The DBBS programme is a collaborative research programme
between the University of the Western Cape (UWC) in Cape
Town and the Flemish universities under the auspices of the
Vlaamse Universitaire Raad (VLIR). The aim of the
programme is to engage in collaborative research at
postgraduate level in the following research niche areas:

Municipal
procurement
and the poor

Policy management, governance and poverty alleviation in

W . A case study of three
Youth wellness in community development - - :
Addressing the direct and indirect impact of HIV/Aids on mun ICIpaI ities in the
pre-and school-going children in South Africa Western Cape
The sustainable utilisation of subterranean water resources .

Province

for improvement in the quality of life
Culture, language and identity

Abdullah Bayat,
Amiena Bayat,
Zunaid Moolla

OCCASIONAL PAPER NO. 4

| UNIVERSITY of the
[/
4 BELY WESTERN CAPE

YR AMICS OF B LDINZS

= = T T E [: 570 "ZHIYEE T

Project: Policy Management, Governance and Poverty Alleviation in the Western Cape




Municipal procurement and the poor

A study of three municipalities
in the Western Cape Province

Abdullah Bayat, Amiena Bayat, Zunaid Moolla



Project: Policy Management, Governance and Poverty Alleviation in the Western Cape

This new research programme focuses on the three key areas of government activity in housing,
health and employment, through:

1.

policy reviews, which entail analysis of policy documents prepared by each level of the govern-
ing hierarchy to assess their appropriateness and to determine the coherence of policy between
different levels of government, and interviews with key informants at all three levels of govern-
ment;

process studies, which are informed by the findings of the policy reviews. As well as assessing
the policy framework, the process studies entail interviews with officials at different levels of
the administrative hierarchy in both provincial and local governments;

a skills audit, aimed at comparing skills in health departments with the requisite skills for
optimal health care delivery (in terms of financial management, strategic management, techni-
cal skills etc) and entailing a review of departmental organograms, of the skills and qualifica-
tions of key staff and of the quantity and quality of human resources training available to staff,
as well as interviews with both management and workers; and

analysing the interface between the state and civil society, aimed at establishing how ordinary
citizens perceive the services delivered to them and ascertaining what they believe to be their
entitlements and obligations as citizens.

Published by the project on Policy Management, Governance and Poverty Alleviation in the West-
ern Cape under the auspices of the DBBS programme, University of the Western Cape, Private Bag
X17, Bellville, 7535, South Africa.

This publication is produced under the partnership arrangement with the VVlaamse Interuniversitaire
Raad (VLIR).

ISBN 1-86808-622-4

Cover and text design and layout: Page Arts, Cape Town
Copy-editing: Page Arts, Cape Town

Typeset in Garamond

Printed by Mega Digital

All rights reserved. No part of this publication may be reproduced or transmitted, in any form
or by any means, without prior permission from the publishers.



Municipal procurement
and the poor

A case study of three municipalities
In the Western Cape Province

Abdullah Bayat, Amiena Bayat, Zunaid Moolla

M

Project: Policy Management, Governance and
Poverty Alleviation in the Western Cape

2005



Introduction

Since 1994, the South African government has placed great emphasis on
service delivery and improving the social and economic condition of
the poor. However, despite progressive legislation and massive invest-
ment in infrastructure, poverty and inequality remain key features of
the South African economy. Budlender (2001:93) suggests that both
poverty and inequality may have increased between 1994 and 1998, a
finding supported by a recent official publication using the results of
the 2000 income and expenditure survey (Stats SA, 2001). In addition to
this, income inequality within race groups has increased, particularly
among the black population with upper and lower quintiles showing
the widest disparity. Terreblanche (2003) sees this as part of a deliberate
policy to encourage the creation of a Black middle class, while Bond
(2004) attributes this to the neo-liberal philosophy that has underpinned
both fiscal and monetary policy. Other analysts argue that this is an
expected outcome when a clearly articulated poverty alleviation strat-
egy is not in place at the national level (Parker, 2002). What is cited as
evidence is the following: the average income of black households fell
by 19% between 1995 and 2000, while average white household incomes
rose by 15% after adjusting for inflation. This increased the income
inequality ratio between white and black households from four times
in 1994, to six times in 2000 (De Swart, 2003). So while economic growth
in the Western Cape was higher than the national average, those ben-
efiting most from this growth were people in the upper income catego-
ries. Ebrahim Rasool, Premier of the Western Cape, commented on
this in his Budget Speech in 2003,* pointing out that the tertiary sectors
experienced the highest growth in the provincial economy, particularly
financial services, business processing and real estate. These sectors rely
mostly on higher skills levels. Since the African and Coloured populations
are relatively less skilled than their White counterparts, the large major-
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ity of historically disadvantaged groups did not feel the benefits of this
growth. Secondary and primary sectors, where African and Coloured
labourers pre-dominate, were both net shedders of jobs particularly in
manufacturing, mining and construction, while agriculture, fishing and
energy made some net gains in employment.

