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Abstract 

Outsourcing basic municipal services: policy, legislation and contracts. 

Claire V ictoria Johnson 

Masters Legum (LLM), thesis, Faculty of Law, University of the Western Cape. 

Municipalities in South Africa are increasingly outsourcing municipal services, 

including basic municipal services such as water and sanitation services and 

refuse collection and disposal.  The Constitution places onerous duties on 

municipalities to respect and promote human rights in the exercise of the powers 

and the performance of their functions.  These duties are particularly prevalent 

when a municipality is deciding on the optimal service delivery mechanism for 

basic municipal services.  It is thus crucial for the policy and legislative 

environment regarding municipal outsourcing to be firm and clear and for the 

municipality to ensure satisfactory implementation of outsourcing projects, 

including contract management. 

The thesis examines the policy and legislative framework governing municipal 

outsourcing and describes the general features of a range of current South African 

outsourcing contracts.  The analysis questions  whether the policy and legislative 

framework are consistent in their objectives and assesses how these objectives are 

carried through and translated into the contract drafting and implementation 

phases of outsourcing. 

The thesis makes recommendations as to how the regulatory environment can be 

improved to better facilitate outsourcing and in what respects the drafting and 

implementation of outsourcing contracts can be refined and enhanced.  

Cape Town May 2005 
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1 Chapter One: Introduction 

1.1 Background 

Over the last ten years the number of municipalities choosing to outsource 

essential services has increased mar kedly.  The outsourcing ranges from effective 

“privatisation”, as in the case of long term concession contracts, to shorter term 

management or service contracts.  An analysis of relevant government policy will 

reveal that this is a development that has been encouraged, if not driven, at a 

national government level.  It also occurs within the context of an international 

trend, starting in the early 1990s, to regard outsourcing as a desirable alternative 

for public sector service delivery and infrastructure projects. 

In South Africa, the impetus  to investigate outsourcing options  is given added 

weight as the country faces a significant municipal infrastructure backlog coupled 

with a lack of capacity and skills at the municipal level.  Municipalities simply do 

not have access to sufficient public resources to meet the infrastructure needs of 

their communities, even for a basic level of service.  Nor, primarily because of 

local government’s racially based history and the skewed allocation of resources, 

do many municipalities have the skills necessary to deliver the service even if 

sufficient capital were indeed available.  The capital and skills backlog is thus an 

ever-present feature in any study regarding munic ipal service delivery.  The 

introduction of private sector skills and resources naturally offer a potential 

solution to this problem. 

Any study of the significance of the  municipal resources and skills deficit on 

service delivery mechanisms cannot take place without understanding the new 

status of municipalities under South Africa’s Constitution1.  Whereas 

municipalities were previously merely a “function” of provincial government, 

under the Constitution they have undergone a fundamental transformation and are 

now an equal and autonomous “sphere” of government alongside national and 

                                                 

1 The Constitution of the Republic of South Africa, Act 108 of 1996. 
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provincial government.  Their new status  has come hand in hand with onerous  

constitutional obligations , including the duty to deliver services, to ensure 

developmental local government and to realise socio-economic rights.  Certain of 

these obligations derive directly from the Bill of Rights, the notable example 

being the right to water. 

In summary then, municipalities face enormous challenges to ensure effective 

service delivery within a context of a lack of resources, lack of skills and weighty 

constitutional obligations.  The trend to consider outsourcing as a n appropriate 

service delivery mechanism, specifically the policy and legislative developments 

in this regard, have to be understood within this context. 

1.2 Purpose , arguments and methodology of the thesis 

1.2.1 Issues to be addressed 

The thesis  will attempt to arrive at an understanding of the policy and legislative 

regime governing municipal outsourcing and how this regime is being 

implemented in practice.  In particular, the objective of the thesis is to seek an 

answer to two questions: 

• does the legislation regulating outsourcing accurately reflect government’s 

policy objectives?; and 

• does the implementation of the legislation, specifically the contents and 

management of service delivery contracts, adequately translate these 

objectives into practice? 

1.2.2 Significance of the issues 

Why are these questions important?  If one accepts that government’s policy of 

encouraging municipalities to investigate alternative delivery mechanisms is 

correct and that outsourcing may indeed offer some solutions to municipal service 

delivery challenges, then it becomes critically important for legislation to 

adequately reflect this approach.  If legislation does not transla te these objectives 

into effective statutory provisions, then a door is closed on the ability and 
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flexibility of a municipality to consider all opportunities available to it to meet its 

obligations. 

Similarly, if the implementation of the legislation by municipalities, evidenced 

primarily by the contents of their service delivery contracts and the management 

of those contracts , impedes or compromises the realisation of outsourcing 

objectives then the benefit s outsourcing potentially offers may be lost.  

Consideration also needs to be given to the risks associated with outsourcing.  If 

the outsourcing contract is not carefully drafted these risks may not only nullify 

the whole purpose of outsourcing but may place the municipality at financial risk 

and, at worst, prejudice service delivery.  

1.2.3 Argument presented  

I will argue that: 

• the new status of local government places significant constitutional 

obligations on municipalities to realise socio-economic rights and to 

ensure developmental local government; 

• innovative solutions need to be found to address the significant 

infrastructure backlogs facing municipalities as well as their capacity and 

skills deficits.  Outsourcing may, in appropriate circumstances, offer such 

solutions by the introduction of external expertise, financial resources and 

skills; 

• government policy appears to favour outsourcing as a viable alternative 

service delive ry mechanism for municipalities; 

• current local government legislation does not adequately translate policy 

objectives into statutory provisions.  In particular, instead of 

“encouraging” municipal outsourcing, the legislation appears intent on 

“discouraging” it.  This is accomplished by a combination of particular 

statutory provisions placing obstacles in the way of outsourcing initiatives, 

together with a general statutory environment which almost guarantees 
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that outsourcing projects will be time-consuming, over-complicated, 

contradictory and expensive; and 

• the actual implementation of outsourcing projects, specifically the 

provisions of existing outsourcing contracts and the management of 

contracts post-signature, reveal some shortcomings which potentially 

threaten the very objectives of outsourcing and could place the 

municipality and service delivery at risk.   There is scope to improve the 

quality of service delivery contracts to better deal with key issues such as 

risk transfer, monitoring and skills transfer. 

1.2.4 Methodology 

I will use the following methodology in presenting the thesis.  In this first chapter 

I will give a brief explana tion of the wider context within which this study takes 

place.  This will include a description of the new constitutional status and powers 

of municipalities and their resultant socio-economic and constitutional obligations 

followed by definitional issues, in particular, understanding what is meant by 

“outsourcing” for the purposes of the thesis. 

In Chapter Two I will explore and analyse government policy on municipal 

outsourcing and in particular the policy approach government takes towards 

outsourcing, the benefits it sees as potentially being realised through this 

mechanism and what risks may need to be guarded against. 

Chapter Three will analyse current municipal legislation on outsourcing and will 

compare and assess the efficacy of statutory provisions in meeting the policy 

objectives identified in Chapter Two.  The statutory assessment will also identify 

what factors the legislation regards as driving outsourcing and what risks may be 

associated with the process.  The statutory assessment reflects the law as at the 

time of the analysis, namely December 2004.  The legislative environment has 

subsequently  been supplemented by the promulgation, in April 2005, of 

regulations to the Local Government: Municipal Finance Management Act, 2003 
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(“the Finance Management Act”)2.  The new regulations deal with municipal 

public-private partnerships.  The effect of these regulations on certain of the 

conclusions reached in the thesis will be dealt with in Chapter Nine. 

Leading on from the  analysis carried out in Chapters Two and Three, I will in 

Chapter Four compile a list of “drivers” and “dangers” associated with 

outsourcing.  This list will thus briefly describe the perceived benefits, objectives 

and risks of outsourcing.   I will compile the list primarily from the findings of the 

policy and legislative analysis, including any assumptions they may contain on the 

benefits or risks  of outsourcing.  The compilation of the list of “drivers” and 

“dangers” will thus not constitute a statement or finding on the merits or 

otherwise of outsourcing3. 

Chapter Five will set the basis for the subsequent analysis of selected, current 

South African outsourcing contracts.  In this chapter I will explain the 

methodology of the contract analysis, including a description of what categories 

of service provider are recognised in legislation and the types of contract which 

may be entered into.  I will then briefly describe the nature and types of current 

contracts which were analysed as part of the study. 

Chapter Six will cross-refer to the list of identified “drivers” and “dangers” and 

will assess how effectively or otherwise, actual South African contract provisions 

deal with them.  I sourced a total of fifteen current contracts for this aspect of the 

thesis.  The contract analysis will be a purely desk-top study and will thus not 

purport to constitute a comprehensive case study or comment on each contract nor 

a finding on the efficacy of implementation of any of the contract terms in reality.   

I will instead attempt to extract out and ident ify any common approaches in how 

contracts are being drafted, such as how they typically deal with “monitoring”, 

with “risk transfer” and so on. 

                                                 

2 Act 56 of 2003. 
3 No conceptual position is taken in the thesis on whether it is preferable to outsource essential 

municipal services or to perform them in-house. 
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The following chapter, Chapter Seven, will move on to the question of contract 

management post -signature and how various drivers and dangers are dealt with in 

practice.  In this chapter I will place reliance on case studies and published 

material on selected South African outsourcing experiences.  I will also evaluate 

how relevant contract terms are in the practica l reality of contract implementation.  

This is in recognition of the fact that a well-drafted contract is only part, albeit a 

crucially important part, of the outsourcing picture.  It may well be desirable to 

have a tightly binding contract, but the succes s of that contract could depend as 

much on the political will to implement and enforce it, as it will on the terms 

alone.  In Chapter Seven I will therefore assess how closely practical reality on the 

ground meets the rea lity envisaged by the contract. 

Chapter Eight will provide an overview of outsourcing internationally, 

particularly in the developing world.  This chapter will assess whether global 

trends can potentially shed light on or influence the interpretation of the South 

African experience; alternatively whether international experiences may contain 

any warnings on risks associated with outsourcing. 

Finally, in Chapter N ine I will summarise the conclusions reached in the thesis 

and will make certain recommendations based on those conclusions. 

1.3 New status of municipalities 

Before focusing on the subject matter of the thesis I will give a brief background 

on the new status of municipalities. 

Local government has undergone a profound transformation over the last ten years 

since the advent of constitutional democracy in South Africa in 1994.  

Historically, at local government level municipalities were race based and covered 

only urban nodes.  As a result, many of the rural areas fell outside the jurisdiction 

of municipalities.  Now, after a radical overhaul of local government, the previous 

scenario of race -based municipalities has been rationalised, in the year 2000, into 

six metropolitan unicities, 47 district municipalities and 231 local municipalities.  

These new municipalities are now wall-to-wall across the country, bringing many 
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new communities and rural areas under the direct responsibility of local 

government. 

The legislative framework has likewise changed fundamentally, with the 

promulgation of a whole suite of new legislation specifically focused on local 

government.  The context within which municipalities deliver basic services, such 

as water, sanitation and waste removal, has therefore changed radically under the 

new Constitution.  Historically municipalities were merely a “function” of 

provincial government – in other words their status was no more than any other 

“department” of provincial government.  Now, however, municipalities form an 

autonomous and wholly separate sphere of government.  This autonomy is both 

recognised and protected in the Constitution and is of sufficient force to enable 

local government to legally challenge the national or provincial sphere if that 

autonomy is threatened.   Thus, municipalities have a constitutionally protected 

right to exercise executive authority over their functions without interference 

(except in certain clearly identified circumstances) from the national and 

provincial spheres of government4. 

The functions over which municipalities exercise their executive authority are 

listed in Schedules 4B and 5B of  the Constitution and cover a range of areas, from 

harbours, fire -fighting and markets to water, waste removal and health.  In line 

with its new autonomy, local government has a wide discretion as to how it 

delivers these services. 

Not surprisingly, the new and powerful status of local government has come hand 

in hand with equally significant constitutional duties, which are discussed below. 

                                                 

4 S 151(4) Constitution. 
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1.4 Constitutional context and socio -economic rights 

Local government is bound by the Bill of Rights and thus has a duty to respect, 

protect, promote and fulfil the rights set out in the Bill of Rights5. Fulfilling these 

constitutional duties could take many forms, including “refraining” from doing 

something (e.g. not evicting someone from their home without a court order) to 

having a positive duty to act (e.g. supplying water and sanitation services – this 

being both a socio-economic right and an exclusive local government 

competence)6. 

The upshot of this is that when performing its functions and exercising its powers, 

a municipality must be constantly mindful of its duties with regard to socio-

economic rights.  Regardless of which function it is performing, be it exercising 

its authority over amusement parks and beaches or removing waste, the 

municipality must ensure that the manner in which it performs these functions 

does not have an adverse affect on the respect, protection, promotion or fulfilment 

of any socio-economic right. 

However, this duty is particularly prevalent when a municipality is delivering an 

essential service such as water and sanitation.  This is because certain basic, or 

essential, services are by their very nature necessary pre-requisites for the 

enjoyment of a host of other rights.  For example, if a person is denied access to 

adequate water, their enjoyment of most other human rights becomes almost 

irrelevant.  As the White Paper on Local Government puts it: 

Basic services enhance the quality of life of citizens, and increase their social and 

economic opportunities by promoting health and safety, facilitating access (to 

work, to education, to recreation) and stimulating new productive activities7. 

If a municipality plans to outsource an essential service then it is clear, given this 

background context, that it must take extraordinary steps to ensure that it 

                                                 

5 S 7(2) Constitution. 
6 Steytler et al (2003) pg 5. 
7 Department of Provincial and Local Government (1998) par 2. 
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continues to fulfil its constitutional duties throughout the outsourcing process.  

The involvement of the private sector in the provision of basic services cannot and 

should not prejudice the community the municipality serves.  The necessity for 

the municipality to act with extreme caution when outsourcing an essential service 

would therefore apply equally to the process of determining the appropriate 

service delivery mechanism, to selecting the best provider and, finally, to 

monitoring and reviewing pe rformance under the service delivery agreement. 

1.5 Defining outsourcing 

1.5.1 Introduction  

I will in the thesis analyse contract service arrangements with both private and 

public service providers.  The term “privatizing”, apart from being politically 

loaded, is clearly too narrow a term for these purposes. 

The legislation and policy documents make it clear that the use of external service 

providers may cover contractual arrangements ranging from, for example, a thirty 

year concession agreement to a three year management contract.  Both the nature 

of the contract and the nature of the entity being contracted with may vary widely.  

Potential service providers recognized in the legislation range from community 

based organizations and municipal entities to totally priva te companies.  The 

qualities and legal nature of these various service providers and different contracts 

will be discussed in more detail below. 

1.5.2 Public-Private Partnership 

What does “public-private partnership” (“PPP”) actually mean?   This proves to be 

somewhat of an elusive concept, exacerbated by different people meaning 

different things when using the term.  What does seem possible to say with some 

certainty is that it does not commonly mean the creation of a “partnership” in the 

legal sense, i.e. subject to a formal partnership agreement with all the legal 

consequences that flow from such an arrangeme nt. 

Given the historical opposition by the major union movements in South Africa to 

any form of “privatisation” one could interpret the use of the word “partnership” 
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when referring to the involvement of the private sector in municipal service 

delivery as an attempt to exclude this form of arrangement from “privatisation” 

generally.  If this is correct, then this approach necessarily presumes that 

“privatisation” is restricted to incidences of wholesale transfer of a service and 

assets to the private sector.  This type of narrow “privatisation” is effectively 

prohibited for basic municipal services8. 

The 2000 White Paper 9, which sets out a description of the typical forms of 

outsourcing contracts does not contain a specific category headed “public private 

partnerships”.  However it refers to the various contract options under the generic 

term “municipal service partnerships”.  If this approach were to be applied to all 

spheres of government, then “public -private partnership” presumably means all or 

any of the contract options, (including concession, lease management and service 

contracts) applicable at any level of government. 

The primary piece of legislation dealing with outsourcing at a municipal level, the 

Local Government: Municipal Systems Act (“the Systems Act”), does not use the 

term “public-private partnership” at all10.  In fact the Systems Act merely provides 

for the municipality contracting with an external entity.  It makes no reference to 

the various forms that the contract may take (e.g. concession, lease, service 

contract etc). 

However, rather confusingly, the Finance Management Act contains a whole 

section dedicated to “public -private partnerships”11.  It unfortunately does not 

define the term but, as this section of the Act specifically refers to the applicability 

of Chapter Eight of the Systems Act (being the chapter regulating outsourcing) it 

can be assumed that “public -private partnership”  covers any of the various 

potential contractual arrangements between a municipality and the private sector. 

                                                 

8 S 14 Finance Management Act. 
9 Department of Provincial and Local Government (2000). 
10 Act No 32 of 2000. 
11 S 120. 
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What are the basic features of a PPP that may distinguish it from other contractual 

arrangements? 

It has been suggested that PPPs displa y the following characteristics: 

• they involve private sector participation in traditionally public sector 

investment projects; 

• there is an emphasis on service provision as well as investment (i.e. it is 

not about investment alone) ; 

• significant operational, financial and technical risk is transferred to the 

private sector; and 

• there is some form of “co-operation between government and the private 

sector in the project”12. 

This last characteristic distinguishes a PPP from other arrangements such as 

privatisation, joint ventures or franchising.  A PPP  would therefore include 

mechanisms such as concessions and operating leases.  Therefore, for the 

purposes of the thesis, the term “public-private partnership”, is taken to mean any 

one of a number of contractual options available betw een a municipality and the 

private sector , including concession and lease contracts and management and 

service contracts. 

1.6 Power to choose service delivery o ptions 

Historically, how much scope did municipalities have in deciding which 

mechanisms were optima l for meeting its service delivery objectives? 

There has in the past been little legislation regulating the determination of 

municipal service delivery mechanisms.  Nor has there been any real attempt to 

prescribe procedures for a municipality to follow when determining appropriate 

external service delivery vehicles.  The Promotion of Local Government Affairs 

                                                 

12 IMF (2004) par 8. 
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Act13 granted municipalities the power to establish, or obtain an interest in, a 

company so long as either the main object or one of its objects was to perform a 

municipal function or service14.  However, the municipality was required to 

systematically reduce its shareholding in the company over time. 

The Local Government Transition Act15authorized a municipality to contract with 

any outside party to exerc ise a municipal duty or power (with the exception of 

certain legislative powers such as raising levies or setting tariffs)16.  These 

provisions have been repealed by the newly promulgated Finance Management 

Act. 

The current legislative environment could not be more different.  The procedures 

determining how a municipality decides on service delivery vehicles, selects 

particular providers and negotiates and enters into contracts have now become 

highly regulated, perhaps even overregulated.  The primary source of all this 

regulation is found in Chapter Eight of the Systems Act but is also bolstered by 

provisions in the Finance Management Act and the Water Services Act17 (“the 

Water Services Act”). 

What is behind this move to increased regulation over the outsour cing of 

municipal services? 

                                                 

13 Act No. 91 of 1983. 
14 S 17D. 
15 Act No. 209 of 1993. 
16 S 10C(7)(a). 
17 Act No. 108 of 1997. 
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2 Chapter Two: Policy 

2.1 Introduction 

The difficulties and challenges that exist in the field of municipal service delivery 

can be directly linked to South Africa’s political past.  As the White Paper on 

Local Government explained: 

Under apartheid there was systematic under -investment in municipal 

infrastructure in black areas.  This deprived millions of people of access to basic 

services, including water, sanitation, refuse collection and roads.  Developmental 

local government has to address this backlog.  Its central mandate is to develop 

service delivery capacity to meet the basic needs of communities18. 

The extent of the backlog in municipal infrastructure and services was , in the year 

2000, “conservatively” estimated as being in the region of R47 – 53 billion.  

Calculations showed that if this backlog was met using only public sector 

resources then “many communities will receive adequate services only in the year 

2065…”19.  Clearly a method of accelerating service delivery needed to be found 

and the use of private sector skills and resources was identified as a desirable 

option. 

In other words, encouragement for the use of external service providers, be they 

public or private, seems a mix of both “push” and “pull” factors.  The “push” 

factors arise either as a result of the lack of skills and/or lack of financial 

resources of particular municipalities (because of the historic lack of investment in 

the traditionally “black” areas).  The “pull” factors are the stand-alone perceived 

merits of the outsourcing options, which exist regardless of the state of the 

municipality (e.g. running along business lines, separating authority from provider 

roles and so on).  This is borne out by an international trend towards outsourcing 

in countries which do not have the same chequered history as South Africa and 

                                                 

18 Department of Provincial and Local Government. (1998), par 2.3. 
19 Department of Provincial and Local Government. (2000), par 1. 
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whose municipalities therefore do not suffer the same skills and financial 

deficiencies.  Thus , while  local government was being transformed under the new 

constitutional dispensation and the time was ripe for the consideration of 

alternative service delivery strategies there was, simultaneously, an international 

trend encouraging the introduction of private sector skills and resources into the 

public arena. 

Within the national and provincial spheres of government a sophisticated and 

comprehensive regulatory regime has been developed to facilitate and encourage 

the responsible investigation of public -private partnerships for both infrastructure 

and service delivery projects20.  Within the local gove rnment sphere, however, 

there is no equivalent to National Treasury’s public -private partnership Manual 

and Standardised Provisions.  Instead, policy on outsourcing has been developed 

outlining government’s favourable approach to the consideration of outsourcing 

and this has been coupled with the promulgation of various pieces of legislation 

dealing, inter alia, with the necessary procedures a municipality must follow 

before it may consider outsourcing, the contents of service delivery agreements 

and the post-contract obligations of municipalities. 

In the next section of the thesis I will describe and assess the two main policy 

documents which deal with municipal outsourcing, namely the White Paper on 

Local Government, 1998 and the White Paper on Municipal Service Partnerships, 

2000. 

2.2 White Paper on Local Government - 1998 

2.2.1 Introduction  

The first policy document in the new constitutional dispensation to deal with 

alternative municipal service delivery options is the 1998 White Paper on Local 

Government. 

                                                 

20 National Treasury (2004). 
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The White Paper takes a positive approach to outsourcing.  U nder , the heading 

“Choosing service delivery options ” it is careful to point out that it does not 

specifically promote the private sector route over other internal options. It states 

that the choice of service delivery options should not be dictated simply by a 

preference for either “public” or “private” provision; the choice must be for 

whichever option, or combination of options would be most effective and 

appropriate for that particular municipality in meeting its objectives 21.  In other 

words, the White Paper is ostensibly neutral on which  option is chosen, and is 

instead concerned with ensuring that new and innovative ways of delivering 

services are indeed investigated and that common risks inherent in the choice of 

certain options are avoided.  

However, it is clear from the analysis below that the White Paper regards certain 

outsourcing options as possessing inherent benefits.  It is therefore difficult to 

avoid the conclusion that it in fact encourages those options.  This is enforced by 

government pronouncements on the issue at the time, such as that contained in a 

speech delivered by the then Executive Deputy President, Thabo Mbeki, which 

included the following commitment regarding PPPs: 

Given both its limited fiscal resources, and international trends on good 

governance and efficient service delivery, let me emphasise once again that the 

government is committed to utilising public -private partnerships in the creation 

of soc ial and physical infrastructure22. 

The White Paper also notes the imminent launch of the Municipal Infrastructure 

Investment Unit ( “the MIIU”) to advise municipalities on private sector 

investment in municipal infrastructure.  This is a further indication of the 

commitment, at nationa l policy level, to both capacitate and encourage 

municipalities to consider the involvement of the private sector in municipal 

service delivery. 

                                                 

21 Department of Provincial and Local Government. (1998), par 2.3. 
22 Mbeki, Thabo (1998).  
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2.2.2 Guiding principles 

The approach this White Paper takes is to start with a set of “guiding principles”, 

which are intended to assist municipalities in choosing the most appropriate 

service delivery mechanism for their communities 23.  The guiding principles to be 

applied, in summary, are: 

• accessibility of services (i.e. regardless of race, gender, disability etc); 

• affordability (including pro-poor tariffs, appropriate service levels 

depending on economic sustainability and cross -subsidisation); 

• quality of products and services; 

• accountability (council must remain accountable); 

• integrated development (i.e. poverty alleviation, job creation etc to be 

taken into account); 

• sustainability (financial and environmental); 

• value-for-money (i.e. both the cost of inputs and quality and value of 

outputs) ; 

• ensuring and promoting competitiveness of local commerce and industry; 

and 

• promotion of democracy. 

The White Paper highlights the need for a change in municipal service delivery, 

due to the overwhelming need to develop the social, economic and material 

circumstances of communities and to meet their basic needs.  It therefore 

encourages municipalities to investigate new ways of delivering services in order 

                                                 

23 Department of Provincial and Local Government. (1998), par 2.1. 
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to meet this challenge, and in particular urges municipalities to consider 

outsourcing options. 24 

2.2.3 Outsourcing mechanisms 

The policy lists the various outsourcing mechanisms available for consideration 

(i.e. in addition to existing internal service delivery options), namely; 

• corporatisation; 

• public-public partnerships; 

• partnerships with CBOs25 and NGOs26; 

• contracting out (ranging from contracting out only specific aspects of a 

service to contracting out almost all aspects of the service); 

• leases and concessions; and, 

• transfers of ownership (privatization). 

How does the policy describe the assumed benefits or “drivers” behind these 

various outsourcing options and what are the “dangers” associated with them? 

2.2.4 Corporatisation  

The White Paper includes both ringfenced “service units” and public utilities 

under this heading.  As will be seen further on, in the Systems Act these concepts 

separate into two quite distinct service delivery options; the “business unit” (an 

internal service delivery option) and a “municipal entity” (an external and entirely 

separate entity, but controlled by the municipality) 

                                                 

24 Department of Provincial and Local Government. (1998), par 2.2. 
25 Community based organisations. 
26 Non -governmental organisations. 
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The White Paper argues that the benefits of this option are that it: 

allows Council to set policy and service standards and hold the unit to account 

against those standards.  It also offers greater autonomy and flexibility to the 

management of the service unit to introduce commercial management practices to 

the delivery system27. 

This shows a preference for the separation of the “service authority” and “service 

provider” roles and introduces a more “business-like” way of operating.  The two 

underlying assumptions therefore appear to be that “flexibility” and a 

“commercial” management style are benef icial to service delivery and that the 

typical municipal way of operating tends not to exhibit these qualities. 

What “dangers” does this White Paper identify as being associated with the 

corporatisation model?  Firstly, it makes the proviso that this option is better 

suited to municipalities with large areas of jurisdiction (for example, Metropolitan 

Councils), although it does not elaborate on why this would be the case28.  

Secondly, it highlights the importance of maintaining proper reporting and 

accountability mechanisms. 

In summary then, this option is regarded as beneficial because of the advantages 

of separating the authority and provider roles and because the service can be run 

more along business lines and with more autonomy and flexibility.  The danger is 

in ensuring that the municipality retains accountability and therefore proper 

reporting lines and accountability mechanisms are important pre-requisites. 

2.2.5 Public-Public Partnerships 

The benefit of this arrangement (which the White Paper does not descr ibe in any 

great detail) is described as allowing “horizontal cooperation between 

municipalities to exploit economies of scale”29.  This concept evolved into Multi-

jurisdictional Service Utilities in the Systems Act, which are service delivery 

                                                 

27 Department of Provincial and Local Government. (1998), par 2.2.2. 
28 Department of Provincial and Local Government. (1998), par 2.2.2. 
29 Department of Provincial and Local Government. (1998), par 2.2.3. 
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entities established by agreement between two or more municipalities30.  Vertical 

cooperation (presumably with non-municipal, public sector bodies) will also 

“improve coordination at the point of delivery”31. 

Both these concepts seem to presume a benefit of achieving greater operational 

efficiency and possibly, in the first instance, better value-for-money because of 

the municipalities taking advantage of economies of scale.  A specific example of 

the Post Office potentially partnering with the municipality to perform revenue 

collection is given, again implying a gain of better efficiency when following this 

option 32.  The White Paper is, however, silent on any risks or dangers inherent in 

following this option. 

2.2.6 Partnerships with CBO’s and NGO’s 

The chief benefit in following this option is identified as the chance of “gaining 

access to external expertise and experience” and of stimulating local economic 

development33.  These organizations are regarded as potentially having capacity 

building skills and have an added advantage of being able to operate as effective 

intermediaries between the municipality and community because of their strong 

community base.  Outsourcing can therefore potentially lead to a beneficial 

transfer of skills to the municipality and provide an effective  service at the same 

time.  As above, the White Paper does not elaborate on this option in great detail 

and does not identify any risks or dangers to be aware of when assessing the 

suitability of this option. 

2.2.7 Contracting ou t 

The prime benefit of contracting out, according to the 1998 White Paper is that 

this can “sometimes” offer economies of scale (i.e. offer better value-for-money) 

and “sometimes” provide better specialist expertise and experience than can be 

                                                 

30 S 87 Systems Act. 
31 Department of Provincial and Local Government. (1998), par 2.2.3. 
32 Department of Provincial and Local Government. (1998), par 2.2.3 . 
33 Department of Provincial and Local Government. (1998), par 2.2.4. 
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offered by the municipality34.  In simple terms , this could be summed up as 

potentially offering the service “better and cheaper”.  The White Paper is careful 

to say that this is only “sometimes” the case; it does not therefore make the 

underlying assumption that external service providers are necessarily always more 

efficient and better skilled.  It warns , however, that where all, or most, aspects of 

the service are contracted out “the allocation of risk becomes a critical issue…”35.  

This is because, quite expectedly, the more risk a contractor takes on, the more 

compensation it will demand from the municipality.  This could be either in the 

form of money or of added control and autonomy over the service. 

An added danger area the White Paper identifies under the “contracting out” 

option is that of municipal capacity to manage the tendering, contract 

development and monitoring of the project.  This option is most effective only if 

the municipality has the capacity to fulfil these functions and thus ensure that 

municipal objectives are met. 

In summary then, the “driver” for contracting out would be because it could  offer 

better value for money and superior expertise and skills.  The important 

prerequisites are that the municipality ensures appropriate risk transfer (i.e. 

avoiding an unequal contract to the detriment of the municipality) and effective 

contract management and monitoring (i.e. ensuring, inter alia, that the 

municipality retains accountability). 

2.2.8 Leases and Concessions 

These are contracts most appropriate to municipalities where large-scale capital 

investment is required36.  As was noted above 37, public sector resources are 

simply insufficient to meet the significant municipal infrastructure backlog and 

alternative ways of accessing financial resources need to be explored.  However, 

the White Paper warns against the inherent dangers of this option, saying that 

                                                 

34 Department of Provincial and Local Government. (1998), par 2.2.5. 
35 Department of Provincial and Local Government. (1998), par 2.2.5. 
36 Department of Provincial and Local Government. (1998), par 2.2.6. 
37 See introduction to Chapter Two. 
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“…if poorly managed and structured, the risks of these partnerships are high...”38.  

These potential risks are identified as39: 

• loss of accountability; 

• prejudice to consumer rights; 

• monopoly pricing; 

• “cherry-picking” high-income users (to the detriment of the poor); 

• poor quality services ; and 

• unfair labour practices. 

Because of the seriousness of these risks, the White Paper notes the need for 

national government to develop a regulatory framework for municipal public-

private partnerships.  It identifies the areas needing regulation as including, 

monitoring, oversight and consultative mechanisms, tendering and procurement 

processes, contractual arrangements, regulation of tariff setting and resolution of 

disputes 40. 

2.2.9 Transfer of Ownership  

This method of outsourcing entails the outright sale of municipal assets to the 

private sector together with all responsibility for management of the service.  The 

White Paper notes that this is not an appropriate option for “core” (i.e. “basic”) 

municipal services, namely water, electricity and solid waste collection and 

disposal41.  The reason for this is because of the fundamental importance of these 

services and the undesirability of losing ownership of the infrastructure and assets.  

This is presumably, though not expressly stated, because of the associated risk of 

loss of control when ownership passes to an external, non-public sector, entity.  

                                                 

38 Department of Provincial and Local Government. (1998), par 2.2.6. 
39 Department of Provincial and Local Government. (1998), par 2.2.6. 
40 Department of Provincial and Local Government. (1998), par 2.2.6. 
41 Department of Provincial and Local Government. (1998), par 2.2.7. 
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The underlying argument, therefore, is that the municipality should alw ays retain 

ownership of assets associated with the delivery of basic services. 

2.2.10 Conclusions on White Paper, 1998  

The 1998 White Paper highlights the need for municipalities to change their 

approach to service delivery and specifically encourages municipalities to 

consider outsourcing as a potential service delivery mechanism. 

Although purporting to remain neutral on whether internal municipal service 

delivery is preferable to outsourcing, the policy does contain various statements 

which reveal a positive approach to outsourcing and it describes many of the 

potential benefits outsourcing may offer.   These include achieving a separation of 

provider and authority roles, a potential for greater efficiency, access to external 

skills and value for money.  On the “danger” side, the White Paper warns of the 

importance of appropriate allocation of risk, the need for effective contract 

monitoring and the risk of a loss of accountability on the part of the municipality 

if service delivery is outsourced.  For the longer term contracts, such as 

concessions or public-private partnerships, the White Paper stresses the 

importance for a strong regulatory framework to guard against the risks associated 

with such forms of contracting. 

2.3 White Paper on Municipal Service Partnerships, 2000 

2.3.1 Introduction  

The White Paper on Local Government was followed, in 2000, by the White 

Paper on Municipal Service Partnerships 42, which focuses exclusively on 

municipal service delivery options and builds on and refines the provisions of the 

previous White Paper.  The overall stated objective of this policy is to ensure 

transparency and public participation, both in the process of determining service 

delivery mechanisms and in choosing specific service providers.  It is also 

                                                 

42 Department of Provincial and Local Government (2000). 
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concerned with accessibility of services, progressive improvement in service 

standards, affordability and efficiency43. 

The Foreword of the policy document states that municipal service partnerships 

are “a key option that municipalities should consider in their efforts to rectify 

infrastructure deficits and disparitie s”44.  However, although encouraging the use 

of these partnerships, the policy document correctly notes that these options 

require a “clear and stable policy environment”45.  This is as much for the sake of 

the service providers and investors as it is for the municipality itself.  It is this 

need for a firm and constant policy framework that the 2000 White Paper seeks to 

meet. 

2.3.2 Benefits 

What are the identified benefits of, or “drivers” for, outsourcing municipal 

services?  The White Paper’s view of these drivers can be summed up as 

follows46: outsourcing potentially offers greater efficiency in service delivery47; 

access to specialist knowledge, expertise and skills the municipality otherwise 

would not have ; the potential of lower costs to the municipality as a result of 

achieving economies of scale which otherwise would not be available; reducing 

certain operational costs, such as equipment rental and lease costs; getting better 

value for money as a result of the introduction of competition; greater certainty for 

budgets and planning as the municipality will know its costs in advance and will 

                                                 

43 Department of Provincial and Local Government. (2000), par 1. 
44 Department of Provincial and Local Government. (2000), Foreword. 
45 Department of Provincial and Local Government. (2000), Foreword. 
46 Department of Provincial and Local Government. (2000), par 1.3. 
47 The assumption that use of an external service provider potentially leads to greater efficiency is 

not expanded on in the White Paper.  It could be interpreted as meaning “efficiency” as a result of 

the service being run more along “business lines”.  Alternatively it could be argued “efficiency” 

arises as a direct result of the presence of the other “drivers”, i.e. value-for-money, better expertise 

and skills and so on. 
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thus be better able to budget and plan ahead, and; social upliftment and/or 

economic development which will arise when partnering with CBO’s or NGO’s.48 

Again, as with the White Paper on Local Government, this policy document is 

careful to point out that outsourcing is not Government’s “preferred” option for 

improving service delivery, it is merely one of many service options which should 

receive equal status49.  However, the underlying arguments and descriptions of the 

benefits outsourcing potentially offers certainly creates the impression of, if not a 

“preferred” option, certainly a highly desirable one. 

2.3.3 Problem Areas 

The 2000 White Paper ide ntifies and describes a list of problem areas which need 

to be addressed if the objective of creating an enabling policy framework is to be 

met50. 

2.3.3.1 National and provincial intervention  

Uncertainty as to the precise extent of the power of national and provincial 

government to intervene in the affairs of a municipality could be an inhibitor to 

the private sector’s involvement in municipal service delivery.  This would be 

relevant to issues such as tariff setting, which could naturally have a major impact 

in a service delivery agreement in that the service provider may require additional 

compensation to take on this risk. 

2.3.3.2 Tariff setting and collection 

The ability of municipalities to delegate tariff setting methodologies and tariff 

collection required clarification as this is crucial to lease and concession type 

contracts. Under the Local Government Transition Act it was unclear whether a 

                                                 

48 Department of Provincial and Local Government. (2000), par 2.1. 
49 Department of Provincial and Local Government. (2000), par 2.1. 
50 Department of Provincial and Local Government. (2000), par 3.1. 
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municipality had the power to delegate tariff collection duties51.  This led to some 

rather convoluted contractual arrangements to try and get around this problem. 

2.3.3.3 Unclear Reporting Requirements 

Unclear and fragmented reporting requirements (to various bodies under various 

pieces of legislation) could mean a municipality is confused on how exactly to 

ensure that reporting requireme nts are properly adhered to and thus that the 

legality of the public-private partnership is safe. 

2.3.3.4 Guarantees 

The authority of a municipality to provide guarantees and financial assurances to 

external service providers was very limited.  Without this power a municipality 

could be restricted in its ability to structure an optimal financ ial arrangement with 

a service provider. 

2.3.3.5 Multi-jurisdictional service areas 

Without express legislative authority a municipality could not comfortably enter 

into an agreement with another municipality to jointly appoint an external service 

provider.  The risk of such an arrangement being declared beyond the powers of a 

municipality and thus unlawful, would be a serious disincentive to a municipality 

when considering this option. 

2.3.3.6 Procurement and Planning  

Given the high risks associated with outsourcing, and the length and complexity 

of contractual arrangements, it was clear a more sophisticated planning and 

procurement process would be required.  A municipality should consider its 

service delivery strategies as part of its Integrated Development Plan ( “IDP”) 

process, which would then form part of its Municipal Infrastructure Investment 

Plan. 

                                                 

51 S 10C(7)( b), 10D and 10F Local Government Transition Act, 1993. 
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2.3.3.7 Insolvency 

A real risk to an outsourcing contract is the insolvency of the service provider and 

thus the risk of service interruption.  This is especially so as the legislation 

governing incorporated companies “tends to favour the liquidation of, rather than 

the reorganization of, insolvent enterprises”52.  The White Paper therefore 

recommends that the service contract specifically provide for this scenario and put 

in place procedures to safeguard service delivery. This could be by granting “step-

in” rights in accordance with a pre-arranged procedure. 

In summary then, the above factors constitute a list of matters which need 

clarif ication and resolving in order to better facilitate the outsourcing option.  It is 

not a list of the dangers or risks associated with outsourcing.   In other words, it 

deals mainly with the problems in respect of the legal authority of the 

municipality to do certain things.  However, certain of these listed matters or 

“problems” needing resolution, do contain an assumed, underlying “risk”.  These 

can be summarized as the risk of adverse government action or intervention, the 

risk of inadequate procurement procedures and the risk of insolvency on the part 

of the service provider , which translates into the risk of possible service 

interruption. 

In fact, this policy document does not deal in a systematic  and methodical way 

with the risks inherent in each outsourcing option and leaves it instead for 

interpretation.  For example, the policy notes that concession and lease 

agreements are the “most” risky types of outsourcing but does not elaborate in any 

detail what these risks are 53.  Similarly, although the 1998 White Paper described 

certain of the risks associated with outsourcing options, it did not do so 

consistently or systematically.  It could be argued, however, that the whole 

objective of the 2000 White Paper is to tighten up on the policy environment to 

“enable” and capacitate municipalities to follow the outsourcing option.  In other 

words the 2000 policy is not intended to consider the risks and benefits of 

                                                 

52 Department of Provincial and Local Government. (2000), par 3.2.2. 
53 Department of Provincial and Local Government. (2000), par 4.3. 
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outsourcing per se and these issues would be more appropriately placed in the 

1998 policy document. 

