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Foreword  
 

This discussion paper – as other ones of mine in the same series – has been written as a part 

of “Action Research”1. Action Research aims at solving an acute social problem by guiding a 

reflective process of suitable knowledge creation in a system or community of practice. This 

type of research invites stakeholders to actively participate in a social change process. There 

are thus two processes in inter-connection and inter-action:  

Knowledge creation ↔ social change.  

The more general problem that we deal with in this discussion paper is the funding of local 

public infrastructure in South Africa. There seems to be too little funding; and the given 

funding seems to be not as fair, equitable, efficient or effective as possible and wanted.  

The more specific question we ask is:  

“How can this problem be solved by Municipal Pooled Financing?”  

This piece of Action Research has been developed in a cooperation between SALGA and GIZ; 

and more in particular, as part of the “Task Team on Sub-National Pooled Financing 

Mechanisms” in Gauteng. Other stakeholders have been included. – I thank them all very 

much.  

However, a specific sustainable solution has not yet been found and implemented from 

that. The Action Research process thus needs to go on. All stakeholders are still cordially 

invited to participate.  

 

Background  
 

South African municipalities are facing in particular the following challenges:  

 Historical burden: Infrastructure is still not integrated enough to generate higher 

productivities.  

 Migration: People move from rural and economically weaker municipalities to urban 

and economically stronger ones. Thereby, the demand for local infrastructure shifts.   

 Climate change: People adapt to such changes by their demand for local 

infrastructure. Moreover, the technical conditions for the supply side change.  

 Technical infrastructure realization: Infrastructure investments are often extremely 

complex. They are confronted with different regional conditions, long and 

differentiated planning and construction phases, maintenance issues, and political or 

legal requirements.  

                                                      
1 For more see: Burns (2007); Greenwood/ Levin (2007).  
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 Funding of infrastructure: The complexity of the technical infrastructure delivery 

translates into the funding. Moreover, local infrastructure is basically intended to 

generate positive externalities. This means that the investor is (directly) rewarded 

for some of the benefits that he creates for others.  

 Assessment of citizens: They are often unsatisfied with the degree of local 

infrastructure development they encounter; which sometimes even leads to (violent) 

protests.2  

Thus, the following basic approaches to cope with those challenges have been discussed:  

 To expand funding;  

 To develop a new instrument to fund special local infrastructure investments;  

 To coordinate and integrate infrastructure funding;  

 To foster capacity development.  

 

What is “Municipal Pooled Financing”?  
 

Municipal Pooled Financing (MPF) is a cooperation between municipalities to jointly borrow 

money. Specific, joint rights and obligations arise out of such a cooperation; which refer to:   

1. Liabilities;  

2. Assets;  

3. Expenditure;  

4. Revenue;  

5. Risks;  

6. Stakeholders.  

Ad 1.)  

The joint borrowing of money creates a joint obligation for the participants to pay back the 

borrowed money – plus an interest. They may find a special way on how to share this 

obligation/ liability; on how to organize debt redemption.  

Ad 2.)  

Participants can create new assets with the jointly borrowed money. These assets can get a 

status of joint ownership. But the municipalities might also need to bring in own, old assets 

to secure the joint loan. Those assets then also can get a status of joint ownership.  

Ad 3.)  

The participating municipalities can spend the borrowed money more or less independently 

from each other or from the lenders. But the way in which they spend the money will 

                                                      
2 This may be accepted without empirical evidence.  



  

5 
 

influence their abilities to contribute to the joint debt service. Hence, some agreement on 

how to spend may be made.  

Ad 4.)  

At the beginning, the borrowed money is not only a liability but also a revenue for the 

participants. The way in which this revenue is shared can differ from how the parts of the 

liability are assigned. The investment of the borrowed money may later generate specific 

revenue. The ownership of this revenue needs to be defined. In principle, one specific 

revenue competes with all the others for different uses.  

Ad 5.)  

Joint borrowing incurs joint risks. This risks can lead to losses of joint assets (non-financial 

ones included, as for instance reputation) or of joint revenue. To optimize these risks, a joint 

risk management – with common rules and a common strategy – might be needed.  

Ad 6.)  