In the absence of sufficient foreign direct investment and domestic
inward investment to drive growth across sectors, national government
is being pressurised to introduce incentives for investment in specific
sectors in the form of prescribed assets or similar instruments. Along
this line of thinking, a frequently asked question is whether govern-
ment, particularly at the provincial and local levels, can exert a more
pronounced influence on investment patterns through its own budgets
and expenditure items.

This paper explores ways in which government can leverage its re-
sources to draw disadvantaged communities into local economic devel-
opment. The option that is considered, in particular, is the use of pro-
curement policies and budgets of local governments. This will, of course,
require municipalities to modify their procurement policies to include
poverty alleviation as a major objective. Thereafter procurement activi-
ties would have to be placed under intense scrutiny to ensure that these
objectives are achieved. The two most important changes that would be
required for this would be, firstly, a greater emphasis on poverty alle-
viation as a core objective of policy and secondly, the continuous set-
ting of targets to reflect the needs for local economic development (LED).

The first part of this paper maps the regulatory framework to exam-
ine if there is sufficient room for the poor to benefit from legislation.
The second part of the paper looks at the implementation of the pro-
curement policies in three local municipalities in the Western Cape Prov-
ince and its consequences for the poor. In the analysis of the impact of
procurement on local economic development, the multiplier effect is
used to illustrate the potential poverty alleviation effects of involving
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the poor within a community. Lastly, conclusions are drawn and rec-
ommendations offered with a view to illustrating the potential of a pref-
erential procurement policy if carefully crafted to create opportunities
for Black Economic Empowerment (BEE) in order to address the press-
ing issue of poverty alleviation. In the conclusion, it is found that pro-
curement within the three municipalities is only widening the income
gap between the rich and poor since only a small percentage of procure-
ment budgets are going to historically disadvatnaged institutions (HDI)
and BEE companies.

Current regulatory framework

In the developing world the question of regulatory reform has become
an essential part of the discourse on local economic development and
anti-poverty programmes. It is recognised that the regulatory frame-
work is established by both central and local governments and is de-
signed to apply nationally and locally. Essentially, the regulatory frame-
work sets the parameters for development in general but more specifi-
cally for the local/municipal environment. The regulatory framework
comprises a wide range of laws, including local government laws, ordi-
nances, legislation and regulations related to town planning, public health,
building and land development and procurement (Vanderschueren et
al., 1996). There are several aspects of the South African regulatory con-
text that deal specifically with procurement. They include the Preferen-
tial Procurement Policy Framework Act (PPPFA), its regulations, the Mu-
nicipal Financial Management Act (MFMA), and the Broad-Based Black
Empowerment Act (BBBEA) as well as other Acts that deal indirectly with
it, such as the Skills Development Act and the Employment Equity Act.
Procurement reforms in government started in 1995 and were di-
rected at two broad focus areas, namely the promotion of principles of
good governance and the introduction of a preference system to ad-
dress certain socio-economic objectives. The procurement reform proc-
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esses were supported by the introduction of a number of legislative
measures, including the adoption of the Public Finance Management
Act (PFMA) and the PPPFA.

The procurement reform initiatives were given further impetus when,
in November 2000, the “Report on Opportunities for Reform of Gov-
ernment Procurement in South Africa” was presented to Cabinet. Cabi-
net endorsed the thrust of the report and directed that the Minister of
Finance, in consultation with other relevant ministers, address the de-
tails where necessary. As the procurement reform measures in the na-
tional sphere of government were adopted by the other organs of state,
very divergent interpretations of government’s procurement objectives
and strategies became evident. To assist the National Treasury in guid-
ing a more uniform implementation approach, a Joint Country Pro-
curement Assessment Review (CPAR) was conducted during 2001/02
with the World Bank. The CPAR revealed a number of deficiencies
that needed to be addressed. Some of the main difficulties highlighted
then, which continue to pose a problem, are:

e there is inadequate provision for capacity building for disadvan-
taged enterprises to successfully compete for government con-
tracts; and

e preferential procurement policies are not clearly formulated and
targets are not set for the introduction of sunset and graduation
provisions once targets had been achieved.

