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Linking MIG and PPPs 

Expediting Service Delivery to the Poor and Increasing Private Finance 
 

A Concept Paper 
 
 
1. INTRODUCTION 
 
This concept paper is intended to initiate a dialogue on the use of the Municipal 
Infrastructure Grant (MIG) to leverage private sector expertise and finance and ultimately 
expedite service delivery.  The concept is based on the observation that on one hand the 
capacity of municipalities to efficiently spend and implement MIG funds are limited and 
on the other hand Public Private Partnership (PPP) projects in basic services serving the 
poor are often not bankable because user fees from poor are not sufficient to cover the 
payment to the private sector.  This paper argues that eligibility of the poor to access 
MIG grants should remain the same regardless of the procurement method, whether it is 
a conventional method or a PPP method1. Allowing MIG grants to be spent under a PPP 
arrangement will help the achievement of the primary MIG grant objective which is 
service delivery to the poor.  
 
In addition to the above, there are other benefits that strengthen the argument for the 
use of MIG in PPPs, namely improved access to finance for non-poor users and 
improved service quality including improved asset maintenance.  The benefits are further 
elaborated below.  
 
Upon in principle agreement from the relevant stakeholders in National Treasury, 
Department of Provincial and Local Government, and key line departments to further 
explore this concept, a more detailed concept paper will be developed.  
 
 
2. PROBLEM STATEMENT 
 
• Limited Municipal Capacity to Develop and Operate I nfrastructure Facilities 
 
There is consensus that municipalities are facing enormous problems in service delivery, 
ranging from the development/construction of the facilities to operations and 
maintenance.  Recent statistics from DWAF suggest that South Africa will not be able to 
meet its 2008 targets of eradicating water backlog targets. If South Africa wants to reach 
these targets, it will need to double the pace of service delivery.  In some provinces, 
such as KZN, the backlogs are such that the pace of service delivery would need to be 
quadrupled for targets to be met.  Given the capacity problems, it is unlikely that the 

                                                 
1 The reader is reminded that PPP is just another procurement method with the key difference from 
conventional procurement being private finance and risk transfer.  
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public sector on its own will be able to meet those targets. Note that the data are only on 
backlogs, and not on maintenance of existing infrastructure 
 
On maintenance, the situation is not much better. The South African Institute of Civil 
Engineers (SAICE) in its Infrastructure Report Card gave municipal infrastructure such 
as water, sanitation, and waste scores between “C” and “E”.   Lack of adequate 
resources and skills for maintenance and operations was highlighted as a serious 
concern by the report.  Lack of preventive maintenance not only impacts on quality of 
service but will in the long run result in more expensive repair and/or loss of productivity 
of the assets. The report furthermore states that most non-metro water services are not 
meeting drinking water standards. Anecdotal evidence abounds on new infrastructure 
falling into a state of disrepair due to lack of proper operations.  
 
• Limited Municipal Capacity to Utilize Available MIG  funding 
 
It is ironic that against the backdrop of delivery backlogs, grant funding made available 
by National Government cannot be fully spent.  Except for recent improvements, the 
level of MIG spending has historically been low, ranging from __% to __%__ in the last 
few years.  The causes for this under-spending range from the inability of municipalities 
to prepare good proposals for MIG funding, onerous approval and reporting 
requirements by the various MIG structures, lack of project management capacity, and 
demanding procurement procedures.  Various initiatives to improve infrastructure 
planning and delivery have either been completed or are underway, such as the recently 
completed Project Consolidate, the DBSA administered Siyenja Manze, deployment of 
advisors for MFMA implementation, DWAF’s regional one-stop shops, and various donor 
support.  However, given the scale of the backlogs and capacity constraints at the 
municipal level, these initiatives need to be complemented by PPPs.   
 
• Fragmentation between new investments and proper op eration and 

maintenance 
 
The combination of MIG’s focus on eradicating backlogs for the poor and municipalities’ 
limited capacity has inadvertently resulted in a focus on investments at the 
household/retail level to the neglect of other components that are integral to a 
sustainable service delivery system. These components include bulk infrastructure, 
proper operation and maintenance of existing infrastructure, and proper billing and 
collection.  
 