Joint borrowing creates joint impacts; it thus incurs joint stakeholders. The relationships 

with them need to be jointly managed, because the MPF-participants are jointly 

accountable to them. Some agreement needs to be reached on the common goals and rules 

of the stakeholder management; on the sharing of the costs and benefits.  

 

Hence, based on the joint rights and obligations, the participating municipalities create an 

own system. They create an own structure (connections and rules) that guides their related 

actions. This structure especially determines, how the joint rights and obligations are 

shared. It may be created in five main dimensions:  

1. Norms:  

a. Which norms apply?  

b. How are they defined?  

c. How are the weighted?  

d. How are they enforced?  

2. Characteristics of members:  

a. Number;  

b. Diversity:  

i. Geographic;  

ii. Social/ demographic;  

iii. Economic;  

iv. Financial;  

v. Political;  

c. Consistency/ coherence;  

3. Joint borrowing transactions:  

a. Number;  

b. Type;  
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c. Size;  

d. Frequency;  

4. Purpose of borrowing:  

a. Budget-related:  

i. Volume;  

ii. Structure;  

iii. Liquidity;  

b. Project-related:  

i. Function of project;  

ii. Size of project;  

iii. Complexity of project;  

5. The environment:  

a. Types:  

i. Economic;  

ii. Social;  

iii. Ecological;  

iv. Political:  

b. Coordination.  

In its different parts, the structure may be more or less visible, tangible or static. The more 

visible, tangible and static parts can rather be deliberately designed. The interconnection of 

the (rather designed) parts is called a mechanism – a Municipal Pooled Financing 

Mechanism (MPFM). The functioning and results of such a mechanism may be easier to 

predict. Nevertheless, it holds that the whole may differ – in its functioning and results – 

from the sum of its parts. The interplay of individually intended actions can produce 

unintended total results.  

 

The Potential Strengths, Weaknesses, Opportunities and Threats 

(SWOT) of MPF  
 

Strengths and Weaknesses  
 

In general, the following potential strengths can be ascribed to MPF – as an infrastructure 

funding tool:  

1. Funding options: MPF gives the municipalities another option and thus more power 

and flexibility in its general financial management. There can be a higher 

diversification of risks.  

2. Higher market power: Jointly, municipalities reach a higher capital market share on 

the demand side. Thus, they might be able to correct a former imbalance of power.  

3. Lower average administration costs: Each member spends relatively less money on 

borrowing capacities and structures.  
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4. Adaptation to cash-flows: The financial rights and obligations can be shared in such 

a way that they better fit the cash-flows of the funded (infrastructure) investments.  

5. Positive incentives to improve credit-worthiness: Members implement rules and 

put pressure on each other to improve their credit-worthiness because each one 

profits from the other’s improvement.  

6. Generation and use of more specific capacities: The specific MPF-institutions 

incentivize and integrate a specific knowledge that may help the municipalities to 

make their financial management, their borrowing more economical, efficient, 

effective and equitable.  

 

Potential weaknesses of MPF are in general: 

1. Less transparency: An MPFM is less transparent due to the integration of different 

elements/ members and strategic motivations and behaviour.  

2. Costs for additional structure: Additional costs are incurred by setting up and 

maintaining specific MPF-capacities. These capacities might gain an own (cost) 

dynamic over time.  

3. Less suitable internal conditions: Due to collective decision-making, single members 

have to move away from their individually optimal options.  

4. Less suitable external conditions: The new, larger, more complex environment 

imposes norms on the mechanism which are less suitable for individual members – 

so for instance, in accounting.  

5. More difficult and costly rating: As MPF is more complex, an MPFM is more difficult 

and costly to rate. The probability of error is higher.  

6. Moral hazard between members: Based on internal asymmetries (in information or 

power), individual members can avoid to make their due contributions.  

7. Moral hazard between MPFM and lenders: Based on external asymmetries, lenders 

may impose unjustified obligations on the MPFM; and – in reverse – the mechanism 

may fail to meet justified ones.  

 

Opportunities and Threats  
 

The opportunities and threats for an MPFM arise out of its specific environments. These 

environments create them, based on their own purposes and characteristics. For an MPFM, 

some of the most relevant environments are:  

1. Financial capital market; 

2. Foreign exchange market; 

3. Central banks; 

4. Rating agencies;  

5. Political market. 

Ad 1.)  
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Special characteristics:  

 On the financial capital market, there are many different types of financial capital – 

with many different terms and conditions.  

