (OFS, 2005). The surpluses earned from electricity sales alone for the City of Cape
Town has been 18.4% and national transfers consisted only of 3% of the total budget in 2000 (NT,

2005b: 30, 151). Municipalities deliver and fund other services from the surpluses eamed as per
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IDP themes. For the year 2005/06, the City of Cape Town (CCT, 2005) lists the funding available
per IDP themes as;

1. creating integrated human settlements (R 2.4 billion);
economic growth and job creation (R 24.5 million);
building strong communities (R 20.2 million);

access and mobility (R 413.6 million);

equitable services (R 981.2 million);

enabling institutional framework (R 147.8 million); and

A A o

financial sustainability (R 106 million).

Equitable services, including themes such as water, waste and electricity services, sport and
recreation, environment and safety, comprise about 23% of the total budget for the City of Cape
Town. The provision, maintenance and accessibility of community facilities is budgeted at 2.7% of
the total equitable services budget while 33.3% is earmarked for maintaining the quality of
electricity supply in existing areas (CCT, 2005). The total national budget for fiscal year 2004/05
was R150, 291, 025, 000. The budget allocations relevant to this study for the fiscal year 2004/05
are given in Appendix 2 (NT, 2004) and highlight the priorities for spending, which are less for
electricity than for other services. For example, the national budgeted total for increasing access to
electricity services through the Integrated National Electrification Programme is R 247.6 million,
while the total for increasing access to water is R 1.3 billion. The total budgeted spending for Free
Basic Services and infrastructure (including electricity, water, sanitation, refuse, etc) through the
Provincial and Local Government is R 29 million, while the additional total spending for
subsidising water operating tariffs is R 858 million. This is a point worthy of further exploration, as
it queries the priorities of funding. Also, it brings about the definition of access, since these are
defined differently for water and for electricity (discussed in previous chapter). A further grant is
given to support municipalities and ensure investment in extending infrastructure. This Municipal
Infrastructure Grant (MIG) is meant to provide the capital expenditure needed to address
infrastructure, backlogs and basic services for low-income households (NT, 2005: 157-158). The
MIG contains an electrification component to fund electrification “backlog of permanently
residential dwellings that are situated in historically under-supplied areas” (NT, 2005: 266) and is
incorporated in the formula for the 2006/07 budget (NT, 2005: 268).

The Energy White Paper identifies that a major portion of income for local governments comes
from operating and selling electricity. In terms of loss of revenue due to the establishments of the
Regional FElectricity Distributors (REDs), the Constitution has made allowances for local
authorities to move away from an electricity-based income, which is deemed not to be transparent

or regulated, to more transparent and regulated sources of revenue. There are several issues facing
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municipal electricity distributors and the DME (2005) deems that the funding problems in
municipalities are too great to allow municipalities to meet their electrification obligations as well
as all their other service obligations. They argue that applying an overarching fund for all purposes
will not permit municipalities to meet the objectives of fairness and equity, efficiency,
transparency, and viability. Policies have been put in place to allow Municipalities a slow
transition to reduced dependence on electricity taxation as a form of income. This will be done so
as not to destabilize the financial position of local government (DME, 1998). The loss and recovery

of municipal funding is discussed in greater detail in the next chapter.

54 Analysis and Summary

National transfers to local government are important, as they increase the ability of local
government to meet their legislative objectives and obligations to provide infrastructure and
services in an equitable and stable manner to all of its citizens. The process for administering the
funds from national government to provincial government is done in an equitable manner and in
turn, a portion of these funds are passed on to municipalities to assist them with their legal
obligations to provide basic services. These funds are usually not sufficient, but local governments
are expected to generate most of the income necessary to fund these services on their own since
they have access to directly taxing property rates, electricity and water consumption, and other

municipal services.

A possible point worthy of future examination would be to investigate the priorities of spending for
various programmes. It is noted that the amount of capital made available for funding is not
relative to the costs of providing infrastructure, especially since the definitions of providing that
access differ so greatly between water and electricity. In other words, the definition of access to
water is a communal tap within 200 metres of the home, while the definition of access to electricity
is a pre-paid meter in the home. These would clearly require differing amounts of capital
investment, but perhaps not in the way earmarked in the budget. However, with municipalities now
also recipient to an extra grant made available for the sole purpose of extending infrastructure to
poor households, it should become easier for municipalities to cope with the loss of revenue from

electricity sales.

An interesting remark in the Budget Review (NT, 2005) which states that the MIG should fund
permanent households “situated on historically under-supplied areas™ is also worthy of further
mvestigation as this leaves a lot of poor migrants out in the cold if they move to an area which is
not “historically under-supplied”. In fact, the intrinsic fact of that statement could potentially keep

poor households in the same geographic area, not allowing them to move for loss of the right to an
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electricity connection or possibly subsidies for these services. The question is: is the freedom of

choice only available to those who can pay?

CHAPTER 6: ELECTRICITY INFRASTRUCTURE, ELECTRICITY
REFORM, REGIONAL ELECTRICITY DISTRIBUTORS AND THE
IMPACT ON THE DELIVERY OF FREE BASIC ELECTRICITY

6. Introduction

“There are a number of issues facing South Africa's electricity industry which limits its ability to
achieve its primary objectives of meeting aggressive electrification targets, of ensuring world class
supply quality, and of continuing to provide low cost and equitably priced electricity to all
customers. The EDI [Electricity Distribution Industry] restructuring and the ESI [Electricity
Supply Industry] restructuring is a way of meeting these objectives” (DME, 1998:30, 2005).
Reforming the electricity distribution sector is seen as the most urgent change to be made to meet
these policy views. The White Paper (DME, 1998:29) stresses the point that the electricity supply
industry must be made to be “financially viable, technically healthy and well managed... [and]

capable of being the engine for growth, development and prosperity for South Africa.”

This chapter will discuss the reasons for restructuring the electricity sector, but focus mainly on the
distribution industry aspects of restructuring as this is the area that would impact directly on the
delivery of the Free Basic Electricity in the near future. A brief depiction of the electricity
infrastructure in South Africa and Cape Town will be given, followed by the background and
current view of the restructuring of the distribution industry. The focus area, again, will be Cape
Town since the RED has already been established there. An analysis of the Service Delivery
Agreement (SDA) between the City of Cape Town and RED1 will provide a better understanding
of function of the RED in place of the municipal electricity distributor. A description of the
proposed structure and formation of the Regional Electricity Distributors (REDs) will give way to

an analysis of the impact this is having on the funding and delivery of Free Basic Electricity.

6.1 The Electricity Infrastructure in South Africa and Cape Town

This section will cover the electricity infrastructure in South Africa from generation to the point of
use. Various stakeholders, their roles and involvement in the hierarchy of electricity industry will
be discussed. Figure 8 illustrates the various points of departure for the distribution of electricity,

which are generation, transmission, distribution and reticulation (SEA, 2003).
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Fipure 8: Electriving Infrastruciuee (SEA, 2063:12-1, Waed, 2002}

6.1.1  Llectricity Generation and Transmission

Gieneration is defined as “the production of electricity by any means” (DME, 2005¢:4). Eskom
generates 95% of South Aftica’s eloetncity. Cape Town purchases 98.6% of its electricity from
Eskom, of which almoest all 15 produced at cosl-fired power stahions in Mpumalangs (SEA,
2003:12-3).

Transmission 15 defined as “the conveyance of electricity through a transmission power system
operaiing above 132 kW7 (DIME, 2003¢; 4-5), SEA {2003:12-3) guote transmission losses of more
than 20% when sending clectricily from Mpumalanga (0 Cape Town, Therefore, there is preat

ncentive to encourage more local electricity generalion.

6.1.2  Electricity Distribution

[dsteibution can be defined as *“'the conveyvance of electricity through a disinbulion power sysiem
operating at or below 132 kKVY (DME, 2005¢:4). The DME (2005¢:4) defines reticulation as
“trading by a municipality and the disteibution of electricity by a municipality to the communily
within its arca of jurisdiction, and includes services associated therewith. Nationally, electricity
distribution 15 camed oul by Eskom and some 378 municipalitics {DME, 2001 ). Customers within
a local govermment junsdiction are mosthy supplicd with clectneity by lhe municipalities who
purchase most of their electricity from Eskom, and Eskom serves the rest. Eskom supplics abour 40
percent of all customers in number and 60% in total sales by volume {ERIC, 1994). As discussed in
section 2.5 “Residential electricity tarifts”, Fskom and the municipalities, in Lhis case Cape
Town, have dittering taritfs for cssentally the same service. The idea behind regulating the
cleeteity distobution industry 18 1o rationalise these antfs, thereby providing a more efficient,

stable and fair service amoengst all heensed disinbutors.

6.2  Baekground te the Restructuring of the Electricity Industry in
South Africa

The Government envisages a fully restructured electricity industry to address the myriad of

problems the previous govermment Jefi behind in the poor decisions that were made regarding
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electneity poliwey (Eberhard, 2002). Changes will be made throughout the sector to optinuse
perlormance within the industry and expand the potential fur economic growth. Although
gerteranon and transmission (the Electricity Supply Industey) will alzo be reformed, the main focues
is on the Distribution sector. becavse the most urgent need [or change to meet Government's poals
wr provade a praduchye, efficient, rehable, consislent and transparent distribulion sector is 1 this

SO,

6.2.1  Restructuring the Elecrricity Supply Indusiry

With the desire to become and remain globally competitive, Government wishes o keep abroast of
glihal chamees in the elecinenty mdusity as such a measure, Global trends are lowards opening up
markets to [orcign investors 1o assist with the inpul of capital investment to develop the electricity
sector, Government intends to follow these trends in the view of optimising the industry. while
slaying true o their oblizations to meet social needs. Restructuring the supply industry include
establishing a competitive market where customers have the alility and right to choose the
electricity provider. and providing entrance to the grid from varwus elecinicity generators, The
vision s for the glectricity supply industey (o be “linancially viable, techmcally healiby and well

mianaged” (DM, 1995}

.22 Restructoring the Electricity Dhstriburion Indusiry

The Electricity Thstribution Industry (EIM) includes the parts of the clectricity induostry responsible
tor the reticulation, which is the debivery, of electneity, This is the part of the industiy that takes
glecinenly frum the transmussion lines and transfers it to all customers, This is done hy
Munmicipalitics, Eskomm, and other smaller clectneity distributors. This s the portion of the
clectnicity indusiry sven as requining the most attention for restructuring and is therefore the first

part i the reformation process thal will be done

6.2.3  Reasons fur Restructuring the Edectricity Disteibution Induscry
According to the White Paper (DME, 1998 .30-31), there are several reasons for restructuring the

distribation sector, namely the inetficiencies:

«  The seetor 15 highly [ragmented wilh more than [280] municipatitics having less than 1000
customers and more than 90 muricipalitics with a revenue of less that Ri million per

Aum,

* The financial health of municipal distobuters varies greatly, Some municipalitics eam
mengy [rom eleclrictly disitibulion, some do nol distribute electoicity, some carmn a laree

surplus, others onby a mummal amount;
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e The differences in prices paid by various customers in different areas but in essentially the
same category vary greatly which cannot be fully explained by the costs associated with

serving these segments;

e Economies of scale, skill and specialisation are not being captured by many of the small

distributors and average distribution costs range significantly;

e The need for new electricity connections varies regionally with poorer areas needing the
most electrification. Some distributors may not be able to meet their electrification targets
if funding gets stretched for various other, equally important, purposes. Cross-regional
subsidisation is seen as an ‘“equitable way to fund the regional programme” since

electrification is a national objective; and

o  “While there are many distributors that are not financially viable today, collectively the
industry is able to fund both the supply of electricity and electrification over the long-term.
However, if the industry is expected to both contribute to funding other municipal services
(as it does currently) and to pay for the electrification programme over the long-term, the
electricity distribution industry will experience financial bankruptcy without alternative
funding and pricing mechanisms, a reduction in the generation and transmission prices (i.e.
the wholesale price of electricity), or substantial increases in tariffs. Even if the price
municipalities pay for energy is reduced to the price paid for energy by Eskom
distribution, the collective position of the industry will not change. The current Eskom
distribution surplus will just be transferred to municipalities without changing the overall

cash flow problems for the industry as a whole.”