Obviously the use of MIG in a PPP is not the only answer to the problem and more 
systemic interventions such as the WSDP (Water Service Development Plan) or master 
planning support from DWAF will be needed.  Because of its performance-based nature 
and the inclusion of life-cycle cost, PPPs will address many of the fragmentation 
problems.  
 
• Low Bankability of Basic Service PPPs 
 
PPPs in basic services such as water are often perceived by many to be not viable 
because the user fees especially from poor users are not sufficient to recover costs. 
Except for a portion of operational costs for Free Basic Services that can be subsidized 
through the Equitable Shares, municipal PPPs are expected to rely solely on users fees.  
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This places a high burden on users and deprives poor users of subsidies from national 
government that they are ordinarily entitled to under conventional procurement.   
 
Internationally, there has been a shift in thinking from an expectation of PPPs to fully rely 
on users fees to an acceptance that for services with limited financial returns, public 
resources might be needed to support the viability of PPP projects (see more below). 
 
It is our understanding that there is actually no explicit prohibition from MIG being used 
for poor users under a PPP arrangement and that MIG funds have been used in the past 
to support a PPP Project.  However, the mere fact that there is no guidance on how to 
do this has prevented this from happening on a larger scale.  
 
• Access to finance for non-poor users affected 
 
Theoretically, projects which serve such as middle and upper-income residential 
customers and commercial/industrial users should be able to proceed under a PPP 
arrangement.  In reality however prioritising such projects is not politically viable. 
Increasing access to the poor is of utmost priority to municipalities and projects which 
only serve non-poor customers will be put on the backburner. Hence, allowing MIG to be 
spent under a PPP arrangement whose targets include a mix of poor and non-poor 
users will free up access to private finance for non-poor users and help achieve 
government’s broader objectives of increasing infrastructure availability for economic 
development. 
 
 
3. INTERNATIONAL AND DOMESTIC EXPERIENCE 
 
The following illustrates how government financial support for PPPs is gaining 
acceptance world wide and some of the models available.  The support ranges from 
subsidies targeted to specific groups of the population (OBA) to subsidies targeting the 
gap between the project’s financial returns and the needed returns (Viability Gap 
Funding).  All models have one feature in common which is that payment to the private 
party is tied to performance. 
 
• PFI Credits – UK  
 
South Africa has modeled much of its PPP framework on the UK’s PFI (Private Finance 
Initiative) framework.  It has adopted the rigorous value for money approach including 
the construction of the public sector comparator and quantification of risk but it has not 
adopted the one component of the UK model that has been important to the success of 
PFI/PPPs in the UK2,  and that is the PFI Credit.   The PFI Credit has been a huge 
incentive for departments and municipalities to go the PPP Route.  The PFI Credit is a 
special grant facility made available to departments and local authorities to provide 
revenue and credit support for payments for the capital component.  PFI credit can 
support up to 90% of the payment stream.   
 

 
 
                                                 
2 Six hundred new facilities were built through the PFI route amounting to 10% to 13% of total investment 
in the period of 1998 to 2004 
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• Output Based Aid – World Bank 
 
With the realization that PPPs that included poor users could not rely on user fees alone, 
the World Bank introduced the concept of Output Based Aid (OBA) in 2000. Output 
Based Aid is used to promote the effective use of public funds to deliver infrastructure 
services in an efficient way to the poor. Under this approach, governments delegate 
service delivery to a third-party under contracts that tie disbursement of public funding to 
the services or outputs actually delivered to targeted groups.    Governments use such 
performance-based subsidies where policy concerns, such as the affordability for 
particular groups of users, justify public funding to complement or replace user fees. 
Output Based Aid has been tested in many sectors in many counties, from water 
projects in Chile and Paraguay, to roads in Argentina, rural telephony in Peru, primary 
health care in Rumania, to oral dehydration in Bangladesh.  
 