2.3.4 Procurement process 

The policy notes the need for feasibility plans when considering the desirability of 

an outsourcing contract, although these would vary in complexity depending on 

the nature and circumstances of each particular case.  It then sets out different 

modes of procurement depending on the typical duration and monetary value of 

particular contracts54.  This, briefly, would involve a process of “formal 

competitive tendering” for longer-term contracts, “competitive negotiation” for 

medium-term contracts and “competitive solicitation” for short-term contracts 55.  

The White Paper also deals with the topics of public participation, corruption and 

material contract amendment and suggests that any corruption in the award or 

procurement processes of a particular contract should result in the contract being 

declared void ab initio56.  The importance of transparency in the procurement 

process is stressed, with the suggestion that tenderers, the community and other 

stakeholders be regularly informed regarding the procurement processes57. 

Finally, the problem of subsequent amendment or re-negotiation of the contract is 

highlighted, with the point being made that if the amendment or renegotiation 

results in a substantially changed contract, this defeats the whole purpose of the 

competitive bidding process 58.  The White Paper suggests that a transparent and 

accountable amendment process be developed with a built in public participation 

process. 

                                                 

54 Department of Provincial and Local Government. (2000), par 4. 
55 None of these provisions on procurement have found their way into the Systems Act, which 

instead has one formal competitive procurement process for all contracts regardless of duration or 

value. 
56 Department of Provincial and Local Government. (2000), par 4.9. 
57 Department of Provincial and Local Government. (2000), par 4.10. 
58 Department of Provincial and Local Government. (2000), par 4.11. 
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2.3.5 Conclusions on White Paper, 2000  

The 2000 White Paper reveals a similar favourable approach to outsourcing as the 

1998 White Paper did, going so far as to describe outsourcing as a “key option” to 

address the municipal infrastructure backlogs.  This White Paper, however, 

focuses on what policy and legislative changes need to occur in order to facilitate 

outsourcing.  An emphasis is placed on the importance of sophisticated 

procurement processes, including the need for feasibility studies. 

During this process the 2000 White Paper describes the benefits outsourcing may 

offer, which include many of the factors described in the 1998 White Paper.  

These include the potential for greater efficiency, skills transfer, lower costs, 

value for money, certainty for budgets and social upliftment.  It deals less with the 

risks associated with outsourcing but does place a strong emphasis on the 

importance of public participation and transparency in the process. 

2.4 Policy conclusions 

The policy documents outlined above show there is a real drive to urge 

municipalitie s to consider external service providers as potential partners in the 

delivery of municipal services.  As pointed out above, although the policies are 

careful to state that no one service delivery option is preferred over another, one 

can find an implicit preference for external providers in certain instances. 

In his Keynote Address at the launch of National Treasury’s Standardised 

Provisions in 2003, the Minister of Finance, Trevor Manuel, confirmed the 

government’s commitment to ensuring the success of public partnerships, saying, 

“We are serious about making public private partnerships work in South Africa.  

Deeply, profoundly, serious”59. 

However, government policy towards outsourcing within the local government 

sphere is not necessarily as straightforward as may appear in the policy 

documents.  There appears to be some ambivalence in the stance towards the 
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involvement of the private sector in municipal service delivery, perhaps hinting 

towards a deeper philosophical debate within government on the issue.  In a recent 

budget speech the Minister for Provincial and Local Government , Sydney 

Mufamadi, delivered to the National Assembly, he stated that: 

…the local government sphere should indeed become the provider-of-choice with 

regard to delivery of basic serv ices.  However, the limited capacity and resources 

of some municipalities are clearly an obstacle to action, whether in the areas of 

planning, budgeting and implementation60. 

This reveals perhaps a slight change of focus from that found in the policy 

documents; with in-house municipal service delivery, and not outsourcing, the 

clear preference for delivery of basic services.  This shift in emphasis is certainly 

evident in the water and sanitation sector which explicitly prefers public service 

providers to private sector providers by statutorily obliging municipalities to first 

consider public sector providers before being allowed to consider the private 

sector 61. 

The caution shown for involving the private sector in water and sanitation service 

provision is seen again in a recent Department of Water Affairs and Forestry 

strategy document which, under the heading “Choosing water services providers”, 

begins with the warning that “Protecting consumer interests must be the key 

consideration when water services authorities consider how water and sanitation 

services should be provided.”  It goes on to clarify that “The provision of water 

services by public institutions is preferred”62.  That said, the participation of 

private players in the water sector is certainly not unwelcome.  As Minister 

Ronnie Kasrils recently stated: 

While privatization is an emotional and very much political issue in South Africa, 

the private sector has played and will continue to play an important role in water 

services.  The challenges facing us are simply too big to be addressed by 

                                                 

60 Mufamadi, FS. (2004). 
61 S 19(2), Water Services Act. 
62 Department of Water Affairs and Forestry. (2003). pg16. 
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government alone.  We will, however, not sell our public water services 

infrastructure to the private sector but this is no obstacle to the private sector 

getting involved in a whole range of activities”63. 

Having outlined the policy approach to outsourcing and what it regards as the 

potential benefits and risks associated with this method of service delivery, it is 

necessary to establish whether the substance of the policy has been effectively 

translated into the le gislative framework. 

                                                 

63 Department of Water Affairs and Forestry (2003). Kasrils, R. Address to the African Investment 

Forum, April 2003.  Quoted in Strategic Framework for Water Services (2003), pg19. 
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3 Chapter Three: Legislative framework 

3.1 Overview of legislation 

3.1.1 Introduction 

Following the publication of the two White Papers described above, two Acts 

were passed which deal directly with the matter of outsourcing of municipal 

services and clearly attempt to address problems and meet the objectives raised in 

the policy documents.  The two pieces of legislation are the Systems Act and the 

Finance Management Act.  A significant revision of the Systems Act occurred 

with the promulgation of the Local Government: Municipal Systems Amendment 

Act, 200364.  The amendments contained in this Act included revisions to the 

procedures and legislative context governing outsourcing. 

Other, pre-existing legislation pertinent to outsourcing are the Constitution and 

the Water Services Act.  The Constitution lays down the overall framework within 

which service delivery will take place and the Water Services Act contains sector-

specific provisions relating to the outsourcing of water and sanitation services. 

The primary legislative provisions regulating the outsourcing of municipal 

services are contained in Chapter Eight of the Systems Act, under the heading 

“Municipal Services.”  This Chapter covers a range of topics, including tariff 

policies and by-laws, overall duties when providing municipal services, criteria 

and procedures for the assessment and choice of service delivery mechanisms, 

service delivery agreements, municipal entities and multi-jurisdictional service 

utilities.  The Systems Amendment Act introduced further refinements to the 

outsourcing procedures, including detailed and comprehensive provisions on the 

requirements of feasibility studies.  The Finance Management Act sets the 

legislative framework regulating municipal financial administration, budgeting, 

asset management, supply chain management and public-private partnerships.  It 

contains provisions regulating the circumstance under which municipalities can 
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enter into longer term contracts, provisions on contract management and 

monitoring and protection of assets. 

3.1.2 Provision of municipal services 

3.1.2.1 Definition of municipal service 

Before analysing the legislation it is necessary to first clarify what is meant by the 

term “municipal services”?  And, following on from that, what does a “basic 

municipal service” mean?   This is important as the primary provisions regulating 

municipal outsourcing apply only to “municipal services”.  By implication then, 

“non-municipal services” would enjoy far more flexibility (and less regulation) if 

outsourcing of that service were being considered.  

As previously stated, municipalities have authority over a wide range of 

constitutionally mandated functions ranging from dog licensing, billboards and 

cemeteries to the ‘classic’ services of water, waste removal and electricity.  The 

Constitution does not define “municipal service”.  Given that the Systems Act 

contains a host of provisions regulating “municipal services” the question 

naturally arises whether all, or only some, of these functions are “municipal 

services” for the purposes of the Act.  For example, ones knows quite instinctively 

that a service such as refuse collection falls within the definition of a municipal 

service, but does the same apply to, for example, “amusement facilities” and 

“pontoons”? 

The term “municipal service” has recently been legislatively defined by way of an 

amendment to the Systems Act65.  Previously the Systems Act contained no 

definition of municipal service.  The insertion of a definition in 2002 followed 

close on the heels of a Cape Town court case which interpreted “municipal 

service” very restrictively and limited it to meaning a service for which a charge is 

levied or is capable of being levied against an identifiable end user66.  On appeal 

                                                 

65 S 35 Local Government Laws Amendment Act, 2002. 
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the Supreme Court of Appeal in 200367 rejected such a limited definition of 

municipal service, but by that time the new definition had been inserted. 

The Systems Act now defines a “municipal service” as a service a municipality 

provides “to or for the benefit of the local community” and irrespective bot h of 

whether it delivers the service itself or externally and of whether fees, tariffs or 

charges are levied for the service 68.  Unfortunately, this definition does not really 

take the matter much further and still does not make it clear if any of the 

Constitutionally listed 4B and 5B functions are excluded from the definition and 

thus from the ambit of the Systems Act. 

Fortunately, the definition of “basic service” is far narrower and clearly applies to 

only a few municipal functions.  A basic service is de fined in the Systems Act as a 

“municipal service that is necessary to ensure an acceptable and reasonable 

quality of life and, if not provided, would endanger public health or safety or the 

environment”69. 

It is clear therefore that services such as potable  water supply, sanitation and 

waste removal do indeed fall within the ambit of the Systems Act and specifically 

Chapter Eight, which deals with service delivery and outsourcing of services.  

Whether electricity supply is also a “basic service” for the purposes of the Act is 

not as readily ascertained.  One could certainly argue that provision of electricity 

is necessary to ensure an “acceptable and reasonable” quality of life but whether it 

would comply with the additional definitional criteria of endangering public 

health, safety or the environment if it were not provided is not as easily answered.  

However, on the basis that common alternatives to the use of electricity, namely 

wood fires, use of paraffin and the like can certainly pose a danger to health, 

safety and the environment, for the purposes of the thesis electricity provision is 

included within the ambit of a “basic service”. 
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3.1.2.2 Duty to provide municipal service 

In recognition of the constitutional obligations placed on municipalities, 

specifically in relation to service delivery and developmental local government, 

the Systems Act chapter70 on municipal services commences by placing an 

explicit and far-reaching “general duty” on municipalities to deliver services.  In 

some respects this general duty merely repeats the existing constitutional 

obligations of the municipality.  However, in other respects it places further, quite 

onerous, obligations on municipalities. 

One of the constitutional “objects” of local government is to “ensure the provision 

of services to communities in a sustainable manner”71.  A municipality must 

“strive” to achieve this object within its financial and administrative capacity.  It 

also has a developmental duty under the Constitution to give priority to the basic 

needs of the community and to promote social and economic development in its 

administrative and budget planning processes72.  The “general duty” in  section 73 

confirms a municipality’s duty to “give effect” to the Constitution but goes further 

and positively obliges a munic ipality to “give priority to the basic needs of the 

community”, “promote the development of the local community” and, most 

importantly, “ensure that all members of the local community have access to at 

least the minimum leve l of basic municipal service”. 

Municipal services must, furthermore, be equitable, accessible, sustainable (both 

environmentally and financially), promote efficient use of resources and be 

provided in a manner that is conducive to the improvement of standards of quality 

over time.  Finally, municipal services must be regularly reviewed for possible 

“upgrading, extension and improvement”.  Hence, captured under the “General 

Duty” is almost the entire policy objective regarding the provision of municipal 

services.  It is useful to be reminded that the entire Chapter E ight must be read 

subject to, and in the context of, this overarching and not insubstantial “general 
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duty”.  So when a municipality outsources a municipal service, it must ensure that 

the service delivery agreement contains provisions which do not impede or 

compromise the municipality’s ability to meet these obligations. 

3.1.2.3 Tariff Policy 

The duty to provide services is closely linked to the setting of tariffs.  The Act 

obliges a municipality to adopt and implement a tariff policy and then sets out a 

list of “principles” with which the policy must comply73.  An analysis of the 

principles reveals first and foremost a desire to ensure affordable services to the 

poor, a desire for fairness, a desire for sustainability and, finally, the pr omotion of 

economic development. 

Certain of these principles are peremptory and others discretionary and it is 

important to briefly list them as they could certainly be of relevance when 

analyzing current service delivery agreements.  This arises, inter alia, because of 

the importance of achieving value for money and affordability in any outsourcing 

project.  For example, the need for the private sector to ultimately make a profit 

must always be balanced against the obligation to provide basic services 

(inc luding “free services” in certain circumstances).  Also, as will be seen in 

Chapter Six, some contracts attempt to interfere with the municipality’s tariff 

setting power and try and introduce criteria which influence tariff setting in the 

financial interests of the external service provider. 

Peremptory provisions which the tariff policy is obliged to contain, include: 

• users to be treated equitably ; 

• amount users pay should generally be in proportion to their use; 

• poor households to have basic services through tariffs covering operating 

and maintenance costs only, special tariffs for low use or any other type of 

subsidization; 
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• tariffs must be cost reflective; 

• tariffs must ensure financial sustainability; 

• environmental objectives (e.g. recycling) must be encouraged; and 

• any subsidisation must be disclosed. 

Provisions the policy may contain include: 

• a surcharge may be added to a tariff; 

• special tariffs may be allowed for commercial and industrial users to 

promote local economic development ; and 

• tariffs may differentiate between different categories of user. 

3.2 Choosing a service provider - Systems Act 

3.2.1 Overview of Assessment Procedure 

The assessment procedure to be followed prior to actual service provider 

procurement is primarily found in the Systems Act.  Unlike the  White Papers, the 

Systems Act does not make a distinction between different types of outsourcing 

contracts, such as management contract versus concession or lease contract.  What 

the Act does distinguish between is the nature of the mechanism the municipa lity 

will be using for service delivery.  These fall into two categories –  “internal 

mechanisms” and “external mechanisms”. 

Internal mechanisms are merely variations of the internal structures of the 

municipality and involve no outside party at all.  For example, an internal 

mechanism could be a ring-fenced business unit or just a department of the 

municipality74.  An external mechanism on the other hand ranges from “public 

sector” type mechanisms (such as a municipal entity, another municipality or 
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organ of state) to “community based” entities (such as CBOs or NGOs) and, 

finally, to private entities 75. 

A municipality can choose whether to deliver a service using an internal or 

external mechanism, but must follow an elaborate two stage assessment process 

(detailed below) before making such a decision.  If an external mechanism is 

chosen then a competitive selection process applies to non-public sector entities.  

The Act then requires the municipality to enter into a comprehensive and tightly 

regulated service delivery agreement with the preferred external mechanism , 

regardless of whether it is a public or private sector entity76.  Throughout this 

process, from assessment to selection to contract, the objectives of ensuring public 

participation and transparency are repeatedly emphasized.  

3.2.2  “Trigger” for Assessment Process 

The assessment process a municipality must follow when deciding on a service 

delivery mechanism is set out under section 78 of the Systems Act.  This 

assessment and review process can be “triggered” by a number of factors set out 

in section 77.  If any one of these factors is present, it is then obligatory for a 

municipality to follow the onerous section 78 process.  Triggers include, for 

example, if a new service is to be delivered or if a review is requested by the local 

community using mechanisms established under the Systems Act. 

Section 77 has been amended recently to, inter alia , make allowance for 

municipalities that had already outsourced a municipal service prior to the 

commencement of the Act77.  This cured what had been somewhat of an anomaly 

for those municipalities already using an external service delivery mechanism 

prior to the Systems Act coming into force.  Previously the Systems Act read as if 

assuming that a municipality had not outsourced municipal services at all.  Under 

the new amendment, if a service is already being delivered by an external 

mechanism, then the comprehensive review and assessment process in section 78 

                                                 

75 S 76(b) Systems Act. 
76 S 81 Systems Act. 
77 Local Government Laws Amendment Act, 51 of 2002. 



 
38 

must be followed if the service delivery agreement is due to end within the next 

twelve months or if the service is to be significantly upgraded, extended or 

improved and this has not been covered by the service delivery agreement78. 

This is a significant development and a powerful protection against various 

potential risks which could be encountered when outsourcing as, firstly, it 

guarantees public participation before any decision can be made to significantly 

increase the scope of a contract and, secondly, it makes it more difficult for an 

external entity to unfairly take advantage of its power as the incumbent service 

provider by demanding it also supply the new area/new service and, thirdly, it 

obliges the municipality to actively reconsider its service delivery options at the 

end of a contract and not passively rely on the external entity to either continue or 

be substituted by another external entity.  This is by virtue of the fact that the 

assessment process forces a municipality to fully explore its own capacity to 

deliver the service before it may consider external options. 

3.2.3 Section 78 Assessment 

If one of the section 77 triggers is present, then the section 78 process must 

commence.  Section 78 sets out both the process and criteria for deciding on 

which mechanism to use for a particular service.  It is important to note that the 

process is a two stage one; first an assessment of “internal” mechanisms, then an 

assessment of “external” mechanisms. 

3.2.3.1 Assessment Phase One 

The assessment of internal options requires the municipality to assess the 

following; 

• the direct and indirect costs and benefits of choosing an internal 

mechanism79; 
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• the impact of an internal mechanism on the environment, health, well-

being and safety, development, job creation and employment patterns in 

the municipality80; 

• the current and future potential capacity of the municipality to deliver 

services using an internal mechanism81; 

• the extent to which administrative reorganization and human resource 

development could assist in providing the service internally82; and 

• the views of organized labour83. 

Finally, the municipality may take into account any “developing trends in the 

sustainable provision of municipal services generally”84.  At this stage of the 

assessment process it is not yet necessary to call for public comment.  This first 

assessment process contains two features which point to a bias towards internal 

service delivery.  Firstly, it positively obliges the municipality to look for ways to 

deliver the service using an internal mechanism.  This is shown by the explicit 

obligation to assess both current and future capacity to deliver the service 

internally.   But it does not stop there; the municipality must also consider 

whether human resource development and re-organisation of its administration 

may create sufficient capacity to deliver the service internally.  The effect of this 

is that a municipality cannot merely rely on a current lack of capacity as 

justification to deliver services externally; instead it has to actively investigate if it 

can reorganize its administration and thus find a way of doing so internally. 

A second feature pointing to bias is that, with the way section 78 is worded (i.e. 

always referring only to an assessment of “internal” options) and within the 

context of section 78 as a whole (i.e. specifically only placing assessment of 

                                                 

80 S 78(1)(a) Systems Act. 
81 S 78 (1)(a)(ii) Systems Act. 
82 S 78 (1)(a)(iii) Systems Act. 
83 S 78(1)(a)(v) Systems Act. 
84 S 78(1)(b) Systems Act. 



 
40 

“external” options in the second assessment phase) it appears that a comparative 

analysis of “internal” versus “external” options in the first phase is effectively 

prohibited.  This makes the first section 78 assessment process somewhat 

artificial, as it is difficult to conduct a thorough analysis of a particular option if 

you cannot compare it against its alternative.  The approach section 78(1) appears 

to take is one which argues; if the municipality can on the face of it deliver the 

service internally then, even if an external option could theoretically offer added 

advantages, these become irrelevant. 

The two features of the first assessment phase described above therefore reflect an 

apparent bias towards the use of an internal mechanism as a first choice for 

municipal service delivery.  However, despite this apparent bias it is important to 

note that the Systems Act places no restrictions on the municipality’s ability to 

proceed to the second phase of the assessment process.  Once the first assessment 

has been completed, the municipality: 

may - (a) decide on an appropriate internal mechanism; 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)85. 

On the face of it then, the bias implicit in the first assessment phase is relatively 

easily circumvented with perhaps the main negatives being added costs (in not 

being able to investigate internal and external options simultaneously) and time 

implications.  In other words, the council is not obliged to choose an internal 

option, even if the study reveals that the municipality is capable of providing the 

service internally.  However, whether the first phase study needs to show at least 

some rationale justifying an exploration of external options is unclear. 
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3.2.3.2 Assessment Phase Two 

Before the second phase of the assessment process can commence the local 

community must be given notice of the municipality’s intention to investigate  

external options 86.  The Act thus allows the municipality to investigate and decide 

on an internal service delivery mechanism without public participation 87. 

Section 78(3) then lists the criteria to be used in the assessment.  These are an 

almost exact repeat of the criteria contained in the first phase except they are 

applied to an external mechanism, namely; a cost/benefit analysis, likely impact 

on environment, health, well-being, safety, development, job creation and 

employment patterns and then the capacity and potential future capacity of the 

service providers to furnish the skills, expertise and resources necessary to 

provide the service88.  The views of organized labour must again be assessed as 

well as the views of the local community.  The local community is therefore 

included twice in the process thus far; once in the notification of intent to explore 

and then in the invitation to express views. 

Initially, this is all the Systems Act required when a municipality was considering 

using an external service provider.  However, an amendment to the Act in 2003 

has added quite significantly to this second phase of the process89. 
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3.2.3.3 Feasibility Study 

The municipality is now obliged to also conduct a detailed “feasibility study” and 

the results of this study “must” be taken into account when a municipality makes 

its decision on whether to use an internal or external service delivery 

mechanism90. 

The feasibility study must include the following matters: 

• a clear identification of the service in question; 

• the number of years the service is likely to be outsourced; 

• projected outputs; 

• an assessment of how the outsourcing will provide value for money; 

• how it will address the needs of the poor; 

• how it will be affordable; 

• how it will transfer appropriate technical, operational and financial risk; 

and, 

• an assessment of the impact on staff, assets, IDP and budgets. 

It is clear the feasibility study is intended to prevent a municipality from rashly 

deciding to go ahead with outsourcing without carefully considering the future 

impacts of the decision, specifically in the context of the needs of the poor, 

affordability, value for money and appropriate risk transfer.  The requirements of 

the feasibility study imply that the decision to outsource cannot be made solely on 

commercial principles, but must also take place within a wider context of the 
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municipality’s constitutional obligation to give priority to the basic needs of the 

community91. 

To fully comply with the requirements of the feasibility study requires the 

municipality to complete a relatively com plex study. For this reason, and 

presumably to assist specifically those municipalities with a capacity problem, the 

amendment includes a provision allowing national or provincial government to 

assist both in carrying out the feasibility study, and in preparing service delivery 

agreements.  Any assistance national or provincial government may offer is 

subject to an agreement between the municipality and the other organ of state, so 

that the Act does not allow national or provincial government to become involved 

without the consent of the municipality92. 

3.2.3.4 Decision on internal or external mechanism 

After having conducted the section 78(3) assessment and feasibility pr ocess, a 

municipality must then “…decide on an appropriate internal or external 

mechanism, taking into account the requirements of section 73(2) in achieving the 

best outcome”93.  If the municipality decides on an internal service delivery 

mechanism, then the municipality is obliged to allocate sufficient resources for the 

proper provision of the service and must ensure transformation of the service as 

required by the Systems Act94. 

If the municipality decides on an external mechanism, then the procedure is 

effectively split into separate procedures for “public sector” type providers and 

those in the private sector.  Public participation obligations remain the same 

however. 
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3.3 Contracting with a service provider 

3.3.1 Procurement 

3.3.1.1 Introduction 

The procurement of an external service provider must take place within a 

competitive environment, unless that provider is a public sector entity.  The 

process is therefore separated into two distinct processes depending on the nature 

of the entity decided upon.  Both processes however require public consultation 

and transparency.  This of course assumes that the municipality knows ahead of 

the procurement process that it wants to contract with either a public or private 

sector entity.  Given that a public sector provider could be equally effective in 

providing a service and may in fact want to provide the service to that 

munic ipality, it does not seem that it would be barred from participating in a 

competitive process. 

The procurement process also recognizes the complexity of service delivery 

agreements and thus builds in a negotiation process and option for the 

municipality to move to the next ranked bidder if the negotiations fail. 

3.3.1.2 Public Participation Pre-Service Delivery Agreement 

“Before” a municipality may enter a service delivery agreement with an external 

service provider (public or private), 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 contents of the service delivery 

agreement must be communicated to the local community through the media 95. 

This provision originally only applied to service delivery agreements for “basic” 

municipal services.  Now, after amendment in 2003, the onerous public 

participation obligations apply to all service delivery agreements, revealing a 
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greater emphasis by the legislature on transparency and public participation in the 

outsourcing process. 

3.3.1.3 Procurement of “public sector” service providers 

A competitive bidding process is not required if the municipality decides to 

appoint a municipal entity, another municipality or a national or provincial organ 

of state as its external service provider 96.  If the municipality decides on entering 

into a service delivery agreement with another municipality, then that other 

municipality is likewise required to conduct a detailed feasibility study before it 

may enter into the agreement97. 

3.3.1.4 Procurement of “private sector” service providers 

The municipality is required to follow a competitive bidding process for all 

service providers not falling within the definition of a municipal entity, another 

municipality or national or provincial organ of state98.  The procurement process 

must be “fair, equitable, transparent, cost-effective and competitive” 99 and must 

“minimize the possibility of fraud and corruption” 100.  The process must also 

comply with the requirements of the Finance Management Act and the 

Preferential Policy Framework Act101.  Again, the importance of public input and 

information sharing is emphasized by the requirement that the procurement 

processes “make the municipality accountable to the local community about 

progress with selecting a service provider, and the reasons for any decision in this 

regard”102. 

The need to promote small and emerging businesses is also built into the process, 

as is the authority of the municipality to show preference to those categories of 
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service provider previously the subject of unfair discrimination103.  Naturally, the 

objectives of small business empowerment or preferential procurement may not 

necessarily coincide with the need to be competitive (i.e. of finding the “cheapest” 

offer).  The municipality will have to find a way of balancing these potentially 

conflicting objectives in its procurement process.  It is assisted in part by the 

provisions of the Preferential Procurement Policy Act, which guide a municipality 

on the weightings to be given in the evaluation process to pure commercial 

objectives (i.e. price) and those of social upliftment or redress respectively.  

It is peremptory for the municipality to apply “the criteria lis ted in section 78” 

when selecting a service provider.  The need to assess the views of organized 

labour and the local community form an important part of the section 78 process, 

as does the conducting of a detailed “feasibility study”104.  Whether these are 

intended to be included in the “criteria” to be applied when selecting a service 

provider is unclear.  As far as the local community is concerned, it is part of the 

process anyway, given the requirements of section 80 and 83(1)(d), which makes 

it a somewha t moot point.  But is it necessary to invite and assess organised 

labour’s views when making the selection of a service provider?  Also, section 78 

comprises two separate processes, each with their own criteria.  Presumably the 

municipality only has to apply the criteria set out in section 78(3) and not the 

criteria contained in section 78(1) when making a selection, given that it is in the 

process of selecting an external service provider. 

Having made a selection, the municipality must then enter into a negotiation and 

agreement process with the prospective service provider105. Here the Act 

recognizes the need for the municipality to be able to exercise some flexibility in 

negotiating the final details of the service delivery agreement with the prospective 

service provider.  Service delivery agreements are notoriously complex and it 

would be remarkable if the parties were able to enter into a binding agreement 

based on the bidding documents alone.  However, protection for the other bidders, 
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and for the integrity of the process, is built in with the proviso that any changes 

agreed to in this negotiation process cannot have the effect of materially altering 

the bid.  It must be remembered that these provisions apply only to bidders 

following the competitive process, i.e. non-public sector providers. 

It is also a possibility that the municipality and prospective service provider are 

unable to reach agreement on the final terms of the service delivery agreement.  

The Systems Act allows the municipality “after a reasonable time” of attempting 

negotiation, to move on to negotiations with the next -ranked service provider 

instead.  

3.3.2 Contract content 

3.3.2.1 Introduction 

Having completed the assessment and selection process, the municipality must 

enter into a service delivery agree ment with the external mechanism106.  This 

requirement applies equally to “public sector” type mechanisms (such as 

municipal entities or another organ of state) as it does to a totally arm’s length 

private company.  There is also no distinction made as to the type of contract 

involved.  The requirements therefore apply to all outsourcing contracts, be they 

concessions, leases, management or service contracts or private-public 

partnerships. 

Section 81 of the Systems Act sets out the responsibilities of municipalities when 

providing services through service delivery agreements.  When considering the 

peremptory requirements of this section the clear and overriding theme is that of 

ensuring a municipality remains fully accountable for the service.  This is in line 

with the policy position in the two White Papers and reflects concern for perhaps 

the biggest risk of outsourcing, namely that of the municipality contractually 

divesting itself of its accountability to the community it serves.  Finally, the 

Finance Management Act contains provisions relevant to certain contracts and to 
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matters which would directly impact on contracts, such as asset protection and 

guarantees. 

The Systems Act, in this and other sections, forces a municipality to remain 

focused on its community and obliges it to monitor the contract and consider its 

constitutional duties on an ongoing basis. 

The peremptory requirements of a service delivery agreement under section 81 of 

the Systems Act oblige the municipality to: 

• regulate provision of the service in terms of section 41107; 

• monitor performance and implementation of the agreement108; 

• comply with Chapter 5 and 6 IDP and Performance Management 

requirements if the service is a development priority or objective in the 

IDP109; 

• control and set tariffs in accordance with a tariff policy110; 

• ensure uninterrupted delivery in the best interests of the community111; 

• ensure the contract contains dispute resolution mechanisms112; 

• ensure continuity if the service provider unable to perform because of 

insolvency, judicial management or other reasons113; and 

• take over the service and assets at the expiry of the service delivery 

agreement114. 
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3.3.2.2 Regulating, Monitoring and Performance Targets 

Of course, it is easy enough for a service delivery agreement to make the bald 

statement tha t the municipality will remain responsible for the service and will 

“monitor” the contract (as most, if not all, service delivery agreements do say).  

What does this mean in practice?  What does effective monitoring mean?  For 

example, a municipality could read an annual performance report and regard that 

as “monitoring”.  Clearly the legislators saw a need for a more detailed set of 

obligations to ensure effective monitoring.  The risk of a failure to monitor could, 

apart from adversely affecting accountability, also negatively impact on the 

objectives of achieving efficiency and value for money.  

After confirming that the municipality “remains responsible for ensuring that the 

service is provided to the local community”, section 81(1) obliges a municipality 

to regulate the service and monitor and assess the implementation of the 

agreement in accordance with section 41 of the Systems Act.  Section 41, which 

falls within Chapter Six of the Act115, obliges a municipality to establish a 

performance management system for its political structures, office bearers and its 

administration and obliges it to establish mechanisms to monitor and review this 

performance management system.  The core components of the performance 

management system, and thus the minimum requirements for regulating and 

monitoring a service delivery agreement are as follows.  The municipality must: 

• set key performance indicators (KPI’s) to measure performance with 

regard to the municipality’s development priorities and objectives of its 

IDP116; 

• set measurable performance targets for the priorities and objectives117; 
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• monitor performance by measuring performance against the KPI’s and 

targets and must monitor and review performance at least once a year118; 

• take steps to improve performance if the targets are not met119; and, 

• establish a process of regular reporting to council, other political 

structures, political office bearers, staff of the municipality, the public and 

appropriate organs of state120. 

Finally, the system must be set up in such a way that it will serve as “an early 

warning indicator of under-performance” 121.  What does this mean for a service 

delivery agreement?  Clearly a simple statement that the municipality will 

“monitor” the agreement will not suffice.  The agreement would have to set KPIs 

and performance targets to enable the municipality to fulfil its monitoring 

requirements.  The contract would also have to set in place a procedure to deal 

with a scenario where performance targets are not met by the service provider.  

The municipality would need access to information regarding performance on an 

ongoing basis to enable it to make the “regular” reports to its political structures, 

administration and the public and to enable the system to serve as an early 

indicator of poor performance. 

The setting of KPI’s can also not merely be left to the parties to decide or left to 

the prospective service provider to set in its business plan.  The Systems Act 

requires a process of community involvement in the setting of KPIs and 

performance targets122.  The Minister of Local Government may also prescribe 

certain “general” KPIs, which a municipality would then be obliged to include in 

its performance management system123.  A municipality is obliged to notify its 
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administration and the public of its KPIs and performance targets and must have 

the performance measurements audited internally and by the Auditor-General124. 

In terms of the latest amendments to the Systems Act, a municipality is obliged to 

prepare an annual performance report125.  This report must specifically reflect the 

performance of “each external service provider during that financial year.”  

Furthermore, the report must compare the performance for that year with the 

performance and targets set for the previous year.  Finally, it must set out the 

measures taken to improve performance. 

Section 81(1)(c) obliges the municipality to perform its functions and exercise its 

powers in terms of Chapter 5 (Integrated Development Planning) and Chapter 6 

(Performance Management), if the municipal service falls within a development 

priority or objective under the municipality’s IDP. 

Of course, all these requirements do not necessarily have to be set out in detail in 

the service delivery agreement; the obligations remain the municipality’s 

regardless of whether they are reflected contractually or not.  However, the 

contract would at least have to contain provisions to facilitate, and not impede, the 

municipality in the fulfilment of these obligations.  The municipality should not 

be left in a position where, for example, it is unable to effectively measure 

performance of the service provider and ends up having to pay the service 

provider extra for the requisite information to enable it to perform its monitoring 

role. 

3.3.2.3 Tariffs 

Section 81(1)(d) obliges a municipality to control the setting of tariffs.  This is in 

any event a power that is constitutionally incapable of being delegated.  However, 

to allow for flexibility the Systems Act does allow the service provider to adjust 

tariffs, but only within limitations set by the council126.  Given the real, and 
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perceived, risk of an external provider being profit driven and ultimately pushing 

tariffs up, this provision (although unnecessary, as a provision to the contrary 

would be unconstitutional) serves as a reminder that the exclusive right to set 

tariffs remains with the municipality. 

It must be remembered that a municipality’s discretion on tariff setting must be 

exercised within the confines of its tariff policy, which has to reflect certain 

principles listed in section 74 of the Systems Act.  This includes provisions 

regarding services to the poor (such as life line tariffs, subsidisation and tariffs 

only covering operating and maintenance costs), equity, sustainability and 

promotion of local economic development.  This will be a crucial balancing act 

for a municipality to follow when outsourcing a municipal service.  The national 

and provincial government have a power (in certain circumstances) to cap the 

upper limits of a municipal tariff (whether this power is constitutional or not is 

perhaps questionable)127.  This could naturally have a significant impact on a 

service delivery agreement and certainly adds an element of uncertainty regarding 

the ability of the parties to contractually guarantee future income levels.  This was 

one of the issues identified by the 2000 White Paper as requiring clarification in 

order to ultimately encourage consideration of outsourcing. 

However the Finance Management Act recognises the negative effect this may 

have on a long term service delivery agreement and provides that in a long term 

contract where there is a periodic escalation of payments, the capping of upper 

limits will not apply if it impairs the municipality’s ability to meet those 

escalation payments 128.  It is not clear how this would dovetail with the power of 

the Minister under the Systems Act to make regulations regarding upper limits on 

tariffs129. 
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3.3.2.4 Continuity of Service 

Section 81(1)(e) obliges the municipality to “generally exercise its service 

authority so as to ensure uninterrupted deliver y of the service in the best interest 

of the local community” and, more specifically, obliges it to ensure continuity if 

the service provider finds itself in trouble (be it insolvency or otherwise) and take 

over the service and all assets at the end of the agreement130. 

The policy objectives of these provisions are clear – the continuity of the service 

can under no circumstances be threatened as a result of outsourcing of a service 

and the service delivery agreement would clearly have to incorporate provisions to 

cover these issues. 

3.3.2.5 Dispute Resolution and Amendment 

The latest amendment to the Systems Act includes a further peremptory provision, 

which obliges the parties to the service delivery agreement to include a clause 

providing for dispute resolu tion mechanisms131.  This echoes section 116 of the 

Finance Management Act, which similarly requires a contract with a non-public 

sector entity to contain “dispute resolution mechanisms”. 

As for amendment of the agreement, section 81(4) entitles the parties to agree to 

an amendment.  However, if the agreement was reached after a competitive 

bidding process the municipality must give notice to the local community of the 

intention to make an amendment and the reasons for the amendment.  The 

community must then be invited to make representations to the municipality on 

the proposed amendment.  This section must be read with section 116(3) of the 

Finance Management Act, which also obliges the municipality to give notice to 

the community of a proposed amendment and invite public comments (although 

this only applies to contracts with non-public sector entities).  However, section 

116 also obliges the municipality to table the proposed amendment in council.  

Although not specifically stated in either Act, it is presumed that these provisions 
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apply to material amendments only and not to minor amendments, of which there 

could be many over the course of a long term contract. 

Finally, once the municipality has entered into the service delivery agreement, it is 

obliged to notify the public of the name of the service provider, details of the 

service and of the place where copies of the agreement can be inspected.  

3.3.2.6 Discretionary Provisions 

Apart from the peremptory provisions contained in section 81 of the Systems Act, 

there are also various discretionary provisions specifically allowing the 

municipality to assign certain duties and functions to the service provider by way 

of service delivery agreement.  These functions/duties include: 

• developing and implementing service delivery plans within the framework 

of the IDP; 

• operating, managing and providing the service; 

• undertaking social and economic development related to the service; 

• customer management; managing its own finances (budgeting, accounting 

etc); and, 

• collecting service fees for its own account in accordance with councils 

credit control policies (this was previously prohibited by law, leading to 

unnecessarily complex financial arrangements in service delivery 

agreements). 

The municipality may also transfer funds to the service provider to subsidise 

services to the poor132.  This, however, must be done using a transparent system 

subject to performance monitoring and audit.  As far as staff are concerned, the 

municipality may transfer or second staff to the service provider (subject to the 
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applicable labour legislation) and subject, further, to the agreement of the staff 

member concerned133. 

3.4 Municipal Finance Management Act: Legislative overlay 

3.4.1 Introduction  

As seen above, the Systems Act sets out a detailed, somewhat cumbersome and 

time-consuming “pre-procurement” assessment process.  Certain aspects of the 

process are also not entirely clear. However, the complexity of this process has 

increased significantly with the recent promulgation of the Finance Management 

Act.  A brief description of the requirements of this Act insofar as they relate to 

regulating the outsourcing process will be set out and an attempt will be made to 

establish where they may “fit” in with the Systems Act process. 

3.4.2 Three year contracts 

Section 33 of the Finance Management Act applies to contracts having “budgetary 

implications” beyond three years.  Given the usual duration of service delivery 

agreements, it is envisaged that most outsourcing contracts would fall within the 

parameters of this section.  This is especially so as even “shorter-term” service 

delivery agreements (i.e. two to three years) will often allow the contract to be 

extended, either by agreement or at the option of one of the parties, which almost 

invariably means the contract duration will exceed three years. 

Before council can approve a contract of this nature, the municipality must 

publicise the draft contract, prepare an information statement summarizing the 

municipality’s obligations and invite comments from the public.  The 

municipality must also solicit the views of Nationa l and Provincial Treasury, the 

national Department of Local Government and the national department concerned 

if the contract is for the provision of water, sanitation or electricity.   The council 

must take the views of all these entities into account and must also consider the 

projected financial obligations for each year of the contract and the impact of 
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these financial obligations on future tariffs and revenue 134.  This is a clear 

duplication of some of the specific requirements of the Systems Act feasibility 

study required under section 78(3). 

Given that section 33 presumes the municipality is aware it is about to enter into a 

contract of longer than three years duration, it is assumed that this Finance 

Management Act assessment and public comment process should occur at least 

after the municipality has made a decision to outsource in terms of section 78(4).  

The fact that the municipality must make the “draft” agreement public and must 

summarise the municipality’s obligations, implies that the Systems Act 

procurement process has been concluded and a prospective service provider 

selected.  If this is so, then the community comment and participation 

requirements overlap with those in the Systems Act and the timing and content of 

the Finance Management Act assessment do not really make sense.  In effect the 

municipality would conduct its detailed feasibility study when deciding whether 

to choose an external service provider under section 78(3), it would then apply the 

feasibility study criteria again when selecting a prospective provider in the actual 

procurement process.  Finally, it would again apply and assess certain of the 

financial criteria after selection of the prospective provider, but before entering 

into the final service delivery agreement. 

Of importance is the requirement that, before entering into the agreement, council 

specifically adopt a resolution confirming that the municipality “will secure a 

significant capital investment or will derive a significant financial economic or 

financial benefit from the contract”135. 