The DME (1998) also cites an increasing number of municipalities unable to pay their bulk
accounts to Eskom as grounds for restructuring the electricity distribution industry. The DME
wants the distribution sector to be a productive, efficient, reliable, consistent and transparent. To
do this, a type of “redistribution of wealth” of distributors will be engaged in to help the poorer
areas meet the national goals of electrification as well as ensure a reliable supply of electricity at
an acceptable cost. The objectives of restructuring the electricity distribution industry, as put out

by thc White Paper (DME, 1998) are to:
¢ Ensure agreed-to electrification targets are met;
e Provide low-cost electricity;
e Facilitate better price equality;
e Improve the financial health of the industry;

e Improve quality of service and supply;
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¢ Foster proper co-ordination of operations and investment capital; and
e Attract and retain competent employees.

The DMESs next objective was to tackle how the electricity industry would be restructured. Since it
was strongly believed that the distribution sector was in the greatest need of change, the focus of

restructuring would be here, at least for the near future.

6.2.4  The Restructuring Process and Procedures
The Electricity Restructuring Inter-departmental Committee (ERIC) compiled a report in 1996 for
the Government on recommendations for how to restructure the sector. Based on this report,

Cabinet decided that the EDI should have the following (DME, 2005):

e Consolidation of the EDI into a maximum number of financially viable and independent

Regional Electricity Distributors (REDs);

¢ The introduction of transparent, cost-reflective tariffs, an electrification fund and a capped tax

for part funding of municipal services;

¢ Consultation by and with relevant and major stakeholders, such as the Ministers of Minerals
and Energy, Finance, Public Enterprises, Labour, Trade and Industry, and of Provincial Affairs

and the Constitutional Development; and

e A full-time team appointed to investigate detailed issues and involving major stakeholders in

the planning process of transformation.

Using the above key points as guidelines, the restructuring process began first with a proposal
phase, then a transformation phase and then the implementation phase of putting the REDs in
place, the current phase. The ERIC (1996) made some key assumptions about the limitations to

restructuring:
e The restructuring will not incur any forced retrenchments in the distribution industry;

¢ Eskom and municipalities will continue to maintain public ownership of the EDI for the short-
to medium-term. Changes will take place within the framework of Government’s policy on

restructuring of state asscts:

e The onus of setting policy and distributing electricity within their jurisdiction will still lie with

the municipality, but distribution does not have to be undertaken by the municipality itself;

e The income generated from electricity sales will still be available to municipalities to fund

other services, but this will be done in a more transparent way via different means;

e Government will only be able to provide “limited subsidies™ and therefore the EDI should put

self-funding mechanisms in place;
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»  National [unding will be provided transparentily and distributors will be expected 1o meet their

agreed (o electnfication targets,
= The NER will conlimue to regulate and manage tariffs;

»  Sume issues will have to be addressed at natiomal level, while others will haye §ocal level

jurisdiction and should be handled as such imespective ol the inlrastrueture.

These assumplions acknowledge and address the challenpes [iced  when  restructunng.
Acknowledeing them in Lhe fore, gives the relevant stakehaolders the opportumty to concenirare on
finding solations to these expected obstacles. The ERIC considered various models [or application
i Lhe restructured distribution indestry and Calinet approved the Regional Electricity Distnbutor
(RED) model, in which distribution is separated from the generation and trangmission entities of

the elevtricity indusiry.

63  Regional Eleetricity Distributors

Ii was envisaged that the RLD model would be most benelicial and appropriate to Government's
intentions, The cnvisaged henefits of the RED model over others are thal ceonomies ot skili and
seale will be hamessed and there will be transparency between distributors, which cnable a
compelitive environnient for consumers, There are, however, some disadvantages 1o ths model
The local communitics stand to lose responsibilty and accountability, customers could be 1o the
position to lose power 1f there 1= only one distributor, 1mtial costs to establish the new system wall
he incurred, and etficiency will only come wilh time (ERIC, 1996). The aim of the REDs taking
over the distribution of electricity, according to the decision taken by Cahinet in 2001, is to reduce

costs, improyve cfficieney and standardise taritts.

Initially, it was deemed that six REDs would he capable of distributing electricity since each RED
would be anchored by vne of the six metropolitan munmaipalities. However, in December of 2005, a
seventh RED was announced which would be a type of “national RETY {Mabanga. 20035). The
tationial RED would be a virmal RED which would support strussling smaller municipalities
{ Eberhard, 2006), Mumcipabtics could then decide if they wanted to join the metro RED or jon the
national sevenih RETY (Mabanga, 2003). The RLTx will be implemented in stages, begmninge with
RED1. of which the City of Cape Town [alls inlo its boundaries, which was put in place on July 1.
2005, REDY will act as a case study for this discussion since it has already been established. The
picture below depicts the area covered by RED], RED! includes 38 Local Mumcipalities, 16

hstrict Management Areas. and 1 hMetro.
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Figure Y Map showing greas included in REDT (EDE, 2005}

631  REDs Ownership and Authority

The REDs, cnvisioned as the sole distribuwors of elecineity, will be Government owned and
confrelled by a Government appomied board, The EDL Blueprint Report (200:1:23) siates that the
REDs “will he made up from assets and habilitics contributed by Tskom and a large number of
muntcipalitics.” Large contributors will be compensated for with shares, while smaller contributars
will be paid oul. The shares will allow the contributors 1o have “voting nights within the
governance arcangernents for that RED™, but national govermment will held a “yolden share™
allowing 11 to rule over “cerlain linuted decisions among REDN sharehalders™ (IPDAE, 2001:25-26).
This golden share will be in place for the neat five vears, allowing for the mast benclicial transition
of the REDs. Furthermore. i1 15 recommended that national government holds Eskorn’s shargs,
since Eskom 1s involved in the gereration and ransmission side of the electricity ndustry and

waould thus avoid conflicts of interest once refail competition begins {DME, 200 :27).
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Municipalities would therefore still play a role in that they would part-own the sector distributing
electricity. Officially, the RED would be a municipal entity, which is governed by the Municipal
Systems Act and the Municipal Finance Management Act. An official relationship between the
REDs and municipalities would be established through legislation, contractual agreements or other

suitable procedures (DME, 1998:33).

6.3.2  REDs, Municipalities, Eskom and Service Delivery Agreements

“The future regulation of the EDI should be through a combination of local and national
arrangements: the municipalities should exercise their constitutional role through a service delivery
agreement (SDA) with the RED; the NER should exercise its role through the licences issued to the
REDs based on applicable national legislation” (DME, 2001:38). Because the municipality is
legally obligated to provide electricity services to those within its jurisdiction, the establishment of
the RED makes this no longer possible. The constitutional obligations will be upheld in the RED
through this legislative framework of the SDAs and the licence awarded by the NER, thus
controlling and protecting the rights of electricity customers. The SDAs will include annual
documentation from the RED for approval by the municipality. These documents will ensure that

the RED is performing and will include (DME, 2001: 38-39):

e an electricity distribution development plan (including an operating and investment plan)

whereby the integrated development plan (IDP) for that area is honoured;

e policies for that area for credit control, debt collection and customer management and must be

in line with national standards and license conditions;

¢ tariff policies and electricity tariffs compiled in agreement with licence conditions, national
policies and national legislation, as applicable. Local commitments will have to be respected

and followed; and
¢ performance indicators and targets.

An analysis of the Service Delivery Agreement between the City of Cape Town and REDI1 (EDI,
2005) shows that the above mentioned points are indeed included. The RED is required to “develop
a multi year business plan and service delivery plan, including an electrification plan, having
regarded the City of Cape Town’s integrated development plan...” (EDI, 2005:16) and contained
in this business plan will be the City of Cape Town’s requirements regarding the implementation,
targeting and delivery of FBE (Eberhard, 2006). Specifically stated in the SDA is the means of
funding the FBE within the RED. The City of Cape Town is to transfer its share of equitable share
allocated for FBE to the RED (EDI, 2005: 24). The SDA further states the key objectives to be
(EDI, 2005: 41-42):
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1. Customer satisfaction;

2. municipality sustainability and financial viability;

3. protection of the right of access to free basic electricity;
4. maintaining of governance integrity;

5. creation of an independently sustainable and viable entity;
6. municipal obligation to current staff members; and

7. accountability and transparency of reporting.

The second objective states in more detail that it should “ensure agreements are in place to
continue the provision of free basic electricity services in accordance with national policy, to those
customers who genuinely cannot afford the service, on an equitable and long-term basis, with
ongoing improvements in standards of quality” (EDI, 2005: 41). Pending the performance of the
RED against various indicators and objectives set out, the agreement can be amended or
terminated, which allows the city some security. The performance of the RED will be based on the

following indicators (EDI, 2005: 42):

e actual capital financial performance against monthly budget;

e actual operating financial performance against monthly budget;
¢ revenue collected against billing;

e progress made with rationalisation of tariffs;

¢ actual bulk purchases versus electricity sold;

e new installations/connections per month against electrification plan; and

subsidised connections per month against electrification plan.

The SDA is important in that it will enable the municipality to release its legal obligation to
reticulate electricity to the RED with peace of mind. Eberhard (2006) suggests that service delivery
agreements are important, but even stronger when the relationships are as strong. The

understanding and agreement of common goals will enable mutually beneficial outcomes.

The NER will further ensure compliance with national and local legislation by the RED with its
own agreements issued through three licences: distribution, captive market retail licence and
contestable market retail license. Currently, the retail competition aspects of the RED are not yet in
place and will not begin in the near future except for large customers (DME, 2001:36), so the focus
will be constrained to the distribution licence agreements. The key points of the distribution licence

to regulate the tariffs and services of the REDs are as follows (DME, 2001:39-41):
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e the REDs will have a universal service obligation, which is in line with national governments
goal to provide universal access to electricity for all, and will include the provision of

electricity to grid and off-grid customers;

e protection of low-income households through “specific provisions” and include the duty to

implement poverty tariffs in line with government policy;
¢ total revenues will be controlled ensuring that REDs are not unduly collecting profits;
¢ the price structure will be regulated by NER s tariff methodology;

e (distribution access and connection terms will maintain unbiased access to the distribution

network to third parties through NER authorised agreements; and

supply and service quality will be ensured through carrot and stick incentives.

Through proper regulation, the services delivered by the RED should provide a comparable service
to the current electricity distributors. The SDA and the license agreements ensure mutual

satisfaction.

6.3.3  Municipality budgets after the establishment of the REDs

Municipalities stand to lose a great source of revenue with the implementation of the REDs.
Municipalities have profited from electricity sales and used this to fulfil their duties to the
community from electricity undertakings. With the restructuring, municipalities will no longer be
the middleman to electricity distribution and hence lose the profits. Mark Pickering of the Palmer
Development Group envisages a significant loss of over R 306 million in revenue to the City of
Cape Town municipality (NT, 2005:151). The DME (2005) suggested several transitory and
permanent solutions to this loss of funding to ensure continued electrification, subsidisation of
electricity use for poor households and the funding of all other municipal services through

mechanisms such as:

« Ultimately seeking cost-reflective tariffs, phased in over time (i.e. an increase in cost of

sales);
« REDs collecting an electricity levy on behalf of the municipality; and/or

« A supplementary transfer of funds to the municipalities based on the loss of revenue, as well
as give authorisation for municipalities to generate revenue through the taxation of other

services.

As decided in the EDI Blueprint (DME, 2001:15, 49), municipalities will continue to receive the

levels of income related to electricity sales through the means of a levy and dividends. It is
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envisaged that this levy will be reduced over time as local governments strengthen their capacity to

generate their own income from other sources (DME, 2001: 50).

6.3.4 Financing the REDs

The financial situation of the REDs in its transitional stage will differ from that envisaged when
they are in their final position. Apart from the assets accrued from the transfer, the REDs will
initially generate income through the tariffs set, and maintain funds by paying out dividends only
after the first four years (DME, 2001: 52-53). These are all still theoretical speculations at this
point, however, since the first RED has only been established in July 2005 and has yet to be in a
position of holding assets and conducting business. This is envisaged to begin on 1 July, 2006

(Eberhard, 2006).

6.3.5  Tariff structures in REDs

The tariffs for REDs should be cost-reflective, affordable and transparent, with cost-reflective
tariffs being the most important factor in deciding the levels (DME, 2001:44-45). Although tariffs
are structured differently for each customer category, the focus here will be on residential tariff

structures as this is relevant to FBE.

Tariffs are based on recovering costs incurred for supplying electricity, and in the case of the RED,
earning a return. The tariffs for the residential sector include the costs of generation and
transmission of electricity to the RED. The RED will charge a tariff, approved by NER, which will
allow it to “maintain its asset base, meet its operating costs and earn a reasonable rate of return on
its assets” (DME, 2001:45). Since the residential tariff is currently not cost-reflective, and in fact
falls 50% short of being cost-reflective, it is for financial security that the RED should increase this
tariff to a more realistic one. Without raising the tariff by at least 40%, the RED will not have the
independent financial status to fund its development initiatives, the quality of supply and customer
service standards will drop, and the RED will not be financially attractive to investors. It is,
however, envisaged that with the benefits of reforming the EDI, the residential tariff may not have
to rise more than 22% over the next 10 years, because REDs will be given incentives “to achieve
significant improvements in cost efficiency, loss reduction, improvements in revenue collection,

and achieve growth in total load served in an efficient manner” (DME, 2001:46, 52).