 There are many facilitators involved.  

 Decisions are strongly based on expectations.  

 The market is very sensitive and dynamic.  

Opportunities:  

 An MPFM is likely to get a given type of capital to a lower interest rate.  

 It remains more independent from its lenders.   

Threats:  

 Lenders take inadequate decisions towards MPFMs, because:  

o There is wrong information on the market;  

o They build wrong expectations.   

Ad 2.)  

Special characteristics:  

 A currency is an intermediate good.  

 It is produced by central and commercial banks.  

 It is extremely homogeneous and liquid.  

 It coordinates trade on commodity and capital markets of different currency zones.  

Opportunities:  

 An MPFM can better manage its currency risks from its real (infrastructure) 

investment. (For instance, there might be foreign investors or service providers 

involved.)  

Threats:  

 The currency risk might be too difficult to manage, because:  

o The market behaves (too) irrationally;  

o The MPFM lacks the resources and capacities for a proper management.  

Ad 3.)  

Special characteristics:  

 A central bank follows macroeconomic targets. These can be, in particular:  

o To keep the value of its currency stable;  

o To promote economic activity; as for instance, to reduce unemployment.  

 To reach its targets, it can adopt two basic strategies:  

o To change the quantity of money; as for instance, by open market 

operations;  

o To change interest rates; as for instance, its own base rates.  
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Opportunities:  

 The central bank improves the borrowing conditions for the MPFM; as for instance: 

Interest rates become more stable and thus easier to predict.  

 It improves the real (infrastructure) investment conditions. One respective example 

would be: The incomes of local citizens increase. They thus become more able to pay 

user charges.  

Threats:  

 External pressure leads a central bank to intervene too strongly into the capital 

markets.  

 Single interventions might have unintended (long-term) effects.  

Ad 4)  

Special characteristics:  

 A rating agency assesses the credit risk from a specific borrower or a specific 

financial capital product.  

 The agency is normally paid by the borrower.  

 For its assessment, it uses specific methods and categories.  

 It has no public authority. It therefore cannot force anyone to disclose relevant 

information.  

Opportunities:  

 The rating agency sets incentives to an MPFM to increase its credit worthiness.  

 The agency may give helpful advice on how to do that.  

Threats:  

 Ratings can be biased, in particular because of the agency’s financial and 

informational dependence on its clients, the borrowers.  

 A down-grading can initiate a downward-spiral. The credit risks from the borrower 

increase because more and more lenders try to sell the credit or change the terms 

and conditions to the disadvantage of the borrower.  

Ad 5.)  

Special characteristics:  

 In theory, there are four types of asymmetries between politicians and citizens:  

o Asymmetry of information: Politicians are paid to get politically informed, 

while citizens need to pay to get politically informed. For an individual citizen, 

it thus might be rational to stay politically uninformed.  

o Asymmetry of power: Citizens have superior power in elections. Elected 

politicians have superior power after elections.  

o Asymmetry of planning horizons: Politicians plan investments with respect 

to the next election. Citizens plan their investments for their lifetimes.  
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o Asymmetry of ownership: Politicians use their citizens’ money and assets in 

investments; citizens use their own.  

 Thus, there exist political election cycles of public investments.  

Opportunities:  

 Politicians tend to support municipal borrowing, especially if the investment 

becomes effective with respect to the next election.  

Threats:  

 Politicians tend to neglect debt service, especially if it becomes due with respect to 

the next election.  

 

Related Experience  
 

Broad experience  
 

The 2008 Financial Crisis  

 

The 2008 Financial Crises can be described and explained as the failure of a specific PFM. 

Roughly described, this PFM was build up in the following way:  

 The US-Government deregulated the financial market;  

 The Federal National Mortgage Association (FNMA/ Fannie Mae) was specifically 

institutionalized to foster mortgage loans;  

 The US-Government subsidized mortgage loans;  

 The US-Central Bank (FED) followed an expansionary strategy;  

 US regional banks gave loans to households, even if they had little income or assets;  

 The loans were securitized, pooled, insured, rated, and sold;  

 The pooled loans (“subprime mortgage funds”) were restructured, reinsured, rerated 

and resold – worldwide.  