The above recommendations, among other factors, led to the prom-
ulgation of the Preferential Procurement Policy Regulations and the
introduction of the Municipal Finance Act (MPA). The following is a
brief overview of the various Acts and regulations that make up the
regulatory framework with regard to procurement.
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Preferential Procurement Policy Framework Act

The PPPFA (Act 5 of 2000) and its regulations are applicable to state
organs. The Act provides that all state organs implement a preference
system in the allocation of contracts for categories of service providers
to advance the interest of disadvantaged persons. According to the
PPPFA, the specific goals and objectives of a preferential procurement
policy may include provisions to encourage and support:

e increased participation of HDIs in provincial procurement op-

portunities;

e increased participation by small and medium enterprises (SMEs);

e the promotion of local labour;

e the promotion of joint ventures and partnerships;

e linkages between small and large enterprises;

e the promotion of skills transfer and training of the historically

disadvantaged,;

e the creation of employment;

e the promotion of a uniform procurement approach in all provin-

cial procurement substructures.

The PPPFA provides the enabling legislation and framework for all
organs of state to develop policies to address their specific requirements.
In essence, the enabling legislation provides for procurement prefer-
ences to be based on a variety of factors, such as race, gender, disability,
the factor-intensity of the industry, training programmes, labour con-
ditions, environmental impact, firm size, location, intra-industry links
and economic multiplier effects. In this context it should be noted that
this policy needs to conform to all legislation on preferential procure-
ment as promulgated by the National Treasury.

The PPPFA makes provision for a points system for awarding con-
tracts that is based on either an 80/20 or a 90/10 calculation. Where the
estimated tender value is equal to, or below, R500 000, up to a maxi-
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mum of 80 points are awarded on the basis of functionality and price.
Where the tender value is estimated above R500 000, a maximum of 90
points are awarded on the basis of functionality and price. The remain-
ing 20 and 10 points, respectively, are allocated to HDI criteria or any
other specific goals that a particular municipality may prescribe. The
80/20 and 90/10 policy is aimed at getting the lowest cost and function-
ality and combining it with preferential procurement goals.

A procurement policy may ignore the points formula if it has local
economic goals that can only be achieved by doing so. Thus pro-poor
objectives may be pursued within the points allocation framework or
even in spite of it if local economic goals dictate this. The Act thus
allows municipalities and other state organs to develop pro-poor pro-
curement policies if they deem it necessary.

Preferential Procurement Regulations

The PPPFA has a set of accompanying regulations and goals for tender-
ing conditions. The tendering conditions may stipulate specific goals.
Those specific to pro-poor, local economic development and poverty
reduction/alleviation are listed below:

e the promotion of enterprises located in a specific province for
work to be done or services to be rendered in that province, re-
gion or municipal area;

e the promotion of enterprises located in rural areas;

e the empowerment of the work force by standardising the level of
skill and knowledge of workers; and

e the upliftment of communities through, but not limited to, hous-
ing, transport, schools, infrastructure donations and charity or-
ganisations.

These pro-poor local economic goals within the preferential pro-

curement policy framework regulations are not mandatory. However,
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they can be incorporated within the 80/20 and 90/10 point system, which
is mandatory. This means that the Act and its regulations allow for munici-
palities to incorporate pro-poor policies if they deem it necessary.

The Municipal Finance Management Act (MFMA)

The MFMA, as a further extension of the PFMA, aims to assist munici-
palities to maximise their capacity to deliver services. The Act is clear on
measures for combating fraud, corruption, favouritism and unfair and
irregular practices and seeks to promote the ethical behaviour of offi-
cials and other role-players involved.

Each municipality and each municipal entity must have and imple-
ment a supply chain management policy that gives effect to the provi-
sions of the supply chain management provisions within the Act. The
supply chain management policy must be fair, equitable, transparent,
competitive and cost-effective. The Act places considerable emphasis on
efficiency in the provision of services and achieving financial value for
money and seeks to buttress this with a strong code of conduct for
municipal officials in order to combat corruption. Supply chain man-
agement is an integral part of the MFMA, which intends to introduce
international best practice to the procurement process. It seeks to breach
the gap between traditional methods of procuring goods and services
and the balance of the supply chain and at the same time addressing
procurement-related matters that are of strategic importance.

A possible interpretation of the MFMA gives local municipalities
the opportunity to develop policies that are pro-poor and incorporate
them into the ambit of procurement. Thus the procurement policy func-
tion is to provide institutional support that would bring the poor into
the procurement loop in order to make the MFMA pro-poor.

Among the responsibilities of supply chain management is for the
municipality to maintain a database to support monitoring the extent
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to which government’s procurement reform objectives are met, the
manner in which policy is implemented in respect of government’s pro-
curement reform objectives, the manner in which targets are set and
attained, as well as delivery mechanisms and whether value for money is
obtained. This performance review provision can be used for enabling
and monitoring the pro-poor effects of a procurement policy. This per-
formance review could be used to identify and evaluate issues around
the effects of the procurement policy on the poor and how the policy
may be adapted to benefit the poor in the long run.