The typical residential tariff (excluding poor households) will then include cost components for the
RED to maintain, operate and earn a return, and a levy for local governments. The electricity sales
levy is to guarantee revenue for local government to make up for the loss of finances from their
previous electricity undertakings. It is viewed that this levy will be transitory as local government

finds it’s footing in generating income (DME, 2001:49-50).
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The proposed residential tariffs given in the EDI Blueprint are a single rate tariff and a two-part
tariff. A single rate tariff at a subsidised rate should be available for low-income households with a
current at or below 40A, while all other residential customers with an installed capacity exceeding
40A will have the choice of a single rate or a two-part tariff. The single rate will be charged at the
same rate as for the low-income customers, but designed that if consumption levels exceed a
specified amount it would be cheaper to opt for the two-part tariff. Customers wanting to upgrade

their current supply will be able to do so at full cost (DME, 2001:47-48).

6.3.6 REDs, the Poor and Free Basic Electricity

“Reform of the EDI must take place in a way which places the needs of poor consumers at its heart
and supports rural development” (DME, 2001:47). A task team will be set up by the Holding
Company to recommend to the DME how they can meet the electricity related basic needs of poor
customers. Clark and Drimie (2002: 23) have noted that “the South African government has
chosen, within the context of energy sector reforms, to continue to subsidise energy utilised by
poor people. This is deemed by most energy sector players to be appropriate although it has been
argued that a deeper understanding needs to be developed of what these subsidies amount to in
currency terms, as well as how and by whom these fuels will be cross-subsidised.” According to
the EDI Blueprint Report (DME, 2001:47) financing the electricity consumption of the poor can

occur in two ways:

e a cross-subsidy from “other electricity consumers” to poor customers with grid or off-grid

connections; and

e through a direct payment to the RED from the equitable share transferred to the municipality.

The DME (2001:47-48) detail that the implementation of the subsidies (FBE and cross-subsidies)
is intended for the purposes of low-income households and the RED should “as best as possible”
ensure that the subsidy is not “readily available™ to non-poor customers. Poor customer’s right will
be protected through service delivery agreements made between the REDs and the municipality
within whose jurisdiction they fall. The performance of the RED will be reviewed and can be

amended on an annual basis (EDI, 2005).

6.4 Analysis and Summary

The restructuring of the Electricity Distribution Industry into Regional Electricity Distributors is a
process that has long been under debate, and it is still long till fruits are borne. The reduced
inefficiencies and benefits envisaged have the apparent potential to address and correct the legacies
of the Apartheid government. The REDs will be in the financial position to undertake the

electricity services thereby allowing municipalities to concentrate more on other aspects of
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development and providing other basic services to the poorer communities. However, the success
of the RED is only as strong as the service delivery agreements and the relationships between those

who make them.

Although these are points that are meant to be addressed in the future annual business plan of the
RED, it is worrying that a SDA was signed by the City of Cape Town without knowing what that
business plan entails. Further research is possible into the structuring of the actual business plan of
the RED, because various issues need to be addressed to ensure the protection of the poor. How
will the RED identify the recipients of the FBE? The fleshed out version of the objective regarding
FBE stated that FBE would be provided “to those customers who genuinely cannot afford the
service”, which implies that the recipients will be refined to exclude those who do not need the
subsidy and include those that do. However, the performance indicators listed does not monitor the
success of the delivery of FBE to poor households. Therefore, it is still open to further research
once the REDs have been fully established if the REDs will have an impact on the delivery of FBE

to poor households.

CHAPTER 7:  ANALYSIS AND DISCUSSION

7. Introduction

This chapter will summarise, analyse and discuss the key issues arising out of the previous

chapters.

7.1 Electrification and Household Energy Use in South Africa

The provision of electricity in South Africa has social, environmental, economic and political
grounds. An aim of the Energy Policy of 1998 is to address the discrepancies of services provided
during the Apartheid government to rich, white households only. Not only does the promise to
electrify all by 2012 have immense social and political objectives, but cnvironmental and
economic. Electricity use is more convenient, efficient, reliable, clean (at point of use) and
economic than other fuels typically used by low-income households. Low-income households often
lack the additional capital required to invest in the appliances which run off of electricity and
therefore continue to use harmful and dangerous fuels such as paraffin. Local emissions and the
danger of poisoming and fire outbreaks render paraffin to be environmentally, socially and
economically destructive in comparison with electricity use. However, many low-income

households do not have access to electricity, because they are located on land that is not suitable
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for electrification or cannot be electrified (wetlands, private land, etc). But with the promise made
that all households will be electrified means that provisions must be made to accommodate the
needs of these people as well (although six years is still a long time to wait and the issues here do
not simple involve a power supply, but possibly entire purchasing of land, or relocation of
households). Although these issues are outside of the scope of this research, it should be mentioned
that further research should be undertaken to investigate possible mitigation strategies for either
improving rural conditions which provide those living there with the economic fulfilments sought
out when moving to urban areas, or adaptation strategies such as accelerated, improved
infrastructure are developed. Statistics have shown that very few poor households are actually even
connected to electricity, leaving them at a disadvantage to receiving the benefits of poverty
alleviating efforts, since they do not have the access to the infrastructure needed to qualify for the
subsidies given. This is very important as these are the households that are disadvantaged twice:

once for access, twice for affordability of use.

7.2 The Free Basic Electricity Policy

The Free Basic Electricity Policy was developed in part to address the issues of affordability of
electricity use and with the intention of being part of a greater poverty alleviating initiative. The
free allocation of electricity has been set nationally to the amount of 50 kWh per household per
month, although the exact amount dispensed and recipients are left up to the municipality. The flaw
in the amount of subsidy provided, although not specifically addressed in this research, is not
sufficient to meet all basic energy needs for poor households. This requires further investigation as
it is vital to the intention of the policy. For example, grid connected households were given
electricity and subsidies for the use of hot water, while non-grid households were not given
sufficient energy to meet their hot water needs. This gap in the policy intention needs to be
addressed if equitable services are indeed objectives. Furthermore, monitoring the success of the
policy is dependent on measurable indicators, which cannot be clearly defined if the intention of

the policy is not unambiguous.

Funding for the implementation of the FBE is done via a formula based on the number of indigents
which redistributes the wealth across provinces, local governments and, ultimately, households.
This is a fair, transparent and equitable way to make funds available for the development of the
low-income residential sector. A Municipal Infrastructure Grant is allocated to support
municipalities with the capital expenditure needed to extend basic services infrastructure to low-
income households. Together, these are part of the accelerated service delivery programme.
However, a disparity was found in the allocation of funds in that serviced households received
more money than an unserviced household. Further investigation is required to find the intention

behind this distribution. If the intention is indeed poverty alleviation, then surely the unserviced
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household would require more funds to lift them out of poverty? Surely denying them access to an
equal amount of funding could be keeping them in their position? The future of the Free Basic
Electricity is dependent on universal access to electricity by all. Only with access to electricity can
eligibility to receive the subsidy be attained. Therefore, it is most important to address the needs of
those without access as these are the most disadvantaged people. However, the Free Basic
Electricity Policy is not without an end. At the development of the policy, there was no mention of
an exit strategy giving the impression that it was not well thought out from the onset. This is yet
another area requiring further attention to answer questions such as: when has the FBE achieved its
goals? When will the FBE no longer be needed? Can the FBE be phased out? How can the FBE be

phased out?

7.3 Subsidy Targeting

Targeting subsidies is an administratively difficult and expensive exercise, but it is in fact a very
important task to undertake as the financial, social and environmental impacts of many are at stake.
The targeting approaches discussed have been limited to a broad based approach and a self-targeted
approach (with or without current limiting). Both have advantages and disadvantages to them. The
broad based approach ensures that all households connected to electricity will be recipients of
some kind of subsidy, but this limits the funds available and lessens the quality of the impact made
by such an intervention when the subsidy is stretched over too many recipients. This also has the
effect that richer households are included but don’t need the subsidy, and poorer households are
excluded (no access to electricity) but need the subsidy. The self-targeting approach has the
advantage that there is less leakage to non-poor households, but does not address the issues of
richer holiday homes using little electricity thereby qualifying and receiving the FBE. Also, some
larger, poor households (or extended backyard dwellers) may not qualify for and not receive the
subsidy although they are in need of it. A disadvantage to the self-targeting approach with current
limiting is that it does not consider that many poor non-electrified households make use of
electricity via extension cords from neighbours. This means that if the main household with the
electricity connection now has limited current, the advantages of electricity use will not be realised
as there may be current overloads which could damage appliances, and cut-off the non-electrified

households from an electricity supply that they may never hope to get of their own.

7.4 Other Subsidies

When comparing targeting and implementation of other subsidies in South Africa, it was found that
these are truly incredibly difficult feats to get right. The targeting method used to deliver social
grants requires the recipient to pass an application process to qualify. This has its advantages in

that non-poor individuals are totally excluded, but it can also exclude poor individuals who have

56



not yet qualified, or cannot qualify as they have no means of registering (e.g. no ID book, proot of
residence). Again, it is the poorest of the poor, the actual intended recipients of such poverty

alleviating mechanisms, who are the hardest hit.

Free Basic Water is implemented using a broad based approach. This is an obvious method as the
administrative costs of supplying only a certain amount of water to a household is costly and
difficult. Yet, this approach also has the disadvantage of including non-poor and excluding poor
without access. Access, in the case of water, has been defined as a communal tap dispensing 25
litres of water per person per day within 200 metres of the home, whereas access to electricity is
defined as a power supply within the home. These fundamental differences in definitions make the
comparison of water and electricity problematic. For example, many more households would have
access to water than households would have access to electricity since less infrastructure is
required to meet the defined targets for water than for electricity. Within these definitions, Free
Basic Water would be more ‘successful’ in reaching the objectives of access and free water for all.
This is seen when comparing the success rates for FBW and FBE. This is yet another point that
could be explored further. FBE can learn from this, however, that a mix of approaches may be

more beneficial to beneficiary and benefactor.

7.5  Municipality duties and rights

Municipalities are legally obligated to provide basic services to the people living in its jurisdiction.
Municipalities sometimes struggle to properly administrate and cover the operational and
maintenance costs of providing electricity. Grants, such as the equitable share and the Municipal
Infrastructure Grant, are financial means to assist municipalities in meeting these obligations.
These transfers are often breaking point for municipalities to realise the provision of basic services
and extension of infrastructure, however, local governments are meant to generate and fund
themselves through the sales of such services and through the collection of rates and taxes. A point
worthy of further investigation is the intent of the MIG, which is classified for the provision of
infrastructure to permanent households located on historically under-supplied areas. This, however,
has the potential of excluding poor living in other areas as well as keeping poor in the same
geographic region as they would only thus be supplied. This is disturbing as the issue of freedom

and choice should be available to all and not only those who can pay.

7.6 Restructuring of the REDs

Originating in the need to address the inefficiencies in service delivery and rationalise tariffs to
provide fair, equitable and cost-reflective tariffs and services, the electricity distribution industry

has been restructured into Regional Electricity Distributors. The functions and performance of the
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REDs are stronger when supported by sound legislation and healthy relationships with the cities
that appoint them. The service delivery agreements will contain the foundation, but the real
substance to support the intentions and will of the city’s IDP will lie in the business plan designed
by the RED and reviewed by the city on an annual basis. It is within this business plan that the
rights of poor customers will be protected and further ensures them of a reliable supply of
electricity at the subsidised price that is the FBE. The development of the business plan will need
to be monitored as the protection of poorer communities is not yet in writing, although it is
conditionally agreed upon in the form of objectives to be achieved. Questions around the
implementation of FBE still remain: how will the recipients be targeted? How will success be
measured? How long will the FBE remain in place? These and other questions remain to be seen as

the REDs are fully established and begin delivering FBE.