• Viability Gap Funding – India  
 
India has been suffering with chronic underinvestment on infrastructure.  While this is a 
phenomenon common to many developing countries and even some developed 
countries, India’s problem is particularly severe.  As with other countries it started to look 
at the private sector to complement the financing and skills gap.  However, given the 
long development periods and limited financial returns in certain sectors3, private sector 
interest was modest. In 2004 India introduced the Viability Gap funding whereby funding 
can be made to cover the viability gap in PPP projects with long development periods 
and limited financial returns. Viability gap funding can take various forms, including but 
not limited to capital grant, subordinated loans, O&M support grants or interest subsidy. 
A mix of capital and revenue support may also be considered. 
 
Funding is disbursed contingent on agreed milestones, preferably physical, and 
performance levels being achieved, as detailed in funding agreements.  The funding is to 
be provided in installments, preferably in the form of annuities, and with at least 15 per 
cent of the funding to be disbursed only after the project is fully functional. The Viability 
Gap funding cannot exceed 20% of total project costs.  In FY 2005/2006, 2.3 billion 
Rands were made available to fund the facility. 
 
• South Africa 
 
Government support to PPPs relying on user fees as its revenue source is not new in 
South Africa. Examples include Gautrain which enjoyed a 90% capital contribution from 
Government and the Cradle of Humankind which also enjoyed almost 90% of capital 
contribution from Government.  The rationale for this support is the external economic 
benefits such as increased local economic development, managed spatial development, 
and environmental benefits resulting from reduced pollution.   
 
Given the significant externalities resulting from the basic services that are targeted by 
MIG4, MIG targeted sectors should also enjoy similar public sector support that the 
above projects have historically enjoyed.   

                                                 
3 India, not unlike South Africa, had very low cost recovery levels and compared poorly to other Asian 
countries in this area.  
4 Externalities from investment in the water sector are enormous and include reduced infant mortality, 
reduced water borne diseases, reduced time for collecting water.  In the waste sector, the benefits are also 
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4. BENEFITS 
 
To summarise, allowing MIG to be used under a PPP arrangement will accomplish the 
following:  
 
• Expedited service to the poor 
 
Currently, because of limited municipal capacity, services to the poor are not delivered 
timeously.  Allowing MIG to be spent under a PPP arrangement will allow expedited 
service to the poor.   
 
• Service delivery to non-poor and economic users 
 
The viability of basic service PPPs has often been questioned as there were 
uncertainties over the revenue stream from poor users.  While structuring PPPs around 
the other users is technically possible, most municipalities are not interested since 
addressing the backlog and serving the poor is of utmost priority.  If a significant portion 
of the required revenue stream from poor users were secure, then it would be easier for 
PPP projects serving mixed users to get off the ground since the revenue stream from 
non poor users is quite secure. 
 
It should be emphasized that allowing MIG funding to be used under a PPP arrangement 
will most likely not solve all the bankability issues as MIG only pays for capital cost and 
not operational and maintenance costs.  Given the low billing and collection levels and 
inappropriate tariffs, a revenue gap is likely to remain.  However, this gap will be more 
easily addressed.  The MIG support can even be structured to reflect larger 
commitments in the initial years as cost recovery is still low and taper off in the latter 
years as cost recovery measures start yielding results.  
 
 
• Proper operation and maintenance ensured  
 
As mentioned above, as payment is based on output, the private party has every 
incentive to ensure that proper operation and maintenance is undertaken.  In certain 
facilities with very long lives, maintenance amounts and frequency might have to be 
specified in the contract as the impact from lack of maintenance might not become 
evident during the concession period.  
 
 
5. STRUCTURING OPTIONS 
 
There are different ways in which the MIG grant could be structured to support a PPP. 
The two options below are the main options with possible variations within each option 
or even hybrids combining certain features of the two options. The charts below illustrate 
the differences.  
 

                                                                                                                                                 
significant and include reduced water and soil pollution, reduced diseases, increased tourism and economic 
opportunities.  



 6

• Option 1 – Upfront co-funding 
Under this option, the grant fund will be used to pay a portion of the capital investment 
that benefits poor and other social users. The remaining capital investment benefiting 
non poor users will come from the private party.  The sources of revenue for payment of 
the private sector would come from: 

 
• Equitable share  

The equitable share will cover operational costs of consumption by the poor up to 
the amount prescribed by the Free Basic Services policy (e.g., in the case of water 
6 KL/household/month). 
 

