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Objectives of the local government financial

management reform programme

» To modernise local government budgeting and financial management
processes and practices, particularly with regards to:
— Budgeting and financial reporting
Accounting
Asset management
Supply chain management

To improve financial governance by clarifying and separating roles and_
responsibilities of Mayors, executive and non-executive councilors vis-a-
vis those of municipal officials.

To maximise municipal capacity to deliver services by attending to issues
of efficiency, effectiveness and sustainability, and dealing with corruption.

To set-up the accountability cycle by ensuring proper linkages between
IDPs, budgets, SDBIPs, in-year reports, annual financial statements,
annual reports, oversight reports and audit reports.
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Aims of the local government budget reforms

« Ensure that municipal budgets and financial management processes are
transparent, aligned to the accountability cycle and facilitate democratic
governance accountable to local communities

» Ensure municipal budgets generally support the provision of basic
services to communities, facilitate social and economic development and
promote a safe and healthy environment in a manner that is sustainable

< Ensure that budget and financial information is reliable and timely, and
consistent across municipalities, and that municipalities, provinces and
national government use it in management and policy decision-making

* The medium-term aim is to ensure that each municipality produces a
budget document that is aligned to the IDP, that passes the funding
compliance test and that contains accurate financial information backed-
up by useful, informative narratives. The document must be user-friendly
and facilitate engagements with communities and informed decision-
making by Council
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Influencing the LG accountability cycle
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Improving the quality of budget information

¢ Introduction of the standardised budget formats
supported by:
— Schedule A1, plus a helpline service
— Budget Formats Guide
— Funding Compliance Guide
— Dummy Budget Guide

¢ Evaluation of tabled budgets — for all 278munics

« Benchmark process for 17 non-delegated munics

¢ Ensuring all numbers align across adopted budgets,
Schedule Als and budget return forms

¢ Publication of municipal budgets on NT website

Rar national teaivy

Persistent under spending of conditional grants (1)

(Over and under spending of conditional grants adjusted allocations for the 4th quarter ended 30 June 2012 (Preliminary results)
Revised | Year to date: 30 Total Total (Over) Under ‘spending
allocation | June 2010 | Expenciture as'{ Expenditure &S asshof
of main of revised budget budget
allocation allocation
R thousands Code
Summary per Province
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Persistent under spending of conditional grants (2)

| Aggregated conditional grants expenditure per programme for the 4th quarter ended 30 June 2012 (Preliminary results)
Wi allocation]  Revised | Vear o dater | Tomr Toal | (over) | Under
allocation | 30 June 2010 asof
st of main| assof adjusied
allocation | revised budget
allocation
R thousands code
[Summary per Province
Muricipal ifiastucture Grant MG nasssos| wamsos|  oeswsas s sa2w 1608170 15.8%)
Finance Management Grart FG Er a2 azen| 0ok sos| B 029
Neighbourhood Detelopment Parnerstip Programme:
] NOPG 750000 750000 39 400
Neighbourhood Development Partnersfip Programme
Technical NDPG 7 100000 100000
Muricipal Systems improvemen Grant S 219 220 20210 007%)  101.9% - 3%
Public TransportIfastucture and Systems Grant PTIS ama7|  asaaar a8 a8.7%) 2462126 e
Rurel Transport Ifastructure Grant RTIS 35400 35400 11174 sl s 24 265 65.5%
Expanded Public Works Programme ncentie Grant EPwp 679563 679583
Inergrated Natona Electifcaiion Programme: Muricipal | INEP 6 1o06612| 1006612
Intergrated National Electifcation Programme: Eskom | INEP 7 trmen|  a7wen
Backlogs for eectrfcation at schools an Cinics BESC - -
Electicty Demand Side Management (Municpa) EDSM 6 260000 260 000
Electriity Demand Side Management (Eskom) Grant | EDSM 7 118 800 118 800
Waler Senices Operatng and Subsidy Grant: Diect | WSOS 6 560794 sa2305
Waler Senvces Operalng and Subsidy Grant: ndrect | WSOS 7 99935 128 442
Regonal Bukk Infastnuciure Grant RBIG 10a10| 166102
Muricipal Drought Relef Grant MDRG 450000 450000
Backlogs orsanialon and vater al schools and clinics | BSWS - -
2010 Word Cup Host Ciy Operating Grant weHeo
2010 FIFA Word Cup Stadiums Development Grant | FWCSD - -
Rural Households nfastnuciure Grant RHG 231500 257508
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Outcome of the previous Benchmark Engagement:

Summary of tabled 2012/13 MTREF - 8 Metro’s

Cor Cityof  CapeTown  eThekwini  EKurhuleni  Tswane  Nelson  Mangaung  Buffalo City
Measure Johannesburg Mandela
Bay
Tabled or Adopted Budget Tabled Tabled Tabled Tabled Tabled Tabled Tabled Tabled

Compliance to Overall Budget

MFMA time schedule Yes Yes Yes Yes Yes Yes Yes Yes
Political Oversight Undertaken Yes Yes Yes Yes Yes Yes Yes Yes
Vid-year Review Undertaken Yes Yes Yes Yes Yes Yes Yes Yes

Aignment of  Budget  with
National, Provincial and 1DP
Priorities Yes Yes Yes Fair Yes Fair Fair No
Provided  Adequate  Budget

Assumptic Yes Yes Yes Yes Yes Partially Partially Partially
Adequate Public Participation