CHAPTER 8: RECOMMENDATIONS AND CONCLUSIONS

8. Introduction

This paper investigated the current energy use patterns in urban South African households and
concluded the need and justification for a support mechanism to help with the operating costs of
electricity for the poor. The questions were asked why this subsidy was created and what is the
intention of the policy? The intention of the Free Basic Electricity policy was looked at in order to
determine what key performance indicators could be drawn upon to measure success. If the
intention of the policy is to alleviate poverty, then it has probably not achieved its goals. It
addresses the symptoms of the problem and not the cause, but perhaps this is in fact the way that
poverty is addressed in this day. Giving an electricity subsidy not only does not solve the problem,
it has the potential to create another entirely. In terms of Sustainable Development creating an
electricity dependent country/population is contradictory to its goal to achieve economic growth
but not at the cost of the environment. It is important to clarify that giving energy is not the
problem here, but rather what type of energy is being promoted. The policy goals can also be
achieved while providing a range of fuels, such as LPG, fuel gels, and solar (SHS and solar water
heaters) to meet the growing demand for energy. Numerous studies have shown the benefits of
electrification to be better health from cleaner energy sources, more time for homework with
lighting and more access to less expensive and efficient appliances are some of the benefits
accrued, yet in the fast developing world, electricity is not the only energy source. This should not

be fought against, but instead embraced because diversity is not inferior.
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Targeting and implementing the policy also proved to be more difficult in that many households
are excluded or included when they should not. It was asked what methods of implementation were
considered and how were they selected, how are other subsidies delivered to the poor, how are the
poor identified, who are the intended recipients of the subsidy and are they also the actual
recipients? These are all very important questions when determining the success of the policy.
However, there is still distinct leakage to non-poor households while many poor households go

without the benefits.

Funding mechanisms were investigated to understand the question of financing of the policy. The
funding is determined in a fair and equitable manner on a national level, but still excludes the
poorest of the poor from attaining any of the benefits since access to electricity still needs to be
achieved. This responds to the next question about the backyard dwellers and non-electrified

households not harnessing the benefits of FBE.

The future of the policy in light of the Regional Electricity Distributors was closer examined in terms of
understanding the impact this might have on the implementation, funding and delivery of FBE. Why
was the Electricity Distribution Industry restructured in South Africa? Would restructuring address
the inefficiencies found in the sector? It still remains to be seen how the restructuring of the EDI
will impact on the ability of municipalities to fulfil its legal obligations to provide basic services to
the poor. As arranged through service delivery agreements between the RED and the municipality,
the REDs are meant to develop a business plan which should be in line with the municipalities IDP
and therefore enshrine the rights and protection of poorer households in the community. This
business plan will also address the questions around the delivery and funding of FBE, which
remains to be seen, but if anchored with strong legislation should not be an issue. The tariffs under
the REDs will be more fair, equitable and cost-reflective and support economic growth while

giving domestic consumers a real idea of the cost of supplying electricity.

Though some questions remain unanswered but the prospective of further investigation gives hope
that pitfalls can be avoided in future decisions around the FBE and the implementation and

delivery through the RED:s.
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8.1 Recommendations

8.1.1  Free Basic Energy

Although the FBE addresses the issue of affordability, it is not the only solution to the problem of
energy poverty, as it does not reach people who are living without the electricity infrastructure, nor
can these people hope to be included in the infrastructure because they live on unsuitable land.
These people are the poorest of the poor and are not being reached by any kind of energy
infrastructure or subsidy. The government has recognised this fact and is working on the
development of a Free Basic Alternative Energy Policy. This is a worthy step to make in terms of
advancing access and promoting a more equitable share in energy services. Rolling out of other

fuels, such as LPG, is also a progressive way in addressing urban as well as rural energy needs.

8.1.2  New Residential Tariff - Free Basic Electricity delivered without leakage

Targeting FBE properly, i.e. to intended recipients of the policy only, is of utmost importance.
Once all households have been electrified in 2012 (the target date), there will be an additional 2.8
million household electricity connections and most likely all will qualify for FBE, adding an
approximate additional cost of R 22.50 (for the 50 kWh at R 0.45 per kWh) per customer per
month, R 63 million for all newly connected customers per month, R 756 million for all newly
connected customers annually. If this subsidy is still being administered to unintended residential
customers, then the subsidy will fail in its intention and fall under financial strain. Therefore, it is
essential to administer and target the subsidy appropriately with explicit tariffs to avoid

misappropriation of funding and freeing up funding for other priority areas.

Although the FBE is already administered in sorts as a step tariff, I would propose that to limit the
amount of subsidies leaked to non-poor households, a three part step tariff is implemented. This
tariff would be available to all people who used less than 150 kWh (as is intended with the self-
targeting without current limiting approach). 1 disagree with limiting the current supply of poorer
households, because this could restrict their ability to grow economically, for example with small

businesses run from the home.
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Table 7: Proposed domestic tariff scheme to reduce leakage of subsidy to non-poor households

Tariff Rate
Tariff Consumption
Category Levels Energy Charge Service Charge Free Basic
Electricity
All units consumed Service Charge 50 kWh
Use <150 kWh .
Domestic 1 above the 50 free kWh | applies at going | provided at no
per month; receive
(low charged at going rate for | rate (for a cost- | charge
FBE as 50 kWh _
consumption) low consumption as reflective tariff)
free per month.
approved by NER;
No 50 kWh
All units consumed Service Charge free; No
Domestic 2 Use > 150 kWh . . : contribution to
charged at going rate for | applies at going
(low — and < 500 kWh per 1 . cost of
Oow consumption as rate (for a cost-
medium month; do not approved by NER: reflective tariff) providing 50
consumption) | receive FBE. kWh free to
Domestic 1
customers
No free 50
All units consumed Service Charge kWh;
Domestic 3 Use > 500 kWh . . . Contribution to
charged at going rate for | applies at going
(high per month; do not high consumption as rate (for a cost- the provision of
consumption) | receive FBE. approved by NER: reflective tariff) 50 kWh free to
Domestic 1
customers.

It is not a complicated procedure for the City of Cape Town (or the RED using the CCT data) to

track customer consumption annually and categorise them according to levels of consumption. By

tracking consumption on an annual basis and placing customers into the respective categories,

leakage of the subsidy to non-poor households would be reduced drastically.

Non-poor households or customers with a second electricity connection to supplement their use

(same property with more than one house, or to run a water pump) should not receive the FBE with

the above mentioned tariff structure. Leakage to non-poor households, in fact, would be drastically

reduced. The only limitation to the above structure would be holiday homes and households using

very little electricity. These would be fewer households than the current scheme, but should be
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monitored and appropriate action taken if and when these type of connections rise. The customers
in the high consumption “Domestic 3” category could cross-subsidise the electricity use for the low

consumption “Domestic 17 category customers.

In addition to only poor households getting FBE (consuming less than 150 kWh per month), non-
poor households, that is those in the “Domestic 3™ tariff category, should be strongly encouraged to
participate in energy efficiency within the household, which is a goal in the DME White Paper.
This would reduce the peak load experienced at the power station and bring consciousness of
conserving energy and natural resources to the more fortunate. They could also feel good about
themselves as they are contributing to the declining poverty levels in their own country. This
would be because less electricity used means less capacity must be built and the current capacity
would last longer. This would ultimately reduce some of the strain on the electricity industry to
increase their supply, thus enabling them to make more sustainable energy decisions for the longer
term, rather than putting up any type of quick fix power solutions which may not be

environmentally, financially or socially sustainable.

If we are indeed living in a country where it is desired by the government to instil a notion of unity
amongst its citizens, then I believe a community effort should be played by all members of society.
Everyone can contribute to eradicating poverty, even in the smallest ways. 1 believe that in order to
balance out inequality, the rich must help the poor and the poor must help themselves. A reduction
in electricity demand from the rich implies an increase of available resources (indeed wealth) to be
redistributed. Some options in terms of reducing electricity are installing solar water heaters
(addresses the renewable energy targets), installing compact fluorescent light bulbs (CFLs), or
putting a timer on the household geyser. The advantage of these options is that people would be
contributing to the government’s commitment to balance inequality, which would instil a feeling of
pride of their nation. Possibly these options may not be widely accepted, yet is it not better to act

by choice rather than forced through legislation?

8.1.3  REDs and the poor: a strong legislation

The service delivery agreements set between the municipalities and the REDs should be the
cornerstone to fair and equitable electricity services. The results emanating from the agreements
made in this legislation are as a result of strong legislation. Eberhard (2006) suggests that strong
legislation must go hand-in-hand with strong relationships. It is the fostering of these relationships
which lead to understanding and mutually undertaking the achievement of common goals. The
REDs as they are envisaged can be beneficial to all as long as the agreements made ensure the

achievement of these shared goals.
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The RED in itself, once it has been fully established, has the opportunity to provide even more to
the accomplishment of environmental and social goals. It is recommended that the concept of
Integrated Energy Centres be developed and rolled out. REDs are in the position to take over the
role of overseeing this. If the REDs were to become the distributors of not only electricity, but
energy as well, there could be financial, technical and social advantages to the distributor as well
as the customer. The Regional Energy Distributor could help finance the setting up of Integrated
Energy Centres as part of its capacity expansion. The RED would stand to gain financially since it
would be able to access- a larger portion of the market and also provide all energy needs, not just
electricity. The higher costs of providing electricity in rural areas may go down as the RED
wouldn’t need to supply a grid connection directly. Those using a SHS could be supplemented with
other energy sources, which could be supplied by the RED via an Integrated Energy Centre.
Together with strong legislation to support this initiative, the RED could supply the nation’s
energy needs while complementing the economic growth and social objectives of the government.
This is supportive and encouraging to the poorer households to interact in the growing economy,

while giving them the means to do so.

8.2 Conclusions

South Africa is a unique developing country in that the previous political system resulted in the current
policy for Universal Access to electricity. and causing electrification to happen at an accelerated rate. Of
course there are obstacles to Universal Access, which must be addressed at national level but
implemented at local level. With the restructured electricity distribution industry, the delivery of the free
basic electricity to poor households was potentially under threat, the recommended blueprint is well
thought out and minimises as many potential disasters as possible within their constraints. The Free
Basic Electricity Policy has the chance to make a difference in the lives of more poor households,
because legislation ensures that electrification (access) continues and operating costs (affordability) are
reduced for poor households. There is always room for improvement and continued efforts should
be made by all stakeholders and customers alike to reduce inefficiencies. With the promise that all
households will be electrified by 2012, we have the hope that the needs of those living on
unsuitable land will be also be addressed, as these are truly the poorest of the poor in our urban

areas with no benefits of the electricity services which are deemed basic needs.
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APPENDIX I: GLOSSARY OF TERMS

Basic needs - food, safe water, land, safe sanitation, energy, safe environment, access to health
services, and education are termed as the basic human needs which must be met for a minimum

living standard.
City of Cape Town - refers to the Metropolitan Municipality of Cape Town.

Distribution - The conveyance of electricity through a distribution power system operating at or

below 132 kV.

Energy burden — The percent of household income spent on energy services in proportion to other

expenditures.

Energy Poverty - The condition of having less than a certain level of daily consumption of energy

necessary to maintain a minimum standard of living.
Generation - The production of electricity by any means.

Kilo Volt Ampere (kVA) — Unit of measure of power, usually depicting demand or load of
electricity used; 1 kVA =1 kW.

Kilo Watt hour (kWh) — Unit of measure of energy, usually electricity.

Mega Joule (MJ) —Unit of measure of energy. One kWh = 3.6 MJ.

Mega Watt (MW) — Unit of measure of power. One MW = 1000 kW,

Poor — financially identified as those in the first two income quintiles.

Poorest of the poor - financially identified as those in the first income quintile.

Poverty - the inability to attain a minimum standard of living, measured in terms of basic

consumption needs or the income required to satisfy these.

Poverty line — The threshold of cost of living, below which a person or household is considered
poor (expenditure of less than R 323.54 per household per month, or income of less than R1200

per household per month).

Transmission- The conveyance of clectricity through a transmission power systcm opcrating

above 132 kV.
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APPENDIX 2:

2004/05

EXTRACTS

FROM THE NATIONAL

BUDGET

The table below is an extract of the national budget for the fiscal year 2004/05 and shows the

funding priorities for various areas relevant to this study.