Given that this section effectively prohibits the municipality from entering into a 

service delivery contract without such a resolution, how does one correlate this 

emphasis on “significant” financial benefit to considerations, for example, of 

environmental impact, of accessibility of services to the poor, of skills transfer, of 

equity and improved service levels?  It appears that, whereas the Systems Act 
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attempts to enforce socio-economic considerations into the assessment process, 

the Finance Management Act makes it a pre-condition that not only “financial 

benefit” but “significant” financial benefit be proven before a municipality can 

enter into a service delivery agreement.  This could have a powerful and possibly 

unintended impact on the ability of municipalities to outsource services, even if 

there are compelling reasons to do so and even if there is some (though not 

“significant”) financial benefit. 

Section 33(3) provides that all contracts “may not be withheld from public 

scrutiny”, a repeat of the public notification requirements of the Systems Act 

under section 84(3).  The only exception would be if the Promotion of Access to 

Information Act136 provides otherwise.  Finally, the contract can only be entered 

into if council approves the entire contract exactly as it is to be executed137.  This 

could prove to be somewhat of an obstacle to the contract negotiation and 

finalisation process as, in complex and lengthy contracts, it is often necessary to 

make slight changes and adjustments right up to contract signature.  The parties 

will have to ensure this process reaches its conclusion some weeks earlier than the 

actual signature date so that sufficient time is allowed for the draft contract to go 

through the counc il procedures. 

3.4.3 Municipal Entities 

As discussed above, municipal entities are set up as external service delivery 

vehicles and are essentially entities over which the municipality has effective 

control.  The entity could be a private company, a service utility (created by a 

bylaw) or a multi-jurisdictional service utility (created by two or more 

municipalities).  The Finance Management Act requires a municipality to conduct 

a detailed assessment before such an entity can be formed138.  The assessment 

must consider the impact of a municipal entity on staff, assets and liabilities. 
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The municipality is also required to publicise the assessment, invite comments 

from the local community and organized labour and get the views of national and 

provincial treasury, the national and provincial departments for local government 

and the MEC for local government139.  The council has to take all this into 

consideration before establishing a municipal entity.  

How does this assessment and public participation process dovetail with that 

required by section 78 and section 80(2) of the Systems Act and that of section 33 

of the Finance Management Act, given that they could quite feasibly all apply at 

the same time?  Because a municipality cannot “plan ahead” to outsource a 

service, it presumably must complete the section 78(3) Systems Act process first 

and make an “in principle” decision to establish a municipal entity and only then 

investigate actually setting it up.  So, for example, the views of organized labour 

would technically have to be invited three times; firstly under the investigation of 

“internal” options 140, then under the investigation of “external” options 141, and 

finally (if a municipal entity is chosen) before the establishment of that municipal 

entity.  Also, if that municipal entity was to enter into a service delivery 

agreement for longer than three years, then the views of national and provincial 

treasury, department of local government and so on would have to be procured 

both before establishing the municipal entity and after its establishment, but 

before it entered into the contract. 

3.4.4 Public-private partnerships 

The Finance Management Act sets out the conditions and process for public-

private partnerships but does not define this term 142.  The Systems Act does not 

distinguish public -private partnerships from other service delivery arrangements.  

Public-private partnerships would also mostly be of greater duration than three 

years, meaning that the feasibility study and public participation processes 
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required by section 120 would be in addition to those required by section 33 of the 

Finance Management Act and Chapter 8 of the Systems Act (in fact section 120 

specifically states that both Chapter 8 and section 33 must be complied w ith)143. 

Section 120 requires yet another feasibility study to cover issues such as strategic 

and operational benefits, nature of the parties’ roles, how the contract will provide 

value for money, be affordable, transfer appropriate risk and impact on current 

and future budgets and revenue flows.  It mus t also look at how the municipality 

will be able to monitor, manage and enforce the contract144.  After the feasibility 

study is concluded the municipality must submit the study to the council for a 

“decision in principle” on whether to continue with a public-private partnership145.  

Then follows another public participation process entailing the procuring of 

comments from the public, National Treasury the national Department of Local 

Government and the responsible sectoral national department (if it is for provision 

of water, sanitation or electricity services)146. 

Finally, one must throw into the process the requirement that particulars of any 

proposed service delivery agreement must also be included when a municipality 

tables its annual budget, a process which is also open for public submissions 147. 

3.4.5 Contracts 

The Finance Management Act at section 116 contains provisions relating to 

contracts and contract management which apply to a service delivery agreement 

between a municipality and a private external entity (i.e. section 116 would not 

apply to a service delivery agreement between a municipality and a municipal 

entity or another organ of state).  Included in this section is the requirement of 

periodic review of the contract once every three years148.  There are also further 
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monitoring duties over and above those contained in the Systems Act –  the 

accounting officer of the municipality must ensure the contract is properly 

enforced and that performance of the contractor is monitored “on a monthly 

basis” 149.  The accounting officer must also establish capacity in the municipality 

to ensure these duties are fulfilled and to ensure over -seeing of the day-to-day 

management of the contract.  The accounting officer must regularly report on the 

performance and management of the contract to the council150. 

There is a clear overlapping of these monitoring duties with those arising out of 

the Systems Act and it is not clear what the thinking behind this was, given that 

these extra monitoring obligations do not apply to all service de livery agreements.  

Section 116 also obliges the municipality to include provisions for termination of 

the contract for non- or under-performance on the part of the service provider 151. 

3.4.6 Protection of Assets 

The Finance Management Act prohibits a municipality from transferring 

ownership of any capital asset required to provide a minimum level of basic 

service152.  It also for the first time allows a municipality to provide security for a 

debt or contractual obligation where that contract involves a third party making 

capital expenditure on property, plant or equipment which will be used for 

achieving the municipality’s objects in terms of section 152 of the Constitution153.  

This would clearly apply to service delivery agreements such as concession or 

lease contrac ts where the external entity will fund infrastructure improvements or 

construction.  

The Finance Management Act then sets out a list of potential ways to provide 

security (such as lien, mortgage etc) and included in the list is that of the 

municipality “undertaking to retain revenues or specific municipal tariffs…at a 
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particular level or at a level sufficient to meet its financial obligations” 154.  This 

raises the question of whether a municipality is competent to fetter its future tariff-

setting discretion.  Given that the power to set tariffs in its own discretion is a 

power arising directly from the C onstitution, it could be argued that the 

municipality will always retain the power to adjust the tariff as it sees fit. 

Finally, section 48 contains provisions specifically protecting the assets required 

for the provision of basic services. 

3.5 Specialist contracts: Water and sanitation 

The Water Services Act contains provisions regulating the outsourcing of water 

services which must be read in addition to the Systems Act and Finance 

Management Act requirements.  The most significant difference in the assessment 

and selection process of potential providers is that a municipality is obliged to 

first consider public sector providers before it is allowed to look at the private 

sector 155. 

The municipality is required to publicise its intention of entering into or renewing 

a contract with an external provider and the potential water services provider must 

disclose any other interests it may have with the municipality and what rate of 

return on investment, if any, it will gain from the contract156.  The Minister of 

Water Affairs and Forestry has recently published regulations governing contracts 

entered into with external water service providers157.  The regulations stipulate 

various provisions that must be included in a water services contract, many of 

which overlap with Systems Act and Finance Management Act requirements (for 

example, setting performance targets, annual reports, dispute resolution 

mechanisms, protection of assets and so on).  Furthermore, the regulations 

prohibit a contract from exceeding thirty years in duration.  The regulations also 
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make it obligatory for the contract to “provide an incentive” for the service 

provider to perform efficiently and effectively 158. 

Although adding to and to some extent duplicating the requirements of a 

municipality when wanting to outsource, the provisions of the Water Services Act 

are not all that difficult to insert into the overall Systems Act outsourcing 

procedure, unlike the many problems that arise in attempting to dovetail the 

Finance Management Act with the Systems Act. 

3.6 Conclusions on legislative framework 

3.6.1 Introduction  

The legislative framework does not correlate with the policy objective of 

facilitating outsourcing as it has created an outsourcing process that is overly 

complicated, non-user friendly and full of duplications and overlaps.  Within the  

process itself there is an apparent bias towards in-house service delivery as 

opposed to outsourcing, which likewise is contrary to the policy objectives.  

Policy objects on outsourcing are also not fully translated into water and 

sanitation sector policy and legislation.  These conclusions are elaborated on 

below. 

A further feature of the legislative framework is that it appears to be more process 

driven than focussed on the practicalities and detail of contract negotiation, 

contract formation and the key provisions to provide for in those contracts.  The 

framework as it stands, would be of little help in actually assisting municipalities 

to formulate outsourcing contracts. 

Balanced against these indications of ambivalence in the legislative framework to 

outsourcing, it must be noted that other plans are in the pipeline which reflect and 

confirm the policy approach of encouraging munic ipal outsourcing.  A Municipal 

Desk will be created in National Treasury’s PPP Unit to assist in meeting the 

Finance Management Act obligations, the Municipal Infrastructure Investment 
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Unit will continue to provide technical assistance to municipalities, interim 

regulations will be drafted with pilot municipalities (with application of section 

120 of the Finance Management Act being delayed for non-pilot municipalities), 

Practice Notes will be drafted on various aspects of the process, Municipal PPP 

Regulations will be drafted and finally additional Practice Notes will be drafted to 

cover procurement and contract management159.  There is therefore a concerted 

plan to put in place a comprehensive regulatory framework with strong support 

mechanisms for the implementation of municipal outsourcing projects. 

3.6.2 Complex process 

The scale of legislative control and regulation over municipal outsourcing is 

breathtaking.   This probably arises from a well-intentioned desire to guarantee 

total transparency in the process and ensure municipalities do a thorough 

assessment before outsourcing and so avoid any common risks or pitfalls.  

However, there seems to be a real danger that the legislation has gone too far and 

made the process too cumbersome, expensive and time-consuming to be 

effectively implemented.  This is particularly so considering the added onerous 

requirements of the recently promulgated Finance Management Act.  For 

example, depending on which outsourcing options are chosen, there are 

potentially at least three different public commenting processes and at least three, 

all slightly different, assessment and/or feasibility studies to be conducted. 

To compile a sensible “step by step” procedure for outsourcing and so ensure 

compliance with the various legal provisions would be a difficult task indeed.  

Given the view historically held by organized labour on the question of 

outsourcing, labour could quite feasibly leap at the chance to mount a legal 

challenge to the process if possible.  The municipality would therefore be well 

advised to ensure that their assessment process is entirely compliant and risk-

proof.  But, if there is lack of clarity on how the process is actually supposed to 

work in the first place, an element of risk is introduced which could, in theory, 
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sway a municipality against the outsourcing route for those services over which 

labour holds strong views. 

3.6.3 Bias within process 

Also, although the policy at national level unequivocally encourages a 

municipality to consider the use of external mechanisms in municipal service 

delivery, the assessment process a municipality must follow when deciding on 

service delivery options does not entirely reflect this objective160.  In fact, the 

process can be interpreted as preferring the consideration and use of internal 

service delivery options rather than those of outsourcing.  This is because a 

municipality is effectively prohibited from doing a contemporaneous comparative 

analysis of internal options versus external options, arguably the most logical and 

effective way to weigh up the options. 

Because the municipality is only allowed to consider external options after its 

council has considered and resolved on the “internal” option assessment, it could 

be argued that a municipality is effectively prohibited from making any future 

plans to outsource a service.  To do so before actually following the section 78 

assessment process would be to risk the integrity of the process and thus make it 

open to legal challenge.  On this point, therefore, the policy and legislation do not 

complement each other as one would have expected.  

3.6.4 Tariff setting  not made certain 

The 2000 White Paper noted that in order to facilitate a firm regulatory framework 

to encourage outsourcing, there would have to be certainty on tariff setting.  

However, the Systems Act does not reflect this objective as it authorises another 

sphere of government to set limits on tariff increases.  This introduces an element 

of uncertainty into any outsourcing initiative and particularly one where a private 

entity is relying on tariff income to fund an infrastructure project. 
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3.6.5 Water and sanitation biased to in-house delivery 

The water and sanitation sector also reveal ambivalence towards outsourcing and 

in some respects contradict the policy positions contained in the 1998 and 2000 

White Papers.  The White Papers specifically encourage outsourcing, including 

the involvement of the private sector where appropriate.  T he water and sanitation 

legislation and policy, however, take the view that the public sector and 

specifically municipalities, are the provider of choice. 

3.6.6 Identifying drivers and dangers 

Finally, an analysis of the legislative framework does point to some of the 

underlying assumptions on the risks typically associated with outsourcing and 

which were regarded as warranting legislative protection.  Some examples 

include: provisions prohibiting asset stripping, showing the need to protect 

municipal assets; the detailed provisions on monitoring showing the need to avoid 

a loss of accountability; the many provisions on public participation showing the 

need to ensure public buy-in; the many and comprehensive provisions on 

feasibility studies and assessments revealing concern to avoid the potential 

financial risks to outsourcing and ensure value for money; and  the tariff policy 

provisions showing a concern for  the impact of outsourcing on the poor and the 

need to ensure affordability. 

In the next chapter, the various “drivers” and “dangers” referred to or implied in 

the policy and legislative framework are set out in more detail and their various 

features and qualities elaborated on.  An understanding of what the drivers and 

dangers mean is necessary in order to judge the efficacy of outsourcing contract 

provisions and contract implementation. 
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4 Chapter Four: Drivers and Dangers 

4.1 Introduction 

Given the contents and assumptions behind the policies and relevant legislation 

pertaining to outsourcing; what factors drive the move to encourage consideration 

of outsourcing?  And, conversely, what dangers or risks do policy and legislation 

recognise as being necessarily associated with this form of service delivery.   It is 

necessary to identify these factors as they will be an important tool in assessing 

the relevance and efficacy of current outsourcing contracts in meeting the 

objectives of outsourcing. 

The most important drivers could be grouped under the following headings: 

• Capital investment 

• Value for money 

• Greater efficiency 

• Skills transfer 

• Risk transfer 

The “dangers”, or potential risk areas, on the other ha nd, could be grouped as 

follows: 

• Accountability (monitoring and regulation) 

• Public buy-in (public participation, transparency, amendment) 

• Consumer protection (affordability, credit control) 

• Inappropriate risk allocation (discussed under “Risk transfer” above ) 

• Protection of service environment (continuity of service provision, assets, 

dispute resolution) 
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4.2 Drivers 

4.2.1 Capital Investment 

The prospect of access to outside capital to fund an infrastructure project is 

possibly the most obvious reason for a municipality to consider an outsourcing 

option.  The White Papers discussed above set out the background and reasons for 

the considerable infrastructure backlog in South Africa and highlight the lack of 

public sector resources to effectively meet this backlog.  

Concession or lease contracts are the typical mechanisms used when a private 

sector entity funds a capital expenditure project.  However, these long-term 

“capital investment” contracts are notoriously complex and thus potentially risky.  

The White Paper on Local Government identified various common risks 

associated with these contracts, including a loss of accountability, prejudice to 

consumer rights and monopoly pricing161. 

The Municipal Infrastructure Investment Unit noted that the latter half of 2002 

saw a dramatic and unprecedented increase in investigations for municipal public-

private partnerships of a large, long-term and capital intensive nature162. 

The financial arrangements and negotiations between the municipality, private 

service provider and the financiers/bankers in these types of  contracts can 

naturally be very intricate .  In recognition of this, and in an apparent attempt to 

give the municipality added flexibility to reach the optimal contractual 

arrangement, the Finance Management Act has granted municipalities additional 

powers relating to these issues.  The municipality is specifically authorised, for 

example, to provide security for the municipality’s contractual obligations where 

these arise as a result of “capital expenditure by other persons on property, plant 

equipment to be used by the municipality or such other person for the purpose of 

achieving the objects of local government…”163.  The Finance Management Act 
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then goes on to list the manners in which municipalities may provide this security 

including, for example, the ceding of any future municipal revenue, retaining 

tariffs or other charges at specific levels and allowing revenue intercepts to ensure 

dedicated payment to lenders or investors164. 

4.2.2 Value for Money 

4.2.2.1 Introduction 

An outsourcing contract must offer value for money otherwise there can be no real 

justification for the municipality having entered into it.  It is one of the key drivers 

for outsourcing; the promise of an external service provider often being to provide 

a better service at a lower cost165.  However, “value for money” cannot be judged 

solely on financial terms, as important as these are.  It is as much a question of 

what you are getting for your money as it is a question of what you are spending.  

The 1998 White Paper identifies value for money as one of the  “guiding 

principles” to be applied when considering service delivery strategies and 

describes it as concept including both the cost of inputs and the quality and value 

of outputs166.  It, however , only went so far as to say that the option of contracting 

out municipal services could “sometimes” offer economies of scale 167. 

Therefore “value for money” can actually become a relatively complex concept.  

This is borne out by the experience in the United Kingdom , which has 

implemented a longstanding and sophisticated PPP programme.  A recent paper 

noted that “Research and contemporary debate has not fully reached an agreement 

about what is meant by VfM [value for money]”168.  It went on to note that, in 

many cases the local government provided a unique service to the community and 

thus the development of performance indicators only became necessary after the 
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introduction of private sector participation.   This could well be the case in South 

Africa as well.  The ability to be able to effectively compare the “value” of service 

provision as between public and private provider is therefore difficult. 

What “value” one places on particular outcomes is not necessarily an objective 

exercise either. Thus , in the UK, “[h]ow each public spending authority 

establishes VfM is not entirely clear”.  This is a fact acknowledged by the UK 

Department of the Environment, Transport and the Regions, which concedes that 

the precise methodology for assessing value for money may differ depending on 

the type, size and complexity of the particular project169. 

4.2.2.2 Legal requirement 

The Systems Act enforces considerations of value for money into the pre-

procurement assessment process, by virtue of the cost/benefit analyses that must 

be conducted during both the “internal” and “external” assessment phases.  More 

significantly, the amendment to the Systems Act, which introduced the necessity 

for a feasibility study, specifically requires the municipality to consider whether 

an external mechanism would offer “value for money”170.  This necessity to 

consider “value for money” implications is duplicated in the Finance Management 

Act which likewise requires this issue to be considered before a municipality may 

consider entering into a public private partnership171. 

The concept of value for money is also directly linked to the issue of risk transfer.  

As a recent article put it: “Value for money increases each time a risk is 

transferred to the private sector in order to manage resources more effectively”172. 

Having said that the concept of value for money is not solely a financial one, the 

legislation does require the existence of “significant financial benefit” before such 
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a contract may be entered into173.  This highlights the legislature’s obvious 

concern to ensure that the overall objective of the contract is not lost in the 

outsourcing process and, therefore, that a proper and unequivocal determination is 

made that the municipality does indeed stand to financially benefit from the 

contract.  The importance of considering the financial impact of outsourcing 

contracts is again found in the provision that obliges the municipality to assess the 

impact of the contract on the municipality’s future tariffs and revenues174. 

4.2.2.3 Competition 

A key element underlying the concept of value for money is that of competition.  

The process of selecting a service provider in a competitive bidding environment 

should ensure the most cost effective of available potential providers is chosen, 

thus maximising the benefit to the municipality.  There is clearly little justification 

in outsourcing a municipal service if the cost of doing so exceeds that of the 

municipality providing the service itself.  Competition can also be directly linked 

to efficiency.  This has been noted by the National Business Initiative in its 

statement that: 

Private sector service delivery is not automatically more efficient than public 

service delivery.  It is the introduction of competition that provides the incentive 

for efficient operation and the potential for profit that encourages 

entrepreneurship and innovation175. 

The importance of competition in the procurement process is recognized and 

emphasized in the policy documents and specifically in the legislation176.  As has 

been discussed above, the legislation requires the municipality to follow strictly 

regulated procurement processes which are intended to ensure the integrity of the 

process, fairness, competitiveness and transparency and which ensure the process 

is not tainted by undue influence or corruption. 
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However, the procurement selection process is not solely driven by which bidder 

offers the best deal.  Other factors, such as preferential procurement and local 

economic development must also come into the evaluation equation.  The 

requirements of the Preferential Procurement Policy Framework Act do however 

ensure that “price” remains the central and most heavily weighted of all 

evaluation criteria 177. 

4.2.2.4 Measurable Outcomes 

How does a municipality ensure that a contract does in fact continue to offer value 

for money?  To properly assess if value for money is being achieved requires a 

contract containing clear and measurable outcomes.  If a contract does not contain 

these clearly defined outputs then it will simply not be possible to measure 

whether value for money is actually being achieved. 

The significance of this issue is given added importance by the fact that 

outsourcing contracts are usually for relatively long periods of time.  During the 

contract period circumstances may, and usually do, change.  The effect may be a 

slow adjustment over time of service targets or other outputs to take into account 

the changing service environment.  If the municipality is unable to monitor and 

assess the impact of these variations it will be unable to ensure that value for 

money continues to be achieved.  

It therefore stands to reason that one prerequisite for ensuring continued value for 

money is the existence of efficient and comprehensive record keeping and 

reporting on the part of the service provider and diligent monitoring on the part of 

the municipality.  The obligation on the municipality to monitor service delivery 

is in any event an important pre-requisite for it to ensure it remains accountable to 

its community.  This is discussed in more detail under the “Accountability” 

section below. 
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72 

4.2.3 Efficiency 

Outsourcing offers a further potential benefit - that of achieving greater efficiency.  

The reasoning behind this idea is that “…better management in the private sector, 

and its capacity to innovate, can lead to increased efficiency; this in turn should 

translate into a combination of better quality and lower cost services ”178.  The 

benefit of efficiency is specifically identified in the 2000 White Paper as one of 

the factors which should encourage a municipality to consider outsourcing179.  

The 1998 White Paper takes the approach that running a service on “commercial” 

or “business” lines offers the prospect of greater efficiency. The underlying 

assumption is presumably that municipalities are prone to bureaucracy and 

inflexibility in the way they do business. 

In fact, the approach the policy documents take is that a mere separation of the 

“authority” and “provider” role will lead to greater efficiency, even in 

circumstances where a non-private sector service provider is used180.  This 

philosophy is reflected in water sector legislation, which makes the separation of 

“authority” and “provider” roles a peremptory requirement181.  It also constitutes 

one of the key principles informing the “institutional vision” as described in 

DWAF’s “Strategic Framework for Water Services”. The benefit of separating the 

provider and authority role, according to this Strategic Framework, is that doing 

so reduces the potential for conflicts of interest which may necessarily arise as a 

result of self-regulation.  It also helps improve the clarity of objectives and 

respons ibilities 182. 

Whether the private sector is indeed necessarily more efficient that the public 

sector is certainly not proven.  As a recent IMF reports argues, “much of the case 

for PPPs rests on the relative efficiency of the private sector.  While there is an 

                                                 

178 IMF (2004), par 1.  
179 Department of Provincial and Local Government. (2000), par 1.3. 
180 Department of Provincial and Local Government. (1998), par 2.2.2. 
181 S 20 Water Services Act, 1997. 
182 Department of Water Affairs and Forestry (2003), pg 10. 
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extensive literature on this subject, the theory is ambiguous and the empirical 

evidence is mixed”183. 

4.2.4 Skills Transfer 

Perhaps one of the most important advantages in outsourcing is the potential of 

transferring skills and expertise to an under -capacitated municipality.  If one were 

to attempt to describe the central problems facing municipalities in meeting their 

service delivery obligations, the two overarching features would be, first; a lack of 

financial resources to meet the infrastructure backlog and, second; a lack of skills 

to effectively deliver the service. 

Skills transfer therefore offers the highly desirable prospect of empowering a 

municipality to effectively meet its future service delivery obligations without the 

need for external help.  One must, however, make a distinction between an 

external service provider having superior skills and the actual transfer of those 

skills to the municipality.  If the under -capacitated municipality does not take 

advantage of skills transfer from an external provider then it risks being locked 

into using that, or other, external providers for the service, as it would become 

increasingly unable to take over service delivery at expiry of the contract. 

The 1998 White Paper identifies skills transfer as one of the chief benefits of 

using community based organizations or non-governmental organizations as 

service providers184.  It also regards this as an associated benefit of the 

“contracting out” option, although it does not consider this as a given and 

qualifies the statement by saying that it may “sometimes” be the case that 

contracting out offers better specialist expertise185.  Likewise, the 2000 White 

Paper describes skills, specialist knowledge and expertise as specific reasons 

supporting a municipality’s decision to consider outsourcing 186. 

                                                 

183 IMF (2004), par 25. 
184 Department of Provincial and Local Government. (1998), par 2.2.4. 
185 Department of Provincial and Local Government. (1998), par 2.2.5. 
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4.2.5 Risk Transfer 

Risk has been defined as “…any factor, event or influence that threatens the 

successful completion and operation of a project in terms of cost, time or 

quality” 187.  This means risk covers a wide range of possible events; from a pipe 

burst, to an interest rate hike to political interference.  The risks most commonly 

associated with public sector projects include, very briefly, political risk, contract 

variation, cost overruns, poor mode lling and projections and bureaucratic 

management188. 

A recent IMF report suggests the following categories of risk apply to PPPs, 

although these may overlap to some extent and are not necessarily comprehensive: 

• construction risk  (design problems, building cost overruns, project delays); 

• financial risk  (variability interest rates, exchange rates, factors affecting 

financing costs); 

• performance risk  (availability of an asset, continuity and quality of service 

provision); 

• demand risk  (need for services); and 

• residual value risk  (re future market value of an asset)189. 

Residual value risk is less of an issue in PPPs in South Africa in the essential 

services sector, as core assets have to remain in the ownership of the municipality.  

These five categories can be broken down into any number of sub-cate gories, 

showing how complex the balancing of the various risks can be.  Sub-categories 

could include risks such as sub-contractor risk, interest rate risk, insurance risk, 

                                                 

187 Akkawi (2001). 
188 Illidge et al (2000). 
189 IMF (2004) par 20. 
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planning risk, latent defect risk, political risk, regulatory risk, utilities supply risk, 

resource risk, working capital risk – and so the list goes on190. 

Risk transfer can be regarded as both a possible benefit of outsourcing and, at the 

same time, as a potential danger area requiring careful consideration and 

treatment.  On the benefit side, if risk is allocated appropriately then the 

municipality operates in a more “certain” environment as it knows its costs ahead 

of time.  It therefore enjoys the advantage of being able to budget and plan ahead 

more effectively191.  Also, in certain cases, such as a large construction project, a 

municipality is not necessarily ideally suited to bear all the related risks with a 

project of this nature.  Managing the risks associated with a large construction 

project would not fall within the scope of the normal day to day operations of a 

municipality and would thus arguably be better suited to a private sector entity 

experienced in these projects.  It has been suggested that key risks, which should 

usually be transferred to the private sector include construction cost, completion 

risk and operational risk192. 

On the danger side, inappropriate transfer of risk could have a disastrous impact 

on a municipality.  An ill-considered transfer of risk could put the municipality at 

undue financial risk and have a negative knock-on effect on value for money and 

affordability.   As one of the policy documents notes, risk transfer is important as 

the more risk a contractor is forced to take on, the more compensation it will 

demand193.  Compensation could be in the form of more money, alternatively it 

could mean the contractor demands more autonomy in the contract. 

Risk transfer is therefore not simply about the municipality trying to push as much 

risk the contractor’s way as possible; it is about finding the right balance, which 

may differ in each case, between the cost of risk and where it is most 

appropriately placed.  The appropriate allocation of risk is therefore a complex 

                                                 

190 PPP Quarterly (September 2002). 
191 Department of Provincial and Local Government. (2000). 
192 Grant-Thornton (2004). 
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and thorny area and would have to be the subject of careful negotiation between 

the parties.  For example, there is no reason why an external service provider 

should be put in a better risk position than if they were operating normally in the 

commercial sector.  The allocation of risk should therefore be appropriate to the 

respective duties each party is taking on and would vary depending on the nature 

and length of the contract in question.  

It is not surprising therefore, that both the Systems Act194 and the Finance 

Management Act195 make the appropriate transfer of technical, operational and 

financial risk an essential factor to be considered in any outsourcing process. 

4.3 Dangers 

4.3.1 Accountability 

One of the greatest dangers in outsourcing a service is the risk of a loss of 

accountability on the part of the municipality.  The municipality, no longer face to 

face with its community and one step removed from actual service delivery, may 

be tempted to divest itself entirely of its responsibility to the consumers.  In other 

words, it may be inclined to remain passive and just leave the contractor to get on 

with the job.  This poses a grave threat to the interests of the community which 

the municipality serves.  It therefore makes sense that national policy ensures that 

“accountability” is included in the list of “guiding principles” to be applied when 

a municipality considers service delivery mechanisms 196.  This is also a risk 

particularly associated with long term lease and concession type contracts197. 

Probably the most effective way a municipality can ensure it remains accountable 

to its community, is by monitoring the contract and service provider’s 

performance effectively.  The municipality can also strengthen accountability by 

ensuring the service provider is contractually bound to comply with the 
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municipality’s policies, such as credit control policies, pro-poor policies and so 

on. 

The importance of reporting and monitoring is a constant theme in the policy 

documents and legislation.  For example, national policy emphasises that a 

“contracting out” option for service delivery is only effective if the municipality 

has capacity to monitor the contract198. 

As seen in the overview of legislation above, the re are a host of provisions which 

place positive obligations on the municipality to perform its monitoring and 

regulatory duties effectively.  These include detailed and com prehensive 

regulating and monitoring duties related to contract performance and 

enforcement 199, and a detailed list of reporting and monitoring duties specifically 

applicable to municipal entities200.  The capacity of the municipality to monitor, 

manage and enforce the contract is also built into the assessment process before a 

municipality may enter into a public -private partnership201.  Despite the 

comprehensive monitoring obligations currently in place, the legislation 

contemplates the imposition of further monitoring obligations by way of 

ministerial regulation202. 

Finally, the importance of effective monitoring is again emphasised by the 

legislature going beyond a general obligation to “monitor” and actually placing 

detailed and specific monitoring obligations on the municipality.  This is found in 

the provision in the Finance Management Act which obliges the accounting 

officer of a municipality or municipal entity to monitor the contract “on a monthly 

basis” and to establish capacity in the municipality to “oversee the day-to-day 

management of the contract203. 

                                                 

198 Department of Provincial and Local Government. (1998) par 2.2.5. 
199 S 81 Systems Act. 
200 S 93B and 93C Systems Act. 
201 S 120 Municipal Finance Management Act. 
202 S 86A Systems Act. 
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4.3.2 Public buy-in 

The analysis of policy and legislation above reveals a strong emphasis on the 

importance of public participation and transparency204.  Although the policy and 

legislation does not spell out the risks if public participation and transparency are 

not built into the process, the obvious consequence is both a threat to the 

country’s democratic principles and to the success of the outsourcing project 

itself.  At worst, public unhappiness with outsourcing could lead to service 

boycotts, damage to infrastructure and thus prejudice to service delivery itself 205. 

The Systems Act and Finance Management Act ensure the public is closely 

involved in the process of determining service delivery mechanisms by inform ing 

them of the intention of considering external service providers, by setting up 

proper mechanisms for public participation and by inviting their comment at 

various stages206.  Depending on the nature of the contract and which mechanism 

is chosen, the public could be invited to make representations or comment on at 

least three separate occasions before an outsourcing contract is finalised.   

Likewise, the public are kept closely involved in the procurement and selection 

process207.  Both the Systems Act and Municipal Finance Management Act 

contain provisions that ensure the service delivery contract is available to the 

public 208. 

                                                 

204 One of the “overall stated objectives” of the White Paper on Municipal Service Partnerships is 

to ensure transparency and public participation in choosing mechanisms and specific service 

providers. 
205 The White Paper on Local Government, 1998, identifies prejudice to consumer rights and 

unfair labour practices as possible risks in concession contracts. 
206 See for example section 78 of the Systems Act and sections 33 and 120 of the Finance 

Management Act. 
207 The White Paper on Municipal Service Partnerships notes the importance of keeping tenderers, 

the community and other stakeholders informed in procurement process. See also section 83 of the 

Systems Act. 
208 For example, sections 80(2) and 84 of the Systems Act and section 33 of the Municipal Finance 

Management Act. 
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Public participation does not end with the signing of the service delivery contract.  

The national policy correctly notes that if a later amendment to a contract has the 

effect of materially altering the contract then the whole purpose of competition is 

negated209.  The legislation recognises this principle and ensures that the 

municipality is obliged to conduct a public participation process if a material 

amendment to a service delivery contract is contemplated210. 

4.3.3 Consumer Protection 

4.3.3.1 Affordability 

Another strong theme revealed in the policy and legislation is a concern for the 

consumer, specifically for the needs of the poor and thus the importance of 

ensuring the service remains affordable if outsourced.  This concern for 

affordability is also reflected in the national policy for free basic services. 

The tariff policy a municipality is obliged to adopt contains many provisions 

obliging the municipality to consider the needs of the poor when setting tariffs211.  

“Affordability” is also a specific factor a municipality must consider when 

conducting its feasibility study to determine service mechanisms, as is the issue of 

how outsourcing will “address the needs of the poor”212.  This issue can also be 

influenced by inappropriate risk transfer.  If the municipality takes on an 

inappropriate amount of risk and, as a result, suffers economic hardship, it may be 

forced to raise tariffs and thus negatively affect affordability.  Although this is not 

explicitly stated in the policy documents, the fact that the private sector is 

essentially profit driven could create a tension between its “business principles” 

and the requirement of affordable services, (including free basic services and 

lifeline tariffs for the indigent).  The risk is that the desire for profit, or even 

merely for cost effectiveness, may threaten affordability. 

                                                 

209 Department of Provincial and Local Government. (2000), par 4.11. 
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211 S 74 Systems Act. 
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Affordability is thus closely linked to the setting of tariffs.  Although the 

municipality will always retain sole authority to set tariffs it is undeniable that an 

outsourcing contract may impact on the municipality’s discretion in this regard.  

In fact, from the analysis of the contracts below it is apparent that some contracts 

purport to grant the service provider some power over the setting of tariffs in 

order to balance prospective shortfalls in the contract.  If tariffs are liable to being 

hiked to account for contractual difficulties or future unknown risks, then the 

overall value for money which the contract in itially offered may be weakened. 

This makes it imperative that the contract, as far as possible, ensures certainty in 

this regard.  One way of providing more certainty is to ensure that there is an 

appropriate allocation of risk between the parties and that those parties taking on 

the risk take out appropriate insurance to guard against it.  This should go some 

way to heading off unexpected tariff hikes. 

4.3.3.2 Customer Care 

The risk of monopoly pricing and “cherry picking” high income users to the 

detriment of the poor is specifically identified as a risk in concession and lease 

contracts213.  In theory however, the obligations imposed on the municipality 

regarding the factors it must take into account when adopting its tariff policy and 

its power to set its own credit control and indigent policies should limit the risk of 

unfair treatment of consumers. 

4.3.4 Protection of Service Environment 

4.3.4.1 Continuity 

The fact that a municipal service will not be contracted out forever, be it because 

the contract expires or is cancelled early as a result of breach, means that there is a 

real risk to continuity of service delivery when the time comes for the 
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municipality (or other service provider) to take over the service 214.  This is an 

especially crucial risk when the service is a basic municipal service.  A 

community is unlikely to tolerate interruption of a service such as water and 

sanitation for a few hours, let alone a day or days.  It is therefore not surprising 

that the municipality is legally obliged, when entering into a service delivery 

agreement, to ensure “continuity” and uninterrupted service delivery215.  The 

legislation does not, however, contain detailed provisions suggesting how to limit 

this risk. 

“Continuity” or risk of interruption is not necessarily a risk restricted to the 

unexpected (or even expected) termination of the contract; it could also be a risk 

faced in an emergency event if the service provider is not capable of handling the 

event adequately.  This would therefore be an additional factor to be considered 

when entering into a service delivery agreement with an external provider. 

4.3.4.2 Asset protection 

A municipality’s ability to provide a service is only as good as the assets it owns 

to provide that service.  It is therefore recognized that it is undesirable to transfer 

ownership of core service assets, something which is now outright prohibited by 

legislation 216.  When outsourcing a service the operation, possession and control 

of these assets falls into the hands of an external entity.  The obvious risk is that 

the assets are not adequately repaired and maintained.  In the worst-case scenario, 

an external provider may perform the minimum amount of short-term 

maintenance and repair work to see the assets through to the end of the contract 

term, leaving the municipality with a nasty surprise when it ultimately regains 

possession. 

                                                 

214 The White Paper on Municipal Service Partnerships identifies service interruption as a result of 

the insolvency of the service provider as a real risk.  
215 S 81 Systems Act. 
216 See the White Paper on Local Government, 1998 and section 14 of  the Finance Management 

Act which prohibits the disposal of capital assets used to provide basic services. 
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The concern for protection of service assets is reflected in a variety of provisions 

in the legislation, including a duty on the municipality to take over the assets at 

the expiry of the contract217, a prohibition on prejudicing the use of a basic service 

asset if that asset has been used as security218 and a specific obligation to protect 

assets in the water sector219.  The Minister is also granted the power to make 

future regulations specifically regarding the prohibition on asset stripping 220. 

4.3.4.3 Dispute resolution 

Given the complexity of outsourcing contracts and the many and varied duties of 

the parties, it is highly likely that from time to time disputes will arise between the 

parties.  Without adequate dispute resolution mechanisms the parties will be 

operating in a vacuum and would either have to make up procedures as they went 

along or follow the expensive and time-consuming option of the courts221.  

Without clear rules of engagement there would be a real risk of a breakdown in 

the relationship between the parties and, even worse, the potential of service 

interruption if the dispute concerned technical issues and required speedy 

resolution.  

Given the complexity of issues faced in a service delivery agreement, it is not 

uncommon for some issues to be the subject of future agreement between the 

parties as and when they arise.  Without effective dispute resolution procedures, 

these “by future agreement” provisions could otherwise become problematic.  The 

municipality is therefore legally obliged to ensure the service delivery agreement 

                                                 

217 S 81 Systems Act. 
218 S 48 Finance Management Act. 
219 Regulation 11, Water Services Provider Contract Regulations (August 2001), Water Services 

Act. 
220 S 86A Systems Act. 
221 The White Paper on Local Government, 1998, specifically identifies the importance of 

including dispute resolution procedures in lease and concession contracts to avoid the inherent 

risks of failing to do so. 
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contains dispute resolution mechanisms between the municipality and service 

provider 222. 

4.4 Conclusions on drivers and dangers  

The process of identifying and describing typical drivers and dangers in 

outsourcing reveal the many pitfalls that await an ill-considered or poorly planned 

outsourcing initiative.  The drivers and dangers are also clearly inter-related and 

interdependent, so that a poor risk allocation could trigger a host of other 

outsourcing “dangers” (such as loss of value for money and affordability).  The 

nature of the “dangers” particularly, adds emphasis to the importance of the 

feasibility study in the outsourcing process. 

Generally, there also appears to be some agreement on the nature of the potential 

benefits which can be achieved by outsourcing and the commonly encountered 

risks which need to be guarded against.  In this respect, the policy and legislative 

framework are by and large in harmony.  However, it must be noted that in neither 

the policy nor the legislation is there any attempt to definitively identify and 

describe each risk and potential benefit.  The risks and benefits instead have to 

inferred or “read in” to the documents. 

Having identified and described the various drivers and dangers, the next step is to 

evaluate how current outsourcing contracts deal with these issues.  As a 

preliminary step, it is necessary to outline the methodology of the contract 

analysis, the different categories of service provider and the various types of 

contract which may arise in this analysis.  This is dealt with in the following 

chapter. 
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5 Chapter Five: Contracting out 

5.1 Purpose o f analysis 

Having identified the most important objectives behind the outsourcing initiative , 

and their associated risks, it is important to assess how current contracts deal with 

these matters.  Clearly, if contracts fail to translate the objectives into effective 

contract provisions, then the very reason for outsourcing may be threatened.  No 

matter how efficient and comprehensive an outsourcing “process” may be and 

how valid the feasibility studies, if the contract ultimately entered into is not 

carefully drafted to take all these factors into account, the whole process threatens 

to become a waste of time and resources.  The contract thus becomes one of the 

key features to ensure the success or otherwise of an outsourcing initiative. 