The Broad-Based Black Economic Empowerment Act

The BBBEEA expands the framework provided for procurement poli-
cies in the PPPFA to take into account and apply codes of good prac-
tice for BEE. It provides for the use of qualification criteria for the
issuing of licenses, the sale of state-owned assets and the entering into of
public/private partnerships. The Act envisages the strengthening of
government’s legislative and other policy instruments towards achiev-
ing its BEE objectives. This includes the PPPFA and its associated regu-
lations.

During the past several years, government has initiated a number of
strategies over a broad area to bring about structural change in the
economy. In all government programmes the extent to which black
people benefit is a fundamental criterion of operation and success. Con-
sequently, actions and policies that will have the effect of bringing about
black economic empowerment will have an impact on many spheres of
society and the economy. In this context, government’s procurement
policies have a major role to play as a collective instrument of policy.

The Act states that government will use a ‘balanced scorecard’ to
measure progress made in achieving BEE by enterprises and sectors.
The use of a common scorecard by different stakeholders provides a
basic framework against which to benchmark the BEE process in differ-
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ent enterprises and sectors. The scorecard will measure three core ele-
ments of BEE:
1. direct empowerment through ownership and control of enter-
prises and assets;
2. human resource development and employment equity; and
3. indirect empowerment through preferential procurement and
enterprise development.
Unfortunately there is no specific reference made to address poverty.
Nevertheless, poverty alleviation can also benefit from the BBBEE ini-
tiatives via the promotion of small, medium and micro enterprise
(SMME) development and subcontracting arrangements. This can in-
clude pro-poor procurement policies as part of a broad poverty allevia-
tion strategy. It is not enough to only advance established BEE compa-
nies but other HDIs should also be drawn into the procurement loop,
since among the BBBEE Act’s specific objectives is the promotion of
economic transformation and the empowerment of local and rural com-
munities.

Procurement in the municipal context

Within the PPPFA and its regulations each municipality develops its
own procurement policy. Municipalities employ different institutional
arrangements when procuring goods and services. This section provides
an overview of the extent to which procurement has achieved its targets
as envisaged in the targeted procurement policies of three municipali-
ties, namely the City of Cape Town (CoCT), Drakenstein and Bitou
municipalities. For each municipality we discuss the following:

e demographics;

e budget for procurement;

e staff employed,;

e targets set and met;
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e institutional arrangements; and
e procurement policies of the municipalities
The municipalities were chosen on the basis of their size and the
institutional arrangements that govern procurement. The CoCT is by
far the largest of the three chosen and of all municipalities in the West-
ern Cape Province (WCP). The municipality serves roughly three mil-
lion people (64% of the total population of the WCP) and has a good
track record in terms of service delivery. The municipality has a central-
ised procurement office that undertakes all procurement activities.
Drakenstein is a smaller, local municipality comprising approximately
209 674 people or 7% of the WCP (Department of Social Services and
Poverty Alleviation: 2002). It is in the process of reviewing its procure-
ment policy and has started with a review of the institutional arrange-
ments that govern procurement. Bitou is a small municipality compris-
ing approximately 30 000 people. It was one of the first municipalities
in the Western Cape to draw up a procurement policy with provisions
for LED and poverty alleviation. The practices in Bitou, Drakenstein
and the CoCT are reflective of what is happening in other municipali-
ties in the WCP.
The targeted procurement policies of the three municipalities are
committed to the following planned objectives:
e to have preference for employment and economic empowerment;
e to include priority groups that have not benefited from the im-
plementation of procurement policy;
= to have a significant contribution towards job creation, poverty
alleviation and economic growth;
e to have a procurement policy that is linked with the Integrated
Development Plan (IDP) of the municipality.
Although municipalities have recognised the importance of linking
their procurement policy to pro-poor concerns (as illustrated in their
objective of including priority groups such as blacks as beneficiaries of

10
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preferential procurement policy framework), thus far, their procure-
ment policies and practices have not been sufficiently refined to bring
meaningful local economic involvement for HDIs and the poor.

The City of Cape Town

In the CoCT procurement is a centralised function that is located in a
special procurement section at its offices in Wale Street, Cape Town.
The CoCT employs a special procurement manager for its municipal
procurement. The procurement manager is in charge of:

e the tender section;

e procurement;

« warehouses and stores; and

e accounts payable.