. . Budget
Vote | Subsection | Schedule Area Aim R(‘000)
To develop and promote a national system
Provincial and Local | of integrated and cooperative governance,
5 - . 12 850 768
Government and to support provincial and local
government
To strengthen service delivery capacity for
. . local government to enable municipalities to
Free Basic Services . o
5 5 meet their constitutional mandate by | 28 989
and Infrastructure . . . .
increasing, in a sustainable manner, access
to basic services to all communities
. Provide for the conditional grants to the
Provincial and Local rovincial and local spheres of government
5 6 Government provincial an spheres of gove 12 566 924
that are directly administered by the
Transfers
department
Local Government
> 6 Equitable Share ) 7677546
5 6 Municipal . System | 182 243
Implementation
5 6 Infrastructure - 4 445943
Public  Enterprises: | Develop, implement and manage the
9 2 Restructuring  State- | restructuring process to meet governments | 25 446
Owned Enterprises social and economic objectives
Engage in supportive intervention and | 27519
Public Service and | partnerships, which enhance, in the public of total Publi
Administration: service, both  the efficiency and i ¢
10 4 . . . . ) . Service budget
Service Delivery | effectiveness and innovation learning and of
Improvement knowledge-based models and practises of
service delivery 126 626
521210
Develop, implement and monitor strategies .
19 7 Social Development: | for  poverty  alleviation,  undertake %ivt:]tgl mSec:tlal
Poverty Alleviation community development programmes and P
.. budget of
support non-profit organisations
4548 410
To provide an equitable and sustainable
30 Land Affairs land dispensation that promotes social and | 1 788 152
economic development
To formulate and implement an overall
3 Minerals and Energy | inerals and energy policy in order to | o5, 0,
ensure the optimum utilisation of minerals
and energy resources
31 5 Associated Service Provide related services in support of the | 1 509 013

Department’s mandate through the funding

69




of statutory bodies and organisations

Electricity
31 Distribution Industry 54 000
Holding Company
31 Eskom 819 829
Conditional Grant to
local government -
31 Integrated  National 247 577
Electrification
Programme
To ensure the availability and supply of
water at a national level to facilitate
Water Affairs  and equ1tabl§ and sustainable somaI. and
34 economic development; ensure the universal | 3 302 144
Forestry . .
and efficient supply of water services at
local level;, and promote the sustainable
management of forests
Ensure that all people living in South Africa
34 Water Services have access to adequate, sa.fe,.approp.rlate 1333 772
and affordable water and sanitation services,
use water wisely and practise safe sanitation
Conditional Grant to
local government -
34 water services 858 334
operating and
transfers subsidy
Conditional Grant to
34 local government - 160 279

implementation  of
water services project
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APPENDIX 3: RELEVANT ACTS, POLICIES AND LEGISLATION

This appendix contains direct extracts from relevant acts, bills, policies and legislation referred to
in the main text of this dissertation.

Constitution Act 108 of 1996

The following extracted information from the Constitution is relevant to the establishment, powers, duties and
executive legislative authority of municipalities.

Chapter 7: Local Government

151. Status of municipalities

L.

The local sphere of government consists of municipalities, which must be established for the whole
of the territory of the Republic.

The executive and legislative authority of a municipality is vested in its Municipal Council.

A municipality has the right to govern, on its own initiative, the local government affairs of its
community, subject to national and provincial legislation, as provided for in the Constitution.

The national or a provincial government may not compromise or impede a municipality's ability or
right to exercise its powers or perform its functions.

152. Objects of local government

1.

2.

The objects of local government are -
a. to provide democratic and accountable government for local communities;
b. to ensure the provision of services to communities in a sustainable manner;
c. to promote social and economic development;
d. to promote a safe and healthy environment; and

e. to encourage the involvement of communities and community organisations in the matters
of local government.

A municipality must strive, within its financial and administrative capacity. to achieve the objects set
out in subsection (1).

153. Developmental duties of municipalities

A municipality must

a.

b.

structure and manage its administration, and budgeting and planning processes to give priority to the
basic needs of the community, and to promote the social and economic development of the
community: and

participate in national and provincial development programmes.

154. Municipalities in co-operative government

I

The national government and provincial governments, by legislative and other measures, must
support and strengthen the capacity of municipalities to manage their own affairs, to exercise their
powers and to perform their functions.

Draft national or provincial legislation that affects the status, institutions, powers or functions of
local government must be published for public comment before it is introduced in Parliament or a
provincial legislature, in a manner that allows organised local government, municipalities and other
interested persons an opportunity to make representations with regard to the draft legislation.

155. Establishment of municipalities

Al



1. There are the following categories of municipality:

a. Category A: A municipality that has exclusive municipal executive and legislative
authority in its area.

b. Category B: A municipality that shares municipal executive and legislative authority in its
area with a category C municipality within whose area it falls.

c. Category C: A municipality that has municipal executive and legislative authority in an
area that includes more than one municipality.

2. National legislation must define the different types of municipality that may be established within
each category.

3. National legislation must

a. establish the criteria for determining when an area should have a single category A
municipality or when it should have municipalities of both category B and category C;

b. establish criteria and procedures for the determination of municipal boundaries by an
independent authority; and

c. subject to section 229, make provision for an appropriate division of powers and functions
between municipalities when an area has municipalities of both category B and category C.
A division of powers and functions between a category B municipality and a category C
municipality may differ from the division of powers and functions between another
category B municipality and that category C municipality.

4. The legislation referred to in subsection (3) must take into account the need to provide municipal
services in an equitable and sustainable manner.

5. Provincial legislation must determine the different types of municipality to be established in the
province.

6. Each provincial government must establish municipalities in its province in a manner consistent with
the legislation enacted in terms of subsections (2) and (3) and, by legislative or other measures, must

a. provide for the monitoring and support of local government in the province; and

b. promote the development of local government capacity to enable municipalities to perform
their functions and manage their own affairs.

A. [f the criteria envisaged in subsection (3) (b) cannot be fulfilled without a municipal boundary
extending across a provincial boundary-

a. that municipal boundary may be determined across the provincial boundary, but only-
I with the concurrence of the provinces concerned; and

il. after the respective provincial executives have been authorised by national
legislation to establish a municipality within that municipal area; and

b. national legislation may-

i. subject to subsection (5), provide for the establishment in that municipal area of a
municipality of a type agreed to between the provinces concerned;

il provide a framework for the exercise of provincial executive authority in that
municipal area and with regard to that municipality; and
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iii.  provide for the re-determination of municipal boundaries where one of the
provinces concerned withdraws its support of a municipal boundary determined in
terms of paragraph (a).

[Subs-s. (6A) inserted by s. 1 of Act No. 87 0f 1998.}
7. The national government, subject to section 44, and the provincial governments have the legislative
and executive authority to see to the effective performance by municipalities of their functions in

respect of matters listed in Schedules 4 and 5, by regulating the exercise by municipalities of their
executive authority referred to in section 156(1).

156. Powers and functions of municipalities
1. A municipality has executive authority in respect of, and has the right to administer
a. the local government matters listed in Part B of Schedule 4 and Part B of Schedule 5: and
b. any other matter assigned to it by national or provincial legislation.

2. A municipality may make and administer by-laws for the effective administration of the matters
which it has the right to administer.

3. Subject to section 151(4), a by-law that conflicts with national or provincial legislation is invalid. If
there is a conflict between a by-law and national or provincial legislation that is inoperative because
of a conflict referred to in section 149, the by-law must be regarded as valid for as long as that
legislation is inoperative.

4. The national government and provincial governments must assign to a municipality, by agreement
and subject to any conditions, the administration of a matter listed in Part A of Schedule 4 or Part A
of Schedule 5 which necessarily relates to local government, if

a. that matter would most effectively be administered locally; and
b. the municipality has the capacity to administer it.

5. A municipality has the right to exercise any power concerning a matter reasonably necessary for, or
incidental to, the effective performance of its functions.

Part A of Schedule 4 (Functional areas of concurrent national and provincial legislative
competence) refers to the following relevant matters:

Environment
Housing

Municipal public works only in respect of the needs of municipalities in the discharge of their
responsibilities to administer functions specifically assigned to them under this Constitution or any
other law

Part B of Schedule 4 refers to the following relevant matters:
Air pollution

Electricity and gas reticulation

Municipal planning

Municipal public works only in respect of the needs of municipalities in the discharge of their
responsibilities to administer functions specifically assigned to them under this Constitution or any
other law

214. Equitable shares and allocations of revenue
1. An Act of Parliament must provide for —

a. the equitable division of revenue rased nationally among national, provincial and local
spheres of government;
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b. the determination of each provinces, ocal government or municipalities share of that
revenue; and

¢. any other allocations to provinces, local government or municipalities from national
government’s share of that revenue, and any conditions on which those allocations may be
made.

2. The Act referred to in subsection 1 may be enacted only after the provincial governments, organized
local government and the Financial and Fiscal Commission have been consulted, and any
recommendations of the Commission have been considered, and must take into account —

the national interest;

b. any provision that must be made in respect of the national debt and other national
obligations;

the needs and interests of the national government, determined by objective criteria;

d. the need to ensure that the provinces and municipalities are able to provide basic services
and perform the functions allocated to them;

the fical capacity and efficiency of the provinces, local government and municipalities;
economic disparities within and among the provinces;

obligations of the provinces and municipalities in terms of national legislation;

5 e oo

the desirability of stable and predictable allocations of revenue shares; and

[

the need for flexibility in responding to emergencies or other temporary needs, and other
factors based on similar objective criteria.

227. National sources of provincial and local government funding
1. Local government and each province —

a. is entitled to an equitable share of revenue raised nationally to enable it to provide basic
services and perform the functions allocated to it; and

b. may receive other allocations from national government revenue, either conditionally or
unconditionally.

2. Additional revenue raised by province or municipalities may not be deducted from their share of
revenue raised nationally, or from other allocations made to them out of national government
revenue. Equally, there is no obligation on the national government to compensate provinces or
municipalities that do not raise revenue commensurate with their fiscal capacity and tax base.

3. A province’s equitable share of revenue raised nationally must be transferred to the province
promptly and without deduction, except when the transfer has been stopped in terms of section 216.

4. A province must provide for itself any resources that it requires, in terms of a provision of its
provincial constitution, that are additional to its requirements envisaged in the Constitution.

Electricity Act 41 of 1987

To provide for the continued existence of the Electricity Control Regulator and for control of the generation
and supply of electricity; and for matters connected therewith.

Electricity Amendment Act 58 of 1989

To amend the Electricity Act, 1987, so as to provide for a levy on electricity; to alter the circumstances in
which a licence shall not be required for the generation of electricity; and to provide for the transfer of
servitudes on the transfer of undertakings; and to provide for incidental matters.

Electricity Amendment Act 46 of 1994
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To amend the Electricity Act, 1987, so as to delete or substitute certain definitions; to provide for the
continued existence of the Electricity Control Board as the National Electricity Regulator: to apply certain
provisions of the Act to other institutions and bodies; and to provide for matters connected therewith.

Electricity Amendment Act 60 of 1995

To amend the Electricity Act, 1987, so as to declare the National Electricity Regulator a juristic person; to
make provision for the appointment, conditions of employment and functions of the chief executive officer
and employees of the said National Electricity Regulator; and to make provision for the funding and
accountability of and reporting by the said National Electricity Regulator; and to make provision for matters
in connection therewith.

Electricity Distribution Industry Restructuring Bill

The purpose of the Electricity Distribution Industry Restructuring Bill is to establish a national framework for
the restructuring of the distribution industry, to provide for the creation of regional electricity distributors into
which the relevant officers. employees, assets, labilities, rights and obligations may be transferred, to
provide for certain structures and functions in the restructured electricity distribution industry, and to provide
for matters connected therewith.

Electricity Regulation Bill

The purpose of the Electricity Regulation Bill is “to establish a national regulatory framework for the
electricity supply industry; to make the National Energy Regulator the custodian and enforcer of the national
electricity regulatory framework; to provide for licences and registration as the manner in which generation,
transmission, distribution, trading and the import and export of electricity are regulated; to provide for the
establishment of national norms and standards to regulate reticulation; and to provide for matters connected
therewith.”

Municipal Demarcation Act 27 of 1998

The purpose of the Municipal Demarcation Act 27 of 1998 is “to provide for criteria and procedures for the
determination of municipal boundaries by an independent authority; and to provide for matters connected
thereto.”

Municipal Financial Management Act 56 of 2003

The purpose of the Municipal Finance Management Act 56 of 2003 is “to secure sound and sustainable
management of the financial affairs of municipalities and other institutions in the local sphere of government;
to establish treasury norms and standards for the local sphere of government; and to provide for matters
connected therewith.”