There were a lot of (complex and interrelated) reasons why this PFM failed. In our specific 

context, it might be particularly helpful to further reflect on the following ones:  

 A lack of responsibility;  

 A lack of understanding;  

 A lack of appropriate regulations;  

 A lack of appropriate supervision;  

 A lack of transparency;  

 Bad risk management;  

 A lack of real assets;  



  

11 
 

 Biased ratings.3  

 

The European Debt Crisis  

 

In 2009, indications became stronger that several Eurozone countries would not be able to 

redeem their debts, even in a shorter perspective. Thus, the credit-worthiness of those 

countries was downgraded. The interest rates for their debts rose. Those countries moved 

in a downward spiral, which was to end in their default.  

In order to avoid defaults, the European Council of Ministers, the European Commission, the 

European Central Bank (ECB), and the International Monetary Fund (IMF) implemented 

several (controversial and unconventional) rescue measures; as for instance:  

 The European Financial Stability Facility (EFSF);  

 The European Financial Stabilisation Mechanism (EFSM);  

 Country specific restructuring programs;  

 Outright Monetary Transactions (OMTs);  

 Trans-European Automated Real-time Gross Settlement Express Transfer System 

(TARGET)-credit expansion;  

 Emergency Liquidity Assistance (ELA).  

Furthermore, to stabilize the Eurozone, it has been suggested to implement “Eurobonds”, a 

PFM. But this suggestion has been rejected by several member countries, in particular those 

with higher credit-worthiness.  

Some of the arguments against Eurobonds are:  

 The members with higher credit-worthiness would have to take unnecessarily high 

risks and to pay unnecessarily high interests. Not only the other members but also 

the lenders would profit from that.  

 Each member could be inclined to free-ride, in the sense that it profits from the 

improvement of credit-worthiness by others without making own efforts. Moreover, 

since the members are sovereign states, they hardly can be sanctioned for such 

behaviour. Even if they could be sanctioned, this would make financially weaker 

countries even weaker, increasing the risk of a downward spiral.  

 There is no higher institution that could effectively coordinate the Eurobonds with 

the sovereign national fiscal budgets.4  

 

Narrow experience  
 

                                                      
3 See Sinn (2012).  
4 See Sinn (2014).  
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Existing MPFMs  

 

In a more narrow sense, there already exist MPFMs, in particular in several countries in 

Europe and North America; as for instance:  

COUNTRY NAME FOUNDATION 

Denmark KommuneKredit 1898 

Netherlands Bank Nederlandse Gemeenten 1914 

Canada Municipal Authority of British Columbia 1970 

USA Vermont Municipal Bond Bank 1970 

Sweden Kommuninvest 1986 

Finland Municipality Finance 1989 

Italy Cassa del Trentino 2005 

France Agence France Locale 2013 

 

Keeping in mind their specific environments, there is something to learn from their 

institutional settings for a South African case. Let us restrict ourselves in this paper to three 

examples.  

 

Capital Requirements of the KommuneKredit  

 

Two of these requirements are:  

1. “The equity capital of the association may not at any time be less than one per 

cent of the total obligations of the association.” 

2. “If the equity capital is reduced to less than on per cent of the total liabilities of 

the association, the amount needed to restore the equity capital to a level 

satisfying the equity capital requirement shall, within a month of reduction being 

discovered and following an assessment by the board of management, be 
charged to the members by giving one month’s notice.”5  

These requirements seem rather soft. Indeed, the Third Basel Accord (Basel III) by the Bank 

for International Settlements (already) requires commercial banks to have more than 4.5 % 

of a specific equity-debt-ratio.6  

 

Fiscal Sustainability Reporting of the Municipal Authority of British Columbia   

 

                                                      
5 KommuneKredit (2015): Section 6.  
6 See BIS (2015-09).  
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The Municipal Authority of British Columbia applies to the Statement of Recommended 

Practices (SORP) 4 by the Canadian Public Sector Accounting Board (PSAB). Some of the 

indicators for sustainable and flexible financial conditions are:  

 Net debt-to-GDP or taxable assessment;   

 Financial assets-to-GDP or taxable assessment; 

 Current balance-to-GDP or taxable assessment; 

 Total expenses-to-GDP or taxable assessment; 

 Public debt charges-to-revenues; 

 Net book value of capital assets-to-cost of capital assets; 

 Own-source revenues-to-GDP or taxable assessment.7 

These indicators are highly recognized. However, the GDP might not always be a good 

indicator of what the government can claim as own revenue.  