The limited external buying offices report directly to the procure-
ment directorate. A total of 330 employees work in the procurement
directorate. It has 27 buyers who process approximately 800 orders per
day. The annual procurement budget amounts to R4.5 billion. A key
objective of the CoCT is to bring its procurement policy in line with
national criteria. At present approximately 20% of the total procure-
ment budget goes to BEE and HDI companies. If there is no BEE or
HDI company in a specialised service, then a contract or tender is given
to an advantaged supplier on condition that at least 30% is shared with
a BEE or HDI company. This is done by means of a joint venture or
consortium. In order to have better control over this process the CoCT
oversees all joint ventures. The 20% target is half of the CoCT’s short-
term target of 40%. Among the reasons for the target not being met is
the fact that many BEE and HDI companies have not registered on the
CoCT’s supplier database. All preferred and potential suppliers must
be registered on the database to be considered for procurement but
only asmall percentage of black businesses are registered, since many do
not have access to fax or email. No specific efforts are made by the

11
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procurement section to further encourage the participation of the poor
except through the HDI points system.

According to the procurement manager, large tenders can be broken
down into smaller tenders/contracts. This enables SMMEs to bid on
contracts that were only available to larger companies in the past.

Bitou Municipality

Bitou Municipality was one of the forerunners of the idea of using
procurement as an instrument for HDI advancement and local economic
development and drew up a procurement policy with clauses related to
poverty alleviation, LED and BEE. Despite this progressive procure-
ment policy, there is general consensus among the municipal staff that
HDI and BEE representation is low. The municipality has not managed
to use procurement as an instrument for poverty alleviation either.
Municipal officials are keen to involve SMMEs but state that the mu-
nicipality has neither the capacity nor the infrastructure to do so.

What makes things worse is that procurement operations are decen-
tralised since there is no procurement manager, office or department
that takes overall responsibility for procurement within the municipal-
ity. Goods and services are procured by the various heads of depart-
ments (HoDs) who report to the Head of Administration. Even though
the municipality has a policy to have a centralised procurement func-
tion in place the implementation falls short of the objectives. This is
attributed to a lack of institutional capacity.

In order to make procurement more accessible, the municipality
advertises in three languages. The municipality also encourages the use
of local labour through encouraging joint ventures between SMMES
and previously advantaged companies. The municipality pays smaller
companies on a regular basis to keep them from running into cash-flow
problems.

12
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Strategic targeting is also used for projects worth less than R5 mil-
lion. The municipality identifies projects within its budget that it wants
to pursue to enhance SMME participation, particularly in the construc-
tion industry. Here the municipality waivers securities for SMMEs.

All procurement contracts are conducted using the closed tendering
system where quotes are submitted in a closed envelope to ensure fair-
ness and due diligence and not to compromise the procurement proc-
ess. Thus buyers cannot divulge inside information to their friends and
acquaintances. This system is meant to reduce any possible kickbacks to
role players.

The respondents indicated that even though there is no gift register,
staff members involved in procurement are required to sign declara-
tions of interest.

Drakenstein Municipality

Drakenstein Municipality (DM) has been engaged in several initiatives
over the past two years to bring about the social and economic transfor-
mation of its community. Foremost among these initiatives is the at-
tempt to reduce poverty and unemployment. To this end, the Council
has commissioned an IDP, of which the LED is a central plank. Coun-
cil, in close collaboration with the Mayoral Committee, has also identi-
fied several initiatives to restructure the internal organisation of its de-
partments as part of the broader effort to create developmental local
government. The Procurement Office is one part of the internal reor-
ganisation exercise that aims to link the procurement of goods and serv-
ices to local economic development while stimulating the formation of
SMMEs among previously disadvantaged communities and thereby con-
tributing to local black economic empowerment.

Only 2-3% of the monetary value of procurement contracts is cur-
rently awarded to HDIs. Much of the procurement budget is aimed at

13
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high cost capital-intensive projects, which makes it difficult to benefit
the poor directly in the procurement process. Efforts are currently
underway to identify the most appropriate goods and services required
by the municipality that can be supplied by HDIs and the poor.
Departments that procure goods and services in DM currently un-
dertake all their own buying since each department has its own budget.
Not all departments are familiar with the details of the procurement
policy and in the absence of a centralised monitoring system, officials
use their own evaluation system to decide on which service provider to
use. There are concerns that this practice may not achieve the objectives
of the procurement policy. Buyers that are under the Head of Expenditure
merely process the orders since supervisors obtain all quotes. This system
leaves a lot of room for bribery and corruption. The following observa-
tions on the institutional role of the procurement manager were also made:
e the procurement manager is not part of the process of evaluating
all tenders;
< he only signs off projects for processing;
e thereis no clarity on the roles and responsibilities of the procure-
ment manager; and
e the institutional arrangements under which the procurement
manager works are not appropriate for achieving the aims of pref-
erential procurement.

Current problems with procurement at the municipal
level

In virtually all the municipalities investigated the following problems
were identified:
e Municipalities generally do not keep track of the goods and serv-
ices that are being procured and have inadequate information on
the status of companies in terms of PPPFA requirements.