5.2 Methodology 

The contract analysis will seek to identify and describe the typical features of 

current South African municipal outsourcing contracts.  The contracts will thus 

not be analysed on a case by case basis and the analysis will not purport to be a 

comment on the efficacy or otherwise of particular contracts.  Having described 

how the contracts typically deal with particular aspects pertaining to the “drivers” 

and “dangers”, any noteworthy or unusual features of particular contracts will be 

described if relevant to the issue at hand.  

I analysed a total of fifteen contracts for the purposes of the study.  A fair number 

of these contracts were obtained with some difficulty, despite the fact that they 

should be accessible to the public.  As the methodology and purpose of the 

contract analysis was not to reach an authoritative analysis or “case study” on 

each contract, the identity of the actual contracting parties is not relevant.  What is 

relevant is the nature and duration of the contract, the sector within which it falls 

and the category of contracting party, in other words whether it is a contract with 

a private company for example, or a community based organisation.  
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I obtained certain of these contracts only after I had explained the methodology I 

would be using and after having given assurances that the particular contracting 

parties would not be identified in the thesis.  Given the time constraints for the 

thesis , there was neither time nor opportunity to attempt to compel municipalities 

to hand over their contracts through other legislative procedures.  Although not all 

contracts were obtained on the basis that the contracting parties would not be 

identified, I do not identify any of the parties in this chapter and Chapter Six.  

Contracting parties are identified under Chapter Seven, when I analyses case 

studies already in the public arena.  In any event, I submit that nothing is added to 

the contract analysis if actual contracting parties are identified as my objective is 

to extract out “common drafting themes” and generic terms and not to deal with 

contract-specific issues. 

The fifteen c ontracts, set out more fully in Appendix A, cover a wide range of 

categories of external service provider , including contracts with private 

companies, with municipal entities, public sector entities and community based 

organisations.   The categories of contract include concession contracts, 

management and service contracts (including revenue collection) and short-term 

service contracts.  The contracting municipalities range from various metropolitan 

municipalities to small, rural local municipalities.  Appendix A also details the 

sectors within which the contracts were entered into.  These were primarily water 

and sanitation contracts but also included refuse collection and disposal and 

electricity provision.  

The analysis also attempts to takes into account, where appropriate, both the type 

of contract entered into and the nature of the external entity.  The features of a 

concession agreement with a private sector provider would and should, for 

example, be somewhat different to a service contract with a municipal entity.  I 

will attempt to take these various factors into account and assess if they translate 

into differences in the actual contract terms. 

The analysis will also take into account, as a comparative tool and only where 

appropriate, the provisions of the National Treasury Standardised Public-Private 
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Partnership P rovisions (“the Standardised Provisions”)223.  The Standardised 

Provisions were born out of a lengthy consultative process, which included input 

from international consultants and which specif ically drew on the experience in 

the United Kingdom and the standardised provisions published by Her Majesty’s 

Treasury.  Although these Standardised Provisions are intended to cover public 

private partnerships in the national and provincial spheres of government only, the 

principles and concepts behind the suggested contract terms can equally, and very 

usefully, be applied to partnerships in the local government sphere.  This is 

particularly so on more generic issues such as the appropriate transfer of ris k and 

performance monitoring requirements. 

It is worth noting that the  Standardised Provisions are intended to cover service 

agreements entered into w ith private companies and not public sector entities.  It 

is apparent that many municipalities are contracting with public sector entities 

(such as water boards or municipal entities) for the provision of basic municipal 

services.  However, certain general provisions and principles such as satisfactory 

risk allocation, adequate monitoring provisions and the like should translate and 

apply equally to a contract with a public sector entity224. 

Finally, there are certain limitations to any desk top contract analysis.  For 

example, the most difficult “danger” to adequately evaluate without a thorough 

understanding of the background and context of a particular contract is the issue 

of risk transfer.  As pointed out earlier, risk transfer is a balancing act with (in 

theory at least) the municipality facing an increasingly expensive contract with the 

more risk it attempts to transfer.  So, to properly appreciate the efficacy of risk 

allocation in a particular contract, one would need to understand the wider context 

within which that risk allocation took place.  However, even here there are certain 

“general rules” regarding the appropriate transfer of certain generic risks, which 

can usefully be used to get an idea of how risk is being dealt with in current 

                                                 

223 National Treasury (2004). 
224 For ease of reading, when referring to the Standardised Provisions the thesis will refer to 

“municipality”, when the Standardised Provisions would in fact have been referring to a national 

or provincial department or institution. 
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contracts.  Certain risks, such as vis major and material adverse governmental 

action, should be capable of more generic treatment than others which are service 

and contract specific. 

5.3 Categories of Service Provider 

5.3.1 Introduction  

Before commencing with the contract analysis, it is important to understand the 

range of potential service providers recognised by legislation.  The different 

service providers may exhibit particular features which could impact on the 

contract analysis.  The thesis examines outsourcing contracts with external entities 

only.  It does not extend to the internal service delivery mechanisms described in 

the Systems Act225. 

As will be seen below, the nature of external entities can vary widely, from a fully 

independent, private company to a wholly municipal-owned entity.  Under this 

heading only an overview of the fundamental characteristics of each possible 

external entity will be set out.  The possible impact these different entities are 

likely to have on the terms and conditions of actual service delivery agreements 

will also be briefly considered.  For example, when contracting with a private 

company as opposed to a wholly-owned municipal entity the question of transfer 

risk may be quite different. 

The possible external service providers recognized in legislation have been 

arranged under the following categories, each of which will be discussed in turn: 

• community based and non-governmental organizations; 

• municipal entities ; 

• public sector providers; and 

• private sector providers. 

                                                 

225 Such as ring-fenced business units or service departments. 
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Because of the comprehensive and lengthy provisions regarding municipality 

entities (and the fact that these have been recently amended) the section on 

municipal entities will necessarily be far more detailed than the others. 

5.3.2 Community Based and Non -Governmental Organisations 

5.3.2.1 Nature 

Community based and non-governmental organisations are recognised by the 

Systems Act as potential external service providers226.  The proviso is that the 

organisation must be “legally competent” to enter into an agreement.  In other 

words a CBO cannot merely comprise a loose grouping of community members; 

the community is obliged to organise themselves into a more formal structure with 

legal capacity to enter into agreements.  This means that the actual legal structure 

of the organisation could take many different forms; including a company, an 

association, a trust, a partnership and so on. 

5.3.2.2 Contract Implications 

The 1998 White Paper regards these contracts as being well-suited to skills 

transfer.  However, this is probably more relevant to a specialist NGO rather than 

a CBO.  The CBO contract, focussed as it typically is on social upliftment and 

local economic development, could in fact result in the municipality contracting 

with a less skilled external entity.  If this is so, then one would expect a contract 

to, inter alia, ensure comprehensive support and monitoring on the part of the 

municipality, with the municipality retaining perhaps far more risk than it would 

in other service delivery agreements.  Because of the CBO potentially not starting 

the contract with pre-existing specialist service delivery skills, one would also 

expect a contract more focussed on clearly defined inputs rather than outputs 

(contrary to most PPPs) with the possibility of this changing as the CBO gained 

more experience and expertise in the particular service area. 

                                                 

226 76(b)(iv) Systems Act. 
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5.3.3 Municipal Entity 

5.3.3.1 Introduction 

Although entirely separate from the municipality, the municipal entity is tightly 

regulated by both the Systems Act and Finance Management Act. 

The Systems Act sets out detailed statutory duties and responsibilities governing a 

municipality if it decides to establish a municipa l entity227.  A brief description of 

some of these responsibilities and duties are set out below, from which it will be 

clear that an attempt is made to ensure that the municipality retains accountability 

for service provision and the success of the municipal entity despite the fact that 

the municipality has outsourced the function.  

The municipality is explicitly obliged to ensure the municipal entity “is managed 

responsibly and transparently, and meets it statutory, contractual and other 

obligations”228.  It must also ensure there are clear channels of communication 

between the municipality and the municipal entity.  In fact, the Act provides that 

the “official” line of communication between municipality and entity operates 

between the chairperson of the board of directors and the mayor of the entity and 

the municipality respectively229. 

A variety of provisions oblige the municipality to ensure that performance 

objectives and indicators are both established and met, that effective monitoring 

takes place, that effective and fair pr ocedures are put in place for the appointment 

and removal of directors and that measures are in place to ensure effective 

governance of the municipal entity generally.  A lthough the municipal council 

appoints the board of directors, councillors and officials from that municipality 

are prohibited from holding office as a director in the municipal entity.  The same 

prohibition applies to members of the National Assembly, provincial legislature 

and to permanent delegates to the National Council of Provinces.  Other 

                                                 

227 Parts 5, 6 and 7 of Chapter 8A Systems Act. 
228 S 93A Systems Act. 
229 S 93D Systems Act. 
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disqualifications are those to be expected for any director, such as being of 

unsound mind, an unrehabilitated insolvent and so on. 

Although councillors and officials are prohibited from exercising powers as 

directors of the municipal entity, the municipality is obliged to designate a 

“municipal representative” to represent the municipality as an “observer” at board 

meetings and to exercise shareholder rights at shareholder meetings.  The 

municipality’s mayor is also authorized to call for a general or shareholders 

meeting at any time to call the board of directors to account230.  The official Code 

of Conduct applicable to councillors and municipal staff members, is also made 

applicable, with the necessary changes, to the directors and staff members of the 

municipal entity231. 

The Finance Management Act likewise contains many provisions regulating the 

conduct of municipal entities.  For example, the duties and responsibilities of the 

municipality’s “accounting officer” (its municipal manager) apply in turn to the 

chief executive officer of the municipal entity.  In fact, the Finance Management 

Act contains an entire chapter dedicated to municipal entities covering financial 

governance, accounting officers, reports and reportable matters and general 

matters such as borrowing of money and financial problems232. 

The actual form a “municipal entity” may take has undergone a significant 

revision from that initially envisaged by the Systems Act.  This follows on 

statutory amendments to the Systems Act promulgated in 2003233.  Before the 

2003 amendments a municipal entity could have taken a range of forms, from a 

trust to a fund, to a separate company.  What made the entity a “municipal” entity 

was the extent to which the municipality could exercise control over that entity.  

With the new amendments, however, the range of possible municipal entities is 
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restricted to one of only three options; a private company, a service utility or a 

multi-jurisdictional service utility.  Each of these will be discussed in turn. 

It is also worth noting that a municipal entity is not restricted to performing only a 

“municipal service” within the meaning of Chapter 8 of the Systems Act.  A 

municipal entity is entitled to perform any function or power that a municipality is 

legally competent to perform. 

5.3.3.2 Private Company Municipal Entity 

The provisions regarding private companies and municipal entities are relatively 

convoluted, but are a little easier to unravel if it is remembered that it is not the 

purpose or main function of the company whic h dictates whether it is a 

“municipal entity”, instead it is a question of whether the municipality controls 

that company.  In other words, under the Act, two private companies could 

theoretically be set up, both performing precisely the same municipal service, for 

example refuse collection.  However, if one company is controlled by a national 

organ of state (with the municipality only holding a lesser share) and if the other is 

controlled solely by the municipality, then only the company controlled by the 

municipality would be deemed a “municipal entity” for the purposes of the 

legislation. 

A municipality may do one of two things to initiate participation in a private 

company; it can first establish a private company itself; or, second it can acquire 

an interest in a pre-existing company234.  However, a municipality may only 

exercise either of these powers: 

for the purpose of utilizing the company as a mechanism to assist it in the 

performance of any of its functions or powers referred to in section 8235. 

Section 8 referred to in the extract above encompasses all functions and powers, 

including incidental powers and functions, conferred or assigned by the 

Constitution.  This therefore goes much further than just the “municipal services” 
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found in Schedule 4B and 5B of the Constitution236.  It must furthermore show 

that there is a need to perform the functions or powers “in accordance with 

business practices” in order to achieve its objectives237. 

The municipality may either exercise “effective control” over a company, or it 

may hold a “lesser”, non-controlling, interest238.  The Act strictly regulates the 

extent to which the municipality can hold such a “lesser” interest in a private 

company, particularly in cases where a company is part-private, part-public 

owned.  There appears, therefore, to be an underlying preference for a 

municipality to rather hold minority interests in “public” held companies.  For 

example, there is no restriction on a municipality holding a non-controlling share 

in a company if the other shareholders are other organs of state 239.  But there is an 

outright prohibition on the municipality holding a lesser interest in a company 

which is under the effective control of any entity other than an organ of state240.  

The only time a municipality is authorized to hold a non-controlling interest in a 

private company which has some “private” shareholders, is if those private 

shareholders do not exercise effective control over the company.  Control must 

vest instead with another organ of state241. 

Thus, only if the company is controlled by a municipality/ies will it be considered 

a “municipal entity” for the purposes of the Systems Act.  Companies controlled 

at the national and provincial level will instead fall under the auspices of the 

Public Finance Management Act242. 

                                                 

236 It is also not clear in any event if all the listed functions in Schedule 4B and 5B are “municipal 

services” for the purposes of the Systems Act. 
237 S 86E Systems Act. 
238 “Effective control” is defined in section one of the Systems Act as the power of a shareholder 

either, (a)  to appoint or remove the majority of the board; or, (b) to control the majority of voting 

rights at a general meeting. 
239 S 86C(2) Systems Act. 
240 S 86C(2) Systems Act. 
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If the company is wholly owned by the municipality, that municipality may only 

dispose of the company under the terms of the Finance Management Act.  If the 

municipality wants to dispose merely of an interest it holds in a company, then 

section 14 of the Finance Management Act applies.  This is the section prohibiting 

the disposal off capital assets needed to provide a minimum level of basic 

municipal service.  The municipality disposing of its interest must also make sure 

that its disposal does not have the effect of placing any other municipality holding 

an interest in that company in contravention of section 86C(2)243. 

Importantly, a municipal entity is prohibited from performing any activity beyond 

the powers and functions of the municipality under section 8 of the Systems Act.  

This means that a municipality cannot authorize its municipal entity to, for 

example, perform other profit-generating functions to boost its income if the 

municipality would not be legally competent to perform those functions itself244.  

This section only applies to a “municipal entity”, so that a municipality could in 

theory hold an interest in a company performing other “non-municipal” functions, 

if that company was controlled by another organ of state. 

5.3.3.3 Service Utilities 

A service utility is a separate legal entity established by the passing of a municipal 

by-law.  The entity is a juristic person and is under the sole control of the 

municipality.   The service utility has no competence to perform any function other 

than those conferred by the by-law.  In this sense, the service utility really is a 

creature of statute  with no inherent autonomy other than that strictly described in 

the by-law.  It can only be disestablished by a further by-law and all assets and 

liabilities then vest wit h the municipality. 

Again, as with the private companies, a service utility could be set up to perform 

any of the municipality’s functions, not only that of delivery municipal services.  

The municipality must also justify a decision to establish a service utility by 
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demonstrating that to do so will enable it to perform a power or function “more 

efficiently” and will “benefit the local community” 245. 

5.3.3.4 Multi-jurisdictional Service Utility 

A multi-jurisdictional service utility is an entity created by agreement between 

two or more municipalities with the purpose of performing municipal powers or 

functions in their areas or parts of their areas246.  The utility is governed by a 

board of directors appointed by each participating municipality.  The Act obliges 

the municipalities to include in the written agreement provisions regarding the 

consequences of termination of the agreement, withdrawal of a particular 

municipality, distribution of assets and liabilities on winding up and the inclusion 

of compulsory written reports on the activities and performance of the utility247. 

5.3.3.5 Contract Implications 

The fact that the municipality effectively exercises ultimate control over the 

municipal entity means this service provider falls somewhere between an internal 

service mechanism (such as a municipal department or business unit) and an 

external public sector entity such as a water board.   Because the municipality 

“owns” the municipal entity, it is unlikely to watch from the sidelines as the entity 

encounters financial or operational difficulties.  This makes the risk profile of 

these entities somewhat different to a private sector entity.  Also, because the 

municipal entity is so closely and inextricably linked to the municipality, it would 

not be inappropriate, for example, for the entity to be involved in and give input 

into, the municipality’s policies, by-laws, budgets and future service strategies.  

However, for a private company to do so may well be inappropriate. 

Unlike other external entities, because of the nature of the municipal entity it 

would also not be inappropriate for the service delivery agreement to run 
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indefinitely.  Of course, the municipality would and should always reserve the 

right to terminate the agreement if necessary.  

5.3.4 Public Sector Provider 

5.3.4.1 Nature 

Public sector providers could take a number of forms, including national or 

provincial organs of state, traditional authorities, water services committees and 

licensed service providers recognize d in national legislation248.  The Act does not 

refer to “public sector” providers as a separate category and I do so merely to 

distinguish them from municipal entities (a very particular type of public sector 

provider) and f ully private sector providers.  In the water sector a water board has 

become a relatively common public sector service provider.  Although a water 

board traditionally provides bulk water to municipalities, some have also been 

successfully and increasingly providing retail services on behalf of municipalities. 

5.3.4.2 Contract Implications 

A public sector provider’s functions and objectives would not entirely mirror that 

of a particular municipality and the contract would thus have to recognize this 

more arm’s length relationship.  As a public sector provider’s objective should 

always ultimately be to benefit the public in some way, there should theoretically 

be less need for contractual protection against actions prejudicial to the public 

interest. 

As the municipality does not own or exercise any control over the public entity, 

issues such as reporting and monitoring, continuity of service and continued 

accountability on the part of the municipality need to be thoroughly covered in the 

contract.  The fact that a public sector provider is typically not profit driven means 

the contract would not have to put mechanisms in place to prevent profit motives 

prejudicing other objectives of the contract, such as affordability, life-line tariffs 

and the like.  The public sector provider is also likely to possess excellent skills 
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and expertise in its particular service sector.  One would therefore expect some 

mechanism to ensure skills transfer from the public sector entity to the 

municipality.   A lso, because the entity is already “publicly” focused, the risk of a 

lack of public buy-in is (in theory at least) lessened.  It is therefore unlikely to be 

necessary for this external entity to perform specific “community” projects as 

found in some private sector contracts (such as building soccer fields or libraries 

and the like). 

5.3.5 Private Company 

5.3.5.1 Nature 

The private service provider is, quite simply, any private institution, be it a 

company, close corporation, partnership or the like, which is “legally competent 

to operate a business activity”249.  The legal nature and structure of the  private 

entity is not relevant to the thesis; it is the fact that it is entirely “privately” owned 

that is a factor to consider when analyzing particular service delivery contracts. 

5.3.5.2 Contract Implications 

Contracting with a private company represents a true arm’s length relationship, 

which will require a contract leaving no doubt regarding the parties’ respective 

roles, strict reporting and monitoring provisions and a very clear delineation 

between the parties’ roles as “authority” and “provider” respectively.  The 

importance of allocation of risk is highest with this entity.  

It would be inappropriate for a private company to exercise veto power, or even 

undue influence, over the municipality’s duties regarding the approval of policies, 

strategies and future decisions regarding service delivery.  This is because the 

company’s accountability is ultimately to its shareholders and it could well have 

an interest in extending a contract for as long as possible (so long as the contract 

is profitable) or of amending the contract to its advantage.  The municipality 
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would therefore need to ensure that it has the capacity to take over service 

delivery at the end of the contract period and is not locked in to using the private 

company indefinitely. 

As the use of a private company comes closest to the concept of true 

“privatization” and is often a tough sell to the community affected (who fear 

tougher credit control methods and tariff hikes) the contract will need to ensure 

that steps are taken to try and ensure public buy-in, to allay fears and to achieve 

excellent communication channels between the consumers and the service 

provider.  The contract will often include provisions obliging the company to 

dedicate money to community upliftment projects (such as funding social projects 

or building community facilities) and to the use of local labour wherever possible. 

5.4 Categories of Contract 

5.4.1 Introduction  

Just as external service providers may vary widely, so too can the contracts that 

the parties enter into.  Set out below is a brief description of some of the typical 

outsourcing contracts available to municipalities.  The descriptions are based on 

those found in the 2000 White Paper.  It must be remembered that these are not 

fixed categories and a service delivery contract could be a combination of any of 

the following contract types. 

5.4.2 Service Contract 

The municipality will pay the service provider a fee to manage a particular aspect 

of a municipal service, such as billing or repair and maintenance.  Of course, a 

grey area may be created regarding the applicability of Chapter Eight of the 

Systems Act in cases where a very small or insignificant aspect of a service is 

outsourced.  Chapter Eight regulates the outsourcing of a municipal service and 

sets vigorous processes to be followed when an outsourcing route is followed.  

But when does a function cease to be a municipal “service” for the purposes of 

this Act?  For example, it appears highly unlikely that the servicing and repair of 

vehicles necessarily required for the provision of water and sanitation services 
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would qualify as a “municipal service” liable to follow a section 78 assessment 

process. 

In fact, even though the 2000 White Paper mentions maintenance and billing as 

possible subjects of a service contract, it is by no means clear that Chapter Eight 

outsourcing regulation would automatically apply to contracts of this nature.  Of 

course, that said, the nature of such a contract remains an “outsourcing” one even 

if there is a possibility that the section 78 process does not have to be followed. 

Service contracts are usually short-term contracts of only one to three years.  The 

White Paper suggests that these contracts would be suitable for involving CBOs 

and NGOs, presumably because they should be relatively self-contained and thus 

fairly easy to monitor and control.  They would also not involve the risks 

associated with longer-term capital investment projects, nor would they 

necessarily require the service provider to consider long-term service strategies. 

5.4.3 Management Contract 

In a management contract the service provider will assume responsibility for all 

aspects of a particular service except those involving capital costs.  Chapter Eight 

outsourcing provisions will therefore always apply to these contracts.  There is 

also not a great conceptual difference between a “service” and a “management” 

contract.  Both require the service provider to manage an aspect of the service; a 

management contract merely excludes less from the whole service than the service 

contract does. 

Given the more onerous responsibilities placed on the service provider in these 

contracts, it is not surprising that they are usually of longer duration than service 

contracts.  Typically they will last for between three to six years, but this can vary 

quite widely from case to case. 

According to the 2000 White Paper, these contracts would usually specify 

payment of a fixed fee with a variable component built in if the service provider 

meets or exceeds the performance targets and the service provider would usually 

not take the risk of tariff collection.  
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5.4.4 Lease 

The municipality will lease the assets necessary to provide the service to the 

service provider on a long term lease.  The service provider will be responsible for 

management of the whole service including maintenance and repair and will often 

also take the risk of revenue collection.  Usually, the service provider will not be 

responsible for new infrastructure or for the replacement of assets.  The duration 

of the contract will range from between eight to fifteen years. 

5.4.5 Build Operate Transfer (BOT) 

The service provider designs and builds a facility for the provision of a municipal 

service and then operates, maintains and repairs it on a long term basis.  The 

facility then reverts to the municipality at the end of the contract.  The 

municipality will usually pay the service provider a fee, with the municipality 

remaining responsible for tariff collection. 

5.4.6 Concession 

A concession agreement may apply to just one facility or to the entire system of a 

particular service.  The concessionaire takes responsibility for all aspects of the 

service, including the design, construction and financing of a facility or the 

system.  The service provider will usually collect and retain all service fees and 

will take the collection risk.  The concessionaire will then pay the municipality a 

concession fee, which may or may not vary depending on actual revenue 

collected.  Unlike the BOT, the municipality retains ownership of all existing 

facilities and those built by the concessionaire during the contract revert to the 

municipality at the end of  the concession period. 

The contract will usually last between twenty-five and thirty years. 

5.5 Conclusion 

In this Chapter I have described the two sets of variables to consider when 

analysing outsourcing contracts; namely the nature of the service provider a nd the 

nature of the contract.  A concession contract with a private party will necessarily 

exhibit different characteristics to a short term service delivery contract with a 
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municipal entity.  In the next chapter I will assess how current outsourcing 

contracts have dealt with the “drivers” and “dangers” of outsourcing while taking 

into account, where appropriate, the variables of the nature of each contract and 

the status of the  contracting parties.  
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6 Chapter Six: Contracts and “drivers” and 

“dangers”  

6.1 Introduction 

This chapter will analyse current South African outsourcing contracts to assess 

how they typically deal with the “drivers” and “dangers” previously identified as 

being the primary motivators behind the policy and legislative provisions on 

outsourcing.  As described in the introduction to Chapter Five, it is important to 

assess how current contracts deal with these matters as, if a contract fails to 

translate the outsourcing objectives into effective contract provisions, then the 

very rationale  for outsourcing may be threatened. 

The categories and types of contracts which form the basis of this analysis are set 

out more fully in Appendix A but can be briefly summarised as follows: 

• Two long term water services contracts with private companies; 

• Two long term water concessions with private companies; 

• Three management and service contracts with municipal entities in the 

water, solid waste and electricity sector; 

• Four water management and services contracts with water boards; 

• Four shorter term, solid waste service contracts with CBOs. 

The contract analysis will proceed in the order in which the “drivers” and 

“dangers” were dealt with in Chapter Four. 

6.2 Capital Investment 

6.2.1 Suggested Contract Requirements 

The driver of “capital investment” is unlike the other objectives and risks inherent 

in outsourcing discussed below.  The contract either contemplates capital 
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investment or it does not.  So this objective is either met or not and no negative 

inference can be reached by its absence.  What is of interest is to analyse how 

many outsourcing contracts have this as their objective. 

Of course, if the service provider does  offer capital investment, the way the 

finance is structured and the many financial and legal consequences that flow 

from such deals need careful analys is; but these complexities necessarily fall 

outside the scope of the thesis. 

6.2.2 Contracts and Capital Investment 

According to records compiled by the Municipal Infrastructure Investment Unit, 

during the period 1999 to 2003 the unit assisted in the completion of 

approximately thirty five municipal outsourcing projects (these were in respect of 

all municipal services and not just “basic” services)250.  Of these thirty five 

projects, only twelve constituted capital expenditure projects and of the twelve 

“capex” projects six were in the water sector and one in the waste sector.  The rest 

of the capex projects fell under other municipal service areas such as cemeteries 

and airports. 

This means that from 1999 to 2003 approximately seven outsourcing projects for 

basic services involved the provision of capital expenditure.  This represents a 

relatively small fraction of the actual outsourcing projects completed.  It is not yet 

clear what proportion of projects currently in the pipeline will involve capital 

expenditure on the part of the service provider. 

6.2.3 Conclusion 

Capital infrastructure outsourcing projects for basic services appear to be 

relatively rare in the municipal sphere.  This is surprising, given the well-

documented and serious infrastructure backlog for municipal services. 

In Chapter Seven of the thesis, which analyses particular case studies of municipal 

outsourcing projects, details are given as to how the “capital investment” 
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objective has weakened in particular cases.  This occurred in circumstances where 

a changing contract environment led to a n agreed reduction of initial capital 

investment projections .  As these adjustments were made after contract 

renegotiations, the current contract terms are not all that relevant, as the 

negotiation process and not the contract itself, determined the extent to which 

capital projections were reduced.  

6.3 Value for Money 

Value for money is a concept necessarily inter-linked with many other factors.  

The chief prerequisites for achieving value for money are; the existence of actual 

financial benefit to the municipality in purely monetary terms; the presence of 

competition in the procurement process; and clear and measurable outcomes. 

The element of competition takes place before the contract is actually entered into 

and thus falls outside the scope of this analysis which is a purely “paper based” 

analysis of contract terms.  However, given the relatively strict regulatory 

environment governing procurement, especially at this scale, it seems unlikely 

that a private sector entity would be selected without at least the semblance of  a 

competitive process being followed.  Failure to do so would effectively be 

unlawful and would thus jeopardize the entire outsourcing project.  Whether the 

competitive process itself is tainted by undue influence, corruption or the like is 

an issue falling beyond the scope of the thesis. 

As far as actual financial benefit is concerned without an in-depth knowledge of 

the financial context of each contract it is effectively impossible to assess whether 

actual financial benefit will in fact be secured in each particular case.  One would 

need, for example, to understand the profitability of the service, the state of the 

assets (will they be costly to repair and maintain?), the estimated future service 

demand, possible future developments needing services and so on.  More 

importantly, one would need information regarding the cost and value of the 

inputs versus outputs when the municipality was providing the service in -house. 

The general exception to this problem are the provisions contained in the contracts 

with CBOs which typically provide very detailed specifications and which are 
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individually priced and paid for monthly.  This means the municipality can 

maintain a continuous and detailed record of the cost (inputs) of the contract and 

compare these with the very specific  outputs generated.   This is of course made 

easier by the fact that the CBO contracts are for refuse collection.  If they were for 

water and sanitation services they would probably not be as eas y to assess. 

However, if one is to assume that each municipality will at the commencement of 

the contract, at least on the face of it, stand to gain financial benefit from the 

contract – this state of affairs can be put at risk if the contract, for example , 

transfers undue risk to the municipality (leading to unexpected future expenses), 

or leaves certain aspects of the contract for future determination by the parties and 

these aspects have significant financial consequences.  The contracts will 

therefore be assessed on whether the ‘assumed’ financial benefit at the 

commencement of the contract will potentially be put at risk because of particular 

provisions in the contract.  This necessarily falls under other headings, such as 

“Risk Transfer”, discussed below. 

Finally, the contracts must contain measurable outcomes as, failing this, the 

municipality will be unable to assess whether it is in fact achieving value for 

money and would just have to take it on faith.  This is particularly problematic for 

longer-term contracts where the technical, operating and financial environment 

could change significantly over time.  This requirement to monitor outcomes is 

also of course the chief prerequisite to ensure that the municipality remains 

accountable for the service.  The issue of measuring and monitoring outcomes will 

therefore be dealt with under the heading “Accountability” below on the 

understanding that poor monitoring provisions will not only prejudice 

accountability, but will also put value for money considerations at risk. 

6.3.1 Conclusion 

It is not possible to assess whether the requirement for financial benefit is being 

met in each contract analysed from a desk top study alone.  What can, however, 

be assessed is whether any contract provisions pose a potential threa t to a pre-

existing financial benefit.  A threat to the “value for money” objective can come 

from many other quarters, such as inappropriate allocation of risk or insufficient 
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contract monitoring.  Value for money considerations will thus necessarily be 

referred to within the discussions under the relevant headings below. 

6.4 Efficiency 

6.4.1 Suggested Contract Requirements 

Efficiency is a difficult concept to tie down in a contract.  The selection and 

procurement process should at least ensure that the contractor has the necessary 

skills and expertise to perform the contract.  And the contract will of course oblige 

the contractor to perform the service to particular standards.  The municipality 

will, however, have to ensure that the contract contains provisions such as clear 

performance targets, penalties for non-performance and possibly incentives for 

excellent service.  This will enable the municipality to make an objective 

judgement on how efficient the contractor’s performance actually is. 

This again, as with “value for money” above, highlights the importance of 

effective monitoring and of the municipality setting clear contract outcomes.  This 

aspect will therefore be covered fully under the “Accountability” section below, 

which deals with monitoring and performance provisions in the contracts. 

6.4.2 Contracts on Efficiency 

Only one contract, Contract G, being a long term contract for water services with 

a municipal entity, actually contains a section headed, and dedicated to, the issue 

of “efficiency”.  However, most of the other contracts contain similar provisions 

under general duties - obliging the service provider to perform efficiently, 

economically and so on. 

Contract G, apart from choosing to focus on “efficiency” as an isolated concept, 

also shows innovation in its provision for a “benchmarking study” to take place at 

the option of the municipality.  This is a study designed to enable the municipality 

to compare the service provider’s cost structures and tariffs with other similar 

municipalities and so assess how efficient the service provider is being and 

whether the municipality is receiving value for money.  
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As will be seen under the section dealing with monitoring provisions below, this 

contract also contains detailed performance indicators, making it all in all 

comparatively sophisticated in its treatment of the “efficiency” objective. 

The Water Services Act requires that a service delivery agreement contain an 

incentive for efficient and effective performance 251.  While some of the contracts 

have penalties for poor performance, none in the water sector contain clear 

incentives for good performance.  Ironically, the only contract which does entitle 

the service provider to keep efficiency benefits is Contract E, a refuse collection 

and disposal contract with a municipal entity. 

6.4.3 Conclusion 

As with the “value for money” driver, efficiency is inter-related to other important 

contract provisions, primarily those relating to effective contract monitoring, 

setting of performance targets and penalising poor performance.  Efficiency is 

thus an objective which should be realised if the necessary underlying contractual 

framework has been pr ovided for adequately. 

6.5 Skills Transfer 

6.5.1 Suggested Contract Requirements 

Ideally, in a contract with an under-resourced municipality lacking the necessary 

skills and expertise to deliver the municipal service optimally itself, the contract 

would set out a clear programme describing how the transfer of skills would take 

place from the service provider to the municipality, such as joint training, 

mentoring and so on. 

This requirement would of course not be present in contracts where outsourcing is 

driven by other objectives or where the municipality has the necessary skills to 

perform the service itself but chooses not to.  This would almost invariably be the 

case for Metropolitan Councils. 
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6.5.2 Contracts and Skills Transfer 

Surprisingly, all but two of the contracts are silent on the issue of skills transfer.  

Perhaps the idea is that skills transfer will happen automatically, by the 

municipality’s mere association with a skilled service provider.  If so, this may be 

a rather dangerous assumption to make.  If skills are not adequately transferred to 

the municipality then the danger of a lack of “continuity” also arises.  If the 

municipality is unable to gain the necessary capacity to deliver the service 

effectively, then it will be unable to continue service delivery at the expiry of the 

contract. 

The two contracts which do focus on this issue are Contract J and Contract K, 

being short term water services contracts entered into with water boards.  The 

contracts have been recently drafted, Contract K as recently as 2004, so this is 

hopefully indicative of a trend that will lead to the issue being taken more 

seriously. 

Both contracts oblige the service provider to conduct training and mentorship 

campaigns and other programmes to build capacity and transfer skills.  However, 

the provisions regarding skills transfer lack any real detail.  For example, no 

particular person or structure is made responsible for the training/mentorship, no 

timelines or targets are set for when the training will take place, how often and in 

what manner, no indication is given of the nature of skills required (e.g. 

management or operational) and no method is set for determining whethe r the 

training has in fact been successful. 

6.5.3 Conclusion 

There is little evidence of the contracts treating skills transfer as an important 

factor in the outsourcing objectives.  At best, the contracts pay lip -service to skills 

transfer and do not attempt to create anything other than widely worded and vague 

obligations on the part of the contracting parties. 
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6.6 Risk Transfer 

6.6.1 Introduction  

The balancing of risk in an outsourcing contract is a complex issue and has the 

potential to weaken or threaten the very rationale for entering into the contract.  

So, unless one has a full understanding of the history and context of the agreement 

and details of the financial modelling behind the project, it is difficult to be 

prescriptive about risk transfer when looking at particular contracts.  

“Appropriate” risk transfer will necessarily vary depending on the nature and 

context of each contract.  As a recent IMF report put it, “Assessing risk transfer is 

difficult given the multitude of risks to which PPPs are exposed and the 

complexity of PPP contracts”252.  So what can a purely desk-top review of 

contracts terms on risk hope to achieve? 

As seen below, the PPP Standardised Provisions have useful suggestions 

regarding common, almost “generic”, risk scenarios.  This primarily  covers how 

the parties should deal with the risk events of  vis major (also known as “acts of 

God”)253 and material adverse governmental action.  These are matters of 

relevance to every outsourcing project and so the suggested terms are compared 

with those found in the sample contracts. 

Also, certain risks almost intuitively seem to belong with one party or another.  

For example, purely operational or day-to-day business risks, such as the risk of 

supply of consumables necessary to provide the service (e.g. chemicals for water 

treatment) should typically reside with the service provider.  “Completion risk”, 

namely the risk of time or cost overruns on completion of construction of 

infrastructure, would also typically reside with the private contractor254. 

It is also of interest to assess how the contract deals with the interrelationship 

between a risk event occurring, the cost of that risk and how it may influence 

                                                 

252 IMF (2004).  
253 Typically events such as fires, earthquakes, civil commotions, war, nuclear fallout and the like. 
254 PPP Quarterly (September 2002). 
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tariffs.  A fine balance must always  be found between guaranteeing the service 

provider a certain revenue stream and the municipality’s exclusive power to set 

tariffs.  It is clearly unacceptable from a governance perspective (and is also 

potentially unlawful) for an external entity to attempt to usurp a municipality’s 

power to determine tariffs.  But it is equally fair for a service provider to require 

some certainty regarding future income, especially if the power to influence the 

level of income resides solely within the power of the other contracting party.   It 

is therefore relatively common for the contract to confirm the municipality’s right 

to set tariffs but to then place an obligation on the municipality to meet shortfalls 

if the tariff income does not meet the contract cost. 

6.6.2 General Risk Transfer 

The Standardised Provisions contain some specific recommendations (in no 

particular order) regarding risk transfer.  The service provider should bear the 

environmental risk (e.g. contamination, pollution) as it will have recourse under 

common law, the constitution and environmental law against the polluter255.  It 

should also bear the risk of assessing the need for the replacement and 

maintenance of assets256, for the performance of its subcontractors257 and for the 

supply of utilities unless the supply of those utilities falls within the competence 

of, in this case, the municipality258.  The service provider should also be 

responsible for taking out insurance to mitigate the risks it faces in performing the 

service, with the municipality’s responsibility being limited to satisfying itself that 

the insurance is sufficient to cover the company’s obligations259. 

Most of the municipal outsourcing contracts comply with all these 

recommendations, with the exception of environmental risk, which is usually 

borne by the municipality and not the service provider. 

                                                 

255 National Treasury (2004), pg 85. 
256 National Treasury (2004), pg 119. 
257 National Treasury (2004), p g 127. 
258 National Treasury (2004), pg 92. 
259 National Treasury (2004), pg 159. 
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The contracts typically contain generic indemnity provisions protecting the 

municipality from claims arising from the contract which are not as a result of any 

negligence or act or omission on the municipality’s part.  They also almost 

without fail oblige the service provider to take out appropriate insurance to cover 

the usual risks, such as coverage for assets and public liability insurance.  

Although the service provider almost invariably takes on these insurable risks, it 

must be remembered that the insurance costs are of course factored into the 

contract or tender price. 

The contracts almost without exception contain a general provision stating that the 

service provider provides the services entirely at its own risk.  This is then the 

“default” risk position and the cont racts then go on to detail all the circumstances 

which reverse or limit this general transfer of risk.  As will be seen, these “subject 

to” provisions in many contracts can quite significantly water down the actual risk 

transferred to the service provider.  This protection of the service provider against 

a host of risks can take a number of forms.  It could be effected by letting the 

service provider change its business or operating plan to take into account the 

changing circumstances, it could be done by way of a review of the base charge 

the service provider is entitled to or it could be by forcing a review of tariffs (i.e. 

therefore increasing the revenue stream to cover the costs associated with the risk 

event). 

6.6.3 Amendment of Business Plan 

Many of the contracts allow the service provider to make amendments to its 

annual business or operational plan on the occurrence of certain risk events (or at 

least request an amendment).  This in effect allows the service provider to 

constantly adjust (and reduce) its service obligations to accommodate any 

difficulties which may arise during the contract term.  The service provider is 

therefore constantly cushioned against suffering any detriment if these risks occur. 

Examples of common factors which potentially justify an amendment to a 

business plan (or its equivalent) include; “Financial constraints” of the service 
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provider (a very widely worded concept)260; legislative amendments 261; 

“unforeseen circumstances” 262; damage to the system263; adverse governmental 

action264; and changes to credit control or tariff policies265.  Many of these 

provisions are found in the relatively short term water services contracts with 

water boards. 

There appear to be two problems with this approach.   Firstly, the risk events 

which justify a request for an amendment to a business plan are often so widely or 

vaguely worded that they would include almost any conceivable risk event.  This 

is especially so in the case of the almost limitless category of “unforeseen events”.  

The protection offered by these provisions is powerful and significant266.  It would 

therefore be preferable to limit the ability of the service provider to amend its 

business plan to only very clearly defined events.  Matters such as “unforeseen 

events” seem better suited to falling under the scope of vis major provisions. 

The second problem with this approach is that many contracts do not allow the 

municipality discretion whether to approve an amendment to a business plan or 

not.  Instead, if the parties cannot agree to an appropriate amendment after one of 

the risk events has occurred dispute resolution mechanisms kick in, effectively 

taking the matter out of the municipality’s hands 267.  As will be seen below, the 

same method is used in contracts which allow a revision of base charges during 

the contract term to take into account changing circumstances. 