 

Principles and Rules for Credit Risk Control by the Agence France Locale  

 

These essential principles and rules by that still young MPFM are:  

 “Debt repayment is a mandatory expenditure for all French local authorities; 

 They must ensure to pay debt interests and repay the capital of their loans on 

their own resources, primarily from their gross savings; 

 French local authorities are compelled to balance their budgets, i.e. they are not 

allowed to vote or run a budget deficit; 

 French local authorities are only allowed to borrow funds in order to finance 

their investments (the “golden rule”); 

 French local authorities cannot be declared bankrupt or undergo liquidation 

proceedings. Moreover, they cannot cease to exist unless a merger occurs, which 

may only take place within a legislative framework including a recovery of debts 

and competencies by another local authority; 

 State control over French local authorities is very stringent, especially thanks to 

the role played by the French State representative in each department and 

region of France and by the regional and territorial Courts of Auditors. State 

control may extend to mandatory payment orders and force a local authority to 
increase local taxes in order to balance its accounts.”8  

These principles and rules seem rather strict. However, debt repayment is not something 

that you just can mandate or insolvency something you just can forbid. A dissolution of an 

MPFM should be possible and carefully regulated, for the case that there is no need for it 

anymore, or it does not work according to higher norms.  

 

                                                      
7 Gagné, Lynda (2015): Slide 6.  
8 Agence France Locale (2015): p. 4.  
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Credit-Worthiness   
 

The General Concept  
 

The conditions under which a PFM can borrow money finally depend on its credit-

worthiness. Its credit-worthiness is negatively related to the credit risk that it causes. The 

credit risk can be defined as an assessment of the likelihood that the borrowing entity will 

default on its obligations. Basically, the higher this likelihood is, the higher (potential) 

lenders will set the conditions for a transaction. The conditions include not only the interest 

rate but also securitization, payment modalities, reporting or (internal) policy measures.  

In a complex world, it is difficult to measure credit risk. Thus, there are a lot of different 

concepts and tools to do this. Normally, one would derive a specific concept for a class of 

borrowers and use a combination of tools, also following practicability criteria. In our case, 

the class of borrowers would be: MPFM (in South Africa).  

Some of the basic tools to measure credit risk are budget ratios; as for instance:  

 Debt / Capital Balance;   

 Debt Service / Operating Revenue;  

 Operating Expenditure / Operating Revenue;  

 Capital Expenditure / Total Expenditure;  

 Own Source Revenue / Total Revenue;   

 Personnel Cost / Operating Expenditure.  

But credit-worthiness also depends on the capacities of the organization. Thus, it should be 

looked at the following aspects:  

 Specific capacities of the main decision-makers;  

 Governance structure;  

 Accounting standards;  

 Communication network;  

 Reputation.  

Finally, the organization’s ability to meet its obligations depends on the strength of its 

environment. Some indicators of this strength are:  

 Real GDP (per capita);  

 Unemployment rate;  

 Poverty rate;  

 Political stability;  

 Ecological risk.  

As borrowing is a time line interaction, these indicators should also be analysed in a time 

line. In this sense, past values are recorded and future values projected/ extrapolated.  
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The whole credit rating should be performed in a holistic spirit. Such a spirit recognizes that 

the interaction between two complex social systems, lenders and borrower, can be highly 

dynamic and thus difficult to predict. The whole can be different from a simple addition of 

its parts. This also means that the credit risk of a PFM can be different from the mean of the 

credit risks of its members.  

 

The (Single) Credit-Worthiness of Selected South African Municipalities  
 

In South Africa, 6 municipalities as single entities have already undergone credit ratings by a 

specific international agency. The table below gives an overview:  

Municipality Agency Result 

Buffalo City Moody’s A1 

City of Cape Town Moody’s A1 

Ekurhuleni Moody’s A1 

City of Johannesburg Moody’s A2 

FitchRatings AA 

Mangaung Moody’s A3 

City of Tshwane Moody’s A3 

(Source: SALGA-GP (2015))  

 

Moody’s relevant rating results are defined as:  

 AAA: highest creditworthiness, minimal credit risk;  

 A: low credit risk, strong capacity to meet financial obligations;  