CHAPTER 4: MUNICIPAL BUDGETS
15. Appropriation of funds for expenditure
A municipality may, except where otherwise provided in this Act, incur expenditure only-
(a) in terms of an approved budget; and
(b) within the limits of the amounts appropriated for the different votes in an approved budget.
16. Annual budgets
(1) The council of a municipality must for each financial year approve an annual budget for the
municipality before the start of that financial year.
(2) In order for a municipality to comply with subsection (1), the mayor of the municipality must table
the annual budget at a council meeting at least 90 days before the start of the budget year.
(3) Subsection (1) does not preclude the appropriation of money for capital expenditure for a period not
exceeding three financial years, provided a separate appropriation is made for each of those financial
years.
18. Funding of expenditure
(1) An annual budget may only be funded from-
(a) realistically anticipated revenues to be collected;
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(b) cash-backed accumulated funds from previous years' surpluses not committed for other

purposes; and

{¢) borrowed funds, but only for the capital budget referred to in section 17 (2).
(2) Revenue projections in the budget must be realistic, taking into account-

(a) projected revenue for the current year based on collection levels to date; and

(h) actual revenue collected in previous financial years.

CHAPTER 5: CO-OPERATIVE GOVERNMENT
36. National and provincial allocations to municipalities

(1) In order to provide predictability and certainty about the sources and levels of intergovernmental
funding for municipalities, the accounting officer of a national or provincial department and the
accounting authority of a national or provincial public entity responsible for the transfer of any proposed
allocations to a municipality, must by no later than 20 January of each year notify the National Treasury
or the relevant provincial treasury, as may be appropriate, of all proposed allocations, and the projected
amounts of those allocations, to be transferred to each municipality during each of the next three
financial years.
(2) The Minister or the MEC responsible for finance in a province must, to the extent possible, when
tabling the national annual budget in the National Assembly or the provincial annual budget in the
provincial legislature, make public particulars of any allocations due to each municipality in terms of that
budget, including the amount to be transferred to the municipality during each of the next three financial
years.

Municipal Structures Act 117

The purpose of the Municipal Structure Act 117 of 1998 is “to provide for the establishment of municipalities
in accordance with the requirements relating to categories and types of municipality; to establish criteria for
determining the category of municipality to be established in an area; to define the types of municipality that
may be established within each category; to provide for an appropriate division of functions and powers
between categories of municipality; to regulate the internal systems, structures and office-bearers of
municipalities; to provide for appropriate electoral systems; and to provide for matters in connection
therewith.”

CHAPTER 1: CATEGORIES AND TYPES OF MUNICIPALITY
Part: Categories of municipality
2. Areas which must have category A municipalities
An area must have a single category A municipality if that area can reasonably be regarded as-
(a) a conurbation featuring-
(1) areas of high population density;
(i1) an intense movement of people, goods, and services;
(11i) extensive development; and
(iv) multiple business districts and industrial areas;
(b) a centre of economic activity with a complex and diverse economy;
(c) a single area for which integrated development planning 1s desirable; and
(d) having strong interdependent social and economic linkages between its constituent units.
8. Types of category A municipalities
There are the following types of category A municipalities:
(a) a municipality with a collective executive system,;
(b) a municipality with a collective executive system combined with a subcouncil participatory
system,;
(¢) a municipality with a collective executive system combined with a ward participatory system;
(d) a municipality with a collective executive system combined with both a subcouncil and a ward
participatory system;
(e) a municipality with a mayoral executive system;
() a municipality with a mayoral executive system combined with a subcouncil participatory
system;
(g) a municipality with a mayoral executive system combined with a ward participatory system;
and
(h) a municipality with a mayoral executive system combined with both a subcouncil and a ward
participatory system.
CHAPTER 5: FUNCTIONS AND POWERS OF MUNICIPALITIES
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83. General
(1) A municipality has the functions and powers assigned to it in terms of sections 156 and 229 of the
Constitution. '
(2) The functions and powers referred to in subsection (1) must be divided in the case of a district
municipality and the local municipalities within the area of the district municipality, as set out in this
Chapter.
(3) A district municipality must seek to achieve the integrated, sustainable and equitable social and
economic development of its area as a whole by-
(a) ensuring integrated development planning for the district as a whole;
(b) promoting bulk infrastructural development and services for the district as a whole;
(c) building the capacity of local municipalities in its area to perform their functions and exercise their
powers where such capacity is lacking; and
(d) promoting the equitable distribution of resources between the local municipalities in its area to ensure
appropriate levels of municipal services within the area.
84. Division of functions and powers between district and local municipalities
(1) A district municipality has the following functions and powers:
(a) Integrated development planning for the district municipality as a whole, including a framework for
integrated development plans of all municipalities in the area of the district municipality.
(b) Potable water supply systems.
(¢) Bulk supply of electricity, which includes for the purposes of such supply, the transmission,
distribution and, where applicable, the generation of electricity.
(d) Domestic waste-water and sewage disposal systems.
(e) Solid waste disposal sites, in so far as it relates to-
(1) the determination of a waste disposal strategy;
(i1) the regulation of waste disposal;
(111) the establishment, operation and control of waste disposal sites, bulk waste transfer facilities and
waste disposal facilities for more than one local municipality in the district.

{n) Municipal public works relating to any of the above functions or any other functions assigned to the

district municipality.

(o) The receipt, allocation and, if applicable, the distribution of grants made to the district municipality.

(p) The imposition and collection of taxes, levies and duties as related to the above functions or as may

be assigned to the district municipality in terms of national legislation.
(2) A local municipality has the functions and powers referred to in section 83 (1), excluding those functions
and powers vested in terms of subsection (1) of this section in the district municipality in whose area it falls.
(3) (a) The Minister may, by notice in the Government Gazeite, and after consultation with the Cabinet
member responsible for the functional area in question, and after consulting the MEC for local government in
the province and, if applicable, subject to national legislation, authorise a local municipality to perform a
function or exercise a power mentioned in subsection (1) (b), (¢), (d) or (i) in its area or any aspect of such
function or power.

(b) The Minister must in the notice referred to in paragraph (a) regulate the legal, practical and other
consequences of the authorisation, which may include-
(1) the transfer of staff;
(11) the transfer of assets, liabilities, rights and obligations, and administrative and other
records; and
(1i1) the continued application of any by-laws and resolutions in the area of the
municipalities concerned and the extent of such application.
{c) The Minister may-
(i) amend a notice issued in terms of paragraph (a); and
(11) regulate the legal, practical and other consequences of such amendment; and
(d) Whenever the Minister revokes an authorisation envisaged by paragraph (a), the Minister must in
the notice revoking that authorisation regulate the legal, practical and other consequences of the
revocation, which may include-
(1) the transfer of staff;,
(i1) the transfer of assets, liabilities, rights, obligations and administrative and other records;
and
(1i1) the continued application of any by-laws and resolutions in the area of the
municipalities in question and the extent of such application.
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(e) The Minister must comply with the consultation requirements as set out in paragraph (a) when a
power referred to in paragraph (c¢) or (d) is to be exercised.

Municipal Systems Act 32 of 2000

To provide for the core principles, mechanisms and processes that are necessary to enable municipalities to
move progressively towards the social and economic upliftment of local communities, and ensure universal
access to essential services that are affordable to all; to define the legal nature of a municipality as including
the local community within the municipal area, working in partnership with the municipality's political and
administrative structures; to provide for the manner in which municipal powers and functions are exercised
and performed; to provide for community participation; to establish a simple and enabling framework for the
core processes of planning, performance management, resource mobilisation and organisational change
which underpin the notion of developmental local government; to provide a framework for local public
administration and human resource development; to empower the poor and ensure that municipalities put in
place service tariffs and credit control policies that take their needs into account by providing a framework
for the provision of services, service delivery agreements and municipal service districts; to provide for credit
control and debt collection; to establish a framework for support, monitoring and standard setting by other
spheres of government in order to progressively build local government into an efficient, frontline
development agency capable of integrating the activities of all spheres of government for the overall social
and economic upliftment of communities in harmony with their local natural environment; to provide for
legal matters pertaining to local government; and to provide for matters incidental thereto.

CHAPTER 2: LEGAL NATURE AND RIGHTS AND DUTIES OF MUNICIPALITIES
4. Rights and duties of municipal councils
(1) The council of a municipality has the right to-
(a) govern on its own initiative the local government affairs of the local community;
(b) exercise the municipality's executive and legislative authority, and to do so without
improper interference; and
(c) finance the affairs of the municipality by-
(i) charging fees for services; and
(1) imposing surcharges on fees, rates on property and, to the extent authorised by
national legislation, other taxes, levies and duties.
(2) The council of a municipality, within the municipality's financial and administrative capacity and
having regard to practical considerations, has the duty to-
(a) exercise the municipality's executive and legislative authority and use the resources of the
municipality in the best interests of the local community;
(b) provide, without favour or prejudice, democratic and accountable government;
(c) encourage the involvement of the local community;
(d) strive to ensure that municipal services are provided to the local community in a financially
and environmentally sustainable manner;
(e) consult the local community about-
(1) the level, quality, range and impact of municipal services provided by the
municipality, either directly or through another service provider; and
(ii) the available options for service delivery;
(f) give members of the local community equitable access to the municipal services to which
they are entitled;
(g) promote and undertake development in the municipality;
(h) promote gender equity in the exercise of the municipality's executive and legislative
authority;
(1) promote a safe and healthy environment in the municipality; and
(/) contribute, together with other organs of state, to the progressive realisation of the
fundamental rights contained in sections 24, 25, 26, 27 and 29 of the Constitution.
(3) A municipality must in the exercise of its executive and legislative authority respect the rights of
citizens and those of other persons protected by the Bill of Rights.
CHAPTER 3: MUNICIPAL FUNCTIONS AND POWERS
8. General empowerment
(1) A municipality has all the functions and powers conferred by or assigned to it in terms of the
Constitution, and must exercise them subject to Chapter S of the Municipal Structures Act.
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(2) A municipality has the right to do anything reasonably necessary for, or incidental to, the effective
performance of its functions and the exercise of its powers.
11. Executive and legislative authority
(1) The executive and legislative authority of a municipality is exercised by the council of the
municipality, and the council takes all the decisions of the municipality subject to section 59.
(2) A municipality may exercise executive and legislative authority within its boundaries only, but may,
by written agreement with another municipality and subject to Chapter 5 of the Municipal Structures Act
and other applicable national legislation, exercise executive authority in the area of that other
municipality.
(3) A municipality exercises its legislative or executive authority by-
(a) developing and adopting policies, plans, strategies and programmes, including setting targets
for delivery;
(b) promoting and undertaking development;
(c) establishing and maintaining an administration;
(d) administering and regulating its internal affairs and the local government affairs of the local
community;
(e) implementing applicable national and provincial legislation and its bylaws;
(f) providing municipal services to the local community, or appointing appropriate service
providers in accordance with the criteria and process set out in section 78;
(g) monitoring and, where appropriate, regulating municipal services where those services are
provided by service providers other than the municipality;
(h) preparing, approving and implementing its budgets;
(1) imposing and recovering rates, taxes, levies, duties, service fees and surcharges on fees,
including setting and implementing tariff, rates and tax and debt collection policies;
() monitoring the impact and effectiveness of any services, policies, programmes or plans;
(k) establishing and implementing performance management systems;
(1) promoting a safe and healthy environment;
(m) passing by-laws and taking decisions on any of the above-mentioned matters; and
(n) doing anything else within its legislative and executive competence.
CHAPTER 5: INTEGRATED DEVELOPMENT PLANNING
Part 1: General
23. Municipal planning to be developmentally oriented
(1) A municipality must undertake developmentally-oriented planning so as to ensure that it-
(a) strives to achieve the objects of local government set out in section 152 of the Constitution;
(b) gives effect to its developmental duties as required by section 153 of the Constitution; and
(c) together with other organs of state contribute to the progressive realization of the fundamental rights
contained in sections 24, 25, 26, 27 and 29 of the Constitution.
(2) Subsection (1) must be read with Chapter I of the Development Facilitation Act, 1995 (Act 67 of 1995).
24, Municipal planning in co-operative government
(1) The planning undertaken by a municipality must be aligned with, and complement, the development plans
and strategies of other affected municipalities and other organs of state so as to give effect to the principles of
co-operative government contained in section 41 of the Constitution.
(2) Municipalities must participate in national and provincial development programmes as required in section
153 (b) of the Constitution.
(3) If municipalities are required to comply with planning requirements in terms of national or provincial
legislation, the responsible organs of state must-
(a) align the implementation of that legislation with the provisions of this Chapter; and
(b) in such implementation-
(1) consult with the affected municipality; and
(11) take reasonable steps to assist the municipality to meet the time limit mentioned in section 25 and the
other requirements of this Chapter applicable to its integrated development plan.
(4) An organ of state initiating national or provincial legislation requiring municipalities to comply with
planning requirements, must consult with organised local government before the legislation is introduced in
Parliament or a provincial legislature, or, in the case of subordinate legislation, before that legislation is
enacted.
25. Adoption of integrated development plans
(1) Each municipal council must, within a prescribed period after the start of its elected term, adopt a single,
inclusive and strategic plan for the development of the municipality which-
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(a) links, integrates and co-ordinates plans and takes into account proposals for the development of the
municipality;

(b) aligns the resources and capacity of the municipality with the implementation of the plan;

(c) forms the policy framework and general basis on which annual budgets must be based;

(d) complies with the provisions of this Chapter; and

(e) is compatible with national and provincial development plans and planning requirements binding on the
municipality in terms of legislation.