14
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Where institutional capacity is poor, accountability for targets
also seems to suffer. If targets are set there is no monitoring mecha-
nism in place to assess performance management or the indices
for supply chain performance to map the progress towards the
PPPFA objectives.

No infrastructural arrangements to accommodate the special needs
of HDIs have been put in place.

The procurement and provisioning procedures in government
are overly rule-driven, where value for money is almost always
equated to the lowest price tendered. The emphasis is almost ex-
clusively focused on the monitoring of inputs, with little or no re-
gard to the outcomes of procurement and provisioning processes.
The PPPFA policies are not properly formulated and national
targets are not set in respect of important policy objectives such
as the promotion of HDIs and SMMEs.

The above issues affect almost all municipalities. This means that
there are serious issues that need to be addressed, such as the focus and
the implementation of procurement policies. Other issues identified in
the municipalities are discussed below.

Fronting

The use of black directors in predominantly white companies to score
points on a tender is generally called fronting. Among the factors that
distinguish fronting companies from genuine empowerment firms are
the following:

the black directors have no significant decision-making powers;
they are not involved directly in the operational side of the com-
pany in question;

they do not occupy executive positions in the company; and

a significant share of the company’s equity is not held by HDIs.

15
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Fraudulent practices in procurement

Governments at every level have a special responsibility to prevent fraud
and corruption as far as public funds are concerned. The procurement
process is often fraught with the danger of corruption and fraud, either
through kickbacks, nepotism (favouring friends, relatives, or compa-
nies in which an official has an interest) or privately negotiated quid pro
quo agreements with suppliers. The regulatory framework sets out a
clear code of conduct that applies to all the parties concerned but there
is reason to believe that the code is not always observed and that the
controls and/or enforcement are weak.

Impact of procurement expenditure on the
local economy

The impact of procurement expenditure on the local economy can best
be assessed by analysing the information that was made available by
officials of several departments in the municipalities investigated. The
total expenditure on procurement of goods and services for the differ-
ent municipalities represents a healthy injection of capital into the local
economy. What distinguishes procurement expenditure from other
private investment, however, is that it is guided by policies aimed at
achieving a range of social and economic objectives in the course of
providing goods and services. In assessing the present procurement prac-
tice it will be necessary to see to what extent these policy objectives have
been achieved. The analysis reveals that only a small fraction of pro-
curement expenditure went to companies with significant black owner-
ship. The effect of such a pattern of procurement expenditure is that it
perpetuates the flow of income to established businesses, which, by and
large, are owned by the more privileged sections of the population.
This only exacerbates the already large disparities evident in income
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inequality and has severe consequences for social development. If pov-
erty is to be alleviated, municipalities would have to ensure that a larger
share of financial resources is directed towards low-income areas so as
to stimulate local economic activity. The logic here is that every addi-
tional rand that circulates in a given community induces demand for
goods and services, some of which can be provided directly by locally
based entrepreneurs or micro-enterprises. This is known as the ‘multi-
plier effect’. The multiplier effect is used to show what the effects will
be for the local economy if the budget (or a large proportion of it) is
spent locally within the municipalities. In this way we are building a
case for involving the poor in the procurement process since the ben-
efits will flow back into the local economy and not outside of it, as is
the case when big companies do work on behalf of the municipalities.

Calculating multipliers of particular categories of
goods and services for a given community

This is generally done by figuring out the impact that can be expected
from a given expenditure or economic activity. The economic activity
could be the production of goods that are sold to a business in another
area (an export) or it could be a public works programme (building
roads, bridges, etc.) or a housing construction project. Whatever the
source, an injection of a sum of money into a local economy stimulates
spin-off activities, which generate either jobs or incomes for the local
population. The total effect of the original economic activity and the
spin-offs is what the multiplier measures. We can illustrate the multi-
plier with the following example:

Company A, a textile company in Drakenstein, gets an order for
upholstery cloth from Company B, a large furniture company in Jo-
hannesburg, for R1 million. After payment is received Company A
spends about 40c of every Rand received for goods and services in the
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local community. The households or businesses who receive these 40c
spend 16¢ within the community. Of the 16¢ another 6¢ is spent on
local goods and services, followed by another 3c and finally, 1c. The
expenditure of R1 in the local community generated a total income of
R1.66 for other firms and residents. The multiplier therefore is 1.66.

If we assume that we target the procurement budget in such a way
that for every R1 that is spent in the local economy, companies spend
R0.60 in the local economy, through the multiplier the total economic
impact of the procurement budget is substantial.

As things currently stand, however, this money circulates (gener-
ally) among the upper quintiles of the WCP’s population, which may
partially explain the worsening of income distribution. There is also a
strong possibility that a proportion of this money leaves the local
economy as dictated by the diverse investment and consumption inter-
ests of high-income groups and their more mobile lifestyles.