 BBB: lowest investment grade, moderate risk;  

 CCC: very high credit risk, limited capacity to meet obligations;  

 D: in default.9 

In July 2014, Moody’s publicly revised its credit opinion on Ekurhuleni. The key indicators 

they had used were:  

 Net Direct and Indirect Debt / Operating Revenue (%): 2009-13; 

 Interest Payments / Operating Revenue (%): 2009-13; 

 Gross Operating Balance / Operating Revenue (%): 2009-13; 

 Cash Financing Surplus (Requirement) / Total Revenue (%): 2009-13; 

 Intergovernmental Transfer / Operating Revenue (%): 2009-13; 

 Real GDP (% change) : 2009-12;  

 GDP per capita as % of National Average: 2009-12. 

                                                      
9 See Moody’s (2015).  
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The credit strengths they found were:  

 “Good financial performance, which reflects strong revenue growth; 

 Historically strong liquidity position; 

 Conservative financial management; 

 A relatively large economy, with a strong industrial base.” 

As credit weaknesses were mentioned:  

 “High capital expenditure pressure for service delivery; 

 Gradually increasing debt levels, but yet moderate.” 

The overall results were:  

 Outlook: Negative; 

 National Scale (Issuer) Rating (NSR): Aa3.za; 

 NSR short-term (ST) Issuer Rating: P-1.za; 

 NSR Senior Unsecured: Aa3.za.10 

 

A Concept for Joint Credit-Worthiness  
 

An MPFM is (a part of) a system. As a (sub-)system, it is mainly characterized by its specific 

purpose, elements, positions, connections, structure, boundaries, rules and logic. The more 

complex the system is, the more difficult it is to understand its logic and to foresee its 

results – especially from outside. The results will differ from what the elements have 

individually and intentionally planned them to be.  

The main logic of an MPFM is about sharing rights and obligations. To the degree that the 

mechanism is complex, it is difficult to foresee what its results will be in terms of credit risk 

– or credit worthiness. Hence, the joint credit worthiness will differ from:  

 What the participating municipalities planned it to be; and  

 What can be simply calculated as the (weighted) sum or mean of their individual 

credit worthiness assessment results.  

In order to get at least an acceptable and useful approximation of the true joint credit 

worthiness, one therefore needs to take the specific systemic characteristics of the MPFM 

into consideration. A key question to be asked is:  

What dynamic arises out of the way in which rights and obligations have been 

shared?  

Thus, an adequate assessment model needs to be specific and dynamic, too, to some 

degree; which will make it complex, too.  

                                                      
10 Moody’s (2014).  
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Still, a first, very rough assessment (that may not yet be acceptable and useful) can be made 

in the following way:  

1. Choose a common data base;  

2. Choose common key indicators;  

3. Check the rights and obligations of each municipality;  

4. Assess their relative impacts on the joint credit worthiness;  

5. Check the individual results of the key indicators;  

6. Weight and aggregate the results according to the impacts of the rights and 

obligations.  

 

A Specific Institutional Design for South Africa  
 

The quality of an MPFM depends on its environment. The design of such a mechanism 

should therefore be developed in coordination with it. Presently, the specific South African 

environment can be described as follows:  

Favourable characteristics are:  

 A clear developmental perspective;  

 An investment-conducive basic legal framework;  

 Strong democratic institutions;  

 Strong international relations;  

 A young and dynamic population;  

 Open and intensive economic, social and political discourse.  

Unfavourable characteristics are:  

 Weak economic growth;  

 High indebtedness of central government;  

 High indebtedness and low disposable income of private households;  

 Deficiencies in local public revenue management;  

 Underdeveloped risk management;  

 Deficiencies in local accountability;  

 Weak culture of compliance and sanctions.  

Hence, in order to make MPF a useful funding instrument in South Africa, two main tasks 

have to be fulfilled:  

 There exists a very special, value and tradition-based, extensive and sophisticated 

institutional design.  

 Unfavourable characteristics of the specific environment have been isolated, 

removed or turned into favourable ones.  