(2) An integrated development plan adopted by a municipal council in terms of subsection (1) may be
amended in terms of section 34 and remains in force until an integrated development plan is adopted by the
next elected council.

(3) (a) A newly elected municipal council may, within the prescribed period referred to in subsection (1),
adopt the integrated development plan of its predecessor, but before taking a decision it must comply with
section 29 (1) (b) (i), (c) and (d).

(b) A newly elected municipal council that adopts the integrated development plan of its predecessor with
amendments, must effect the amendments in accordance with the process referred to in section 34 (b).

(4) A municipality must, within 14 days of the adoption of its integrated development plan in terms of
subsection (1) or (3)-

(a) give notice to the public-

(1) of the adoption of the plan; and

(i1) that copies of or extracts from the plan are available for public inspection at specified places; and

(b) publicise a summary of the plan.

Part 2: Contents of integrated development plans

26. Core components of integrated development plans

An integrated development plan must reflect-

(a) the municipal council's vision for the long term development of the municipality with special emphasis on
the municipality's most critical development and internal transformation needs;

(b) an assessment of the existing level of development in the municipality, which must include an
identification of communities which do not have access to basic municipal services;

(¢) the council's development priorities and objectives for its elected term, including its local economic
development aims and its internal transformation needs;

(d) the council's development strategies which must be aligned with any national or provincial sectoral plans
and planning requirements binding on the municipality in terms of legislation;

(e) a spatial development framework which must include the provision of basic guidelines for a land use
management system for the municipality;

() the council's operational strategies;

(g) applicable disaster management plans;

(h) a financial plan, which must include a budget projection for at least the next three years; and

(1) the key performance indicators and performance targets determined in terms of section 41.

34. Annual review and amendment of integrated development plan

A municipal council-

(a) must review its integrated development plan-

(1) annually in accordance with an assessment of its performance measurements in terms of section 41; and
(ii) to the extent that changing circumstances so demand; and

(b) may amend its integrated development plan in accordance with a prescribed process.

Part 4: Miscellaneous

35. Status of integrated development plan

(1) An integrated development plan adopted by the council of a municipality-

(a) is the principal strategic planning instrument which guides and informs all planning and development, and
all decisions with regard to planning, management and development, in the municipality;

(b) binds the municipality in the exercise of its executive authority, except to the extent of any inconsistency
between a municipality's integrated development plan and national or provincial legislation, in which case
such legislation prevails; and

(c) binds all other persons to the extent that those parts of the integrated development plan that impose duties
or affect the rights of those persons have been passed as a by-law.

(2) A spatial development framework contained in an integrated development plan prevails over a plan as
defined in section 1 of the Physical Planning Act, 1991 (Act 125 of 1991).

36. Municipality to give effect to integrated development plan

A municipality must give effect to its integrated development plan and conduct its affairs in a manner which
is consistent with its integrated development plan.
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37. Regulations and guidelines
(1) The Minister may for the purposes of this Chapter make regulations or issue guidelines in terms of section
120 to provide for or to regulate the following matters:
(a) incentives to ensure that municipalities adopt their integrated development plans within the applicable
prescribed period, and comply with the provisions of this Act concerning the planning, drafting, adoption and
review of those plans;
(b) the detail of integrated development plans taking into account the requirements of other applicable
national legislation;
(c) criteria municipalities must take into account when planning, drafting, adopting or reviewing their
integrated development plans;
(d) the detail of the process for the planning, drafting, adoption and review of integrated development plans;
(e) a process for the amendment of integrated development plans;
(f) the manner in which an objection must be referred to an ad hoc committee envisaged in section 33;
(g/) the manner in which written evidence or documents must be submitted to an ad hoc committee;
(h) the proceedings of an ad hoc committee; and
(i) any other matter that may facilitate-
(1) integrated development planning and the drafting of integrated
development plans; or
(i1) the application of this Chapter.
(2) When making regulations or issuing guidelines in terms of section 120 to provide for or to regulate the
matters mentioned in subsection (1) (b), (¢), (d) and (e) of this section, the Minister must-
(a) take into account the capacity of municipalities to comply with those matters; and
(b) differentiate between different kinds of municipalities according to their respective capacities.
(3) The Minister, by notice in the Gazette, may phase in the application of the provisions of this Chapter
which place a financial or administrative burden on municipalities.
(4) A notice in terms of subsection (3) may-
(a) determine different dates on which different provisions of this Chapter becomes applicable to
municipalities;
(b) apply to all municipalities generally;
(c) differentiate between different kinds of municipalities which may, for the purpose of the phasing in of the
relevant provisions, be defined in the notice in relation to categories or types of municipalities or in any other
way; or
(d) apply to a specific kind of municipality only, as defined in the notice.
CHAPTER 6: PERFORMANCE MANAGEMENT
41: Core components
(1) A municipality must in terms of its performance management system and in accordance with any
regulations and guidelines that may be prescribed-
(a) set appropriate key performance indicators as a yardstick for measuring performance, including
outcomes and impact, with regard to the municipality's development priorities and objectives set
out in its
integrated development plan;
(b) set measurable performance targets with regard to each of those development priorities and
objectives;
(c) with regard to each of those development priorities and objectives and against the key
performance indicators and targets set in terms of paragraphs (a) and (b)-
(i) monitor performance; and
(ii) measure and review performance at least once per year;
(d) take steps to improve performance with regard to those development priorities and objectives
where performance targets are not met; and
(e) establish a process of regular reporting to-
(i) the council, other political structures, political office bearers and staff of the municipality;
and
(i1) the public and appropriate organs of state.
(2) The system applied by a municipality in compliance with subsection (1) (¢) must be devised in such a
way that it may serve as an early warning indicator of underperformance
CHAPTER 8: MUNICIPAL SERVICES
73. General duty
(1) A municipality must give effect to the provisions of the Constitution and-
(a) give priority to the basic needs of the local community

81



(b) promote the development of the local community; and
(c) ensure that all members of the local community have access to at least the
minimum level of basic municipal services.
(2) Municipal services must-
(a) be equitable and accessible;
(b) be provided in a manner that is conducive to-
(i) the prudent, economic, efficient and effective use of available resources; and
(ii) the improvement of standards of quality over time;
(c) be financially sustainable;
(d) be environmentally sustainable; and
(e) be regularly reviewed with a view to upgrading, extension and improvement.
Part 1: Service tariffs
74. Tariff policy
(1) A municipal council must adopt and implement a tariff policy on the levying of fees for municipal
services provided by the municipality itself or by way of service delivery agreements, and which complies
with the provisions of this Act, the Municipal Finance Management Act and any other applicable
legislation.
(2) A tariff policy must reflect at least the following principles, namely that-
(a) users of municipal services should be treated equitably in the application of tariffs
(b) the amount individual users pay for services should generally be in proportion to their use of
that service;
(c) poor households must have access to at least basic services through-
(1) tariffs that cover only operating and maintenance costs,
(11) special tariffs or life line tariffs for low levels of use or consumption of services or for
basic levels of service; or
(i11) any other direct or indirect method of subsidisation of tariffs for poor households;
(d) tariffs must reflect the costs reasonably associated with rendering the service, including capital,
operating, maintenance, administration and replacement costs, and interest charges;
(e) tariffs must be set at levels that facilitate the financial sustainability of the service, taking into
account subsidisation from sources other than the service concerned;
(f) provision may be made in appropriate circumstances for a surcharge on the tariff for a service;
(g) provision may be made for the promotion of local economic development through special
tariffs for categories of commercial and industrial users;
(h) the economical, efficient and effective use of resources, the recycling of waste, and other
appropriate environmental objectives must be encouraged;
(i) the extent of subsidisation of tariffs for poor households and other categories of users should be
fully disclosed.
(3) A tariff policy may differentiate between different categories of users, debtors, service providers,
services, service standards, geographical areas and other matters as long as the differentiation does not
amount to unfair discrimination.
75: By-laws to give effect to policy
(1) A municipal council must adopt by-laws to give effect to the implementation and enforcement of its
taniff policy.
(2) By-laws in terms of subsection (1) may differentiate between different categories of users, debtors,
service providers, services, service standards and geographical areas as long as such differentiation does
not amount to unfair discrimination.
Part 2: Provision of services
76: Mechanisms for provision of services
A municipality may provide a municipal service in its area or a part of its area through-
(a) an internal mechanism, which may be-
(1) a department or other administrative unit within its administration;
(i1) any business unit devised by the municipality, provided it operates within the
municipality's administration and under the control of the council in accordance with
operational and performance criteria
determined by the council; or
(iii) any other component of its administration; or
(b) an external mechanism by entering into a service delivery agreement with-
(1) a municipal entity;
(i1) another municipality;
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(iii) an organ of state, including
(aa) a water services committee established in terms of the Water
(bb) a licensed service provider registered or recognised in terms of national
legislation; and
(cc) a traditional authority;
(iv) a community based organisation or other non-governmental organisation legally
competent to enter into such an agreement, or
(v) any other institution, entity or person legally competent to operate a business activity.
77: Occasions when municipalities must review and decide on mechanisms to provide municipal
services
A municipality must review and decide on the appropriate mechanism to provide a municipal service in the
municipality or a part of the municipality-
(a) in the case of a municipal service provided through an internal mechanism contemplated in
section 76, when-
(1) an existing municipal service is to be significantly upgraded, extended or improved,
(11) a performance evaluation in terms of Chapter 6 requires a review of the mechanism;
or
(ii1) the municipality is restructured or re-organised in terms of the Municipal Structures
Act;
(b) in the case of a2 municipal service provided through an external mechanism contemplated in
section 76, when-
(i) a performance evaluation in terms of Chapter 6 requires a review of the service
delivery agreement;
(ii) the service delivery agreement is anticipated to expire or be terminated within the
next 12 months; or
(iii) an existing municipal service or part of that municipal service is to be significantly
upgraded, extended or improved and such upgrade, extension or improvement is not
addressed in the service delivery
agreement;
(c) when a review is required by an intervention in terms of section 139 of the Constitution;
(d) when a new municipal service is to be provided;
(e) when requested by the local community through mechanisms, processes and procedures
established in terms of Chapter 4; or
() when a review of its integrated development plan requires a review of the delivery
mechanism.
78: Criteria and process for deciding on mechanisms to provide municipal services
(1) When a municipality has in terms of section 77 to decide on a mechanism to provide a municipal
service in the municipality or a part of the municipality, or to review any existing mechanism
(a) it must first assess-
(i) the direct and indirect costs and benefits associated with the project if the service is
provided by the municipality through an internal mechanism, including the expected
effect on the environment and on
human health, well-being and safety;
(ii) the municipality's capacity and potential future capacity to furnish the skills,
expertise and resources necessary for the provision of the service through an internal
mechanism mentioned in section 76 (a);
(iii) the extent to which the re-organisation of its administration and the development
of the human resource capacity within that administration, as provided for in sections
51 and 68, respectively, could be utilised to provide a service through an internal
mechanism mentioned in section 76 (a);
(iv) the likely impact on development, job creation and employment patterns in the
municipality, and
(v) the views of organised labour; and
(b) it may take into account any developing trends in the sustainable provision of municipal
services generally.
(2) After having applied subsection (1), a municipality may-
(a) decide on an appropriate internal mechanism to provide the service; or
(b) before it takes a decision on an appropriate mechanism, explore the possibility of providing
the service through an external mechanism mentioned in section 76 (b).
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(3) If a municipality decides in terms of subsection (2) (b) to explore the possibility of providing the
municipal service through an external mechanism it must-
{a) give notice to the local community of its intention to explore the provision of the municipal
service through an external mechanism;
(b) assess the different service delivery options in terms of section 76 (), taking into account-
(1) the direct and indirect costs and benefits associated with the project, including the
expected effect of any service delivery mechanism on the environment and on human
health, well-being and safety;
(11) the capacity and potential future capacity of prospective service providers to
furnish the skills, expertise and resources necessary for the provision of the service;
(i11) the views of the local community;
(iv) the likely impact on development, job creation and employment patterns in the
municipality; and
(v) the views of organised labour; and
(c) conduct or commission a feasibility study which must be taken into account and which must
include-
(1) a clear identification of the municipal service for which the municipality intends to
consider an external mechanism;
(ii) an indication of the number of years for which the provision of the municipal
service through an external mechanism might be considered;
(i11) the projected outputs which the provision of the municipal service through an
external mechanism might be expected to produce;
(iv) an assessment as to the extent to which the provision of the municipal service
through an external mechanism will-
(aa) provide value for money;
(bb) address the needs of the poor;
(cc) be affordable for the municipality and residents; and
(dd) transfer appropriate technical, operational and financial risk;
(v) the projected impact on the municipality's staff, assets and liabilities;
(vi) the projected impact on the municipality's integrated development plan;
(vii) the projected impact on the municipality's budgets for the period for which an
external mechanism might be used, including impacts on revenue, expenditure,
borrowing, debt and tariffs; and
(viti) any other matter that may be prescribed.
(4) After having applied subsection (3), a municipality must decide on an appropriate internal or
external mechanism, taking into account the requirements of section 73(2) in achieving the best
outcome.
(5) When applying this section a municipality must comply with-
(a) any applicable legislation relating to the appointment of a service provider other than the
municipality; and
(b) any additional requirements that may be prescribed by regulation.
(6) The national government or relevant provincial government may, in accordance with an agreement,
assist municipalities in carrying out a feasibility study referred to in subsection (3) (c), or in preparing
service delivery agreements.
80: Provision of services through service delivery agreements with external mechanisms
(1) If a municipality decides to provide a municipal service through a service delivery agreement in
terms of section 76 (b) with-
(a) a municipal entity or another municipality, it may, subject to subsection (3), negotiate and
enter into such an agreement with the relevant municipal entity or municipality without
applying Part 3 of this Chapter;
(aA) a national or provincial organ of state, it may enter into such an agreement with the
relevant organ of state without applying Part 3 of this Chapter; or
(b) any institution or entity, or any person, juristic or natural, not mentioned in paragraph (a) or
(aA), it must apply Part 3 of this Chapter before entering into such an agreement with any such
institution, entity or person.
(2) Before a municipality enters into a service delivery agreement with an external service provider it
must establish a programme for community consultation and information dissemination regarding the
appointment of the external service provider and the contents of the service delivery agreement. The
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contents of a service delivery agreement must be communicated to the local community through the
media.
(3) (a) Where a municipality decides to enter into a service delivery agreement with another municipality
as contemplated by section 76 (b) (ii), that other municipality must conduct or commission a feasibility
study, which it must take into account, before the service delivery agreement 1s entered into.
(b) The feasibility study referred to in paragraph (a}, must include-
(i) an assessment on the impact on the budget of that other municipality, and on its
assets, labilities and staff expenditure, for each of the financial years that it intends to
serve as an external service provider;
(ii) an assessment on whether it will be necessary to increase the number of staff to
enable that other municipality to be an external service provider, and whether it will
be necessary to transfer or second any staff from the appointing municipality to that
other municipality;
(iii) an assessment on the ability of that other municipality to absorb any
commitments, liabilities or employees involved, if and when the appointment as
external service provider ends; and
(iv) any other relevant information as may be prescribed.
81: Responsibilities of municipalities when providing services through service delivery agreements with
external mechanisms
(1) If a municipal service is provided through a service delivery agreement in terms of section 76 (b), the
municipality remains responsible for ensuring that that service is provided to the local community in
terms of the provisions of this Act, and accordingly must-
(a) regulate the provision of the service, in accordance with section 41;
(b) monitor and assess the implementation of the agreement, including the performance of the
service provider in accordance with section 41;
(c) perform its functions and exercise its powers in terms of Chapters 5 and 6 if the municipal
service in question falls within a development priority or objective in terms of the municipality's
integrated development plan;
(d) within a tariff policy determined by the municipal council in terms of section 74, control the
setting and adjustment of tariffs by the service provider for the municipal service in question;
and
(e) generally exercise its service authority so as to ensure uninterrupted delivery of the service
in the best interest of the local community.
(2) A municipality, through a service delivery agreement-
(a) may assign to a service provider responsibility for-
(1) developing and implementing detailed service delivery plans within the framework
of the municipality's integrated development plan;
(ii) the operational planning, management and provision of the municipal service;
(iii) undertaking social and economic development that is directly related to the
provision of the service;
(iv) customer management;
(v) managing its own accounting, financial management, budgeting, investment and
borrowing activities within a framework of transparency, accountability, reporting and
financial control determined by the municipality, subject to the Municipal Finance
Management Act;
(vi) the collection of service fees for its own account from users of services in
accordance with the municipal council's tariff policy in accordance with the credit
control measures established in terms of Chapter 9;
(b) may pass on to the service provider, through a transparent system that must be subject to
performance monitoring and audit, funds for the subsidisation of services to the poor;
(bA) must ensure that the agreement provides for a dispute-resolution mechanism to settle
disputes between the municipality and the service provider;
(c) may in accordance with applicable labour legislation, transfer or second any of its staff
members to the service provider, with the concurrence of the staff member concerned,
(d) must ensure continuity of the service if the service provider is placed under judicial
management, becomes insolvent, is liquidated or 1s for any reason unable to continue
performing its functions in terms of the service delivery agreement; and
(e) must, where applicable, take over the municipal service, including all assets, when the
service delivery agreement expires or is terminated.