6.6.4 Amendment of Service Provider Charge 

It is not only the business plan which is prone to amendment to take into account 

changing circumstances.  In other contracts, the service provider’s base charge is 

                                                 

260 Contract H, Contract I, Contract J and Contract K. 
261 Contract J and Contract K. 
262 Contract I, Contract H, Contract J and Contract K. 
263 Contract I, Contract H. 
264 Contract K, Contract I. 
265 Contract H and Contract I. 
266 As is the protection afforded by allowing tariff and base charge review. 
267 Contract K, Contract H, Contract I. 
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similarly capable of being amended to protect the service provider from 

unpleasant future events. 

It should be noted that the Standardised Provisions specifically warn against 

allowing a company to request a review of its payments during the contract term 

to take into account the risk of unforeseen circumstances268.  This is discouraged 

as it could have a negative impact on both value for money and affordability. 

Two of the contracts containing these provisions illustrate these issues well. 

6.6.4.1 Contract D – water concession with private company 

Contract D , a long term water concession contract, specifically allows pre-planned 

periodic reviews of its base charge269.  The “charge” is a figure calculated 

according to a complicated formula and is intended to reflect the revenue the 

company requires to ensure its viability.  It should theoretically be equal to the  

service tariffs but if it differs the company is protected from any shortfall as the 

municipality must, after following a negotiation process, ultimately pay the 

difference. 

The five year base charge review takes into account the company’s debt service 

level ratios, the whole cost structure of the company and its performance.  

Importantly, if the municipality does not agree on the base charge amendment, the 

matter is taken out of its hands and decided by an independent panel made up of 

an accountant, an engineer and an actuary.  The proviso is that this panel is barred 

from making a decision that the new charge should in fact be lower than the 

existing one, the review can only lead to a higher charge.  The municipality 

therefore sees no benefit if the contract is more cost efficient or profitable than 

initially projected and the company is offered total protection if revenue streams 

are insufficient to ensure viability. 

                                                 

268 National Treasury (2004), pg 149. 
269 The base charge is reviewed every five years.  
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The charge can also be modified, inter alia, if bulk water costs change, in cases of 

material adverse governmental action, if there is a change by SARS regarding any 

deduction claimed by the company or (the catch-all phrase again) on the 

occurrence of “any event which actually or will prospectively affect” the 

company’s revenues, costs or general economic position.  This catch-all phrase 

does not even require the “event” to be unforeseeable.  The company is also 

protected from high Consumer Price Index (“CPI”) rates as, if the CPI exceeds 

15%, the company can ask the municipality for a 6 monthly escalation instead of 

an annual escalation. 

By implication then, these all become risks which the municipality must bear.  

The proviso to this is that the municipality is entitled to reject a claim for a charge 

increase if, inter alia, the need arises from a difference between actual and 

projected service demand, low payment levels of consumers or inefficiencies on 

the part of the company.  The risks the service provider takes on in this case 

therefore fall within closely defined categories, unlike the risk allocation placed 

on the municipality. 

On the face of it then, the service provider is taking on the “demand risk” and 

“consumer payment risk” in the contract.  These are significant and key risks in 

any outsourcing contract.  But, elsewhere in the contract, this risk transfer is also 

weakened by the provision that if actual water demand differs from that projected, 

or if consumer payments differ from the projections, then the company is entitled 

to adjust its capital expenditure programme.  This is repeated in the provision that 

allows an adjustment of the capital works programme to take cognizance of actual 

payment level achieved by the company.   The company is therefore offered direct 

relief to mitigate this risk. 

6.6.4.2 Contract G – long term water services contract with municipal entity  

Another contract allowing periodic review of contract charges is Contract G , a 20 

year contract for water services with a municipal entity.  As with Contract D , the 

concession contract with a private company, the charges apply for five year 

periods.  These charges are defined as the level at which tariffs need to be set to 

ensure the requisite revenues for every five year period.  The municipality when 



 
114 

setting tariffs must “have regard” to these contractually agreed charges, but it 

specifically exercises its own discretion when setting tariffs.  As with many of the 

other contracts, if there is a shortfall between the tariffs and the contract charges 

then the municipality must ultimately pay the difference. 

The charges are renegotiated every five years and, if the parties cannot agree on 

the new charge, the matter goes through a dispute resolution procedure.  Factors 

which justify a renegotiation of the charge include “any event” which is beyond 

the service provider’s control and which does (or will) affect revenues, costs or 

the general economic position of the entity.  However, certain risk factors are 

specifically excluded from this provision – in other words they become risks 

which the service provider must bear.  These include; the risk of incorrect demand 

projections for the first five years of the contract; the risk of capital expenditure 

costs being higher than expected for the first three years of the contract and; the 

risk of low levels of cost recovery (this being a risk which the service provider 

bears throughout the contract period). 

The risk allocation contained in these two contracts points both to a potentially 

inappropriate allocation of risk but also a risk allocation which is difficult to 

interpret as a result of not being described in a clear and precise manner.  Some 

risks are explicitly and clearly placed on the shoulders of the service provider, 

only to be watered down and complicated by later provisions ostensibly reversing 

part of that risk allocation. 

6.6.5 Conditional Service Obligations 

The contracts more often that not also protect the service provider against other 

risk events by making service provision “subject to” the existence of certain pre-

existing conditions.  Some examples of the types of risk included in these 

provisions are set out below 270. 

                                                 

270 It is important to note that these clauses are over and above the quite comprehensive protection 

the service provider enjoys from the risks of vis major , adverse governmental action and other risk 

events justifying charge or tariff amendments.  These are discussed elsewhere. 
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• The service provider , in this concession contract with a private company, 

is relieved of providing the service to particular standards (of efficiency 

and/or fairness etc) as a result of a problem with availability of resources, 

the duty of consumers to pay reasonable charges and the nature 

topography and zoning of land.  In an “emergency situation” (which 

includes water pollution, bulk water supply restriction, drought and 

operational emergency) then the emergency plan gets implemented at the 

cost of the municipality. In this case therefore, the company is effectively 

wholly protected against even foreseeable risks such as drought, water 

pollution and interrupted bulk water supply 271. 

• The company, in this long term water concession contract, is obliged to 

provide the services to ensure “affordability”, “regularity” and so on, but 

again “subject to” adequate raw water, consumers paying the tariffs and 

the topography of the land.  The same applies to an emergency situation or 

if there is an inadequate supply of electricity.   The company is also not 

liable for a lack of performance if the company requires additional 

financing and the munic ipality does not approve this 272. 

• The service provider in this water services contract with a water board is 

under a duty to supply the services efficiently but “subject to” the 

availability of raw water and the capacity of water services system273. 

                                                 

271 Contract C.  However the municipality is specifically not liable for the company’s failure to 

acquaint itself with all information regarding water services conditions, assets, general conditions, 

regulatory matters etc, and the municipality gives no commercial warranties.  It is recorded that the 

company did a due diligence prior to the contract and the water services and works are thus taken 

voetstoots. 
272 Contract D.  How one would link a particular lack of performance with a general lack of 

funding is difficult to conceptualise, but in any event, it appears the municipality takes the risk for 

any errors in the projected financing requirements of the project. 
273 Contract H contract.  The Contract I, Contract K and Contract J contracts contain very similar 

provis ions. 



 
116 

This is an indirect method of risk allocation.  The alternative would be to 

explicitly spell out which risks each party bears. 

6.6.6 Tariff Amendment 

Another apparently common method of protecting the service provider against 

risks is to allow review and amendment of tariffs on the occurrence of particular 

events.  Some of the “events” or circumstances which justify a request for the 

review and/or amendment of tariffs are very widely worded and include; increased 

bulk water costs274, material adverse governmental action/legislative changes275, 

emergency situation276, “any event” (whether foreseen or not) beyond the control 

of the company which affects operating costs – (specifically including classic 

“operating risks” such as higher prices for components)277, unforeseen population 

settlement patterns 278, “unforesee n circumstances”279 and “any event, occurrence, 

circumstance or condition” occurs which affects the operation, maintenance and 

recovery of income costs of the company280. 

A notable feature of many of these contracts is the tendency to attempt to fetter 

the municipality’s tariff setting powers.  The fact that service providers are often 

protected against a shortfall if tariffs are set too low means that there should in 

theory be no need to try and control how those tariffs are set281.  For example, 

Contract H , a water services contract with a water board, provides that the 

municipality “agrees to an extraordinary review of and adjustment of tariffs…” on 

                                                 

274 Contract C, Contract K, Contract H, Contract K. 
275 Contract C, Contract I, Contract K, Contract H, Contract K. 
276 Contract C. 
277 Contract C. 
278 Contract C. 
279 Contract I, Contract K, Contract H, Contract K. 
280 Contract I, Contract K, Contract K. 
281 Contracts which include a provision protecting the service provider against a shortfall if tariffs 

are not set to a sufficient level include Contract D, Contract H, Contract I, Contract K and Contract 

J. 
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the occurrence of certain events.  This could be interpreted as a positive obligation 

to amend the tariffs282. 

Contracts I and K, also water services contracts with a water board,  provide that 

“in addition” to other factors the municipality must take  into account when setting 

tariffs, the municipality “shall base” tariffs on the service provider’s business plan 

and budget.  Again this reads as a peremptory provision. 

In Contract C , the concession contract with a private company, it is specifically 

provided that tariffs cannot be changed to offset deficits caused by 

“entrepreneurial risks”283.  Nor can tariffs be changed if actual water demand is 

different to that projected by the company or if the re are errors in the company’s 

five year plan or because of any inefficiencies on the part of the company284.  

However, as seen above, in this contract the service provider is entitled to request 

an extraordinary review of tariffs if components become more expensive or if 

“any event” affects operating costs.  It is difficult to see which entrepreneurial 

risks would fall outside the scope of this very wide description.   The contract also 

provides that new factors can only be introduced into the tariff determination 

formula “if both parties agree” , a provision which appears to constitute an 

intrusion into the municipality’s legislative autonomy. 

6.6.7 Performance Guarantees 

A few of the contracts oblige the service provider to furnish a performance 

guarantee as a protective measure against the risk of breach285.  Of course it must 

                                                 

282 This provision, ostensibly obliging the municipality to agree to a tariff adjustment, is also 

present Contracts I and K. 
283 A rather wide concept which is not defined in the contract. 
284As discussed later, tariffs were ultimately amended chiefly because of a difference between 

actual and projected water demand. 
285 For example Contract C requires a performance guarantee of R5 million for the first five years 

and then adjusted down for the rest of the contract period as a reducing percentage of turnover.  

Contract H (a much shorter term contract) requires a guarantee of R1 million (not reducing) and 

Contract I only R200 000.  Contract K is a bit different in that it does not set a fixed sum - in order 
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be borne in mind that the performance guarantee can only be called upon if the 

service provider actually breaches the contract.  In risk events such as vis major, 

material adverse governmental action and a host of specifically defined events 

(varying from contract to contract)286 the service provider is specifically relieved 

of its obligations to the extent that the risk event prevents them from complying 

with the contract.  The presence of these events will therefore not place the 

company in breach, thus quite seriously limiting the actual circumstances in which 

the company would be deemed to be in breach. 

Contract D , a concession contract with a private company, is a little different in 

that any money called on from the performance guarantee does not go 

unconditionally to the municipality.   In this contract a performance guarantee of 

R7.5 million (with annual escalation as per the Consumer Price Index) must be 

lodged.  The municipality can call on the guarantee if the company defaults, but 

any money paid to the municipality under this guarantee is not the municipality’s 

to do with as it wishes.  The money must be deposited into a joint interest bearing 

account held by the municipality and the “lenders” (i.e. the financial backers of 

the company).  The money in this account is then paid out according to a list of 

priorities, the first being to rectify damage to the works as a result of company 

breach or vis major, then to the cost of putting in a substitute entity (if this were 

ever to occur) and finally to any amounts due to the municipality in terms of a 

lease or finance agreement.  If, at the end of the contract, there is any money left 

in this account, it is then paid back to the company. 

6.6.8 Vis Major 

The Standardised Provisions also recommend dealing with vis major events in a 

quite different way to that found in the current municipal service contracts.  The 

Standardised Provisions make a distinction between different categories of vis 

                                                                                                                                      

to mitigate the risk of service interruption, the service provider must provide a guarantee of 10% of 

of the annual op erating budget of the municipality. 
286 Such as “availability of resources, nature and topography of land and duty of consumers to pay 

reasonable charges – see Contract C. 
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major events, whereas the municipal contracts make no such distinctions.  It is 

worth looking at the Standardised Provisions as they expect the service provider 

to take on far more risk under this category than currently appears to be the case at 

the municipal level. 

Firstly, the Standardised Provisions limit vis major events to a restricted set of 

circumstances, namely events which are likely to have a material adverse effect on 

a party and which are uninsurable 287. These would include events such as war, 

civil war, terrorism and nuclear, chemical or biological contamination.  Because 

these risks are such unusual events, the Standardised Provisions recommend that 

the risk of them occurring be shared between the parties. 

Then the Standardised Provisions recognize what are called “relief events”.  These 

are events beyond the service provider’s control but for which it must bear the 

financial risk.  The company is thus expected and/or forced to deal with the risk 

by either trying to insure against it, plan around it or do risk assessments for it288.  

“Relief events” would be events such as fire, flood, earthquake, strike, lockout, 

accident at the works and so on, being events that last a finite time.  All the 

service provider can hope for under a “relief event” is a temporary relief of 

service obligations.  In other words it enjoys relief from the right the municipality 

would otherwise have had to term inate the contract or claim damages for non-

performance.  The service provider should have no  right to any form of 

compensation for any losses it may suffer as a result of the fire/earthquake etc, not 

even an extension of the contract term for a period equal to the vis major incident. 

This is a significantly different approach to that found in the current municipal 

service contracts.  The municipal contracts, on this issue, are far more favourable 

to the external service provider. 

                                                 

287 National Treasury (2004), pg 201. 
288 National Treasury (2004), pg 186. 
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6.6.8.1 Definition of vis major 

Firstly, none of the contracts make a distinction between different types of vis 

major event.  If the event qualifies as one of vis major, then the same contract 

provisions apply, whether it falls in the war/terrorism category or the 

fire/flood/earthquake category.  One contract, a long term water services contract 

with a private party, was quite unusual in including a classic operational risk in its 

definition of vis major; namely the disruption of essential supplies such as 

chemicals required for water treatment289. 

In Contract C , a concession contract, a vis major event relieves both parties of  

their contractual duties, but the definition of what constitutes vis major 

encompasses a wide range of events which go further than would typically be 

expected.  These include protests or boycotts against the “idea” of water services 

being supplied privately290, water pollution, acts or omissions by government, 

utility interruptions and interruption or restriction in water supply.  By implication 

then, because the company is relieved of its duties if these events occur, the 

municipality effectively takes them on. The contract also specifically provides that 

the municipality bears all “uninsurable” risks. 

A contract can also “deem” an event vis major.  Contract D, a long term 

concession contract, provides that if insurance is not available at a “commercial 

price” and the parties cannot agree on a way forward, then the company has a 

right to cancel the contract or go ahead and not insure.  If the event subsequently  

occurs it will be regarded contractually as an event of vis major. 

Contract G, a long term water contract with a municipal entity, unlike most of  the 

other contracts, does impose an important proviso on the service provider’s ability 

to rely on a suspension of its obligations and in this sense the contract is certainly 

more in line with the Standardised Provisions.  In this contract a vis major event 

relieves both parties from their contractual obligations, however the service 

                                                 

289 Contract A. 
290 Other contracts, such as Contracts H and K, also include “consumers boycotts” as a vis major  

event. 
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provider can only rely on this relief if the vis major event could not have been 

“prevented, limited or minimized”.  This places an explicit and quite onerous duty 

on the service provider to investigate all measures available to it to mitigate these 

risks.  If it fails to do so, then it bears the risk of the negative effects of a vis major 

event291. 

6.6.8.2 Termination and Extension  

The contracts almost invariably allow for a suspension of the contractor’s (and 

municipality’s) duties in so far as they are unable to perform as a result of the vis 

major event.  Thus the contractor is relieved of its contractual obligations  for both 

non-insurable events and for what the Standardised Provisions calls “relief” 

events.  Furthermore , almost every contract allows for the right for termination if 

the vis major event continues for a particular period of time292 or for an extension 

of the contract equal to the period of duration of the event 293. 

6.6.8.3 Financial Compensation 

Some contracts even allow the contractor to claim financial compensation for the 

financial effects of the vis major event.  In Contracts A and B, both long term 

water services contracts with private parties, this is the case, with the municipality 

being obliged both to continue paying the company’s fees and to pay financial 

damages caused by the vis major event, if that event was uninsurable.  This means 

the municipality would be liable for all damages for uninsurable events such as 

war, commotion, nuclear fall out and so on, as well as those “relief” events which 

cannot be insured.  

However, what is truly strik ing about these two contracts when it comes to vis 

major is that the municipality is specifically obliged to include consequential 

                                                 

291 Contract G is also different in that (unlike many of the other contracts) the service provider 

acknowledges that, having assumed the operational risk in the contract; it will be responsible for 

getting bulk water.  Many of the other contracts place the risk of securing bulk water supply and 

the risk of changes in bulk water quality on the municipality. 
292 For example, 120 days in Contract C and 90 days in Contract D. 
293 See Contract C. 
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damages in the financial compensation it pays the company.   The potential 

difference between “direct” and “indirect” (or “consequential”) damages can be 

immense and potentially financially crippling to the party who has to pay.  It is 

therefore common for contracting parties to specifically exclude consequential 

damages from their potential liability.  To find a contract specifically including 

indirect damages is very unusual indeed294. 

6.6.9 Material Adverse Governmental Action 

Most of the sample contracts contain provisions regarding the risk of “material 

adverse governmental action”, or similar wording.  This is the risk of, for 

example, a change in legislation which negatively and materially impacts on the 

contract.  The contracts generally protect the service provider against this risk but 

the Standardised Provisions take a slightly different approach, again placing more 

risk on the service provider than appears to be the case currently.   The 

Standardised Provisions recommend that the cost of complying with current and 

foreseeable law should be built into the service provider’s price 295.  But who 

should bear the risk of unforeseen government conduct?  The Standardised 

Provisions reason that there is no reason why a service provider in a public-private 

partnership should be placed in a better position than its counterparts in non-PPP 

business.  The exception to this approach is if the adverse government conduct is 

not of general application and is instead specific to PPPs. 

The Standardised Provisions suggest that the risk of government conduct, which is 

of general application and which was not foreseen, should be borne by the service 

provider.  Government conduct which specifically discriminates against the 

service provider or public private partnerships should be borne by the 

municipality.   The Standardised Provisions , by extension, go so far as to suggest 

that if government (i.e. in this case the municipality) makes a by-law of general 

                                                 

294 For example, in Contract G the service provider acknowledges that it performs the services 

entirely at its own technical and operational risk but it is specifically recorded that neither party 

will be liable for the other’s consequential damages. 
295 National Treasury (2004), pg 205. 
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application and that law adversely affects the service provider, then the service 

provider must still bear that risk.  

6.6.9.1 Different Categories of Governmental Conduct 

Almost none of the contracts make the distinction between laws of general 

application and those t hat discriminate specifically against the service provider or 

outsourcing contracts.  For example, in Contract A, a long term water contract 

with a private company, if bylaws are amended and the result has “financial 

consequences” for the company (i.e. a form of “adverse governmental action”) 

then this will be dealt with by a “variation order”.  In other words the contract will 

automatically be amended to accommodate the service provider296.  Contract D, a 

concession contract, is one of the exceptions to the general rule that municipal 

outsourcing contracts do not exclude laws of general application.  In this contract 

any law of general application is specifically excluded from the definition of 

material adverse governmental action but, rather confusingly, the contract then 

goes on to deem “anything” the municipality does which adversely affects the 

company’s rights, interests, costs or general economic position as “material 

adverse governmental action”.  The  municipality also bears all risk (and more) for 

this aspect of the contract in that it is under a duty to put the company in the same 

position it was before the material adverse governmental action occurred and, if it 

does not, the company has a right to cancel the contract. 

Contract F , a long term electricity provision contract with a municipal entity, is 

effectively silent on material adverse government action with the exception of 

only two particular events.  The two events are, first; changes imposed by the 

national electricity regulator (the NER) – in which case the parties must negotiate 

in good faith to amend the agreement and, second; if the national minister for 

local government issues regulations which clash with aspects of the agreement, 

then as far as possible, the contract is deemed to be amended.  If this is not 

possible, then the parties agree to renegotiate in good faith.  This contract 

                                                 

296 A similar provision is found in Contract E, which allows for an adjustment to the price formula 

to accommodate the costs associated with governmental conduct. 
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therefore does not automatically compensate the service provider if this risk 

arises 297.  Also, the fact that the service provider in this contract is a municipal 

entity should lessen the risk of the municipality being bullied in any negotiations 

which occur as a result of this risk.  

But it is Contract G, the long term water services contract with a municipal entity, 

which goes further than any of the others on this aspect of risk allocation. This is 

the only contract in the sample study which makes a clear distinction between 

different classes of material adverse governmental action.  This risk is divided into 

three categories- material adverse councillor action; material adverse municipal 

action, and; material adverse regulator action (i.e. national or provincial sphere of 

government).  It appears that the definition of adverse action does not exclude 

laws of general application298. 

The service provider enjoys quite vigorous protection from the risk of adverse 

councillor action (for example a councillor attempting to obstruct the 

implementation of a municipal decision or encouraging conduct which would lead 

to maladministration). If the service provider believes such conduct has taken 

place , this is ultimately reported to the municipal council and an investigation has 

to take place.  If the investigation finds that the conduct does fall within the 

definition of adverse action, then the municipality must pay the company a 

penalty fee.  As far as adverse municipal action is concerned, the service provider 

is unable to rely on the protection of this clause if the adverse action is contained 

in a municipal by-law and the service provider failed to comment on the proposed 

by-law.  In all other cases, if this risk occurs then the municipality is obliged to 

remedy the situation and indemnify the service provider for actual losses.  The 

existence or otherwise of material adver se municipal action is determined by an 

                                                 

297 Contract H, Contract K, Contract E and Contract I also allow for a form of negotiation process 

followed by dispute resolution if negotiation fails. 
298 The draft agreement under the definition of adverse “Regulator” action describes actions which 

apply “to the Service Provider in its capacity as a service provider…” This possibly means that 

actions applying generally to all commercial entities would not be included in this definition, but 

this is not clear. 
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expert according to procedures set out in the contract.  Material adverse regulator 

action are those actions taken by the national or provincial spheres of government 

and which have a material and adverse effect on the rights or obligations of the 

service provider.  If this occurs the municipality is contractually obliged to use its 

“best endeavours” to prevent, mitigate or reverse this action. 

This raises questions as to a municipality’s duties if the action of the national or 

provincial sphere is for a public good or a means to realize socio-economic rights.  

For example, if the contract had been entered into before the imposition of a 

policy of free basic services, would the introduction of such a policy have 

qualified as material adverse action?  It may have if the application of such a 

policy tipped the balance on the service provider’s financial sustainability.  

However, under this contract the municipality would technically have been 

obliged to try and “reverse” or prevent the imposition of this policy.  

Apart from being obliged to attempt to prevent the conduct, if material adverse 

regulator action has occurred the service provider will be entitled to amend its 

water services delivery plan to take into account the regulatory changes.  

Alternatively it may inform the municipality it is unable to continue with the 

service delivery plan and if the municipality does not agree, then the matter goes 

through dispute resolution procedures.  If the municipality does agree then the 

event is treated as one of vis major.  This means that the service provider is 

effectively relieved of its performance obligations. 

In summary then, in this contract adverse councillor action obliges the 

municipality to pay a penalty fee , adverse municipal action obliges the 

municipality to cover the service provider’s actual losses and adverse regulator 

action obliges the municipality relieve the service provider of its performance 

obligations ( to the extent it is unable to perform).  Adverse regulator action 

therefore does not entitle the service provider to have its actual losses covered by 

the municipality.  This makes sense as the “regulator” action is invariably beyond 

the municipality’s control (unlike adverse municipal or councillor action). 
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6.6.9.2 Prospective Loss 

Many of the contracts also define adverse action as conduct which may cause 

prospective future financial loss.  In this way, the service provider enjoys the 

benefit of protection from this risk arising before they have suffered the loss.  By 

way of illustration, the definition of material adverse governmental action in 

Contract C , a concession contract, includes any law or regulation (i.e. of general 

application or not) which has an adverse effect on the private company’s rights, 

interests and obligations and/or results in actual or prospective change in the 

company’s costs or revenues. 

6.6.9.3 Mitigating the Risk  

But, the Standardised Provisions go further and suggest that even if the 

municipality bears the risk of adverse governmental action, the service provider 

should still be duty bound to mitigate the effect of the government conduct as far 

as it is able 299.  This concept has generally not found its way into the sample 

contracts. 

6.6.9.4 Beneficial Governmental Conduct 

Of significance (and again, certainly nowhere to be seen in the sample contracts) 

is the suggestion that unforeseeable government conduct which economically 

benefits the service provider should oblige the  service provider to pay the value of 

that benefit to the municipality. 

6.6.10 Contracts with CBOs 

The sample CBO contracts are all in the refuse collection and disposal sector.  

None of the contracts specifically state that the contractor supplies the service at 

its own risk, but this is implicit in the contract terms.  All the contracts contain t he 

usual “indemnity” provisions in terms of which the contractor indemnifies the 

council against all claims for injuries and damage to property.  This is coupled 

                                                 

299 National Treasury (2004), pg 207. 
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with the contractor’s obligation to take out insurance, to the satisfaction of the 

council, to cover these risks. 

In Contract L , a five year refuse collection contract, the contractor is also obliged 

to provide a “surety” but this is only to a nominal value .  This contract also 

recognizes two “special” risks, namely “unrest” and “state of emergency”, in 

terms of which options for termination are built in where appropriate.  The 

contract is silent on risks such as vis major and material adverse governmental 

action. 

In the other CBO contracts vis major and risks such as fire, riots, theft and the like 

are mentioned, but only in the context of the provision that the contractor has no 

right to claim damages from the council as a result of these events.  The contracts 

are silent on the rights and obligations of the parties generally in vis major and 

similar circumstances. 

6.6.11 Conclusion 

Risk transfer in the initial study of contracts appears on the face of it to protect the 

service provider from risk to an extent that the service provider would probably 

never enjoy in a normal commercial environment.  For those terms which should 

be most capable of generic treatment, namely vis major and adverse governmental 

action, the contracts differ from the Standardised Provisions recommendations, all 

to the detriment of the municipality.  This raises questions as to whether generic 

risks are being allocated appropriately. 

The service provider appears to be protected from risk in a variety of different 

ways, namely by allowing the service provider to amend its business plan, amend 

its charge or to force a tariff review.  The service provider’s right to constantly 

adjust and review its income stream, contract obligations or contract charge  is 

generally triggered by events or factors which are so widely or vaguely worded 

that they could apply to almost any event which arises during the contract period.  

This means that the risk the service provider actually takes on is only that which is 

specifically identified in the contract.  It is ironic that in the CBO contracts (where 

the service provider would be least able to take on risk) the opposite is true and 

only a few restricted risks are taken on by the municipality. 
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As a result, the service provider is the one operating in a “certain” environment 

and not the municipality.  This goes against one of the “drivers” of outsourcing, 

which is the ability of the municipality to plan and budget more effectively 

because of the “certainty” created by appropriate risk transfer. 

The potential of risk events leading to tariff amendments or higher contract 

charges could also threaten the affordability and value for money objectives of the 

outsourcing project.  Particular risks are also often transferred wholly to the 

service provider only to be transferred back again in a slightly different form later 

in the contract.  The risk provisions are thus often not all that clear. 

The risk allocation structure of these contracts could be greatly improved by the 

use of a risk matrix, setting out all those risk events which could reasonably occur, 

such as consumer non-payment, vis major, environmental risk, utility supply risk, 

adverse governmental action risk, service demand risk and so on.  The risk matrix 

could then clearly set out which party will take on which risk and thus enable the 

parties to better understand the risk allocation and take the necessary steps to limit 

or mitigate those risks. 

6.7 Accountability 

6.7.1 Suggested Contract Requirements 

The danger of a municipality losing accountability to its community as a result of 

an outsourcing contract, especially a basic service, is a real one.  The risk is 

possibly higher in the case of a municipality deciding to outsource, inter alia, 

because of a skills shortage.  The very lack of capacity to perform the service 

effectively may lead to the municipality passively allowing the external entity to 

get on with the job without further interference. 

The service delivery contract is unlikely to contain a section headed 

“Accountability”, as accountability cannot be tied down in one clause alone.  It is 

more a function of the wider “effect” of the contract and includes the impact the 

contract has on the ability of the municipality to function independently and in the 

best interests of the community it serves.  Put simply, the municipality needs to 

ensure it continues to hold itself accountable and responsible for the service 
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provided.  With this in mind, it is clear that one of the primary duties a 

municipality needs to perform to ensure accountability is the monitoring function.  

Monitoring is also a crucial pre-requisite for determining whether value for money 

and efficiency are being achieved. 

Monitoring can only be effective if the contract provides for comprehensive 

record keeping, regular reporting and clear and measurable outputs.  This is also 

crucial to enable the municipality to impose penalties for poor performance (or to 

reward excellent performance).  Although the Systems Act contains detailed 

provisions on this issue, these provisions relate primarily to the obligations of the 

municipality once it has the performance information and thus would not need to 

be included in the service delivery agreement. 

Accountability could also come under threat if the service provider is able to 

exercise undue influence over the municipality’s legislative, strategy and policy 

making powers.  The risk to accountability will va ry depending on the nature of 

the entity.  For example it is most dangerous when contracting with a private 

company and least so with a municipal entity300.  The contract, especially a 

contract with a private entity, should therefore provide for a clear boundary 

between the “authority” and “provider” roles and should ensure that the 

municipality can perform its legislative functions unfettered and in the best 

interests of its community. 

Finally, another factor which arises from provisions in a few contracts and which 

potentially threatens the principle of accountability is that of the municipality 

divesting itself of responsibility for making future decisions on issues relating to 

the contract.  This will be discussed separately below. 

6.7.2 Contracts and Monitoring 

The Standardised Provisions recommend that the contract contain detailed 

provisions regarding reporting on monitoring, with clear identification of what 

                                                 

300 In fact, it could be argued that it is beneficial for a municipal entity to participate in strategy and 

planning sessions. 
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reports are necessary, to whom they must be sent, by when and in what format.  

They also recommend cla rification regarding how often meetings are needed for 

monitoring and who should attend301 and recommend that each party appoint a 

liaison officer for this purpose 302.  Finally, they recommend that the service 

provider be responsible for the costs of monitoring303. 

As will be seen below, none of the contracts comply with all these 

recommendations and the contents vary quite widely from treating monitoring 

seriously to merely paying it lip-service.  Effective “monitoring” is such a crucial 

aspect of a service delivery agreement, having the potential to have a direct 

impact on other important factors (such as value for money and efficiency) that it 

is worthwhile briefly summarizing what each contract has to say under this 

heading. 

6.7.2.1 Contract A – long term water services contract with private company 

No monitoring structures are set up nor are liaison people identified.  The 

company is required to prepare monthly reports on raw water extraction, potable 

water produced and consumption to assess the volumes of unaccounted for water.  

The municipality and company are also required to meet “on a regular basis” to 

review the previous month’s operations (the implication being that a meeting 

should be held at least monthly) but no detail is given as to who should attend the 

meetings, where they should meet, what precisely should be discussed and what 

the outcome of the meeting should be (e.g. a report compiled or just minutes 

kept?). 

6.7.2.2 Contract B – long term water services contract with private company 

No monitoring structures are set up nor are liaison people identified.  The 

company is required to keep comprehensive records regarding service provision 

and must send annual reports containing “relevant” information.  The precise 

                                                 

301 National Treasury (2004), pg 132. 
302 National Treasury (2004), pg 157. 
303 National Treasury (2004), pg 130. 
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contents of the annual report, its format and to whom it must be sent are not 

stipulated.  

No regular meeting structure is set up (not even “on a regular basis” as in Contract 

A) and, apart from providing that the company will keep the minutes of any 

meetings with the municipality, no other provisions regarding meetings between 

the parties are to be found.  On the subject of performance, the company is liable 

to pay penalties by way of a reduction of the contract fee, if it fails to deliver 

drinking water in accordance with the quality criteria stipulated in t he contract. 

6.7.2.3 Contract C –  water concession contract with private company 

Despite the large scale and long term nature of this contract, no liaison person is 

appointed, no monitoring office is set up, no obligations are set on reporting 

requirements (apart from an annual report) and no detail is given as to precisely 

what is to be contained in the annual report.  An annual report is required on 

service levels, but is very vague on what it should contain, and an annual finance 

report containing the usual information (audited statements, income statements, 

audit report etc) is required.   The service provider is obliged to keep “complete 

information” on the works and the services on a continuous basis.  The 

municipality’s role is a passive one; it being entitle d to inspect that information 

when it wants. 

The contract does state that the municipality will monitor the service provider’s 

performance, but does not say how often this will occur, by whom, in what format 

and to whom the information is reported.  The contract does however contain 

performance targets, which would make the job of monitoring performance easier.   

The performance targets are accompanied by a system of penalties for non-

performance with different categories of seriousness depending on the nature of 

the non- or poor-performance. 

6.7.2.4 Contract D – water concession contract with private company 

No monitoring office is set up, no liaison person identified and no co-ordinating 

committee is established.  A schedule of performance levels is attached to the 

contract.  The contract does contain a long list of items the municipality is 
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required to monitor and contains provisions relating to the collection of 

information and inspection of works.  The service provider is obliged to co-

operate in this process. 

The contract elsewhere contains provisions requiring the service provider to report 

on certain aspects (such as sewer overflow and monthly water quality tests) but no 

detail is given regarding to whom this information must be given and in what 

format.  The contract provides for a performance guarantee escalated annually in 

accordance with the CPI and also contains a schedule of sanctions for non-

performance.  The service provider pays a fee to the municipality to enable it to 

fulfil its monitoring functions. 

The contract allows for the imposition of monetary sanctions on the company for 

non-performance but, again, the company is protected in that the sanction penalty 

will not be enforced if to do so would cause problems with the company’s lenders.  

The sanction remains suspended until the lenders declare that the company can 

pay.  The sanctions are also subject to an annual maximum and are also capped to 

a maximum total for the duration of the contract. 

6.7.2.5 Contract E – solid waste services contract with municipal entity  

This contract contains a more conscientious treatment of monitoring requirements.  

A contract monitoring unit is set up which the service provider is specifically 

obliged to co-operate with.  The service provider is obliged to provide clearly 

defined reports, some on a quarterly basis and others on an annual basis. The 

quarterly reports include those relating to financial performance, achievement of 

service levels, any special circumstances and measures to be taken by the service 

provider to improve performance.  The annual reports, apart from including 

financial statements, must compare financial performance with that of the 

previous year304.  The annual report also includes service levels achievement, 

special circumstances, measures taken to improve performance and a statement of 

risks (e.g. litigation, environmental risk etc). 

                                                 

304 See section 46 of the Systems Act which makes this obligatory. 
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At the same time as the annual report, the service provider must also compile an 

“end user” report, which is then made public.  The purpose of this report is to give 

the public a clear assessment of the service provider’s performance.  The contract 

contains detailed service standards and service levels. 

6.7.2.6 Contract F – long term electricity services contract with municipal entity 

Instead of setting the necessary service levels in the agreement, the municipal 

entity is obliged to comply with the service requirements as set by the National 

Electricity Regulator (“the NER”).  Key performance objectives are set in the 

annual business plan which has to be approved by the municipality.  The service 

provider must prepare a mid -year and annual review as part of its budget process 

and must also prepare “a performances review” (presumably annually, but this is 

not clear). 

There is no list of penalties for poor performance and, given that the municipality 

is not paying the municipal entity a fee for the services (instead ceding its right to 

collect service fees) there is no prospect of the municipality withholding payment 

as a form of penalty for poor performance. 

The contract notes that the NER has a “primary role” in monitoring the agreement 

but then confirms that the municipality will also play a monitoring role.  The 

parties each have to appoint a “contract manager”.  The contract managers are 

obliged to meet quarterly “to consider the achievement of Service Levels” and 

will represent the interface between the municipality and municipal entity. 

The monitoring and record keeping requirements are kept to a bare minimum and 

leave much to the future discretion of the parties.  For example, the municipality 

is granted the power (but not the obligation) to conduct interviews with 

customers, to assess user satisfaction, to conduct performance audits or use any 

“other monitoring methods” it deems fit.  The contract is silent on when these 

surveys would take place, who would conduct them, who they would be submitted 

to and in what format and what level of co-operation may be required from the 

service provider. 
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The municipality is granted access to all relevant information kept by the service 

provider regarding the services but the contract does not, apart from an asset, risk 

and liability register, specifically list the records the service provider is obliged to 

keep or for how long, leaving this instead to be agreed “from time to time” 

between the partie s. 

6.7.2.7 Contract G – long term water service contract with municipal entity 

A monitoring office is set up with a list of clearly defined functions.  The service 

provider must pay R20 000 per month towards monitoring costs.  The contract 

does not specify who will sit in the monitoring office and what its relationship to, 

or within, the municipality will be. 

A steering committee is created which would operate as a “co-operative forum” 

and thus share information, attempt to resolve disputes and assist with practica l 

issues arising out of the implementation of the contract.  The committee, made up 

of an equal number of representatives from each party, has to meet monthly and is 

chaired by an independent person appointed annually by the parties on a rotational 

basis.  The parties share the cost of the independent chair. 

As discussed above, this contract contains the novel provision entitling the 

municipality to conduct a benchmarking study to assess and compare the service 

provider’s cost structures and tariffs with comparable municipalities.  The 

municipality can ask the service provider to amend its service delivery plan if the 

benchmarking study reveals the service being provided by the external entity is 

expensive or inefficient.  This has positive implications for accountability, 

efficiency and value for money objectives. 

The contract contains a detailed schedule of key performance indicators separated 

into key performance areas, key performance indicators and annual performance 

indicators.  The contract also specifically obliges the service provider to devise a 

water service delivery plan containing “detailed and measurable” (emphasis 

added) performance indicators.  This reveals a clear concern to ensure effective 

monitoring is able to take place. 
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The service provider must compile an annual report and is specifically obliged to 

compare its performance during that year with its performance in the previous 

year. 

6.7.2.8 Contracts with Water Boards on monitoring  

Most of these contracts set up a monitoring office and provide detailed lists of the 

aspects the office is responsible for monitoring.  The service provider is obliged to 

co-operate with this office and provide the requisite information.  The service 

provider is typically obliged to provide a host of clearly defined monthly reports 

(e.g. customer complaints, volume of water sold), quarterly reports (e.g. summary 

of repairs and maintenance) and annual reports (e.g. business plan, financial 

statements). 

Some of the contracts also establish a co-ordinating committee for the purpose of 

sharing information and ensuring contract implementation.  The committee is 

made up of representatives from both the municipality and the service provider 

and it is obliged to meet at defined periods.  In one contract (Contract J) the 

“contract management committee”, made up of representatives from both the 

municipality and service provider, is given certain decision making powers, 

including the power to make minor deviations from the budget.  The committee is 

also authorized to use (presumably “external”) experts in the performance of its 

functions. 

Only one contract, Contract H, obliges the service provider to pay a monitoring 

and compliance fee (R10 000 a month).  Of significance is that none of the 

contracts contain clear and pre-determined levels or standards against which to 

measure performance and there appears to be no system of penalties for non-

performance or poor performance. 

Service levels or performance targets would naturally be included in the annual 

“business” or “operating” plans the service provider is obliged to prepare, but the 

contracts do not specify at what level of detail these service levels and targets 

should be set by the service provider.  Because of this contract configuration 

(namely specified service obligations being devised and approved annually as 

annexures to the contract instead of in the body of the contract) there is a real risk 



 
136 

that the service levels are described in too generalized a manner for effective 

performance monitoring to take place.  This would make it difficult for the 

municipality to assess efficiency, value for money and for the municipality to 

punish poor performance (or reward good performance). 