The essential parts of such an institutional design could be:  
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1. A framework for legal forms of financial institutions;  

2. An MPFM membership framework;  

3. An MPFM asset and liability framework;  

4. An MPFM revenue and expenditure framework;  

5. An MPFM risk management framework;  

6. An MPFM accountability framework;  

7. An external financial emergency authority;  

8. An MPFM support framework.  

 

A Framework for Legal Forms of Financial Institutions 
 

A legal form gives an entity specific rights and obligations with respect to the State. The 

legal form that the entity gets or is allowed to choose mainly depends on four criteria:  

 Objective: 

o Is it in a private or in a public interest?  

o How can it be operationalized, monitored and evaluated?  

 Ownership:  

o Is it private or public?  

o What is its structure?  

 Decision-making:  

o What platforms and mechanisms are used?  

o What qualifies a person to participate?  

 Accountability:  

o Who is accountable?  

o To what degree?  

o And why/ on what ground?  

Based thereon, the legal form also regulates the financial relationship between the entity 

and the State. It determines what the entity has to pay and what it is entitled to get. For 

instance:  

 There could be a special tax to pay because the entity creates specific negative 

externalities.  

 There also could be a special grant to get because it creates specific positive 

externalities.  

One legal form that has been intensively discussed – and in some cases also chosen – as an 

option for MPFMs is a Special-Purpose Vehicle (SPV).  

The main objective of an SPV is to limit or isolate financial risks of other entities. What 

participating entities thus do is to transfer assets and liabilities to the SPV to have them 

managed by it. As an intended consequence, the respective ownership, decision-making 

power and accountability is limited.  
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The main potential advantages of this legal form are:  

 The management of the assets and liabilities becomes more professional, more 

effective.  

 Risk out of the managed portfolio does not so easily spread to the participating 

entities and does not pull them so much down.  

Its main potential disadvantages are:  

 The asset and liability management of a participating entity is not so coherent, so 

internally integrative anymore.  

 There is less transparency.  

 There is less responsibility and accountability.  

 There is more space for misuse, as tax fraud, for example.11  

 

An MPFM Membership Framework  
 

This framework regulates three stages of membership:  

1. Entrance;  

2. Stay;  

3. Exit.  

Ad 1.)  

Here, the main issues are around:  

What qualifies a municipality to enter an MPFM?  

The MPFM is given or sets by itself a set of economic, social, ecological and political criteria. 

These criteria may be more or less easy to quantify and to check. Some of them may be 

defined in relative terms so that a better degree of diversity in the membership can be 

reached.  

Ad 2.)  

The second stage is mainly about:  

How are decisions made by the MPFM?  

There may be different decision-making platforms and mechanisms (rules) for different 

cases. A member may play different roles on different platforms and in different 

mechanisms.  

Ad 3.)  

                                                      
11 See Wikipedia (2017-01): ???  
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The exit of a member may be wanted from both sides: the member itself or the others. 

Depending on who wants this exit, there needs to be a proper procedure for it. The 

implementation of the procedure gets complicated to the degree that the members already 

have shared specific rights and obligations (↔ liabilities, assets, expenditures, revenues, 

risk and stakeholders). Jointly owned and owed items, need to be separated.  

 

An MPFM Asset and Liability Framework  
 

The central activity of an MPFM, the borrowing of money, creates a liability to them. To 

secure this liability, the members may (need to) attach own assets; which thus may become 

joint ones. By spending the borrowed money, the MPFM can create new joint assets.   

Hence, the asset and liability framework gives answers to questions like:  

 How much and to which conditions may the MPFM borrow money?  

 Which values and types of securities or collaterals have to be submitted by the 

members?  

 Who else may contribute to the funds?  

 Which capital is created?  

 Who manages the assets and liabilities and in which way?  

 

An MPFM Revenue and Expenditure Framework  
 

An MPFM also needs revenue to cover its expenditures.  

The broader types of expenditure that it incurs are:  

 Debt service;  

 Administration;  

 Real (infrastructure) projects.  

It may generate revenue from:  

 Its own projects; 

 Its own assets;  

 Transfers from the members;  

 Transfers from others.  

It needs to ensure that – over a full operational period – the revenues exceed the 

expenditures. How to do this – and more on that field – is regulated by the revenue and 

expenditure framework.  
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An MPFM Risk Management Framework  
 

There are a lot of risks that an MPFM incurs in its activities; as for instance:  

 Operational risks: The internal IT system breaks down.  

 Project risks: A specific part of the infrastructure becomes useless.  