If, however, this money were to flow into the income stream of low-
to middle-income groups, there is a strong likelihood of the beginning
of a virtuous cycle wherein basic goods and services are demanded which,
in turn, leads to more job creation leading to even more goods and services.

The re-allocation of fiscal resources in this way may at first appear to
be making one part of society worse off in order to make another part
better off. Viewed in a wider context, however, the outcomes from
such re-allocation show that the benefits to society as a whole are sub-
stantial. An easy way to understand this is to look at the levels of ex-
penditure and saving of a given community. Where the marginal pro-
pensity of consumption of a community (the amount people are in-
clined to spend of their income) is greater than the marginal propensity
to save (the amount of their income they are inclined save), then the
expenditure multiplier is higher. In simple terms, for every additional
Rand that people spend of their income rather than save, expenditure
will multiply by a factor of X. The multiplier means that every time a
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Rand turns over, a portion of it goes towards additional demand for
goods and services, which increases income to someone else in the
economy and which, theoretically, should result in the creation of more
jobs. This was one of the important contributions made by John
Maynard Keynes, when he demonstrated the effect of increased govern-
ment expenditure as a way of stimulating the economy. In the WCP, as
in South Africa at large, the challenge is to not only increase govern-
ment expenditure but also to target it in ways that raise per capita in-
comes of the poorest sections of the population because this has been
shown to raise the rate of growth of the economy.

Recommendations

Conflict between policy objectives and market principles needs to be
avoided by creating win-win situations for policy implementation and
market efficiency. There is a need to build and strengthen the capacity
of authorities to strike a healthy balance between developmental pro-
poor needs and concerns and to formulate procurement procedures
aimed at achieving the goal of sustainability.

Some detailed measures for bridging the divide

The low HDI share of procurement can be attributed mainly to the
paucity of skills in South Africa’s previously disadvantaged communi-
ties, which thus limits their ability to take advantage of procurement
contracts directed at HDIs. Other limiting factors are lack of access to
finance, literacy levels, management and organisational skills and net-
working. The challenge lies within the supply chain management office
of municipalities to incorporate institutional mechanisms to draw in
more HDIs as well as spreading the pie among the poor. These institu-
tional arrangements include the development of linkages between SMMEs
and skills development through the SETAS. Internally it means that a
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help desk needs to be set up to provide information and to assist HDIs
to form linkages, joint ventures and sub-contract with major companies
as a means of knowledge and skills transfer. However, since the poor
have mostly labour and basic skills at their disposal, the supply chain
management office needs to identify low cost/high impact contracts
within the budget and assign this area for HDIs and poverty alleviation
aspects. This idea of segmenting the procurement pie to identify the
portion that can be directed to the poor, namely low cost/high impact
goods and services, is illustrated in table 1.

The first step in allocating procurement to HDI and poverty allevia-
tion would be to have a comprehensive list of the main goods and serv-
ices required by a municipality as well as a database of local businesses/
companies/individuals that are able to provide these services. A matrix
of the goods and services can then be developed to calculate their cost
and impact (job creation, poverty alleviation effect and equity), and
thereby give the municipality a basis for selecting service providers to
ensure maximum impact on the local economy.

The following diagram illustrates how this would work:

Figure 1: Impact versus cost matrix
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Examples of the goods and services that fall into the four designated
categories illustrated in Figure 1 are given in the table below:

Table 1: Description of goods and services according to their
cost and impact

Low cost/low impact

High cost/low impact

Supplier is able to offer the goods
at the best possible price.
Relatively low expenditure by the
municipality but minimal impact as
far as job/income creation is
concerned.

Amount injected into local economy
is too small to have any effect as a
multiplier.

Getting poor communities to
produce the goods is not feasible
because capital costs may be too
high.

Spin-offs may not be extensive
because of the nature of the
industry.

Possible example: toilet paper, nuts
and bolts, nails and screws

= Goods/services are essential and
costs are high.

e There may only be a few providers
or suppliers.

e Industry is capital intensive with
high- to semi-skilled employees.

e Expenditure may be high but few
spin-offs.

Possible example: IT companies
(software specialists, programmers,
analysts) and consultants

Low cost/high impact

High cost/high impact

Generally service-oriented
projects.

Labour rather than capital
intensive.

Overhead costs are low.

Needs low- to semi-skilled
workers.e Spin-offs can be high
if other measures are put in
place.

Possible examples: Public works
projects (light construction,

e Goods and services are essential to
growth of local economies.

e Both labour and capital intensive.

e Requires full range of skills, from
unskilled to professional.

e Spin-offs are high because of
multiplier.