85



(3) The municipal council has the right to set, review or adjust the tariffs within its tariff policy. The
service delivery agreement may provide for the adjustment of tariffs by the service provider within the
limitations set by the municipal council.
(4) A service delivery agreement may be amended by agreement between the parties, except where an
agreement has been concluded following a competitive bidding process, in which case an amendment
can only be made after the local community has been given-
(a) reasonable notice of the intention to amend the agreement and the reasons for the proposed
amendment; and
(b) sufficient opportunity to make representations to the municipality.
(5) No councillor or staff member of a municipality may share in any profits or improperly receive any
benefits from a service provider providing a municipal service in terms of a service delivery agreement.
Part 4A: Regulations and guidelines regarding municipal services
86A: Regulations and guidelines regarding municipal services
(1) The Minister may for purposes of this Chapter make regulations or issue guidelines in accordance
with section 120 to provide for or regulate the following matters:
(a) The preparation, adoption and implementation of a municipal tariff policy;
(b) the subsidisation of tariffs for poor households through-
(i) cross-subsidisation within and between services;
(i1) equitable share allocations to municipalities; and
(i) national and provincial grants to municipalities;
(c) limits on tariff increases;
(d) criteria to be taken into account by municipalities when imposing surcharges on tariffs for
services and determining the duration thereof;
(e) incentives and penalties to encourage-
(1) the economical, efficient and effective use of resources when providing services;
(i1) the recycling of waste; and
(iii) other environmental objectives;
(f) criteria to be taken into account by municipalities when assessing options for the provision of
a municipal service;
(g) measures against malpractice in selecting and appointing service providers, including
measures against the stripping of municipal assets;
(h) mechanisms and procedures for the co-ordination and integration of sectoral requirements in
terms of legislation with this Chapter, and the manner in which municipalities must comply with
these;
(1) standard draft service delivery agreements;
(/) the minimum content and management of service delivery agreements;
(k) additional matters that must be included in a feasibility study in terms of section 78 (3) (¢},
which may include-
(1) the strategic and operational costs and benefits of an external mechanism in terms of
the municipality's strategic objectives;
(1) an assessment of the municipality's capacity to effectively monitor the provision of
the municipal service through an external mechanism and to enforce the service delivery
agreement;
(1) performance guarantees by service providers; and
(m) any other matter that would facilitate -
(1) the effective and efficient provision of municipal services; or
(1) the application of this Chapter.
(2) The Minister may only make regulations and issue guidelines contemplated in subsection (1) (a) to (e)
after consulting with the Minister of Finance and any other Cabinet member whose portfolio is affected
by such regulations and guidelines.
(3) When making regulations or issuing guidelines in terms of section 120 to provide for or regulate the
matters mentioned in subsection (1), the Minister must-
(a) take into account the capacity of municipalities to comply with such regulations and
guidelines; and
(b) differentiate between different kinds of municipalities according to their respective
capacities.
CHAPTER 8A: MUNICIPAL ENTITIES
Part 1: General provisions
86B: Kinds of municipal entities
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(1) There are the following kinds of municipal entities:
{a) a private company-
(i) established by one or more municipalities in terms of Part 2; or
(ii) in which one or more municipalities have acquired or hold an interest in terms of
Part 2;
(b) a service utility established by a municipality in terms of Part 3; and
(¢) a multi-jurisdictional service utility established by two or more municipalities in terms of
Part 4.
(2) No municipality may establish, or participate in the establishment of, or acquire or hold an interest in,
a corporate body, including a trust, except where such corporate body is-
(a) a private company, service utility or multi-jurisdictional service utility referred to in
subsection (1); or
(b) a fund for the benefit of its employees in terms of a law regulating pensions or medical aid
schemes.
(3) Subsection (2) does not apply to the acquisition by a municipality for investment purposes of
securities in a company listed on the Johannesburg Securities Exchange in accordance with the
investment framework envisaged in section 13 of the Municipal Finance Management Act.
86D: Legal status of private companies established by municipalities or in which municipalities hold
interests
(1) A private company referred to in section 86C (1)-
(a) is a municipal entity if a municipality, or two or more municipalities collectively, have
effective control of the private company; or
(b) is a public entity to which the Public Finance Management Act, 1999 (Act 1 of 1999),
applies if ownership control in the company, within the meaning of that Act, is held by a
national or provincial organ of state.
(2) A private company which is a municipal entity-
(a) must restrict its activities to the purpose for which it is used by its parent municipality in
terms of section 86E (1) (a); and
(b) has no competence to perform any activity which falls outside the functions and powers of
its parent municipality contemplated by section 8.
86E: Conditions precedent for establishing or acquiring interests in private companies
(1) A municipality may establish a private company or acquire an interest in such a company only-
(a) for the purpose of utilising the company as a mechanism to assist it in the performance of
any of its functions or powers referred to in section §;
(b) if the municipality can demonstrate that-
(i) there is a need to perform that function or power in accordance with business practices
in order to achieve the strategic objectives of the municipality more effectively; and
(ii) the company would benefit the local community; and
(c) if any other conditions that may be prescribed have been complied with.
(2) If a municipality establishes a private company or acquires an interest in such a company for the
purpose of using that company as a mechanism to provide a municipal service, Chapter § applies.
86F: Conditions precedent for co-owning of private companies
If two or more municipalities intend to establish a private company or to acquire interests in the same private
company, each of those municipalities must-
(a) comply with section 86E;
(b) consider and reach agreement on proposals for shared control of the company; and
(c) consider cash flow projections of the company's proposed operations for at least three
financial years.
86G: Disposal of companies and equity interests in companies
A municipality may transfer ownership or otherwise dispose of-
(a) a wholly owned private company, subject to the Municipal Finance
Management Act; or
(b) an interest in a private company-
(1) subject to section 14 of the Municipal Finance Management Act; and
(ii) if that transfer or disposal would not result in an infringement of section 86C (2) by
another municipality which holds an interest in the company.
Part 3: Service utilities
86H: Establishment
(1) A municipality may pass a by-law establishing a service utility.
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(2) A by-law establishing a service utility must-

{a) state the purpose for which the service utility is established;

(b) confer the powers and impose the duties on the service utility which are necessary for the

attainment of such purpose;

(c) provide for-
(i) a board of directors to manage the service utility;
(i1) the number of directors to be appointed;
(iii) the appointment of directors, the filling of vacancies and the replacement and recall
of directors by the parent municipality;
(iv) the terms and conditions of appointment of directors;
(v) the appointment of a chairperson;
(vi) the operating procedures of the board of directors;
(vil) the delegation of powers and duties to the board of directors;
(viii) any other matter necessary for the proper functioning of the board of directors;
(ix) the acquisition of infrastructure, goods, services, supplies or equipment by the
service utility, or the transfer of infrastructure, goods, services, supplies or equipment to
the service utility;
(x) the appointment of staff by the service utility, or the transfer or secondment of statf
to the service utility in accordance with applicable labour legislation;
(xi) the terms and conditions on which any acquisition, transfer, appointment or
secondment is made;
(xii) the governance of the service utility; and
(xiii) any other matter necessary for the proper functioning of the service utility; and

(d) determine budgetary and funding arrangements for implementation of the by-law.

(4) No by-law may confer on a service utility any functions or powers falling outside the competence of
the parent municipality contemplated by section 8.
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