 Financial risks:  Own stocks lose in value.  

 Legal risks: A fine is imposed on the mechanism because it failed to disclose relevant 

information in time.  

 Natural risks: A storm interrupts the work on a project.  

At the end, all these risks form part of the upper risk of default. A default would be the 

economic breakdown. Nevertheless, there are a lot of financial and non-financial 

instruments to manage risk. These should be used in a most fair, equitable, effective and 

efficient way.  

The risk management framework offers guidance on how to do this.   

 

An MPFM Accountability Framework  
 

Joint borrowing creates joint rights and obligations, joint impacts and joint stakeholders. 

The MPFM is accountable to these stakeholders.  

The specific framework defines, describes and explains the scope of its accountability. 

Hence, it deals with elements like:  

 Compliance;  

 Accounting;  

 Monitoring and evaluation;  

 Supervision;   

 Stakeholder relationship development.  

 

An External Financial Emergency Authority  
 

An MPFM can get into a situation of financial distress, which it cannot master by itself, and 

which has a considerable negative impact on the public. The cause could be own 

mismanagement (of risks) or unforeseeable negative changes in the relevant environment.  

In such a situation, an external financial emergency authority should take over the 

management of the MPFM. The request can be made by the external supervision authority; 

the permission can be given by a higher court.  
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The financial emergency authority is committed to the public interest. Its mandate is be 

restricted but it also has the right to short-cut or even circumvent normal procedures in 

order to prevent further negative impact on the public. It can take measures like:  

 Changing project plans;  

 Seizing assets;  

 Imposing revenue and transfer increases to the members;  

 Dismissing employees;  

 Renegotiating with creditors.  

The mandate would end, when the mechanism is fully functioning again or fully dissolved.12  

 

An MPFM support framework  
 

To properly set up and run an MPFM, it requires a high extent of capacities. Even in cases in 

which MPF offers potential comparative advantages over other funding instruments, the 

member municipalities might not be able to develop them. There can be two types of 

reasons for that:  

 Internal dilemma: One member does not compensate the others for the benefit it 

receives from their capacity investments.  

 External dilemma: An external stakeholder does not compensate the mechanism for 

the benefit it receives from their capacity investments.  

Hence, there is basic justification for external support of the mechanism for capacity 

development. This support can be given in two forms:  

 Financial; which leaves the mechanism more independent in its development;  

 Non-financial; which might be more effective in the transfer of already existing and 

relevant knowledge.  

One central form of financial support could be an MPFM Development Grant. This grant is 

justified, if the Treasury is an external stakeholder that benefits from the mechanism’s 

capacity building. One way in which this could happen is that the MPFM increases – with its 

infrastructure investments – the incomes of the citizens. The citizens thus pay higher 

income taxes to the Treasury. To optimize the grant with respect to fairness and 

effectiveness, the Treasury can specifically condition it.   

 

(Still Widely) Open Questions  
 

                                                      
12 See RTI (1998): section 8. Department of Finance (1998): App. I.2. 
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In the spirit of Action Research, this discussion paper tries to contribute to a better 

understanding and assessment on how MPF could assist South African municipalities in 

improving the funding of their infrastructures.  

We have discussed:  

 Potential strengths, weaknesses, opportunities and threats;  

 Broad and narrow related experiences;  

 Concepts of single and joint credit-worthiness;  

 Elements of an institutional design.  

Nevertheless, the general discussion is still at a very early stage. Many central question are 

still (too) widely open, as for instance:  

 What are the joint rights and obligations that MPF would incur in South Africa?  

 How could South African municipalities optimally deal with them?  

 What would be the optimal MPFM-design for South Africa?  

 What would be an optimal membership?  

 How could the specific environment be changed so that MPF would become more 

efficient?  

 How does MPF contribute to a wider concept of good financial management?  

Hence, further research – preferably Action Research – is needed. However, in the current 

specific economic, social and political environment, there is a high pressure to quickly 

deliver simple financial instruments for municipal infrastructure funding. Unfortunately, 

what we already can clearly see is that MPF is not such an instrument. In contrast, it will 

take a lot time and care to plan and implement it successfully. But then, it promises to be 

able to generate very strong and widely spreading positive effects. Hence, the Action 

Research process should move on – with wider participation and more intensity even.  
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