It certainly seems highly unlikely that annually devised business or operating 

plans would contain detailed penalties and sanctions for particular incidences of 

non-performance.  One can therefore probably safely assume that the absence of a 

sanctions or penalties provision in the body of the contract means that there will 

be none.  Attempting to ensure that a contract achieves the objective of 

“efficiency” would be greatly helped by the use of penalties and sanctions, 

although their absence does not automatically mean the contract is at risk of not 

meeting the efficiency objective. 

It is also worth remember ing that, as revealed in the risk analysis section above, 

the business plans can be quite fluid depending on whether certain risk events 

occur during that particular year.  Thus, if one got hold of a business plan for one 

particular year, this would not necessarily correlate with what the following year’s 

plan would contain. 

6.7.2.9 CBOs on Monitoring 

The nature of the CBO contracts are quite different to the other service delivery 

agreement, focused as they are on setting such specific inputs.  The municipality 

retains a tight control on what happens in the contract and leaves little to the 

contractor’s own entrepreneurial initiative. 

This, however, naturally makes it a lot easier for the municipality to monitor 

performance under the contract.  The contracts all allow for monthly payments to 

be made to the contractor and these payments fluctuate according to the actual 

work completed.  This means that each month the municipality has to satisfy itself 

that the work has in fact been performed.  This is a relatively easier procedure in 

refuse collection and disposal than it would be in, for example, a water service 

contract. 
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Contract L , a five year contract for refuse collection, appoints the “Engineer” as 

an agent for the municipality to monitor the contract and author izes the Engineer 

to appoint representatives to assist in this task.  The representatives are 

specifically appointed to assist with “quality control” and evaluation of the work 

done by the contractor.  The contract also grants the Engineer a high level of 

control over the contractor, effectively obliging the contractor to comply with 

“any” instruction given by the Engineer (this even reaches to the rather extreme 

level that the Engineer is entitled to instruct the contractor to get rid of particular 

employees).  The Engineer is granted powers to carry out inspections and, if the 

work is not up to standard the contractor faces penalties.  In fact, Contract L , 

unlike the other CBO contracts, contains a list of very specific indicators of poor 

performance (e.g.  spillage from refuse trucks, non-compliant vehicles etc) with 

each item resulting in a predetermined penalty payable by the contractor. 

This contract is unusual in that it actually goes so far as to financially penalize the 

contractor for failing to attend site meetings.  These meetings are to be held on a 

“regular basis”.  This reveals a concern for effective monitoring which goes 

beyond that found in most of the other service delivery agreements, despite the 

fact that these other agreements are invariably far more complex and have far 

more significant financial implications. 

6.7.2.10 Conclusions on monitoring  

It is clear from the contracts studied thus far that monitoring, despite its 

fundamental importance in any outsourcing contract, is generally not adequately 

dealt with.  In fact it is ironic that the contracts with public sector providers and 

municipal entities contain more detailed and onerous monitoring provisions than 

those contracts of a long-term nature with the private sector.  Clearly, if anything, 

this should be the other way round.  

It is rare for contracts to contain detailed penalties or sanctions clauses.  This 

means that, if the municipality through its monitoring mechanisms picks up poor 

performance, it would be restricted to using the cumbersome breach provisions to 

try and enforce compliance. 
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6.7.3 Contracts and Provider Influence over Legislative Functions 

Some contracts give some scope for the service provider to involve itself in the 

policy and strategy deliberations of a municipality.  This was seen to some extent 

under the “risk” section above, which revealed a tendency in certain contracts to 

grant the service provider an inappropriate influence over the municipality’s tariff 

setting discretion.  Although none of the contracts purport to give the service 

provider any actual power in this pr ocess, the potential of the service provider to 

wield a persuasive power over the municipality is difficult to deny.  It also 

potentially blurs the role between “service authority” and “service provider”305.  

This, however, is naturally less of a problem in contracts with a municipal entity 

because of its special relationship with the municipality.  The problem is entirely 

absent in the contracts with CBOs. 

Certain contracts skate very close to attempting to grant le gislative power to the 

service provider.  For example, Contracts A and B, water services contracts with 

private companies, provide that any amendment to by-laws governing the 

provision of the service will first be negotiated “and agreed” between the 

municipality and the private company.  Contract F, a long term electricity services 

contract, provides that the municipality will adopt by-laws “in consultation with” 

the municipal entity service provider. 

Of course, this can also be a positive thing in circumstances where the 

municipality has little capacity or skills in the service area and the service 

provider can be of practical assistance.  It would also be more palatable with a 

public sector service provider as opposed to a profit driven private company.  As a 

general rule, any infringement of a municipality’s independence and autonomy 

surely has dangerous implications for accountability. 

In one of the contracts (Contract H, a short term water services contract with a 

water board) the municipality actually gives the service provider the duty of 

investigating mechanisms for the future provision of the water services, including 

                                                 

305 A requirement of the Water Services Act, see inter alia, section 20. 
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determining anticipated funding and making suggestions as to appropriate future 

mechanisms.  The fact that the municipality is contracting out such a crucial 

function, and to the very entity currently providing the outsourced service, has 

worrying implications for that municipality’s accountability to its community.  

Finally, in perhaps the most startling example of a municipality divesting itself of 

accountability, a concession contract includes a provision stating that any 

reduction in tariffs which may be required in order to support indigent consumers 

will require the prior written approval of the financiers of the private company.306 

6.7.4 Contracts and Loss of Contractual Decision-making Power 

Another feature of a few of these contracts is the tendency to divest the 

municipality of the power to make decisions on important matters in the contracts 

and to send them to “independent” panels instea d.  For example, as was seen 

above under the “Risk Transfer” section above, many important decisions (such as 

approving significant amendments to a business plan) are not left to the discretion 

of the municipality and are instead decided by structures with no political 

accountability through the  contract’s dispute resolution mechanisms.  This 

represents a serious inroad into a municipality’s independence and directly 

threatens accountability.  Contractual decisions and approvals should remain 

within the municipality’s discretion with dispute resolution being reserved only 

for actual contractual disputes. 

6.8 Public buy-in 

6.8.1 Suggested contract requirements 

Many aspects of public participation take place in the build up to an outsourcing 

contract being entered into and thus cannot be assessed from looking at the 

contract provisions alone.  It does not however end there.  It is equally important 

to ensure public information dissemination during the course of the contract.  This 

would start with the requirement that the contract be open to the public. 

                                                 

306 Contract D. 
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The contract should therefore contain a confidentiality clause (if at all) which is 

drafted as restrictively as possible and limits “confidential” matters to only those 

which, if made public, would lead to real prejudice to either of the parties.  The 

clause should not be vague or ambiguous, so that if a member of the public 

requests information on the contract the municipal officials will be quite confident 

what can be handed over.  This is aside, of course, from the fact that it is a 

legislative requirement that the contract terms be made public.  The contract 

should be accessible to the public, both in respect of physical access to the 

document and in respect of the contract being reader-friendly and straight-forward 

to understand.  Without these qualities a member of the public would find it 

difficult to take informed decisions on the impact and consequences of the various 

contract terms. 

6.8.2 Contracts and information sharing  

Contract G, a long term water contract with a municipal entity, is the only 

agreement which provides for a contractually binding and relatively detailed 

ongoing programme of information sharing with all stakeholders.  The contract 

expressly recognizes the importance of ongoing communication with all 

stakeholders and thus provides for an annual “information sharing indaba” for 

these stakeholders.  The parties share the cost of this indaba.  The objective of the 

indaba is for the stakeholders to, inter alia, consider strategic issues regarding the 

services and to promote a common understanding of matters relevant to the 

stakeholders.  The contract specifies who will chair the indaba, who will be 

secretary and who will be invited.  Those invited include the mayor, certain 

council lors, the monitoring office, various government representatives (e.g. from 

Water Affairs and Forestry, Treasury and so on), certain MEC’s and organized 

labour.  The community is represented at this indaba through their ward 

councillors. 

A contract with a CBO, by its very nature, would be unlikely to face serious 

problems with public buy-in given that the service provider comes from the 
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community and, presumably, all the labour used in performing the service will be 

locally based307. 

6.8.3 Contracts and accessibility 

On an initial reading, one is struck by the inaccessibility and sheer length of many 

of these contracts.  Some contracts, with annexures, are longer than the average 

novel and mired in legalese perhaps the only exceptions being the contracts with 

CBOs which tend to be quite short and relatively easy to read. 

The average length of the contracts range from 50 to 100 pages, but with 

annexures they can reach up to between 400 and 600 pages.  In most cases the 

annexures are not merely made up of “lists” such as schedules of assets, but more 

often than not contain important and substantive provisions, such as emergency 

procedures, service levels and standards, lease agreements, contract price 

adjustment formulae and performance guarantees.  The annexures therefore form 

an integral part of the contract and cannot merely be “skimmed over” by anyone 

wanting a proper understanding of the nature and effect of the contract. 

The language is generally old-fashioned, pompous and wordy.  The contracts are 

peppered with words and phrases such as “forthwith”, “herewith”, “pursuant to” 

and “notwithstanding”. 

The follow ing extracts illustrate some typical examples of the general style of the 

contract terms: 

Pending the rectification and repair of any latent defect and/or state of disrepair in 

any of the existing assets identified pursuant to 17.1 and notified to the 

COUNCIL, the CONCESSIONAIRE shall be deemed not to be in breach of any 

provision of this contract and the COUNCIL undertakes to waive its right to 

exercise any remedy as a result of such breach (including, but not limited to, its 

right to levy a penalty in respect of any act and/or omission of the 

                                                 

307 In fact Contract L authorises the municipality to terminate the contract if it is established that 

the CBO has used labour other than from the local area. 
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CONCESSIONAIRE attributable thereto), provided that such breach is 

attributable to the existence of such latent defect and/or state of disrepair ”308. 

…the expiration or termination of this contract shall not affect such of the 

provisions of this contract as expressly provide that they will operate after any 

such expiration or termination or which of necessity must continue to have affect 

after such expiration or termination, notwithstanding that the clauses themselves 

do not expressly provide for this309. 

The procedures in 15.9 and 15.10 shall apply mutatis mutandi to the COUNCIL 

in consultation with the CONCESSIONAIRE in respect of the failure or refusal 

of a Customer to make timeous or full payment in respect of the supply of Water 

Services prior to the Effective Date to the maximum amount of the deposit (and 

interest thereon) paid by such Customer310. 

It is also often necessary to cross reference to other parts of the contract in order 

to understand the meaning of a particular clause, which can be a frustrating 

process, especially if there is more than one cross reference.  For example, in the 

clause immediately above, the reader would have to cross reference to the two 

other clauses mentioned (15.9 and 15.10) and to the definitions clauses for 

Customer, Water Services and Effective Date to fully understand the effect of the 

clause. 

Another common feature is the use of excessively long sentences, which pack in a 

whole host of different concepts and provisos instead of separating them out into 

distinct clauses.  This is a sure -fire way to inhibit easy reading and comprehension 

of a particular clause.  Sentences of between 90 to 130 words are a relatively 

common feature, with one contract containing one 99 word sentence immediately 

followed by a 94 word one311. 

                                                 

308 Clause 17.3 Contract  D. 
309 Clause 1.11 Contract H. 
310 Clause 15.12 Contract C. 
311 Clause 3 Contract H. 



 
143 

It is useful to illustrate the frustration and difficulty caused by drafting such 

unnecessarily long sentences by quoting one of the longer ones (about 180 words) 

from a concession contract.  The clause deals with the important issue of the 

service provider’s authority to purchase new assets. 

In the event that any of the existing assets reflected in the schedules to the lease 

agreements cannot be located despite diligent search by the CONCESSIONAIRE 

or in the event that the CONCESSIONAIRE cannot confirm the existence of any 

such existing asset in the course and scope of the inventory referred to in 17.1 

and the CONCESSIONAIRE notifies the COUNCIL of such fact and that such 

existing assets are required by the CONCESSIONAIRE to enable it to operate the 

works and/or fulfil its other obligations under this contract the 

CONCESSIONAIRE shall be entitled to purchase a similar asset on an arms 

length basis at its own cost and recover the cost associated with the purchase of 

the asset from the COUNCIL by off-setting same against and deducting same 

from the rentals due to the COUNCIL in terms of the lease agreements, provided 

that, should such cost exceed the amount of the rentals due under the lease 

agreements, the COUNCIL shall refund such excess to the CONCESSIONAIRE 

within 30(thirty) days of the date on which the CONCESSIONAIRE purchased 

such asset312. 

Also, in many of the contracts it is very difficult, if not impossible, to understand 

the background context and rationale of the contract. The “Recordal” sections at 

the beginning of most contracts are usually not helpful as they are often widely 

worded with lofty ideals and offer little detail as to the true reasons behind the 

decision to outsource.  The problem is exacerbated when the contract involves 

elaborate financial arrangements between the parties where they pay each other 

various “fees”, “rentals”, “charges” and so on, and it is not clear how all the 

payments ultimately balance out.  How one would be able to assess whether value 

for money, or even mere “financial benefit”, is being met in the contract is 

difficult to see. 

                                                 

312 Clause 17.4 Contract D. 
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The features of these contracts as described above effectively make a farce of 

meaningful public participation and transparency.  If a trained lawyer finds it hard 

work to unravel and understand the contractual relationship between the parties, 

what hope is there for the general community to do so?  The complexity and 

length of the contracts also have a potentially adverse affect on the ability of the 

municipality to effectively monitor contract implementation.  Regardless of what 

structures are set up to monitor the contract, if the people doing the monitoring do 

not have the essential provisions of the contract at their fingertips, how can they 

do a proper job?  

This has been borne out in a case study which, inter alia, assessed how a 

municipality was monitoring an outsourcin g contract.  The study found that; 

“While city councillors are certainly part of the monitoring process, their own 

understanding of the detail of the contract remains limited, leading to 

acquiescence to those who hold technical expertise.”313. 

6.8.4 Contracts and Confidentiality  

Most of the contracts, with the exception of those with CBOs, contain a 

confidentiality clause, usually very widely worded and applicable both during the 

term of the contract and after termination. 

The confidentiality clauses do not clearly define what would or would not be 

confidential and one concession contract goes so far as to say “anything” arising 

from the contract must be regarded as confidential314.  The other concession 

contract deems any information acquired “pursuant to the implementation of this 

contract” as confidential and prohibits either party from disc losing the contents of 

the contract without the other’s written consent315. 

The Standardised Provisions suggest that the test for confidential information 

should be whether disclosure would cause real prejudice to the legal or 

                                                 

313 Smith & Fakir (2003). 
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commercial interests of the par ty.  This common sense and principle-based 

approach is certainly not followed in the contracts and the issue is left very vague.  

In fact, some contracts contain circular definitions of confidential information, 

saying in effect that “confidential information” is information which is by its 

nature “confidential”.  This takes the issue no further.  The effect of circular or 

vague definitions of confidential information would possibly be that municipal 

officials, if wanting to be risk averse, would be hesitant to release any details 

regarding the contract in case that information fell within the wide definition of 

“confidential information”. 

6.8.5 Conclusion 

The contracts appear to rarely provide for continuous or periodic information 

sharing with the public  post contract signature.  They are also notoriously lengthy, 

complex and often worded in inaccessible language.  This poses risks to the 

municipality both in respect of public participation and in respect of contract 

monitoring, as the people responsible for monitoring and managing the contract 

should have an understanding of the contract provisions at their fingertips. 

6.9 Consumer Protection 

6.9.1 Suggested Contract Requirements 

“Consumer protection” is concerned with ensuring that the community does not 

suffer having to pay disproportionately higher tariffs or having to undergo unfairly 

harsh credit control measures as a result of an outsourcing contract.  These would 

be risks more usually associated with contracts with the private sector as the risk 

could arise as a result of the service provider being profit driven.  “Affordability” 

here is meant in the context of the affordability of tariffs and not the affordability 

of the contract as a whole to the municipality.  Contract affordability would be 

closely linked with the risks influencing value for money, namely risk factors 

which affect the financial balance of the contract and which would thus form part 

of the factors discussed above. 

The contract would have to contain specific provisions ensuring affordability and 

fair and reasonable credit control and disconnection procedures.  Affordability is 
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closely tied to the power of the municipality to set its own tariffs.  The contract 

should therefore contain provisions which ensure the municipality can exercise its 

legislative discretion in tariff setting in an unfettered and free way, and naturally 

in accordance with it tariff policy. 

An inappropriate transfer of risk could also naturally have a negative impact on 

affordability, if that risk results in the municipality incurring extra costs and thus 

being forced to raise tariffs.  The impact of risk transfer and potential extra cost to 

the municipality is covered under “Risk Transfer” above. 

Customer care is also inherently linked with the credit control and disconnection 

policies of the municipality.  The contract should therefore ensure that the 

procedures are fair and closely monitored by the municipality if those functions 

are outsourced.  

6.9.2 Contracts and Affordability  

Many of the issues relating to setting of tariffs has been dealt with under “Risk 

Transfer” above, which revealed that in some contracts a real attempt is made to 

fetter the municipality’s ability to set its own tariffs.  The fact that it is also 

relatively common for the municipality to take on a disproportionate amount of 

risk also has an immediate negative impact on affordability. 

In most of the contracts there is some link made between the setting of tariffs and 

the payment of fees to the contractor.  In the CBO contracts however, because 

they are for refuse collection which is typically rates funded, this issue does not 

arise. 

Contract F , a long term electricity services contract with a municipal entity, 

contains an entire section dedicated to “socio-economic services” and obliges the 

municipal entity to develop a socio-economic plan after consultation with the 

community to address, inter alia, affordability issues. 
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6.9.3 Contracts and Credit Control 

Most of the contracts allow the service provider (if performing this function) to 

disconnect the service for non-payment, but make this subject to the 

municipality’s credit control policy or by-law, the contents of which are not 

reflected in the contract.  It is thus not possible to assess the fairness of the 

procedures, how they may include public participation and whether they comply 

with the statutory requirements.  However, in those contracts which do set out a 

procedure for disconnection, no provision is made for the consumer to make 

representations prior to cut-off.  This is despite the fact that, in the water sector at 

least, this is a requirement of the Water Services Act316. 

Most contracts do acknowledge the need to supply a basic service and provide 

that, if the service provider is unable to provide a full service, then it must give 

priority to a basic supply.   In two of the contracts with water boards  (Contract J 

and Contract K) the service provider is obliged to implement customer care 

programmes, including educational and awareness programmes, to ensure that the 

customers are aware of their rights and obligations with the aim of creating “a 

positive and reciprocal relationship” between the customers, the municipality and 

the water services provider.  It is worth noting however that these contracts also 

place similar obligations on the municipalities so that the municipality is not 

entirely divorced from the community on these issues. 

6.9.4 Conclusion 

The efficacy of outsourcing contract provisions on ensuring the municipality’s 

consumers are not prejudiced by tariff hikes and harsh credit control measures are 

not that easy to assess in a desk top study of the contract.  So much will depend on 

the external factors, such as the credit control policy of the municipality and how 

strongly the municipality exercises its rights and duties in setting tariff policy.   

The fact that municipalities can almost be coerced into amending their tariffs or 

face contract breach, as outlined under the “risk transfer” heading above, naturally 

                                                 

316 S 4 Water Services Act. 



 
148 

constitutes a potential negative influence on the achievement of the consumer 

protection objective. 

6.10 Protection of Service Environment 

6.10.1 Suggested Contract Requirements 

The chief factors under this “danger area” are continuity, asset protection and 

dispute resolution.  Under “continuity” the contract will have to contain clear 

hand-over provisions dealing with early termination of the contract, whether by 

breach, insolvency or the like.  Likewise, the contract will have to contain a 

detailed hand-over plan for expiry of the contract.  It is suggested that a “step in 

right” also be created to entitle the municipality to “step in” and take over service 

provision for a short period of time in defined circumstances (i.e. where the 

provider for any reason is temporarily unable to perform and neither party wants 

to invoke termination procedures).  Likewise, the contract will have to contain 

clear and detailed emergency plans to ensure no, or limited, service interruption in 

the event of an emergency. 

Under “asset protection” the contract should oblige the service provider to 

develop a clear maintenance and repair schedules, asset registers, insurance 

schedules and, in long term contracts, maintenance bond or the like to ensure the 

municipality can afford large scale maintenance and repair at the end of the 

contract if this is necessary.  

Finally, the contract should contain practical and workable dispute resolution 

mechanisms to enable the speedy and fair resolution of any differences which may 

arise between the pa rties during the contract. 

6.10.2 Contracts on Continuity 

The contracts generally have detailed handover provisions  to ensure the smooth 

transition of the service from the municipality to the service provider and back 

again.  The importance of the service and the need to ensure no interruption is 

emphasized.  
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Contract G, a long term water contract with a municipal entity, contains a 

provision where the parties specifically acknowledge that termination of the 

contract is a “process” and not an “event”.  This appears to be a very useful basis 

on which to approach the issue.  In Contract F , a long term electricity services 

contract with a municipal entity, the service provider is specifically obliged to 

continue rendering the service despite the termination of the agreement.  This is to 

give the municipality enough time to make suitable arrangements and thus ensure 

the service is not interrupted on hand over. 

Two exceptions, however, are two of the contracts with Water Boards (Contract J 

and Contract K), which only require a “Transfer Plan” to be drafted by the service 

provider just before expiry of the contract.  In Contract K a plan must be prepared 

at least four months before expiry and in Contract J, six months before expiry.  It 

is not clear why the plan is not prepared upfront and, given the complexity of 

these issues, it is significant that the plan need only be drafted so close to the end 

of the contract.  The plan still has to be approved by the municipality and, given 

that there could well be amendments required before final approval, there appears 

a real risk of the parties not having an agreed transfer plan by the end of the 

contract. 

Quite a few contracts also oblige the service provider to provide a performance 

guarantee, inter alia, to ensure a smooth handover either at the end of the contract 

or earlier if there is a breach, insolvency and so on.  These provisions are 

however, almost entirely absent in the CBO refuse collection contracts. 

The Standardised Provisions suggest that a “step in” right be granted to the 

municipality if there is an urgent need to take over the service (e.g. because of a 

threat to public health or to exercise a statutory duty) 317.  The municipality may 

need to do this because of a breach on the part of the service provider, or for 

reasons outside the control of either party.  Typically, a step in right would last 

between a few hours to several days or possibly up to a few weeks and is 

appropriate for projects involving essential core rights (as are basic municipal 
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services).  The step in should always be in the sole discretion of the municipality – 

it should never be forced to exercise a step in right.  None of the sample contracts 

contain a classic step in right.  In some contracts (for refuse collection and 

disposal) in the case of emergency or failure by the service provider, the 

municipality is entitled to contract someone else to perform the service in the 

interim and claim damages from the service provider.  The service provider will 

then take over again when it can.  

As far as emergency plans are concerned very few contracts contain details of the 

emergency plan itself.  Most contracts oblige the service provider to draft a plan 

for council’s later approval.  Provisions regarding emergency plans tend to be 

found only in the water sector contracts. 

In terms of the Water Services Act, a contract is not allowed to extend for a period 

longer than thirty years 318.  Both concession contracts do not comply as they allow 

for indefinite extension after the thirty year period and neither do Contracts A and 

B, being long term water services contracts with private companies, which 

likewise contemplate indefinite extension.  In theory some of the other contracts, 

such as Contract J , a two year water services contract with a water board, which 

although on the face of it for a much shorter term could also fall foul of the thirty 

year limit as they do allow for indefinite contract extension.  

6.10.3 Contracts and Asset Protection 

The contracts prohibit the service provider from disposing of the core assets 

necessary to perform the services and confirm that these assets remain the 

municipality’s.  The contracts generally have detailed provisions ensuring the 

safety of the assets, insurance, proper maintenance and repair and the creation of 

asset registers.  Assets must be handed over in good condition, fair wear and tear 

excepted. 

In the CBO contracts for refuse collection, the major assets (the rubbish trucks) 

are owned by the contractor and certainly do not revert to the municipality at the 
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end of the contract.  Whether these would be deemed “core assets” for provision 

of the service is debatable, but seems unlikely. 

However, only one of the contracts (a long term concession contract319) requires 

the provision of a maintenance bond close to the end of the contract period.  This 

is a recommended provision in the Standardised Provisions, which emphasize the 

importance of the state of assets at handover in an essential service.  Either a 

maintenance bond is recommended, or a maintenance reserve or the withholding 

of later payments to the service provider to create some form of protection320.  It is 

surprising that the contracts do not contain such provisions as there is a possible 

risk of interrupted service if the assets are not handed over in good order. 

Effective monitoring of asset repair and maintenance is naturally of the utmost 

importance, especially when the contract is nearing its end and thus the 

conclusions regarding the efficacy of the monitoring provisions found in these 

contracts is relevant. 

6.10.4 Contracts and Dispute Resolution 

Almost all the contracts forming part of this study contain detailed dispute 

resolution procedures and invariably choose an arbitration route (if other options 

such as mediation have failed) over that of the Courts.  The only exception is 

Contract J , a two year contract with a water board, which allows for a process of 

mediation and then, if that fails, it is up to the parties to decide where to go next, 

i.e. whether to follow the court option or arbitration. 

It is notable that Contract L with a CBO provides that if a dispute reaches the 

level of arbitration the parties share the costs of the arbitration equally (the 

implication being that this applies regardless of the outcome of the arbitration).  

Given that these contracts are with CBOs who would presumably have very 

limited resources, and that arbitrations can end up being enormously expensive, 
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this seems a rather unfair provision.  This is especially so if the CBO is in fact 

successful in its dispute. 

The Standardised Provisions in fact suggest that the court route is preferable over 

that of arbitration.  They point out that one often hears the  argument that resolving 

disputes through the courts “is too slow, too expensive and sometimes even 

‘unreliable’ as the courts may lack the expertise necessary to adjudicate the 

technical and financial complexities of PPP agreements”321. 

The Standardised Provisions take issue with this attitude and argue that arbitration 

can be just as slow and expensive as the courts and, if a case is highly technical, 

the rules of court in any event allow technical experts to be appointed to assist the 

presiding judge.  However, it argues that “the most compelling reason” to prefer 

the courts over arbitration is: 

the need to build up a substantial legal precedent base for the interpretation and 

enforcement of PPP Agreements, to provide the courts with the opportunity to 

grow the expertise required to deal with the complexities of PPP Agreements and 

to promote a measure of transparency regarding the interpretation and 

enforcement of PPP Agreements322. 

6.11 General features of contracts 

6.11.1 Amendments 

The issue of contract amendment is of  particular importance when it comes to the 

issue of new developments which need a supply of services.  There is always a 

risk of the incumbent provider being in an unfairly advantageous position to take 

over the new service area as well.  This may have a negative effect on competition 

(and thus value for money) as well as public participation. 

In fact, most of the contracts allow a process of negotiation in respect of an 

extension of either the service area, or the scope of services.  The incumbent 
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service provider is thus given an opportunity to amend the scope of its contract 

quite significantly, and without a public process.  In some contracts the service 

provider is even given a right of first refusal (Contract J and Contract K and more) 

but in the others the municipality ultimately decides whether the service provider 

may extend its scope of services323.  In another contract, the risk of a change in 

demarcation is catered for with a cost formula set to take into account either an 

extension or reduction of  the service area, with the proviso that it is still up to the 

municipality to decide on the service provider. 

In Contracts A and B , water services contracts with private companies, the 

municipality is given a wide scope to increase the scope of the contract simply by 

agreement with the company.  Some significant examples include the parties 

agreeing that the company will do meter reading, revenue collection, 

disconnections, fix pipelines or do major repair works.  Apart from denying the 

public any participation in this process, this thwarts the benefits of a competitive 

procurement process and could thus ultimately negatively affect value for money. 

Similarly one of the CBO contracts allows the municipality, entirely at its 

discretion, to “increase”, “decrease” or “change the method” of the service.  The 

municipality is also allowed to entirely omit any aspect of the service.  Unusually, 

the contract does not require mutual agreement between the parties for this to 

occur and any additional fees are determine d by the municipality “after 

consultation” with the contractor.  This puts the municipality in a markedly more 

powerful position than the contractor and also allows the municipality to 

significantly amend the scope of the contract without following a competitive 

process. 

A potential risk in other contracts, however, is an unequal bargaining power 

between a large company and, for example, a small local municipality.  How 

much scope is there really for the municipality to play hardball when it comes to 

                                                 

323 Again it seems less problematic in principle for a municipal entity to be given a right of first 

refusal for an amendment or extension to the scope of service, contract area or contract term.  This 

is the case with the Contract G, a water services contract with a municipal entity. 
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proposed amendments to the contract?  The new statutory provisions, which 

oblige the municipality to follow a public participation process before any 

material contract amendment, will hopefully limit this risk. 

6.11.2 Built-in Uncertainty 

In many of the contracts, because of open-ended provisions, the future decisions 

of the parties, and not current contract terms, will determine critical aspects of the 

service delivery agreement.  In this way an element of uncertainty is built in.  This 

makes it difficult to assess the effectiveness of the contract’s provisions or to 

precisely pin down the nature of the parties’ future contractual relationship.  For 

example, instead of dealing with the crucial issue of credit control and 

disconnection procedures, a contract may simply oblige the service provider to 

comply with a future credit control policy to be drafted either by the service 

provider or the municipality and adopted at a later date.  Whether that credit 

control policy will be draconian or far-sighted is an unknown. 

Alternatively, a party’s particular obligation may be so widely worded that it is 

left with a choice to either pay lip-service to that duty or to conscientiously 

comply with it.  For example, the contract may baldly say that the municipality 

will “monitor” the service provider’s performance.  The monitoring may turn out 

to be really effective, or, as was the case in a large concession agreement, end up 

being the responsibility of only one individual324.  Again, this adds to the 

difficulty of accurately assessing whether the contract is meeting the objectives of 

outsourcing and adequately avoiding its risks. 

Of course, these are not issues which affect the legality of the contracts, they 

instead illustrate the difficulty of making a meaningful assessment of the 

workability of a contract from looking at it s provisions alone. 

Also on the subject of “uncertainty”, having made the point that the CBO 

contracts tend to be shorter and easier to follow than the other contracts, they 

almost all contain an ambiguous reference to other generic conditions of contract 
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which may or may not apply to the contract in question.  For example, some of the 

contracts define the word “Contract” as including the municipality’s “General 

Conditions of Contract and/or Conditions of Tender…”  The use of “and/or” 

means that it is entirely unclear whether the General Conditions of Contract 

actually apply to that particular contract or not.  This would naturally add 

unnecessary legal complications if either of the parties wished to exercise rights in 

terms of the agreement. 

On a slightly different point, as will be seen under the “Accountability” heading 

below, some contracts grant the municipality a wide scope to amend and increase 

the extent of the service provider’s duties, sometimes quite significantly so.  If the 

municipality were to act on these powers the contractual relationship would 

change quite significantly.  So, again, an element of unpredictability is built into 

the parties’ future relationship.  

6.11.3 Right to Water 

Many of the contracts analy sed in the thesis involve the provision of water 

services.  The C onstitution, in its Bill of Rights, provides for a constitutional right 

to water 325.  Given that provision of water and sanitation services is a local 

government function, a municipality not only has a duty to respect, protect and 

promote the right, but actually has a positive duty to act in order to realize this 

right.  This is the crucial, overarching context within which a municipality must 

provide water services and is one it cannot simply contract out of.  Despite the 

existence of this constitutional framework, it will be hard work to find any 

significant reference to it in the contracts.  In fact, in many cases, if you were 

unaware of the existence of this right, reading the contracts would leave you none 

the wiser. 

Although the absence of an emphasis of this fundamental human right is 

noteworthy, it does not however necessarily affect the legality or constitutionality 
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of the contracts.  A municipality’s constitutional duties exist independe ntly of any 

service delivery agreement. 

6.12 Conclusion 

The following conclusions can be drawn from the contract analysis and evaluation 

on how they typically deal with the  identified drivers and dangers: 

• The capital investment objective is not a common feature in basic 

municipal service outsourcing; 

• Value for money requirements are put at risk by inappropriate and unclear 

allocation of risk which could threaten the financial balance of the 

contract.  Insufficient setting of measurable outcomes and monitoring 

provisions mean that the municipality may find it difficult to periodically 

assess through the contract period whether it continues to receive value for 

money out of the contract; 

• The contracts rarely deal directly with “efficiency” objectives, but this 

objective could be negatively impacted on by poor monitoring structures, 

failure to set performance targets and the rarity in the contracts of detailed 

sanctions for specific instances of poor performance and detailed methods 

to reward good performance; 

• Skills transfer is not treated seriously in the contracts and, at most, is paid 

lip-service; 

• Appropriate risk transfer is difficult to assess in a desk top study, however, 

generally speaking, the apparent “cushioning” of the service provider from 

significant risk, foreseeable or not, could threaten the very objectives of 

outsourcing; namely appropriate risk transfer and value for money.  This 

has a knock-on effect on accountability and affordability as the risk event 

may compel a municipality to rethink its tarif fs, in the interests of the 

contract rather than in the interests of the community.  Risk is not clearly 

allocated nor clearly described.  Generic risk allocation, such as vis major 
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and adverse governmental action, appear to be allocated more in favour of 

the service provider than the  municipality; 

• The accountability objective is put under threat a number of contracts 

purported attempts to fetter the municipality’s tariff setting powers.  

Accountability is also threatened by the tendency to refer important 

contractual decisions to independent, non-accountable bodies and not to 

leave it within the municipality’s discretion.  Monitoring is one of the key 

functions a municipality must perform to ensure it remains accountable, 

yet the monitoring provisions found in these contracts are certainly 

capable of significant improvement, especially when it comes to setting 

clear and measurable outputs with appropriate sanctions for poor or non-

performance.  This would also apply to rewarding good performance.  

Although some contracts set up a “monitoring office”, it is not clear from 

the contract terms alone whether this would operate as a separate 

independent office or merely be an in-house line function of a department; 

• Under the “public buy-in” heading, the contracts mostly contain widely 

worded confidentiality clauses which could raise obstacles in allowing the 

public access to the contracts.  The nature and style of the contracts render 

them non-reader friendly and generally inaccessible documents.  This 

threatens the efficacy of public participation processes on the draft 

contracts and could also prejudice satisfactory contract monitoring on the 

part of the municipality; 

• Risks of tariff hikes and harsh credit control measures were difficult to 

assess from a desk top study as credit control was mostly subject to 

municipal credit control policies then in existence or yet to be adopted and 

tariff setting would depend on how stringently the municipality complied 

with its tariff policy under the Systems Act.  However, certa in contracts 

did purport to fetter the municipality’s discretion in this regard; and 

• Contracts were generally quite detailed in their provisions for hand over on 

expiry of the outsourcing contract.  There was a general absence of 

maintenance bonds, or other forms of security, in the longer term 
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contracts.  This could raise the risk of interrupted service delivery if assets 

are handed back to the municipality in a poor state of repair, alternatively 

the municipality could risk having to face a significant ma intenance bill if 

the service provider failed to adequately maintain the assets as the contract 

was drawing to a close. 

The conclusions on the contract analysis reached above, clearly indicate that in 

some key respects the contents of current municipal outsourcing contracts do not 

adequately translate outsourcing objectives into contract terms.  Nor do they 

adequately provide protection against, or limit the effects of, the many dangers a 

municipality faces when embarking on an outsourcing project.  This le ads on to 

the next stage of the analysis, which is to evaluate the relevance of contract terms 

and the outsourcing “drivers” and “dangers” during the contract implementation 

phase. 
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7 Chapter Seven: Contract implementation 

7.1 Introduction 

Based on selected case studies and other publicly available information, this 

chapter investigates how certain of the “drivers” and “dangers” have been dealt 

with in practice and, in particular, explores the relevance of contract terms in the 

practical reality of contract implementation.  If contract provisions are ignored at 

the whim of the parties, or are renegotiated when it is unnecessary to do so, then 

the efforts expended to try and formulate an excellently drafted and structured 

contract could become wasted.  

The idea behind doing this analysis arose out of the fact that, while conducting the 

desk top study of the contracts it became apparent that in certain instances 

contracts had been materially amended relatively shortly after signature.  Some of 

the amendments, as will be seen below, went against certain of the stated 

objectives in the contracts and thus raised the question of how binding the 

contracts actually are in reality.  It also became apparent that in certain cases, 

although the contract provisions on the face of it appeared adequate, other external 

factors had a negative impact on the implementation of these provisions and thus 

threatened the success of the contracts. 

It is therefore useful to have a look at whether post “contract –signature” 

developments in any contracts have threatened any of the chief “objectives” or 

benefits of outsourcing.  Alternatively, have any of these developments increased 

the risk of the contracts experiencing any of the typical “dangers” associated with 

outsourcing? 

There is naturally no way to guarantee the successful implementation of a 

contract.  If one, or both, of the parties simply have no interest in expending the 

resources necessary to implement and enforce the agreement conscientiously, then 

clearly nothing further can be done.  In other words, no amount of sophisticated 

contract terms will be of assistance.  But this is an extreme example, and there are 

surely many ways that contract terms could assist in heading off the risk of the 

parties’ relationship unravelling after contract signature.  Hopefully a look at the 
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reality of what has happened with some contracts on the ground will assist in 

finding ways to ensure the successful implementation of these contracts. 

This Chapter will consider contract implementation under the headings “risk 

realisation”, “monitoring”, “capital investment”, “public buy-in”, “political will”, 

“affor dability” and “skills transfer” as the case studies demonstrated that it was 

under these headings that contract implementation problems arose.  The case 

studies and other source documents used for this Chapter relate only to the 

contract implementation experiences of the Nelspruit326, Dolphin Coast327, 

Harrismith328, City Power 329, Amahlati330 and Lukhanji 331 outsourcing projects as 

these were the contracts that were the subject of detailed and published case 

studies, contain ing information relevant to the thesis. 

7.2 Risk realisation 

7.2.1 Introduction  

What have the case studies found in regard to the consequences of changing 

circumstances during the contract period?  In other words, when things start to go 

wrong, financially or otherwise, during the contract period and for reasons 

anticipated in the contract, have the contract terms themselves been effective in 

dealing with these events? 

The two most significant examples of contracts falling into serious difficulties as a 

result of anticipated risk events are South Africa’s first two water concessions, 

namely Dolphin Coast and Nelspruit.  Much has been written about these two 

concession contracts but, for the purpose of the thesis, it is the effectiveness (or 

                                                 

326 A long term water concession with a private party.  The concession is, for ease of reading, 

referred to as “Nelspruit”. 
327 A long term water concession with a private party. 
328 A three year (with an option to renew) water services contract with a water board. 
329 An electricity provision contract with a municipal entity. 
330 A long term water and sanitation management and service contract with a private company. 
331 A long term water and sanitation management and service contract with a private company. 
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otherwise) of contract terms in assisting to meet outsourcing objectives that will 

be explored. 

As discussed more fully below, both contracts w ere renegotiated or amended as a 

result of serious difficulties experienced by the service providers during contract 

implementation.  Were these contracts lacking in some way, or was it actually a 

case of the contracts becoming subordinate to other factors relevant to the power 

relationship between the parties?  In other words, were the  actual contract terms 

ultimately irrelevant?  As will be seen below in the brief summary of each of the 

contracts, the question of risk allocation is central to the problems that arose in 

each case.  Did the contracts make it sufficiently clear who bore t he particular 

risks in each case and, if so, who in fact ultimately bore the risk? 

7.2.2 Nelspruit 

The water concession launched in Nelspruit in 1999 was the first and largest 

privatization initiative in the country332.  It is approximately five times the scale of 

the Dolphin Coast contract333. 

Nelspruit municipality had previously serviced a small and affluent white town.  

After the amalgamation of local authorities in the local government 

transformation process, Nelspruit’s population leapt from about 24 000 to 230 

000, as it then included the former homeland of KaNgwane.  Although the 

municipality’s population increased ten-fold, its income only grew by 38%, with 

52% of its population living in poverty334.  The massive service backlog and need 

for infrastructure is well illustrated by the fact that, after amalgamation, the 

number of residents per sewer length went from 96 to 830335.  It was apparent that 

the resources necessary to meet the community’s needs could not be met from the 

existing tariff income and the municipality thus approached the private sector to 

assist in bringing in the capital to meet the service and infrastructure backlog. 

