10 MFMA Circular 42 - Funding Measurement

Introduction

Council is required by the MFMA to test the credibility of the budget before approval.
The credibility of the budget is evaluated by testing of funding of the budget. The
guidance about the credibility is captured in MFMA circular 42 as informed by MFMA in
518 on funding of expenditure. The s18 (1) of the MFMA requires that “an annual
budget may only be funded from:

(a) realistically anticipated revenues to be collected

(b) cash-backed accumulated funds from previous years’ surpluses not committed

for other purposes; and

(c) borrowed funds, but only for the capital budget referred to in section 17(2)”.

Section 18(2) of the MFMA also requires that revenue projections in the budget must
be realistic, taking into account—
(a) projected revenue for the current year based on collection levels to date; and

(b) actual revenue collected in previous financial years.

Analysis - The test

Financial year 2006 - 2007

In the financial year 2006 - 2007 the Table 9 (c) (page 84) as attached showed that
there is a short fall in the funding of the reserves and commitment. The document
shows that Accumulated reserves and Capital commitment at R291,598,550 were only
funded by Cash and investments of R196,264,702. The short fall in funding is
R95,333,848.

Financial year 2007 - 2008

In the compilation of the budget for 2007 - 2008, the MFMA Circular 42 test of the
funding compliance was not undertaken. The MFMA circular 42 was issued by National
Treasury only after March 2007. The implications of MFMA circular 42 were therefore
planned to be incorporated in the MTREF budget 2008/09.

Currently as at March 2008 the cash and cash equivalent investments are recorded at
R420,085,031. Uncommitted portion of the on demand investments is R158,486,304. it
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is difficult to project the amount of expenditure that will be incurred from this
uncommitted short term investments. The observed history is that there is always a
run in at year end where a significant number of payments have to be made by the

user departments.

The municipality still shows positive cash flows as reflected by the s71 of the MFMA

report which is submitted to the Mayor and National Treasury.

As indicated in the audited financial statements of 2006/07 the long term liability of
council is less than 8% of the total assets and no default on payment has taken place in

the current financial year.

Financial year 2008 - 2009

We have been careful to attempt to incorporate the implications of MFMA circular 42

into account as required, albeit with little input information:

© Capital expenditure has been included in the budget on the basis that financing is
certain and secured. The allocation of capital expenditure from internally
generated sources has been conservative and based on the expenditure patterns of
the municipality. In respect of the external capital expenditure funding,
allocations are only budgeted when documentary proof of income is received.

© Revenue collection has been projected on the basis of the actual cash collected as
at the end of January 2008. This is the best available information. The municipality
is in the process of undertaking a number of initiatives aimed at improving the
revenue collection rates. The initiatives include data cleansing aimed at ensuring
that customer accounts are billed as correct as possible and raising of the payment
levels.

© Provision for bad debts has been budgeted at R242 million in 2008/09 to cover the
possible under collection. This we believe is prudent and is based on the currently
available data.

© A reading of the approved accounting policies shows that Capitalization Reserve,
Government Grants Reserve and Revaluation Reserve should be excluded from the
determination of reserves to be fully funded. The reason is that they are secured

by the assets for which the reserve was created in the first place.
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© The problem of reserves that are not fully funded will continue to bedevil Emfuleni
in the short to medium term due to competing priorities for the resources of the
municipality to ensure service delivery. Thus setting aside cash to fund the
reserves has to be carefully considered.

© Credibility of information for decision making purposes has been inadequate and
the municipality is in the process of addressing this challenge. Credible historical
information is being accumulated for this purpose.

© Expenditure estimation for budget purposes is the process of being realistic.
Operational plans submitted by the departments assumes a zero based budgeting
method. This is the second vear of implementing the operational plans based on
the strategic budget policy and therefore teething problems are still being ironed

out. The operational plans as an example are aligned to the SDBIP and IDP.

Conclusion

& There are still budget credibility challenges relating to the funding of the budget.
Based on the audited financial statements of 2006/07 the deficit in funding is
R95,333,848; R173,894,450 (2007/08); R223,027,278 (2008/09); R284,077,078
(2009/10) and R396,356,460 (2010/11) as captured in reconciliation of reserves
and commitments backed by cash/investments, Table 9( c) (page 84). This assumes
the assumptions and projections made are correct.

& The budget credibility determination is mitigated by the fact that only capital
expenditure of close to R164 million is funded from projected cash-backed
accumulated funds from previous years’ surpluses not committed for other
purposes.

& In the short term, the municipality as at March is able to meet all of its financial
obligations and has not defaulted where appropriate payment documentation has
been submitted for payment

& A detailed long term financial ptan will be undertaken. The process of the
compilation of the plan will commence this year (08/09) and is envisaged to be
completed in early 2008/2009 financial year.

& The result of the long term financial plan will be used to determine how much
should council set aside as part of long term rehabilitation of cash backing of the

accumulated surplus

m
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& Once again, in the short term the financial viability of the municipality is not
threatened from the possibility of not paying creditors as they become due. The
long term position is not satisfactory as evidenced by Table 9( c) (page 85)

& Going forward this MTREF budget for 2008 - 2009 presents the basis for Council to
address the credibility of the budget. As advised in the circular 42 of the MFMA,
Emfuleni must provide National Treasury with an action plan with a time table
containing details of what remedial action will be taken to address these short

comings.
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