Possible examples: Infrastructure
projects, housing construction

beautification/environmental clean
up) and light manufacturing (overalls
for municipal staff)
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The next step is to target the low cost/high impact goods and serv-
ices and develop specific pro-poor measures to get the poor to partici-
pate in the provision of these goods and services.

Through the 80/20 and 90/10 points system, municipalities have a
way of encouraging the use of local enterprises and local labour by the
weight it assigns to these criteria. The stimulation of expenditure in the
local economy in this way should see a progressive increase in the mul-
tiplier. This could be significantly strengthened, however, if munici-
palities developed a comprehensive list of products that need to be pro-
cured and then applied the principles of impact and cost to each cat-
egory of goods/services. An ever-increasing proportion of goods and
services that are procured according to low cost/high impact criteria
would raise the multiplier by a considerable margin and thus cause a
larger volume of money to circulate in poor communities.

Further recommendations

Break-out procurement

When contracts are large there may be the possibility of dividing the
work into smaller contracts and thereby spreading the provision of goods
and services among several SMMEs. This is referred to as break-out
procurement or unbundling. The primary rationale behind it is to cre-
ate opportunities for several smaller companies who would otherwise
not be able to tender because they lack the human and financial re-
sources that would be required. While this objective certainly gives ef-
fect to the central aims of procurement, care must be taken to ensure
that quality, time, cost and value for money are not compromised. The
municipal manager and the procurement manager should encourage
HoDs to apply their minds to determining the unbundling of contracts
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where feasible and without compromising quality and value for money.
It is recommended that municipalities implement unbundling where it
is possible.

Targeting

Targeting refers to the use of the tendering system to ensure that pro-
gressively larger proportions of the procurement budget are awarded
to persons previously disadvantaged by unfair discrimination. This usu-
ally entails setting specific goals that stipulate the number of SMMEs
owned by HDIs that should be recipients of contracts or awarding more
points to companies in which a portion of the equity is held by previ-
ously disadvantaged persons, women or the disabled. There have to be
rewards and penalties for achievement of targets. Targets have to be tied
to the contracts of senior staff so that greater effect can be given to the
targets rather than leaving it up to their discretion.

The location and organisational structure of the
procurement office

The organisational structure of the municipality can, and often does,
affect the way in which decisions are made and work is processed. For
example, because of the absence of a procurement manager until fairly
recently, the Drakenstein Municipality has not yet had the opportu-
nity to rationalise the location of government departments to imple-
ment its procurement policy and to give effect to the vision of the mu-
nicipality for its social and economic development.

Mentorship policy

Consideration should be given to joint ventures with poor individuals
and communities with the aim of mentorship and capacity develop-
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ment. The procurement policy should provide incentives for compa-
nies that establish joint ventures with HDIs, particularly in labour-in-
tensive contracts.

Improving access to information

It is recommended that a tender advice desk be established with the
specific role of holding tender advice briefing sessions in the various
wards, particularly in wards where literacy levels are low. The tender
advice desk should also be mandated to make the annual procurement
plan and all tender advertisements of the municipality available to all
communities (via libraries, clinics, community centres, etc.). Ward com-
mittees can also play an important role in disseminating information
about procurement in the different wards

Conclusions and recommendations

Although the regulatory framework has gone through significant
changes, the results in the three municipalities researched provide evi-
dence that the situation has not improved much. The research has shown
that this has not translated into tangible, material differences in the lives
of the poor and that certain steps need to be undertaken to make pro-
curement more pro-poor. This may largely relate to problems with
implementation, but also reveals that the provisions of the PPPFA and
the procurement policies of the municipalities need to make pro-poor
goals mandatory. The regulatory framework demonstrated in the tar-
geted procurement policies of a few local municipalities has the poten-
tial to be pro-poor. Now effective implementation, by means of moni-
toring and setting achievable targets, needs to be set up and followed
through. During our research we discovered some areas where the pro-
curement regulatory framework counteracts the needs of the poor. These
include the following:
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e the system is designed for cost effectiveness for the municipality;

e a small percentage of only 20% or 10% is considered for desig-

nated categories;

< its design does not encourage pro-poor activities since most of

the pro-poor regulations are not mandatory; and

e even those BEE companies that do get contracts are not suffi-

ciently supported to ensure their sustainability.

Procurement, as it now functions within the three municipalities, is
only helping to widen the income gap since only a small percentage of
procurement budgets are going to BEE. To address these inadequacies
those specific pro-poor goals stipulated in the Preferential Procurement
Regulations, 2001 should be made mandatory. Furthermore, the regu-
latory framework has to put some emphasis on the targets for BEE and
the socio-economic effects that ought to be achieved. The regulation has
to go beyond prescription and towards enforcement since South Africa
has one of the highest Gini-coefficients in the world, with half its popu-
lation living below the poverty line (Terreblanche, 2003).
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