                                                 

332 Smith, Mottiar & White (2003) pg 7. 
333 MIIU & NBI (October 1999).  
334 Smith, Mottiar & White (2003) pg 8. 
335 Smith, Mottiar & White (2003) pg 8. 
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A private company, BiWater, was ultimately appointed as concessionaire and, 

shortly after signature of the agreement, the concession area was dramatically 

increased as a result of redemarcation of municipal boundaries.  The concession 

ran into serious problems shortly after the contract was entered into as a result of 

significant and concerted community resistance to the concession and 

“privatization” of the water services.  It appears that this was in part as a result of 

the almost total non-performance of the BEE partner to BiWater who were in 

theory responsible for communication with the community336.  However other 

factors, such as the perceived harsh credit control measures imposed by the 

concessionaire and the perceived higher costs of water were also crucial factors in 

the community resistance.  The community subsequently launched payment 

boycotts, BiWater employees were subjecte d to intimidation and vandalism 

became a common feature.  The community resistance threatened to bring the 

concession to a premature close. 

What did the contract have to say about this?  The contract obliged the 

concessionaire to perform its service obligations to particular levels but “subject 

to” certain factors, including “consumers paying tariffs in accordance with 

prescribed tariffs”337.  It is not clear whether this condition is focused primarily on 

the need for the existence of “tariffs” or whether it is intended to cover consumer 

non-payment of service fees.  Either way, it seems that consumer non-payment of 

the tariffs (as, for example in a payment boycott) would quite arguably fall within 

the parameters of this clause.  If this is so, then the effect appears to be that the 

contract allows the company to adjust its service levels to take into account low 

payment levels. 

However, the issue is dealt with quite explicitly in the contract provision which 

prohibits the company from claiming an increase in their contract charge as a 

result of “low payment levels”338.  Although the company cannot claim more 

money as a result of low payment levels, the contract does grant it financial 

                                                 

336 Smith, Mottiar & White (2003) pg 12. 
337 Par 30. 
338 Par 45.6. 
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compensation for this risk by allowing it to reduce its capital expenditure 

programme.  This is found in two provisions.  In one, the contract records that if 

the level of consumer payments differs from those projected by the company then 

the company can adjust its capital expenditure programme 339.  The second 

provision states that the capital works programme “will” be adjusted to take 

cognizance of “actual payment levels” achieved by the company340.  The contrac t 

therefore recognised the risk and allowed the concessionaire indirect 

compensation in the form of reduced capital investment while denying actual 

monetary compensation. 

But what actually happened when this risk became a reality?  Not only did the low 

payment levels effectively bring the entire capital works programme to a halt but 

proposed relief measures involved a R109m bail-out from government, including 

an R18m reduction in loan repayments, scrapping lease repayments of R4m per 

annum, reducing electricity charges and so on341.  In other words, despite the 

explicit contract terms on this issue, the reality was that the municipality went far 

beyond its contractual obligations to save the contract. 

7.2.3 Dolphin Coast 

The Dolphin Coast concession was entered into in 1999, at almost the same time 

as the Nelspruit concession.  After amalgamation of various local authorities, the 

Borough of Dolphin Coast (“BODC”) came into being in 1995.  The areas taken 

over by BODC suffered a serious infrastructure backlog, with about 50% of the 

population living in informal settlements.  The capital investment needs to meet 

this backlog were estimated at R230m.  At the time a rapid population growth was 

also estimated in the area, which would only heighten the need for substantial 

                                                 

339 Par 32.2.2. 
340 Par 32.1. 
341 Yende et al (2003). 
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capital investment342.  Estimates in 1997 were that the municipality’s population 

would expand nine times by 2020343. 

Because of municipal budgetary restrictions, lack of municipal creditworthiness 

and a dearth of technical and management expertise, the municipality decided that 

a concession was the most viable alternative to meet its needs344.  In 1999, after a 

protracted pre-qualification and tender process, Siza Water, a local company 

formed by Societe d’Amenagement Urbain et Rural (SAUR), was appointed as 

concessionaire.  After only two years the concession ran into serious financial 

problems and the concessionaire failed to make a scheduled payment, in effect 

breaching the agreement.  The primary reason for the company’s financial 

difficulties could be traced back to incorrect growth projections 345.  Growth 

simply did not increase as predicted.  Other factors raised as contributing to the 

financial difficulties were the increase of bulk water costs and the poor state of the 

infrastructure. 

Who bore the risk for these factors?  The contract specifically allowed for an 

automatic proportionate increase of the tariff in accordance with any increase in 

bulk water costs.  The concessionaire was therefore automatically protected from 

this risk and no change in contract terms would be necessary346. 

As far as the state of infrastructure was concerned, the contract quite clearly 

placed this risk with the concessionaire company.  The contract stated explicitly 

that the existing works were taken “voetstoots” (i.e. “as is”)347.  Furthermore, 

under “Warranties”, the contract recorded that instead of the council giving full 

commercial warranties, a due diligence investigation would be completed by the 

concessionaire348.  The concessionaire was also “deemed to have fully inspected 

                                                 

342 WZC (2003), Introduction. 
343 MIIU & NBI (July 1999). 
344 WZC (2003), Introduction. 
345 WZC (2003), Executive summary. 
346 Annexure E2. 
347 Par 19.2. 
348 Par 19.1. 
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and acquainted itself with all the circumstances connected to or associated with 

the supply of water services…”349  Finally, the contract specifically prohibited the 

concessionaire from being entitled to an extraordinary review of tariffs on the 

grounds of the poor state of infrastructure. 350  The concessionaire could therefore 

expect no contractual relief based on the poor state of infrastructure. 

What about risk allocation regarding incorrect growth projections?  Certain 

provisions contained in the body of the contract are consistent in placing the 

responsibility for incorrect growth projections with the concessionaire.  However, 

a provision in one of the annexures appears to contradict this, making the contract 

less than clear. 

The contract places an obligation on the company to make total population 

projections for each part of the concession area based on the latest existing 

national population census351.  The contract then goes on to say that the council 

will be entitled to refuse an “extraordinary” review of tariffs based in whole or in 

part on the “difference between the actual pattern of demand for the supply of 

Water Services and the projection made by the concessionaire in the prevailing 

Five Year Plan”352.  More generally, the contract also prohibits tariff 

modifications used to offset “deficits incurred arising from entrepreneurial 

risk”. 353 

Despite these provisions, in an annexure to the contract setting out the process to 

be followed when applying for an extraordinary review of tariffs, the contract lists 

“significant unforeseen change in the population growth or settlement patterns” as 

one of the grounds to justify an extraordinary review of tariffs354.  Although this 

does not really dovetail with the previous provision on “pattern of demand”, it 

should be noted that this provision does not compel the council to agree to an 

                                                 

349 Par 18.1. 
350 Par 43.6.3.2. 
351 Par 58.6. 
352 Par 43.6.3.2. 
353 Par 43.2. 
354 Annexure E2 par 4.2. 
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extraordinary modification of the tariff.  The council will still be entitled to refuse 

the request for tariff modification. 

From the above it is clear that, at most, the concessionaire could argue for an 

extraordinary review of tariffs if its growth projections proved incorrect.  It would 

appear that it would remain within the council’s discretion whether to agree to this 

or not and so the risk should ultimately rest with the concessionaire.  If the 

concessionaire could not afford to bear this risk and continued to be in default, the 

council could call on the R5m performance guarantee established specifically for 

this purpose.  The reality, however, was that as a result of the company entering 

into financial difficulties, a commercial risk it was contractually bound to bear, 

the agreement was instead materially altered in a manner which is difficult to 

argue was in the benefit of the community. 

From tariffs supposedly being set for five years (subject to an annual escalation 

according to a set formula) the community instead experienced a significant and 

unexpected tariff hike shortly into the contract (15% increase from July 2001 and 

a further 12% from July 2002).  This occurred because the council agreed to an 

extraordinary review of the tariffs.  The company was also given substantial 

financial relief in the form of a “supplementary agreement” entered into between 

the parties.  This included a 50% reduction in the compliance monitoring fee 

payable to the municipality and a 7% reduction in the electricity tariff charged to 

the company.  Monitoring obligations were thus regarded as subservient to 

protecting the company from commercial risk and perhaps makes it less 

surprising, as will be seen below, that the contract monitoring later came to an 

almost total standstill. 

The supplementary agreement had the effect of reducing the capital investment 

programme by just over half.  Originally capital expenditure for the first five years 

of the contract was set at R21,6m but was then reduced to R10m.  This 

fundamentally weakened one of the main objectives of this particular outsourcing 

project, namely access to capital (this was also one of the consequences of the 

problems faced in the Nelspruit contract).  For its part, the company halved its 

monthly management fee paid to the major shareholder for five years. 



 
167 

What is significant is that the contract clearly and specifically catered for the 

scenarios which occurred in this contract.  At worst, the municipality could call on 

the performance guarantee in the case of the company breaching the agreement.  

Why were the contractual remedies not called on? 

In an interview in 2001, Dr Jim Leigland of the MIIU explained that the 

municipality could indeed have cancelled the contract and held the company to 

the performance guarantee, but was not willing to do so as they believed the 

company had done “ a good technical job” and because in any event, the 

municipality “realized that they would not be able to run the system as efficiently 

as Siza, because they had never actually run the system by themselves and did not 

have the necessary technical expertise or experience”355.  If this is correct, then the 

municipality appeared to be making the contract allowances and modifications 

from a position of weakness (inability to do otherwise) rather than a position of 

strength.  This illustrates the well identified danger of the municipality becoming 

increasingly unable to take over an outsourced service the longer it is separated 

from actual service delivery.  This is discussed in more detail below. 

7.2.4 Conclusion 

A recent IMF report made a point quite pertinent to the developments which 

occurred in the Nelspruit and Dolphin Coast concessions.  It state d that: 

…the PPP contract may not tell the whole story, since it is only relevant to ex 

ante risk transfer.  Political pressure for the government to bail out large projects 

(that are too big to fail), and providers of essential services, may mean that the 

government in fact bears more risk than the contract suggests356. 

This illustrates the limitations of relying on contract terms alone to give a 

complete and accurate representation of the parties’ relationship.  On a similar 

point, as a spokesperson at the MIIU put it at the time of the amendments to the 

                                                 

355 MIIU & NBI (July 2001). 
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Dolphin Coast contract: “…long term concessions are not written in stone”357.  If 

this is indeed so, then one must question the purported centrality of a carefully 

balanced and structured contract in an outsourcing project.  If the contract is 

susceptible to amendment to take into account changing circumstances, then 

surely it comes down to who wields the real power in the relationship which 

determines to whose benefit the contract is amended.  Or are the parties 

necessarily interdependent? 

The point is well made in one of the case studies, that: 

.. local authorities are drawn to the conceptual idea of concessions because 

of the promise that the private sector will take the commercial risk through 

its financial investment.  In practice, however, the local authority is not 

immune from bearing the financial burden of these commercial risks 

should the conditions of the service delivery agreement no longer be 

favourable to the concessionaire358. 

From the two case studies above, it appears that one can indeed make the 

observation that long-term concessions are not written in stone.  One can naturally 

expect some contract adjustment over time to cater for particular circumstances, 

but the amendments revealed in these two cases do not fall into a “minor 

adjustment” category.  These were significant and material changes to the 

contract, amendments which had immediate consequences to the community and 

which were made without community participation. 

The problems experienced in these two contracts arose out of an apparent over-

compensation (from a strictly contractual perspective) for risk events which 

occurred during the contract term.  The parties chose alternative methods to deal 

with the financial consequences of the risk events rather than the methods set in 

the contracts. 

                                                 

357 MIIU & NBI (July 2001). 
358 Smith, Mottiar & White (2003) pg 26. 
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7.3 Monitoring 

How effective have contract terms been when it comes to monitoring the service 

provider’s performance during contract implementation?  This is important to 

assess as monitoring is one of the most important prerequisites for a successful 

outsourcing contract and is the chief method at the municipality’s disposal to 

ensure it does not suffer a loss of accountability. 

Of the contracts analysed in this section, almost all reveal a tendency on the part 

of the municipalities to not take their monitoring duties seriously.  This is despite 

what actual terms may be found in the respective contracts on the subject of 

monitoring.  For example, in both the Harrismith contract and that of Nelspruit, 

case studies identified monitoring and regulation as weak points in the contracts. 

Harrismith’s performance on this score was described as “mediocre” and in the 

Nelspruit contract it was noted that the municipality had not made monitoring a 

priority and that this constituted a “significant weakness”359 of the contract.  From 

the municipality’s side in each of these contracts, monitoring ultimately became 

the responsibility of only one individual; in both cases a senior engineer360.  This 

is clearly unsustainable - no matter how efficient and conscientious that official 

may be.  This is particularly so in the case of a contract the size of Nelspruit.  It 

was however apparent from the case study that plans were in the pipeline to 

address this problem in Nelspruit, in part by the creation of a Water Forum made 

up of members of the community, ward councillors and the company361. 

In Harrismith, although effective monitoring mechanisms were indeed set up as 

per the contract, effective monitoring was hampered by councillors playing a 

passive role.  This appeared to be in part as a result of their lack of understanding 

of the contract.  They would then tend to acquiesce to those with technical 

knowledge 362.  The mechanism was also problematic in that, although the 

                                                 

359 Smith, Mottiar and White (2003) pg 11. 
360 Smith & Fakir (2003) pg 9. 
361 Smith, Mottiar and White (2003) pg 15. 
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independent monitoring unit worked very well, it relied almost entirely on the 

skills of an outside expert.  The case study quite correctly raises the question of 

what happens when that consultant’s contract comes to an end363.  The case study 

summaries the municipality’s monitoring generally as “mediocre” and notes that 

the municipality simply did not have sufficient staff capacity to adequately fulfil 

the role of a water services authorit y364. 

Although the monitoring experiences in Harrismith and Nelspruit are very far 

from the ideal, they still do not come close to the almost total failure of 

monitoring experienced in Dolphin Coast.  In this case, a study revealed that 

monitoring became so bad that it effectively came to a total standstill in mid-2002.  

This was identified in a recent study of the contract, as the single most important 

problem facing the concession365 (ignoring of course the circumstances behind the 

need for the “supplementary agreement” referred to above).  The company, to its 

credit, continued submitting the various reports it was contractually obliged to 

furnish to the municipality, but to cover itself set up a system whereby it had 

written proof that it had complied with its reporting obligations.  After that, the 

reports appeared to go into a black hole.  The company would receive no response 

from the municipality and the reports would not appear on any agenda. 

The weakness of the monitoring system was revealed even before it came to a 

standstill, when the existing financial compliance monitoring mechanisms failed 

to pick up the impending financial problems facing the company and thus its 

failure to make a scheduled contract payment came as a total surprise to the 

municipality.  The mechanisms were inadequate in that they failed to give a 

“comprehensive” picture of what was happening in the contract and did not look 

at financial viability.  It was also significant that, despite the contract attempting 

to ensure proper monitoring by obliging the company to contribute to monitoring 

costs, the municipality instead chose to use a large part of these monitoring fees to 
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cover operating costs366.  This is a further example of contract terms simply being 

ignored during contract implementation. 

As will be seen under “Political Will” below, Dolphin Coast had performed its 

monitoring duties relatively adequately (“fair to good”)367 prior to the new 

municipal demarcation boundaries which were effected at the local government 

elections in 2000.   This was when the KwaDukuza municipality effectively took 

over from the Borough of Dolphin Coast and the lack of monitoring can be traced 

back to this time.  The evaluation report on Dolphin Coast notes that attempts 

were then (in 2003) in the pipeline to address the problem of compliance 

monitoring. 

The experiences of the electricity provision contract with a municipal entity, City 

Power, and those of Lukhanji and Amahlati appear to have been a lot better when 

it comes to monitoring, but are again not ideal. 

On the positive side, a case study on the City Power contract notes that the 

business plans, service delivery agreement and monthly and quarterly reports that 

the company is obliged to furnish are indeed effective tools to ensure contract 

compliance368.  Certain important issues have been made standing items on the 

agenda at the regular meetings between the municipality and the company.  These 

include income and expenditure details, service delivery progress reports, capital 

expenditure, extension of services to under-serviced areas, social responsibility 

projects and so on369.  This all assists the municipality in performing its 

monitoring functions. 

The only weakness identified in the case study of this contract is that there is a 

lack of clarity regarding the roles councillors are expected to play in the 

monitoring process and this affects their ability to monitor.  It became apparent 

from the study that the bulk of councillors play a peripheral role in the monitoring 
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process.  The chief players in the monitoring arena are the mayoral committee, the 

portfolio committee on municipal service entities, the contract management unit 

and the council’s administration370.  Some councillors had never seen the regular 

progress reports the company sends to the municipality.  The study accordingly 

recommends that councillors need to increase their involvement in the monitoring, 

reporting and oversight processes and certainly need access to the reports 

generated by the service provider 371. 

Although the case study on the Lukhanji and Amahlati contracts does not go into 

great detail on monitoring compliance, the study reveals that the parties appear to 

enjoy a close and cordial relationship with a lot of communication.  In the case of 

Luhanji, the parties meet each month when the company reports to the 

municipality in detail372 and in Amahlati there are daily reporting sessions 

between the town engineer and the company plant manager.  There are also 

monthly reports to the municipality and bi-monthly management meetings 

between the company and the municipality373.  However, the Amahlati and 

Lukhanji case study also made the point that a cash crisis Lukhanji was 

experiencing was “possibly” attributable to the fact that the municipality was 

paying too much to the private service provider under their service delivery 

contract.  But there did not appear to be any way to check whether the 

municipality could in fact provide the service more cheaply.   This is a direct 

illustration of poorly devised and implemented monitoring provisions leading to a 

potential threat to the value for money objective 374. 

From the above examples it is clear that it is always of course preferable for a 

contract to set up detailed monitoring mechanisms with clear roles and reporting 

lines.  However, it is also clear that this is not the answer to all the municipality’s 

problems and it would be dangerous for the municipality to sit back and passively 
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rely on these mechanisms and structures to get the job done.  Monitoring 

structures are vulnerable to being all about form and not substance and it would 

pay for the municipality to keep this in mind constantly.  Effective monitoring 

clearly requires ongoing assessment and a strong political will on the part of the 

municipality to be successful.  Mere contract terms will not always suffice. 

7.4 Capital investment 

As I have noted before in the thesis , probably the primary rationale for a 

municipality entering into a long-term concession agreement is the need to access 

capital.  Concession agreements are about building infrastructure to meet the 

significant backlog which needs to be met.  It is therefore ironic that both water 

concession contracts entered into in South Africa, quite shortly after contract 

signature, ended up either totally stalling, or significantly reducing, their projected 

capital expenditure programmes.  This illustrates how the handling of risk transfer 

and risk allocation can directly negatively impact on the very reason why the 

contract was entered into in the first place.  The contract terms regarding risk 

a llocation were ignored and the result was prejudice to the “capital investment” 

outsourcing objective. 

As discussed above, in the Dolphin Coast example capital investment for the first 

five year term was reduced by half.  In Nelspruit infrastructure development, 

envisioned as the centerpiece of the deal, also ground to a halt one year later in 

July 2001 and BiWater’s local partners, the Greater Nelspruit Utility Company 

(GNUC), officially suspended infrastruc ture projects in August”375.  All capital 

expenditur e was therefore stalled, with the service provider concentrating instead 

only on operations and maintenance 376. 

The concessionaire stated that it would only commence with capital investments 

when payment levels reached 50%.  At the time payment levels in one  of the 
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concession areas (KaNyamanzane) were at 35% and in another (Matsulu) at 

8%377. 

Another aspect to consider in the “capital investment” objective and actual 

contract implementation is the actual source of capital funds and whether the 

municipality itself would have been able to access the capital.  If so, then one of 

the prime reasons for considering concessions (i.e. the perceived inability of the 

municipality to access sufficient funds) falls away. 

In the Nelspruit case the promise of private sector funding was one of the key 

motivations behind the decision to enter into a concession.  However, it ultimately 

transpired that the chief source of funding (R150 million) in fact came from the 

Development Bank of South Africa 378.  And in the case of Dolphin Coast, a media 

report noted that questions had arisen regarding the amount of foreign capital 

committed to the project.  It noted that “…it seems the overwhelming sum 

invested was raised in SA.  Much of the capital, it seems, has been raised from 

public funds that the municipa lity itself could have accessed”379. 

The Municipal Infrastructure Investment Unit has identified one if its most 

pressing challenges as the attempt to find public-private partnership financing 

alternatives which are attractive to the private sector.  The experience of the two 

concessions appear to have scared off investors somewhat and the MIIU is 

investigating partnerships that “create financial instruments that enhance the 

creditworthiness of projects, thereby improving their attractiveness to the market 

while simultaneously addressing political risk factors that impact on demand for 

such solutions at the municipal level”380. 
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7.5 Public buy-in 

The Nelspruit concession contract serves as an important illustration of the 

importance of ensuring public buy-in for a long term outsourcing project.  It is 

clearly crucial for both the municipality and the service provider to take this issue 

seriously.  In Nelspruit, the public unhappiness with the concession was naturally 

a combination of complex factors, but was certainly not helped by the almost total 

lack of performance by the business appointed to handle marketing and 

communications for the concessionaire.  The contractual roles and responsibilities 

of the communications company were simply not implemented as envisaged by 

the contract. 

A study of this concession noted that the concessionaire’s harsh cost recovery 

methods resulted in high levels of illegal connections and community intimidation 

of workers 381.  This community unhappiness also meant that unaccounted for 

water (UAW), which is usually an indicator of illegal connections, leapt from 

59% to 76% in KaNyamanzane and from 68% to 88% in Matsulu 382.  Overall, a 

newspaper report put the cost of consumer boycotts to the concessionaire at R13 

million per annum383. 

Although Nelspruit is clearly an extreme example, other case studies also noted 

problems with public support of outsourcing projects during contract 

implementation.  These seem to be directly impacted upon by the efficacy of 

communication both pre and post-outsourcing and by the perceived fairness of 

credit control measures.  For example, the Dolphin Coast evaluation report found 

that, despite the existence of a full-time Public Relations Officer, the level of 

communication with the community was “poor” and the parties actually ended up 

communicating with each other primarily through the media 384.  Community 

workshops on this issue revealed a unanimous desire for the establishment of a 
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Water Forum to provide a communication vehicle for the parties.  The Forum 

would also be used as a monitoring device385. 

The case study of Amahlati and Lukhanji noted that when there was an attempt to 

install water trickle supply devices as a credit control mechanism, this had to be 

put on hold as a result of community intimidation of staff386.  One of the 

municipalities also used a private company to provide cost recovery services from 

1997 to 2000, but the number of complaints and adverse community reaction 

brought this to a close and the municipality again assumed responsibility for cost 

recovery387. 

In the case of the municipal entity created for electricity services in Johannesburg 

(“City Power”), poor customer care and communication appeared to a common 

complaint, with specific focus on the poor performance of the call cent re388.  

Under this service delivery agreement, the municipal entity took over 

responsibility for the municipality’s top 10 000 customer accounts (based on 

electricity sales), with the municipality being responsible for cost recovery and 

communication with all the rest.  Of the 10 000 consumers City power was 

responsible for, they picked the few biggest consumers in this group and 

identified them as “key” accounts.  The “key” users enjoyed far more 

communication, including one -on-one meetings, than the rest of the 10 000 users; 

a strategy which built up resentment among the non-key users.  However, this 

resentment does not appear to have translated into any behaviour which would 

represent a danger of any kind to the outsourcing contract389. 

In the City Power contract, a User Forum was supposed to be created within 

twelve months of the contract being entered into390.  The User Forum would be 

the communication channel between consumers, stakeholders and City Power’s 
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board of directors (i.e. similar to the “Water Forum” identified as highly desirable 

in the Dolphin Coast case).  The company was also obliged to produce a 

“customer charter” before December 2001.  At the time of the case study (2003) it 

appeared that neither had been done.  This again shows the danger of c ontract 

terms becoming meaningless if the parties are not conscientious in abiding by 

them.  It does not matter how effective and sophisticated the provisions of a 

contract are, if the parties exhibit no will in enforcing them, then the outcome and 

success of a contract will depend less on its terms and more on the attitude of its 

signatories. 

The Harrismith case reveals a far more conscientious treatment of public 

participation and community buy-in.  A case study of this public-public 

partnership (the first of its kind in South Africa) revealed that: 

With regard to labour and service users, extensive consultation throughout the 

negotiation process led to a general support for the partnership.  The value of this 

support cannot be underestimated as it has contributed to residents generally 

complying to credit control measures, which is illustrated through very low 

illegal connection rates 391.   

It is useful to compare this positive result with the rocketing illegal connection 

rate which was experienced in Nelspr uit (as outlined above).  The study noted that 

consultation had been particularly good with labour and that the parties had been 

effective in including labour in negotiations not only restricted to “labour” issues, 

but on all aspects of the partnership 392. 

On the cost recovery side, the strategy focused on distinguishing between who 

could afford to pay and who not.  Those who were seen as being able to pay then 

faced strict cost recovery measures393.  Perhaps another reason for the success of 

this partnership is the evidence the case study found of a “sympathetic 

orientation” towards those living poor socio-economic circumstances.  The study 
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cited the following case as an example of the municipality displaying this 

“sympathetic” attitude.  After the municipality was advised of a death in the 

family of a home which had been reduced to a trickle supply, the municipality 

agreed to resume a normal supply for the mourning period (in fact the supply was 

ultimately left reconnected) 394. 

Again, this is an “attitude” issue which is difficult, if not impossible, to pin down 

contractually.  In the same way as the attitude of the parties may be to simply 

ignore, or just pay lip-service to, certain contractual obligations (as is appears to 

be the case with “monitoring” and “communication” in certain contracts) the 

parties can likewise choose to act beyond their strict contractual obligations in 

order to make the contract a success395. 

7.6 Political Will 

It is not surprising that the success of an outsourcing project will depend in a la rge 

part on the political will of a municipality to promote it and support it through all 

its phases.  A lack of political will or political appetite for the outsourcing project 

can operate as a significant impeding influence on the contract regardless of the 

actual provisions of the contract.  From reading the various case studies it became 

apparent that the role of politicians, and the wider “political will” of the 

municipality, can indeed be a significant factor in the success, or otherwise, of an 

outsourcing project.  As one of the case studies put it: 
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…essentially in the developing world, the lack of political support is a major risk 

factor that a concessionaire has to deal with.  As such it has a negative impact on 

the financial modelling of a concession contract since all risk factors have to be 

quantified by the concessionaire396. 

A long term outsourcing contract represents a significant commitment on the part 

of the private sector and if there is a lack of political commitment this gives rise to 

a political risk which does not promote the making of long term business 

decisions397.  In other words, this could discourage even the entering into of an 

outsourcing contract, let alone negatively impact on financial modelling. 

In the Dolphin Coast, Nelspruit and Harrismith cases the fact that many, if not 

most, of the councillors involved in the planning and negotiation of the 

outsourcing contract were not there at the time of implementation was cited as a 

significant impediment to the success of the contract.  I n fact, the turnover of city 

council politicians during municipal restructuring is seen as being at the root of 

regulatory problems facing municipalities countrywide398.  One of the obvious 

consequences of new councillors taking over a municipality is that these 

councillors will be ignorant both about the history leading to the contract and the 

terms of the contract itself.  This will naturally impact on the ability of the 

councillors to perform their monitoring obligations 399.  The case study noted that 

the fact that the Water Committee was not meeting was because of “political 

sidelining” 400. 

In the Harrismith case the study noted a “lukewarm” attitude on the part of the 

municipality to the contract arising from the fact that the original councillors 

involved in the project had subsequently moved on and the new administration did 
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not want to be bound by the contract401.  This is despite the fact that the same 

political party remained in control of the municipality.  One has to wonder what 

the consequences would have been for the contract if a different political party had 

won that election.  

The councillors in the Harrismith case study expressed their need for a formal 

introduction process to the contract as a result of their missing the two year 

negotiation period leading up to the contract402.  The Dolphin Coast case 

identified a similar need for councillor education regarding that partnership.  But 

in that case an information workshop was specifically organised to meet this need 

but was so poorly attended by the councillors, that the report concluded that 

“…the lack of knowledge still evident amongst councillors while being given the 

opportunity to gain insight into the concession, is politically irresponsible”403. 

The other case studies all reveal instances of councillors failing to take their duties 

seriously when it comes to the successful implementation of the outsourcing 

contract.  For example, in Harrismith, disconnection procedures included the 

mechanism that before a disconnection would take place the company’s customer 

care manager and the relevant ward councillor would accompany the company to 

ensure that services to the indigent were not cut off.  The policy could at times not 

be implemented properly because of councillors not pitching up404. 

In Nelspruit, when t he policy of free basic water was to be implemented, the 

politicians failed to clarify to the community that free water would be restricted to 

only the first six kilolitres.  This miscommunication unravelled any progress the 

company had made up till then in communicating with the community405.  The 

Nelspruit study also revealed that politicians representing townships with high 
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non-payment levels had not been actively involved in trying to bridge the 

communication gap between the community and the company406. 

The City Power contract does not seem to suffer from a problem of lack of 

political will because of councillor turnover.  In fact, the study on this contract 

noted almost the opposite problem.  It found that all parties are so keen to see the 

municipal entit y succeed that it has become a double -edged sword in that the 

municipality may be less likely to invoke penalties if the company does not abide 

by the contract provisions 407.  Again one sees the evidence of extraneous factors 

rendering contract terms and conditions meaningless.  Another aspect raised in 

this study is the suggestion that one of the reasons the City has not transferred the 

bulk of domestic users to City Power is because the politicians only later realised 

the loss of political control inherent in the outsourcing of a service to a municipal 

entity408. 

Finally, the City Power study suggested that the reason why some councillors are 

uncertain regarding their role in the provision of electricity services (and are thus 

not effective) is because the contract has not adequately clarified their role.  This 

is clearly an aspect which could be remedied by appropriate contract provisions.  

As a whole, the contracts forming part of this study do not attempt to carve out a 

clear role for councillors.  In fact this aspect is hardly mentioned.   This could raise 

risks regarding the accountability of the elected office bearers and councillors to 

the municipality’s community and could have a negative impact on a 

municipality’s monitoring functions.  A contract would benefit from a clear 

delineation of roles and responsibilities for councillors and officials in respect of 

monitoring and overseeing contract performance. 
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7.7 Affordability 

One of the common “dangers” associated with outsourcing, is the risk of tariff 

hikes which potentially render the services unaffordable to poorer members of the 

community.  What do the case studies have to say on this aspect of outsourcing in 

contract implementation?  

As was seen earlier in this Chapter under “Risk realisation”, although the Dolphin 

Coast contract specifically set the tariff for a number of years, this contract 

provision was superseded by a subsequent council resolution substantially 

increasing the tariffs.  In Nelspruit, although the concessionaire explained that 

water prices had increased only 10% on contract implementation, an analysis of 

the different tariff bands revealed that the overall effect on the domestic user was 

far higher.  The second band of tariffs, the level of use most applicable to 

township users, in fact experienced the highest price increase (69%)409. 

Contrary to the above, in Harrismith the contract reversed the previous cross 

subsidy arrangement with the result that the poor no longer subsidised industry.  

The highest price increase was instead in the 30kl to 50kl block, the level of use 

usually applicable to higher income users.410 Is this an indication of the benefits of 

a public -public partnership?  The case study suggested that: 

If we examine the spectrum of service delivery options, a full-blown concession 

tips the balance towards prioritizing cost-recovery principles while a 

public/public partnership puts greater emphasis on equity issues with the 

recognition of the public benefits that come with access to essential services 

regardless of ability to pay411. 

However, blame cannot always be placed solely at the door of the private 

operator.  In the Dolphin Coast contract, the Auditor General severely criticised 

the municipality for failing to use the equitable share for the indigent and for 
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instead using it to cover normal operating expenditure412.  Of course, these merely 

serve as some examples of the effects of outsourcing on tariffs in particular 

contracts and, with such a small sample, cannot justify reaching any general 

conclusions on this issue. 

7.8 Skills Transfer 

Skills transfer should be a key objective for a municipality contracting with a 

skilled provider.  This is especially relevant given the severe skills shortage 

suffered by many municipalities.  This is relevant too to the risk of a municipality 

becoming increasingly unable to provide a service itself and thus becoming 

entirely reliant on external service providers.  Effective skills transfer should 

enable a municipality to ensure continuity at contract expiry.  However, it has 

been seen in Chapter Six that few contracts even mention skills transfer.  How has 

this objective been translated in the contract implementation phase? 

It is perhaps not surprising that none of the case studies described a strong desire, 

or ability, on the part of the municipality to take over service delivery at expiry of 

the contract.  Those case studies that did deal with this issue, instead painted a 

picture of the municipality being unable (generally as a perception on the part of 

the municipality) or unwilling to take over service delivery. 

The Harrismith case study puts it well when it says: 

The challenge of service delivery alternatives is to ensure that the local authority 

capacity to govern is built up in the process of partnering.  This can then put the 

local authority in a position of choice regarding whether it runs the sector itself or 

can at least be in a stronger position to provide oversight should it choose to enter 

into a partnership413. 

However, it was apparent in the Harrismith case that, although the parties 

were aware of the importance of skills transfer and capacity building, the : 
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…knowledge acquired through Rand Water’s managerial and administrative 

achievements has not been sufficiently transferred to the city council in order to 

strengthen its own capacity in managing the sector or to better monitor a new 

service delivery agreement414. 

The Nelspruit case study revealed that the Compliance Monitoring Unit failed to 

monitor the skills transfer that was promised as part of the negotiations 415.  The 

study also noted that the municipality had decided, if the concession were to fail, 

it would hand service provision over to another external service provider as they 

preferred not to take the service back.  Their view was also that it was too 

expensive to reintegrate labour.  Given that almost all long term service delivery 

contracts involve the transfer of staff, this would presumably be an issue in those 

contracts was well.  In fact, the Nelspruit case study made the point that: “There 

are few international examples of local authorities that have successfully 

reintegrated water sectors after failed concessions”416.  If this is true, then again 

the relevance of sophisticated contract provisions on service hand over procedures 

comes into question.  

In an interview in the Amahlati case study, the municipal manager of this 

municipality stated that, in respect of what impact the outsourcing contract had on 

capacity building: “We have to ask the question: has it built capacity? I would 

argue that it has not done it.”  He went on to say that capacity building would 

therefore “be a serious emphasis” in any new contract the municipality may enter 

into with an external provider417.  It is therefore suggested in this case study that 

in both the Amahlati and Lukhanji contracts the municipality feels it cannot match 

the private provider’s level of service418.  This is evidenced by the fact that, even a 
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year after expiry of the ten year contract in Amahlati, the private company 

continues to perform ad hoc services for the municipality419. 

In contrast, the Dolphin Coast contract, according to the 2003 MIIU evaluation 

report, appears to be on track with its skills training objectives, with a strong focus 

on training ranging from literacy to specialised skills 420. 

7.9 Conclusion 

The conclusion that can be reached from the analysis of case studies is that under 

certain circumstance contract provisions can risk becoming irrelevant or being 

sidelined during contract implementation.  This can prejudice certain outsourcing 

objectives.  Some instances include : 

• Even if contracts correctly anticipate potential risk events and put in place 

binding provisions to deal with these events, the contract terms still risk 

being overridden by the contracting parties acting on other external 

pressures.  This has a potential knock on effect for affordability and value 

for money. 

• Long term contracts, such as concession contracts, are more vulnerable to 

material contract amendment or renegotiation.  The results can lead to the 

watering down of outsourcing objectives, such as the provision of capital 

for infrastructure projects. 

• Monitoring duties specifically provided for in contracts are not being 

conscientiously implemented by certain municipalities, rendering the 

monitoring provisions meaningless. 

• Contract provisions attempting to ensure public buy-in, such as the 

establishment of a User Forum in one case, have been effectively ignored 

with no visible contractual consequences. 
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• A lack of political will can render contract provisions meaningless if the 

municipality chooses not to promote or implement the contract provisions. 

Having considered policy, legislation, contract terms and contract implementation 

in South Africa, it is necessary to explore whether international trends or 

experiences can offer any insights into the conclusions reached thus far. 
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8 Chapter Eight: International Trends 

8.1 Background 

What are the trends for private sector involvement in essential services 

worldwide, and particularly for developing countries?  There has been a clear 

international trend for significant increased private sector involvement by way of 

PPPs in a range of historically public sector services.  The PPP projects range 

from transport projects, schools, electricity and telecommunications to (less 

commonly) water and sanitation.  This trend has had quite a defined starting point, 

with the use of PPPs taking off around the world from the early 1990s.  What is 

the background to this development? 

The 1980s and early 1990s saw widespread privatization of those sectors most 

suited to competition; such as trading establishments, local transportation and 

small and medium enterprises.  However, privatisation of the large public sector 

services such as water and electricity, which are generally more in the nature of 

monopolies and have significant “strategic” value, was far less common421.  In 

developing countries, the involvement of the private sector in water and sanitation 

services is a relatively new occurrence 422.  Certainly pre-1990, the public sector in 

developing countries was almost invariably the provider of these services and, 

more importantly, water and sanitation services were generally regarded as a 

“social good” which meant there was inherent opposition to the 

“commodification” of these services.  Also, historically water and sanitation 

services were commonly provided below cost, which almost guaranteed political 

and community resistance to raising tariffs to cost recovery levels423. 

The strategic value of these services, the fact that they can also be seen as a 

“social good”, meant that any attempt at outright privatisation was liable to meet 
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with resistance from labour unions424.  This would naturally also have an 

influence on the low incidence of privatization in these areas.  Finally, another 

factor behind the low incidence of private sector involvement in water and 

sanitation services is the fact that at the time there was a global move to 

“decentralize” water and sanitation services to the realm of provinces or 

municipalities.  These government structures did not have experience in 

contracting with the private sector and were thus less likely, initially at least, to 

seek private sector participation425. 

The global privatization drive started to lose steam by the late 1990s, but the 

problem of infrastructure backlog in many countries remained a problem, and this 

is when the concept of PPPs really started to come to the fore426.  As a recent IMF 

report noted, “After a modest start, a wave of PPPs is now beginning to sweep the 

world”427.  The basic rationale behind the drive to use PPPs is to enable the public 

sector to benefit from private sector capital and management expertise. 

However, in developing countries, the trend in the use of PPPs experienced its 

biggest acceleration between 1990 and 1997.  From 1998 to 2003 private 

investment in developing countries fell, with the biggest declines (in 1998 at least) 

being experienced in the electricity and telecommunications sectors.  Although 

investment in water and sanitation projects also fell in this period, the decline was 

not as steep428.  However, by 2003 a significant decline in investment in the water 

and sanitation sector was recorded429.  In fact, in 2003, when activity was down by 

a further 13%, the only real progress was being experienced in China.  A World 

Bank report on the levels of activity in this field noted that as at 2003 “Activity in 

all other countries has come to a virtual standstill” 430. 
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Factors behind this decline are explained as including the impact of the 

macroeconomic crisis on developing countries, a failure to implement reforms to 

place infrastructure business on a commercial footing and underdeveloped local 

capital markets 431. 

8.2 International Trends 

An IMF report on PPPs notes the following developments in the prevalence of 

PPPs across the world.  A number of countries have very advanced PPP 

programmes, most notably the United Kingdom, but also Australia, Ireland and 

the United States.  Continental EU countries which have more modest PPP 

programmes include Finland, Germany, Greece, Italy, the Netherlands, Portugal 

and Spain.  Central and Eastern European countries (such as Czech Republic, 

Hungary and Poland) have embarked on PPP programmes, with Canada and Japan 

having fledgling PPP plans432.  However, it is worth noting that the majority of the 

PPP projects in these countries are dominated by the transport sector, namely 

roads projects433. 

In the rest of the world, PPP projects are not as common, although some countries 

are mentioned as showing growing interest in this field.  These include Chile, 

Mexico, Brazil, Korea and Singapore.  The IMF report also includes South Africa 

in this category434.  The IMF report goes on to outline the experiences in a 

selection of countries, namely Chile, Ireland, Mexico and the United Kingdom.  It 

is useful to summarise the findings of this report for each country and compare 

their experiences with that of South Africa. 