• User fees 
User fees should cover the following:  

• Operational costs for consumption in amounts above what is subsidised 
under Free Basic Services policy. 

• Capital cost for the capital not subsidized by the MIG 
 

• Other own-source revenues 
Other own-source revenues such as revenues from property taxes can be used to 
meet the revenue gap not covered by the preceding income sources.  
 

The advantages of this option are: 
 

• Lower finance costs as finance costs (debt and equity) are only on capital portion 
financed by the private party. 

 
• Easier to administer. As disbursement is once-off, the administration is easier 

compared to Option 2 where payment is done on a periodic basis. 
 

• Could be appropriate for smaller projects which can be implemented by smaller 
private parties.  These private parties might not be able to raise the full finance 
required. 

 
The disadvantages of this option are: 
 

• Because government support has been given upfront the revenue stream for the 
unitary payment relies solely on user fees and other municipal own source 
revenues making the revenue stream less predictable. 

 
• Only a portion of private capital is at risk.  One driver of value-for-money of PPP 

projects is when private capital is at risk.  Hence, careful thought would need to be 
given to what is the optimum co-funding so that there is optimum risk transfer and 
minimum financing costs.  
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• Option 2 – Annualised Grant  
 
Under this option, the grant will be spread or annualised to provide a core and 
predictable component to the unitary payment. The remaining unitary payment will 
originate from equitable shares, user fees, and possibly other own source revenues. 
 
The advantages of this option are: 
 

• Private party is ensured that a portion of revenue is secure 
 
• Private capital is at risk 

 
The disadvantages of this option are: 
 

• Higher finance costs as finance costs (debt and equity) are applied on total 
investment (as opposed to the portion funded by the private party) 

 
• Disbursement procedure at the moment still unclear and needs to be established 

(for example does the municipality establish an dedicated escrow account or does 
NT hold on to funds and disburse them annually) 

 
A possible variation under this option is one where the amount of the annualised grant is 
not flat but tailored to the needs of the project in question.  For example, the MIG 
support could be structured to reflect larger commitments in the initial years when cost 
recovery is still low and then to taper off in the later years as cost recovery measures 
start to yield results  
 
 
6. Next steps 
 
The immediate next step is to obtain feedback from various government stakeholders 
(Local Government Chief Directorate/NT, Infrastructure Chief Directorate NT, Municipal 
Service Partnerships Chief Directorate/DPLG, MIG Chief Directorate/DPLG).  Early 
feedback and consensus on the reform will allow the change to take effect in the 
August/September cycle.  Once feedback has been obtained, the following is 
envisioned:   

 
• Operationalise concept paper, including how the conditions of the grant (sector 

allocation, targeted beneficiary) will be structured, procurement procedures, and 
the role of the various stakeholders.  

 
• Revise DORA accordingly 

 
• Decide on method of roll-out whether on a pilot basis or full scale. 
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Annualized grant 

Private party’s 
capital 

INVESTMENT 
PROFILE 

UNITARY PAYMENT 
PROFILE 

(Prior to indexation) 

Years 

Equitable share1 

Option 2: Annualized Grant 

 
User fees2 

Other Own-Source-Revenue 

Note: 
1. Equitable share is a consumption subsidy for free basic services for 

the poor. 
2. Tariff for users fees should be set such that it is sufficient to cover: 

• Consumption above FBS 
• Capital cost for non-poor users 

MIG Grant (capital 
subsidy for poor) 

Private party’s 
capital 

INVESTMENT 
PROFILE 

UNITARY PAYMENT 
PROFILE 

(Prior to indexation) 

Years 

Equitable share1 

Option 1: Co-funding 

 
User fees2 

 

Other Own-Source-Revenue 

Note: 
1. Equitable share is a consumption subsidy for free basic services 

for the poor. 
2. Tariff for users fees should be set such that it is sufficient to cover: 

• Consumption above FBS 
• Capital cost for non-poor users 

 