8.2.1 Chile  

Chile has been relatively successful in taking steps to meet its infrastructure 

backlog through the use of PPPs.  However, for the purposes of the thesis, it must 
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be noted that none of these big projects involve the provision of essential services.  

Their projects have involved primarily the transport sector, followed by airports, 

prisons and so on.  Since 1994 the country has engaged in 36 PPP projects with a 

total value 5.5 billion dollars. 

The success of the PPPs has been helped by the existence of sophisticated tender 

procedures, good dispute resolution procedures and a credible regulatory and legal 

framework.  On the issue of risk transfer, the private entity and government 

generally share the foreign exchange risk while construction and performance risk 

is borne solely by the private entity.  The government covers demand risk by 

guaranteeing a minimum revenue to the private entity but then, in an innovative 

arrangement, if revenue exceeds a certain specified sum, the parties share this 

extra revenue. 

Of interest, especially in light of the experiences in South Africa’s two big water 

concessions, is that a relatively high number of PPP contracts have had to be 

renegotiated.  The IMF paper suggests that the reasons behind these contract 

renegotiations arise either as a result of the government wanting to expand the 

contract to include additional work or because the private entity starts 

experiencing financial difficulties.  However the IMF report records that the 

renegotiations in contracts where the private entity was suffering financial 

difficulties were apparently to solve “liquidity” and not “s olvency” problems.  

The report notes that in contract renegotiations, project budgets have on average 

increased by 15%. 

As will be seen below, contract renegotiations appear to be a common feature of 

PPPs across the world.  If the effect is for the project budget to commonly 

increase by such a large proportion, this brings the validity and credibility of 

“value for money” and “affordability” assessments as at the time of entering into 

the contract into serious question.  In the South African context one could 

question the need and relevance of the plethora of “feasibility” and cost/benefit 

analyses the government is required to conduct before outsourcing, if all those 

figures are liable to be thrown into disarray a few years later. 
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In the Chilean context there is an attempt to mitigate the risk of contract 

renegotiations by a statutory prohibition on renegotiations alter ing the “financial 

balance” of the contract.  However the IMF report notes that this is naturally very 

difficult to enforce.  The Chilean authorities clearly recognize that contract 

renegotiations are not ideal and are attempting to reduce the risk of this occurring 

by improving project specifications and tender procedures. 

Finally, as in South Africa, contracts are treated as public information in Chile.  

But, as was seen in the analysis of the “readability” and accessibility of these 

contracts in South Africa, the IMF report notes that the complexity of the Chilean 

PPP contracts makes it difficult to fully understand the financial implications of 

the contract. 

8.2.2 Ireland 

Ireland embarked on a PPP programme in 1998 in response to the recognition that 

it faced an infrastructure backlog.  There was strong political commitment behind 

the programme and the favourable reception the PPPs generally received was 

helped in part by the fact that government made a commitment that stakeholders, 

particularly employees and trade unions, would be consulted on the approach 

taken in selecting PPP projects. 

The PPP programme started off with eight pilot projects (for schools, 

transport/roads and waste management).  By mid 2003 however, it had 

implemented 36 big PPP projects (i.e. with a value in excess of 6.4 million Euros) 

chiefly in the transport/roads sector, but also many “smaller” projects.  Of the 

smaller projects, most are water projects.  The report unfortunately does not 

record the success or otherwise of these smaller water projects or the nature of the 

PPPs used (i.e. concession or just management contracts). 

8.2.3 Mexico 

Mexico has been involved in PPPs since the mid 1990’s and although water and 

sanitation are candidate sectors for private sector involvement, there has been 

little private investment in this area.  The PPP projects have been primarily in the 

oil and electricity sectors but there have also been some developments in 
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telecommunications, ports and airports.  However, in the latter three areas private 

involvement has mostly taken the form of privatization. 

8.2.4 United Kingdom 

The United Kingdom has an advanced and sophisticated PPP programme which is 

regarded by government as well designed and well managed.  The UK approach 

to PPPs is relevant to South Africa as the approach South Africa has taken, at least 

at a national and provincial level, in the contractual treatment of PPPs has been 

strongly influenced by the UK experience. 

The PPP programme in the UK dates back earlier than most other countries, to the 

early 1980s.  In 1992 the Private Finance Initiative (“PFI”) was launched.  The 

objective of this initiative was to encourage private investment in PPP projects 

primarily involved with the provision of services.  Under this initiative the private 

sector would make a long term commitment to provide a particular service and 

maintain the assets associated with that service, while at the same time taking on a 

significant proportion of the risk.   Before determining whether to embark on a 

PPP, a “rigorous” value for money test is applied.  Value for money 

considerations as well as risk transfer play an important part in the UK PPP 

programme.  The value for money tests that government must apply are being 

refined and the IMF report also notes that generally risk transfer is effective in 

these projects. 

Although PFI projects are varied, as with many other countries, transportation 

projects are the largest of the PPP projects.  The PFI also includes other 

“traditional” projects such as schools and hospitals.  The IMF report states that, 

“Independent studies confirm that PFI projects offer significant cost savings over 

publicly financed alternatives.”  According to one report, savings are estimated at 

an average of 17% 435. 

                                                 

435 IMF (2004), pg 39, fn 65. 
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8.3 PPP p revalence in the developing world 

The global use of PPPs really took off from the 1990s.  This is well illustrated by 

the fact that between 1984 and 1990 developing countries awarded only eight 

water and sanitation contracts to the private sector.  Between 1990 and 1997 this 

figure leapt to 97436.  But, despite the rapid increase in private sector participation, 

the proportion of private sector involvement in water and sanitation services in 

developing countries is still very low compared to public sector provision437.  In 

fact, “Private water and sanitation projects have been rare in low-income 

countries” 438.  Furthermore, of the private sector involvement that does exist in 

this area, much is focused on water rather than sanitation439. 

As further illustration of the sudden increased inclination to use PPPs, an October 

2000 report on trends in low-income countries found that between 1990 and 1999 

the proportion of low income countries with at least one private infrastructure 

project grew from about 20% to 80% 440. 

The characteristics of water and sanitation PPPs in the developing world (as at 

1998) found that concession contracts tended to dominate over other service 

delivery mechanisms (such as divestitures and management and lease 

contracts)441.  Furthermore, the private sector was represented by only a handful 

of international companies442.  However, a recent report noted an emerging trend 

where there appears to be an increase in participation by regional and local 

                                                 

436 Silva et al (Aug 1998). 
437 Silva et al (Aug 1998). 
438 Houskamp et al (October 2000). 
439 Silva et al (August 1998). 
440 Houskamp et al (October 2000).  Most of these projects were “greenfield” projects, i.e. building 

new infrastructure, particularly telecommunications and energy.  Very few involved operations 

and management contracts with large capital investment.  
441 Silva et al (August 1998). 
442 The primary companies involved were (in order of their market dominance); Suez Lyonnaise 

des Eaux, Vivendi, Aguas de Barcelona, Thames Water and SAUR International.   



 
194 

sponsors443.  There also appears to be a trend developing for some private 

sponsors to use local capital markets to finance projects.  The example is given of 

Chile where not insignificant sums have been raised through the issue of local 

currency bonds and bank debt.  The report notes that, “As domestic capital 

markets continue to develop, regional and local investors are more likely to 

increase participation in infrastructure projects”444.  Which developing countries 

were primarily involved in the trend to encourage PPPs in traditional public sector 

projects? 

Of the 97 water and sanitation projects in place in the developing world as at the 

end of 1997, most of the activity (73%) took place in Latin America (including the 

Caribbean) and the East Asia and Pacific area.445  Europe and Central Asia 

accounted for a further 15% with Africa showing the lowest proportion of the 

project share.  Central, East and North Africa accounted for 4% and sub-Saharan 

Africa for 8% 446.  However, the picture looks slightly different if one assesses 

these projects by actual investment value.  Of the total investment value of these 

projects Central, East and North Africa account for 13% and sub-Saharan Africa 

for 0%. 

This shows that sub-Saharan Africa has experienced very little actual investment 

and private sector participation has been more in the form of management 

contracts.  It has been suggested that this is possibly as a result of inadequate 

regulatory provisions and a lack of strong commitment on tariffs447.  Management 

and lease contracts are inherently less risky and usually involve significantly less 

risk transfer to the private sector partic ipant.  There is also a potentially political 

side to the use of management contracts.  It has been noted that, “(t)he strategy is 

less visible, avoids suspicion often associated with foreign ownership of African 

                                                 

443 Izaguirre, A. K. (September 2004). 
444 Izaguirre, A. K. (September 2004). 
445 Silva et al (August 1998).  Latin America and the Caribbean were responsible for 42% of the 

projects and East Asia and the Pacific for 31%. 
446 Silva et al (August 1998). 
447 Silva et al (August 1998). 
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assets and diffuses the re-colonization issues”448.  There is also an apparent 

awakening of interest in P PPs across the world – one of the main objectives of 

these partnerships being “capacity building, with the intent of keeping the service 

in public hands in the long run”449.  However there appears to be little literature on 

the success and prevalence of these contracts in the developing world. 

8.4 Renegotiations and Cancellations 

PPPs in the developing world have not been without controversy.  Chief among 

the bad press these projects attract is for cancelled or renegotiated projects.  A 

World Bank report notes that “For a variety of reasons the renegotiation of 

projects is not an unusual occurrence.”  For example, as at 2003, an estimated 

74% of transport concessions and 55% of water concessions in Latin America 

were renegotiated450. 

If the figures estimated above of renegotiations on average leading to a 15% 

increase in project cost are correct, then the impact of contract renegotiations may 

have far-reaching implications for the public sector, particularly in terms of value 

for money.  This is apart from any other impacts or consequences renegotiations 

may commonly have.  In fact, in terms of potential prejudice to the community 

concerned, it seems quite possible that a very unbalanced or unfair contract 

renegotiation could in fact lead to a worse scenario than a total cancellation of a 

project.   Another potentially dangerous consequence of allowing a culture of 

“renegotiation” is what another World Bank paper identifies as “strategic bidding” 

on the part of the private sector 451.  Quite simply, if a bidder is confident that the 

contract can be renegotiated at a later stage, the bidder has scope to alter the bid to 

make it more attractive at the tendering stage.  The bidder can then rely on later 

contract amendments to make up any ground it may have lost. 

                                                 

448 Uzochukwu (2003), pg 57. 
449 Equinet (2004). 
450 Harris et al (January 2003). 
451 Clarke et al (2004) pg 6. 
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This also raises the issue of the respective skills and expertise the parties may 

have around the negotiating table.  If, as is the case in the water and sanitation 

sector at least, the market is dominated by a few “big” players, then the 

municipality is facing a negotiator who can draw on a wealth of international 

experience and leverage when hammering out a renegotiation.  A big metropolitan 

municipality may have the resources to be an equal partner in the pr ocess, but a 

smaller municipality could well be out of its depth.  This could be especially so if 

the very rationale for embarking on a PPP is because a municipality lacks the 

skills and expertise to perform the service.  The World Bank report also makes the 

point that only a very small percentage of the then existing PPP projects were in 

fact cancelled452.  Of those cancelled, most cancellations occurred relatively early 

on in the contracts – on average four and a half years after contract 

commencement.  What is the reason behind these contract renegotiations and 

cancellations? 

According to the 2003 World Bank report, it appears that most water and 

sanitation projects fell into difficulties because of widespread dissatisfaction with 

price increases and problems with collecting service fees from consumers.  The 

echoes with the South African experience, particularly with the Nelspruit water 

concession, go without saying.   The report notes that in many developing 

countries, the public sector has historically provided water and sanitation below 

cost and has had a low collection rate.  For this status quo  to change with the 

introduction of private sector participation not surprisingly leads to strong 

community opposition453. 

The example of the Cochabamba water concess ion in Bolivia is given (which 

again shares many similarities with the Nelspruit concession) where, because a 

high-cost bulk water source was selected, tariffs had to be increased to meet the 

increased expenses.  Tariffs increased by about 35% with the result that there was 

                                                 

452 For the eleven year period 1990 to 2001, only 48 of a total of 2500 projects were cancelled.  

However one can compare a follow-on report, Izaguirre, A. K. (February 2004) which recorded a 

total of ten cancellations in only one year – 2002. 
453 Harris et al (January 2003). 
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widespread opposition and civil disturbances454.  The report also notes that in the 

electricity sector, contract cancellations likewise result from difficulties in 

collection service fees from consumers. 

It has been submitted that where there is a Regulator for a particular sector, it is 

less likely that there will be contract renegotiations in that sector.  This points to 

the importance of a sophisticated regulatory environment in ensuring the 

successful implementation of PPPs455.  As a spokesperson on water concessions in 

Santiago, Chile put it, “An uncontrolled private monopoly will probably lead to 

high prices, whereas an uncontrolled public monopoly will lead to a lack of 

service.  So, monopoly services are an issue of regulation and control, not of 

ownership”456.  It has been suggested that Regulators play a vital role in 

promoting competition and public policy objectives through pricing, licencing, 

performance monitoring and ensuring contract compliance457.  On the issue of 

regulatory bodies, it is appears that the international norm appears to be that 

countries start off with individual contracts and only when there are many 

contracts in that sector do they form a regulatory institution for that sector458. 

The 2003 report argues that, because of the high percentage of contract 

renegotiations (and despite the high profile contract cancellations) governments in 

the developing world continue to support the concept of private participation in 

the public sector.  The very fact that contracts are renegotiated (as opposed to 

being cancelled) and the fact that governments in countries which have 

experienced cancellations have continued with their PPP programmes indicate  

general support for the concept of private participation.  This is further backed up 

by evidence of governments attempting to again involve the private sector in the 

very contracts which had previously been cancelled459.  However only a year later, 
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455 Clarke et al (2004) pg 6. 
456 MIIU & NBI (September 2000). 
457 NBI (November 2000). 
458 NBI (March 2000). 
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a further report on developments in this field noted that in a growing number of 

projects governments were not renegotiating when the project experienced 

difficulties, leading instead to contract cancellations or contracts in “distress”460.  

By the end of 2003 it was estimated that a total of 140 projects were in “distress”.  

For the purposes of this report a contract in “distress” is one in which either 

cancellation has been requested or where the project is under international 

arbitration.  These are quite narrow criteria, a fact which the report acknowledges.  

It notes that the figure of 140 may well be underestimated because most 

arbitration bodies do not disclose information regarding their cases. 

Despite these narrow criteria, this report found that in the water and sanitation 

sector, projects accounting for an amazing 40% of the total investment slated for 

PPPs between 1990 and 2003 were either cancelled or under international 

arbitration by December 2003.  Although water and sanitation clearly suffered 

most, energy projects were also in trouble, with contracts representing 11.2% of 

investment, cancelled or under arbitration461. 

8.5 Impact of Water and Sanitation PPPs in Developing World 

A World Bank policy research working paper on the impact of water and 

sanitation PPPs in the developing world has recently been published462.  One of 

the defining characteristics of this study is that, unlike many other studies on the 

impact of specific PPPs, it uses control regions in the study in addition to the 

regions where PPPs are in force.  This gives the study both a more scientific 

flavour and an interesting counterpoint to the findings on the areas where PPPs are 

used.  The study was conducted by way of household surveys over a number of 

years in Argentina, Bolivia and Brazil and was conducted both before and after 

the implementation of PPPs and of course in the control areas.  The authors used 

this approach in part because, they argue, empirical studies on the effects of PPPs 

                                                 

460 Izaguirre, A. K. (September 2004). 
461 Projects cancelled or under distress in the transport sector were at 12.6% and in 

telecommunications at 4.1%. 
462 Clarke et al (2004). 
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are generally inconclusive and, although case studies do tend to find that PPPs 

lead to improvements, one cannot discount selection bias in these studies.  It is 

also difficult to generalize their results463.  In fact they go so far to say that, 

“There is little existing rigorous evidence on the effects of introducing [PPPs] into 

water and sewage”464.  They further argue that in both developing and industrial 

countries there is no real consensus on the relative performance of private and 

public providers465.  If there is indeed no convincing empirical evidence showing 

the benefits of PPPs, nor agreement on the respective performance of public 

versus private providers, does it instead come down to mere philosophical 

preference or “faith” that the benefits do in fact exist?  Or is it that in certain 

countries with a lack of financial resources, there is simply no other choice?  

Either way, in this context any new studies on the issue will have added 

significance as they help build up the body of evidence on the effect of PPPs. 

The results of this recent study, in very summarized form, are that there was (in 

terms of connections) hardly any difference between those areas which used PPPs 

and those that did not (The proviso to this is that the study did not cover a wide 

range of aspects of PPPs).  The PPP areas showed improved connection rates for 

water and sanitation, but so did the control regions.  The s tudy also found that, for 

the poorest households, connection rates were the same in the PPP areas as they 

were in the control regions.  This led the authors to the conclusion that, in terms of 

connections at least, the evidence suggests that PPPs “do not harm the poor”466.  

On the assessment of case study evidence this Working Paper found that most 

PPPs appeared to improve performance in coverage, water quality, new 

connections and productivity, but that generally this was accompanied by price 

increases467. 

                                                 

463 Clarke et al (2004) Abstract. 
464 Clarke et al (2004) Introduction. 
465 Clarke et al (2004) pg 3. 
466 Clarke et al (2004) Abstract. 
467 Clarke et al (2004) pg 7. 
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Finally, another point this Working Paper makes is that in the water and sanitation 

sector there is an apparent “…lack of consensus about how best to organize the 

sector”468.  Private sector participation in the water and sanitation sector is still 

relatively rare and is often fraught with difficulty and controversy.  In the United 

States, a country where there has long been widespread participation of the private 

sector in almost all areas, the water and sanitation sector is the exception, with 

municipalities owning and operating most of the systems.  In France, on the other 

hand, there has been a long history of private provision of water.  Why is this 

sector so different to the others? 

Some reasons posited in the Working Paper include the fact that the potential for 

competition is far more limited in the water and sanitation sector than, for 

example, the electricity sector.  It is expensive to transport water over long 

distances and much of the expense associated with the service is tied up in the 

distribution network.  This is an area with a limited potential for competition.  

Also, the significant assets attached to the services are fixed, underground pipes 

with no alternative use and which do not need regular replacing.  Finally, the 

service is also controversial for socio-economic or philosophical reasons – water 

is essential for life and literally “falls from the sky”.  It is a public good.  This 

raises the possibility of political and/or community resistance to the very concept 

of priva te participation in the sector. 

8.6 Conclusion 

A quote from a recent IMF report perhaps puts it best when it says “While a 

number of countries have developed PPP programs, it is too early to draw 

meaningful lessons from their experiences” and  “…there are as yet few general 

lessons that can be drawn, especially from the experiences of emerging market 

economies and developing countries”469.  And when can one expect to learn the 

lessons?  This will only happen if there is an effective evaluation of the effects 

and impact of PPPs on service delivery.  In Nigeria  for example , fifteen years 
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after the implementation of their privatisation programme, they have yet to 

implement an assessment programme to evaluate the success of service provision 

pre- and post-privatisation 470.  If other countries act in a similar way it may be 

many decades before the true impact of implementing PPPs will be understood in 

the developing world. 

What should sound a warning, however, is the apparent ease with which large 

PPP contracts are renegotiated.  These contracts are notoriously complex and, 

unless there is total transparency, it will not always be possible to accurately 

assess the impact and consequences of these renegotiations on the various role-

players and stakeholders.  It is difficult enough to do so even before contract 

amendment.  In particular, how does one accurately ensure that value for money 

continues to be met after a significant contract renegotiation?  Are the drivers 

behind the decision to outsource, still in place? 

One will have to see, in the South African context, what impact the provision in 

the Systems Act requiring public participation before material contract 

amendment will have.  This could well be an important safeguard against 

opportunistic private businesses wanting to protect themselves from risks they 

should be paying for . 
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9 Chapter Nine: Conclusions 

9.1 Introduction 

A feature of the analysis of municipal outsourcing, from policy development, to 

legislation, to contract formation and finally to contract implementation, is that at 

each transition from one phase to the next there is disjuncture.  Policy is not 

adequately translated into legislation, legislation and policy are not adequately 

reflected in contracts and the implementation of contracts tends to treat contract 

provisions as malleable and open to negotiation or, even worse , capable of being 

ignored if circumstances so dictate. 

The aim should be to limit disjuncture and to create a seamless, logical and simple 

regulatory environment to ensure that municipalities are indeed encouraged to 

explore outsourcing and that the contracts that arise out of that process make 

sense , reflect policy objectives, are legally compliant and are diligently managed 

and implemented.  

The key conclusions under each major heading are set out below and are followed 

by recommendations intended to meet the objective of developing a sensible, 

practical and effective outsourcing regime for municipalities.  

9.2 Policy 

In South Africa, government policy favours and encourages consideration of 

municipal outsourcing.  Apart from any other benefits outsourcing may possess, at 

a policy level it is regarded as a desirable option as it offers a possible solution to 

the massive infrastructure backlogs which are a feature of the municipal sphere.  

The infrastructure deficit will not simply disappear of its own accord but will 

require the employment of innovative solutions, specifically the use of alternative 

service delivery mechanisms. 

Government policy is not entirely harmonious on this issue as water and sanitation 

policy explicitly favours a municipality as provider of first choice.  However, the 

potential positive role external service providers can offer , specifically to meet 
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infrastructure backlogs, is acknowledged in the water and sanitation sector and 

thus there is no inherent c ontradiction in the various policies.  Is policy’s positive 

attitude to outsourcing reflected in the relevant legislative framework?  

9.3 Legislative framework 

Although current policy enc ourages municipalities to consider outsourcing, the 

legislative framework does not entirely reflect this and instead places quite 

significant hurdles in the way of municipalities wanting to explore this option.   

The legislation is strongly “process” driven and the procedures highly regulated 

and time-consuming to complete .  The assessment process is also artificial in its 

separation into two stages, which effectively prohibits an upfront comparative 

analysis of in-house versus external service provision.  The municipal outsourcing 

process has been seriously complicated by the promulgation of the Finance 

Management Act, which adds a further burden on an already complex assessment 

process.  The unfortunate result of all this is that the cost of complying with the 

various pieces of legislation has become prohibitively expensiv e.  This could act 

as a further discouragement to cash- strapped municipalities when weighing up 

their options for service delivery mechanisms 471. 

9.4 Drivers and dangers 

The policy and legislative analysis revealed shared perceptions as to the typical 

benefits and risks associated with outsourcing and in this respect policy and 

legislation are complementary.  Some of the key drivers include capital 

investment, skills transfer, value for money and potential greater efficiency while 

on the “danger” side inappropriate risk allocation, loss of accountability and lack 

of public buy-in represent some of the common risks associated with this form of 

                                                 

471 The MIIU has estimated the average cost of a normal outsourcing transaction to be R1 million.  

This was before promulgation of the Finance Management Act, which will certainly add to the 

transaction cost. 
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service mechanism.  How successfully have current outsourcing contracts 

translated these drivers and dangers into reality?  

9.5 Contracts and drivers and dangers 

The provisions found in current South African outsourcing contracts do not, in 

certain key respects, adequately translate the “drivers” and “dangers” into 

effective contract terms.  Overall, the chief problem areas identified in the 

assessment process included: 

• inadequate, vague and at times , inappropriate, allocation of risk potentially 

threatening value for money and affordability objectives; 

• inadequate, or entirely non-existent, provisions on skills transfer; 

• inadequate  provisions on monitoring directly threatening the 

“accountability” objective , with long-term contracts with the private sector 

being the least satisfactory of the sample contracts on monitoring 

provisions; 

• provisions threatening the “accountability” objective by purporting to 

fetter the municipality’s discretion on tariff setting and, in respect of 

important contractual matters requiring the municipality’s decision, 

removing that decision from the municipality and placing it in the hands of 

a “panel” or similar body with no political accountability; 

• non reader-friendly, excessively long, inaccessible  and complex contract 

provisions which threaten the relevance and efficacy of public 

participation and the ability of the municipality to monitor contract 

performance; and 

• insufficient “context” given in contracts’ introductory sections so that it is 

difficult for an outside reader to understand the rationale for entering into 

the contract and precisely what each party expects to achieve out of the 

project. 
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The provisions on risk transfer and monitoring appeared to be poorest for those 

contracts entered into the 1990s with private sector entities.  More recent contracts 

entered into post 1999 and within the context of the current regulatory 

environment appear to treat, especially monitoring, more conscientiously.  

Although the most recent contracts forming part of the study did not treat skills 

transfer with any rigour, they did at least mention this aspect of outsourcing when 

others did not provide for it contractually at all. 

However, on the issue of “older” versus “more recent” contracts, one should be 

wary of translating these observations into general statements.  Although the 

contract sample size was sufficient in giving a taste of what current municipal 

outsourcing contracts look like, in order to make a meaningful comparison of 

contracts entered into prior to and post the regulatory regime one should 

preferably have access to a larger contract sample size for each period. 

9.6 Contract implementation 

The assessment of outsourcing case studies evaluated both how the “drivers” and 

“dangers” were treated, or impacted on, in the contract implementation phase and 

how relevant particular contract provisions were to the practical problems arising 

in the various contract scenarios.  The conclusion reached was that in many 

instances contract provisions were rendered irrelevant and meaningless as the 

parties chose to override or ignore them in particular circumstances. 

The findings in this part of the study included the following: 

• contract provisions on risk allocation, procedures and protections against 

certain identified risk events were effectively overridden by the 

contracting parties on the occurrence of the risk events, rendering the 

contract provisions essentially irrelevant; 

• contracts themselves, particularly the financial balance of the contracts, 

were subject to material renegotiation as evidenced in the case of the two 

water concessions contracts.  This included the significant reduction of 

initial capital projections; and 



 
206 

• despite monitoring provisions in contracts, the actual practical 

implementation of monitoring obligations appears not to be taken too 

seriously in some cases.  Certain contract provisions were entirely ignored, 

such as the provision in Dolphin Coast requiring the payment of 

monitoring fees but part of the fees were used for operating expenses 

instead.  

The overview of international trends revealed that contract cancellation and 

renegotiation are common features for long term agreements, specifically 

concession contracts, worldwide.  The experiences of the Dolphin Coast and 

Nelspruit water concessions were therefore not unusual when seen in this context.  

Contract renegotiation raises certain risks, including bidders submitting low bids 

in the confidence that they will be able to increase their bid in the subsequent 

contract renegotiations and a general risk that contract renegotiation will 

commonly increase the project cost by a significant percentage.  This is further 

indication that contract provisions are not regarded by contracting parties as being 

cast in stone. 

If contract renegotiations are indeed a reality for the bigger, long term contracts, 

this surely brings the validity and credibility of “value for money” and 

“affordability” assessments as at the time of entering into the contract into serious 

question.  The approach government takes to outsourcing in South Africa is a 

process focussed one.  It appears to work on the false assumption that if the 

preparatory studies are sufficiently rigorous a nd comprehensive then the risks of 

outsourcing are avoided, or at least mitigated.  But what is the purpose of the 

plethora of pre-contract “feasibility” and cost/benefit analyses, if all the carefully 

balanced figures and value for money considerations are liable to be rendered 

meaningless a few years later? 

9.7 New legislation 

Subsequent to this research being conducted, new regulations were promulgated 

under the Finance Management Act, which have had some impact on the 
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outsourcing process.  The “Municipal Public-Private Partnership Regulations” 472 

apply only to the “public-private partnership” category of outsourcing and not to 

outsourcing as a whole.  In other words the new regulations will not cover 

contracts with municipal entities or organs of state.  These regulations do however 

make it more difficult for PPP contracts to be materially amended.  Not only do 

municipalities have to call for public comment on proposed amendments but they 

must now also solicit the views and recommendations of National and Provincial 

Treasuries on the reasons for the amendment 473.  The municipality must also 

ensure that the amendment is consistent with the basic essentials of public-private 

partnerships474. 

Unfortunately, the new regulations do not repeal any of the conflicting and 

overlapping provisions contained in the Systems Act, Finance Management Act 

and Water Services Act.  However, at least some concession is made to the 

problem of duplicated feasibility studies.  When setting out the various matters to 

be covered in the PPP feasibility study the regulations specifically allow the 

municipality to ignore those matters already covered under the Systems Act 

feasibility study475.  Although a step in the right direction, this provision is of no 

help in clarifying the confusing provisions regarding the timing of the various 

feasibility studies.  The municipality will also be required to analyse the Systems 

Act and Finance Management Act feasibility studies and make a call on whether 

the one study has sufficiently covered an issue to warrant the relief granted in the 

regulations.  This is merely one more aspect a municipality has to consider in an 

already burdensome process. 

The regulations take the welcome step of defining the term public -private 

partnership476.  As the Systems Act nowhere mentions the term PPP and instead 

                                                 

472 Local Government: Municipal Finance Management Act, 2003, Municipal Public-Private 

Partnership Regulations, 1 April 2005, Government Gazette No. 27431, No. R 309. 
473 Regulation 9(2), municipal public-private partnership regulations. 
474 Regulation 9(1), municipal public-private partnership regulations.  
475 Regulation 3(3). 
476 Regulation 1. 
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treats all outsourcing with the same brush, the addition of a definition of a PPP 

will assist in determining when the Finance Management provisions on PPPs are 

in fact triggered.  The definition places emphasis on the need for significant 

transfer of financial, technical and operational risk to the private party in order for 

a contract to qualify as a PPP. 

Finally, the regulations contain provisions which build in extra protection 

mechanisms during the procurement phase.  This includes the obligation on a 

municipality to formally notify National Treasury if it intends initiating a 

feasibility study for a PPP477 and to solicit the views of National and Provincial 

Treasury at various stages of the procurement process.  These provisions reflect an 

intention on the part of national government to take a close interest in the 

initiation and management of PPP projects.  The regulations also set out certain 

“basic requirements” of a PPP agreement.  These are widely worded and in many 

ways merely duplicate provisions contained in existing legislation and so add to 

the legislative duplication problem rather than easing it 478. 

9.8 Recommendations 

The conclusions reached in the thesis reveal that outsourcing in the municipal 

sphere is a complex, complicated and often contradictory area.  But, if 

government is indeed committed to making the process work, an intention which 

seems quite apparent in the promulgation of the new PPP regulations, then a 

focussed attempt needs to be made to find solutions to the existing problem areas.  

It is in this light that the following recommendations are made. 

9.8.1 Align legislative framework with policy 

If government is serious about wanting to encourage outsourcing at the municipal 

level, then the evidence of bias toward internal service delivery options contained 

in the Systems Act section 78 process should be eliminated.  The assessment 
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process a municipality must follow when considering outsourcing should 

preferably be a single, comparative assessment.  This will be  a more logical 

approach and will also benefit from being quicker and more cost-effective. 

The provision in the Finance Management Act which requires a three year (or 

more) contract to show “significant” financial benefit to the municipality should 

be reconsidered to allow value for money factors and not just pure financial 

benefit to guide a municipality on whether the contract is worth entering into.  

9.8.2 Streamline outsourcing process 

It is strongly recommended that the outsourcing regulatory provisions be 

contained in a single piece of legislation.  The municipal outsourcing process 

would also benefit by the compilation of a single “outsourcing manual” similar to 

that applicable to national and provincial PPP  projects.  At the very least, a 

concerted effort needs to be made to do away with current overlaps and 

duplications in the legislative framework.  The Systems Act and the Finance 

Management Act need to be dovetailed in a comprehensible manner and steps 

must be taken to reduce the cost of the assessment procedure.  The recently 

promulgated municipal PPP  regulations simply do not go far enough in attempting 

to bring sense to the regulatory regime and constitute only a minor improvement 

in a process still swamped in complexity. 

9.8.3 Improve contract provisions 

It is recommended that standardised contract provisions , similar to National 

Treasury’s Standardised PPP Provisions, be compiled for municipal outsourcing 

contracts.  The standardised provisions could deal with the problems identified in 

the thesis; namely to guide municipalities on the optimal contract provisions for 

matters such as risk allocation, skills transfer, performance measurement and 

contract enforcement. 

Municipalities should also be obliged to draft a reader-friendly and accessible 

summary to accompany each outsourcing contract, including draft contracts 

advertised for public comment and the final signed contract.  The summary should 

follow a set format, dealing systematically with a list of required information, 
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with the objective of giving the reader a clear idea of the essential elements of the 

contract, including what each party expects to get out of the contract. 

9.8.4 Focus on implementation  

The current government emphasis on “process” as opposed to implementation and 

management of outsourcing needs to be shifted.  Here the drafting of guidelines or 

policy on contract implementation would be a welcome addition to the regulatory 

regime.  The guidelines should go beyond a mere wish list and should instead 

contain practical advice for real implementation issues to be expected in a typical 

municipal outsourcing project.  The outsourcing experiences of particular 

municipalities, as evidenced and described in case studies , would be invaluable to 

this process.  

It is submitted that the implementation of these recommendations would go some 

way in doing away with the difficulties and anomalies which have become such a 

feature of municipal outsourcing in South Africa. 

 

________________________________________________  
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12 Appendix 

12.1 Table of Contracts 

REFERENCE COUNCIL S ERVICE 
PROVIDER 

SECTOR TYPE DATE DURATION 

Contract A Rural, local 
municipality 

Private 
Company 

Water A contract to manage, operate and maintain the water and 
sewerage system - and does not involve capital expenditure.  
The company hires the municipality’s assets at a nominal 
rental.  The company pays all costs incidental to the service 
(including raw water, chemicals, manpower, repairs etc) and 
the municipality pays the company a monthly fee, which is 
subject to a contract price adjustment formula.  The company 
is excused from paying any fees for the disposal of sludge.  
The municipality remains responsible for customer 
management, including meter reading, billing and credit 
control (although the contract does allow the municipality to 
agree that the company perform these functions at a later 
stage). 

Early 1990’s 10 years, parties can agree to 
extend indefinitely and 
Council has option to cancel 
after first ½ of contract 
complete 
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REFERENCE COUNCIL S ERVICE 
PROVIDER 

SECTOR TYPE DATE DURATION 

Contract B Rural, local 
municipality 

Private 
Company 

Water A contract for the management, operation and maintenance 
of the municipality’s water and sewage systems.  The 
municipality’s assets are leased for a nominal annual amount .  
The municipality remains responsible for all customer 
management, including meter reading, billing and credit 
control. 

The company pays all costs incidental to the service 
(including raw water, chemicals, manpower and repairs) and 
the municipality pays the company a monthly fee which is 
subject to a contract price adjustment formula and comprises 
fixed costs (e.g. operational costs) and variable costs (e.g. 
metered water consumed). 

Early 1990’s 25 years, parties can agree to 
extend indefinitely and 
Council has option to cancel 
after first ½ of contract 
complete 

Contract C Rural, local 
municipality 

Private 
Company 

Water A concession contract for the construction, financing, design 
and expansion of the water system and for the operation, 
maintenance and management of the water services and 
system.  The company is responsible for cash collection, 
customer rel ationships and disconnections. 

The company pays the municipality rental for the works, the 
rental representing the debt owing on these assets, and also 
pays an annual “concession fee” as a contribution to the 
municipality’s regulatory costs.  All money due and payable 
from consumers for water services accrues to the company. 

Late1990’s 30 years with indefinitely 
long renewal 
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REFERENCE COUNCIL S ERVICE 
PROVIDER 

SECTOR TYPE DATE DURATION 

Contract D Local 
municipality 
including a 
provincial 
capital 

Private 
Company 

Water This contract is a contract to provide water services and 
improve and expand the concession assets.  Its duties include 
that of customer management and disconnections.  The 
company pays the municipality an annual fee for its 
monitoring and regulatory functions and all consumer 
payments for water services accrue to the company. 

Late 1990’s 30 years with indefinitely 
long renewal 

Contract E Metropolitan 
municipality 

Municipal 
Entity 

Solid 
Waste 

Contract for the collection and disposal of solid waste on an 
exclusive basis in the municipal area.  The municipality pays 
the entity a monthly service fee in accordance with a 
formula, which is based in part on the service levels the 
municipality has set for the service. 

Post 2000 6 year guarantee then 
indefinite with council option 
to terminate on notice 
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REFERENCE COUNCIL S ERVICE 
PROVIDER 

SECTOR TYPE DATE DURATION 

Contract F City/urban, 
local 
municipality 

Municipal 
Entity 

Electricity Operations & management contract for the provision of all 
electricity services, including customer management and 
collection of service fees.  As compensation for the 
municipal entity performing these services, the municipality 
cedes all rights to recover charges.  The municipal entity will 
be responsible for any capital expenditure projects, but the 
municipality will act as banker and will annually provide 
capital funding requirements in accordance with an internal 
interest rate.  A separate “Sale of Business” agreement deals 
with the transfer of assets from the municipality to the 
municipal entity. 

Post 2000 Indefinite 

Contract G Urban, local 
municipality 

Municipal 
Entity 

Water The local municipality has contracted with a municipal entity 
owned jointly by the local municipality, the district 
municipality and a Water Board.479 The services include the 
full water services function and revenue collection. 

Post 2000 20 years 

                                                 

479 This contract has, for complex reasons, not been entered into yet and is thus still a “draft”.  It is uncertain at this stage whether it will ultimately be finalised, 

however it remains an interesting example of what provisions are to be found in current service delivery agreements.  For ease of reading the analysis of this contract 

assumes that it is in force. 



 
222 

REFERENCE COUNCIL S ERVICE 
PROVIDER 

SECTOR TYPE DATE DURATION 

Contract H Rural, local 
municipality 

Water Board Water The contract is for the full water services and revenue 
services function, including cost recovery in accordance with 
the municipality’s credit control policy and by -laws.  The 
company recovers its costs from water revenue. 

The municipality pays the Water Board a portion of the 
equitable share (to be used for the supply of basic services) 
and also pays a “management” charge f or professional 
management services provided by the Water Board, which is 
capped at one twelfth of 5% of budgeted cash income for that 
year.  The Water Board in turn pays the municipality a 
monitoring fee and a contract fee to enable the municipality 
to balance its books.  The contract fee reduces annually at a 
predetermined rate.  The idea is for the Water Board to be in 
a break even position at the end of the contract period. 

Post 2000 3 years with option to renew 
for maximum of 3 years 

Contract I Rural, local 
municipality 

Water Board Water The contract is for the provision of water and sanitation 
services with some customer care and optional revenue 
services obligations.  The service provider is paid the DWAF 
subsidy, grant funding and a portion of the equitable share.  It 
is also entitled to all deposits and contributions in respect of 
developments and can raise a “charge” against water revenue 
for its “head office” costs.  The municipality is guaranteed 
10% of the actual water revenue collected.  

Post 2000 3 years with option to renew 
for maximum of 3 years 
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REFERENCE COUNCIL S ERVICE 
PROVIDER 

SECTOR TYPE DATE DURATION 

Contract J Metropolitan 
municipality 

Water Board Water The contract covers water operating and management 
services, including revenue collection.  The idea if for the 
service provider to be in a breakeven position at the end of 
the contract. 

Post 2000 2 years with Council option 
to extend for 5 years. 
However, the parties can “by 
agreement” extend the 
contract for any other period.  
This makes the contract of 
potentially indefinite 
duration. 

Contract K Rural, local 
municipality 

Water Board Water  The contract is a short term water services management and 
operations agreement which includes revenue collection and 
customer care.  Financially, the stated objective of the 
contract is for the Water Board to be in a “break even” 
position at the end of the contract period. 

Post 2000 1 year with Council option to 
extend for up to 3 years 

Contract L Metropolitan 
municipality 

CBO Refuse 
collection  

Service Agreement Post 2000 5 years with Council option 
to extend for 2 years 

Contract M Metropolitan 
municipality 

CBO Refuse 
collection 

Service Agreement Post 2000 2 years with Council option 
to extend indefinitely 
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REFERENCE COUNCIL S ERVICE 
PROVIDER 

SECTOR TYPE DATE DURATION 

Contract N Metropolitan 
municipality 

CBO Refuse 
Collection 

Service Agreement Post 2000 3 years 

Contract O Metropolitan 
municipality 

CBO Street 
Sweeping 
and Litter 
Picking 

Service Agreement Post 2000 1 year with “no extensions” 
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