Process Yes Yes Yes Yes Yes Yes Fair FFair
Backlogs Adequately Addressed

as informed by avalable funcing

/funding constraints Yes Yes Yes Partially Yes Partially Partially Partially
Ability to Borrow as part of the  Extremely Extremely

MTREF Limited Yes Limited Yes Limited Limited Yes Yes
Satus of the Cash flow / Fair, —— — T
Liciity with risk Good Good Fai _~Foor Poor Good PO~
Is the Budget Funded Yes Yes Yes Yes / Only Year 1 No No Only Year 1
Is the Budget Multi-year Yes Yes Yes Yes || Yes. Partially Partially Partially
Is the Budget Credible & N Yes, Yes,
Sustainable Yes Yes Yes Yes “uith risk No No vith sk

Outcome of the previous Benchmark Engagement:

Summary of tabled 2011/12 MTREF — 8 Secondary Cities and 1 District

Compliance and  Msunduzi  Rustenburg uMPlaliuze Mbombela Polokwane  SolPlaaie | George | OR. Tambo  Mafkeng
Sustainability Measures

Tabled or Adopted Budget Tabled, Tabled Tabled Tabled Tabled Tabled, Tabled Tabled Tabled

Compliance to  Overall

Process:  In
accordance with the MFMA
time schedule Yes. No. Yes Yes, Yes, Yes. Yes No. No
Poliical Oversight
Undertaken Partal) Yes Yes Yes. Yes, Yes Yes Partiall Yes,
Mid-year Review
Undertaken Yes. Yes Yes Yes, Yes, Yes Yes Yes Yes,

Alignment_of Budget with
National, Provincial and IDP

Proyiies Partial) Patial) Yes Yes, Partial) Partial) Parial Partiall Partially

Provided Adequate Budget

Assumptions Partal) Partial) Yes Yes. Partal) Partal) Yes Partiall Partial)
Public

Participation Process No, Yes Yes Yes, Yes, Yes Yes Partiall Partally,

Backiogs Adequately

Addressed as informed by
avalable funding / funding

constraints, Fair No. Fair Fair Fair No. Fair Fair No
Abilty to Borrow as part of

the MTREF No, Yes Linited, Yes. Yes, Yes Limited Linited, No
Status of the Cash flow / ~

Liquidiy Poor, Good, Poor Fair, Poor Fair Good Good Pogr
Is the Budget Funded Only Year 1 No, OnlyYear 1. OnlyYear1  OnlyYearl  OnlyYearl Yes Only Year 1 No

Is the Budget Multi-year, No, No. Partiall No, No. No. Parial No. No,

Is the Budget Credile & Yeswih  Yes,wih  Yes,wih  Yeswith |veswih | Yes,uith 0
Sustainable No No risk sk risk risk risk risk No

Outcome of the previous Benchmark Engagement: Tabled

2012/13 MTREF

Common risk areas among the non-delegated
municipalities include:
« Costing of services and tariff setting;

« Budgeting for a longer-term horizon; including the compilation of a
long-term financial strategy;

« Budgeting for surpluses;

« Asset management strategies;

« Revenue value chain; and

* Business process shortcomings; including financial system limitations
Can you associated with any of the above?

e Collection rate - 17 non-delegated municipalities
(secondary cities 87 per cent; metro’s 92 per cent

 Structuring of tariffs is an area of concern! g

What is the Local Government Fiscal
Framework?

Importance of different sources of revenue is very

different for different types of municipalities:

« The LGFF refers to all the revenues LG Fiscal Framework
municipalities have at their disposal to meet e
their expenditure obligations
— These include own revenue, borrowing
and transfers e
« Own revenue makes up 75% of the total LG i
Fiscal framework
— But as the next slide shows the proportion
own revenue and transfers contribute to
the revenue of different municipalities am
varies greatly
« It does not make sense to look at municipal
finances without considering both own
revenues and transfers

Municipal Revenue Sources (percentage) per Type of Municipality, 2010/11
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Transfers have become a larger part of

the LGFF over time

18/04/2013

The value of transfers to local government has
increased dramatically since 1998 (e e ces was introducea)

Composition of the Local Government Fiscal Framework, 2006/07 — 2012/13

AL
Over this period
transfers grow by
18% per annum,
own revenue by
13%

2o

s

a0
Funds available for
2012/13:

«National: R412bn
*Provinces: R384bn
FONGOT ANNTIOR INCEON SN ElO RN AWF M .Municipalmes: Rzgebn
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LG conditional grant allocations - Infrastructure

Infrastructure transfers to local government, 2009/10 — 2015/16

2009/10 2010/11 2011/12 | 2012/13 | 2013/14 2014/15  2015/16
outcome Revised | Medium-term estimates

Rmillion estimate
Direct transfers, 18699 20871 24643 | 28029 | 31092 33548 36971
Municipal infrastructure grant 8728 9704 11443 | 13882 | 14352 14684 15448
Municipal w ater infrastructure - - - 603 1059 2672
grant
Urban settlements development 4418 4968 6267 7392 9077 10335 10700
grant
Integrated national electrification 900 1033 1007 1151 1635 1565 2056
programme
Public transport infrastructure 2421 3700 4612 4988 4669 5126 5279
Neighbourhood development 508 832 738 578 598 591 600
partnership grant
2010 FIFA World Cup stadiums 1661 302 - - - - -
development grant
Rural roads asset management 10 10 35 37 52 75 98
systems grant
Rural households infrastructure - - - 107 113 118
grant
Municipal drought relief grant 54 320 450 - - - -
Indirect transfers 2763 2682 2553 4823 5399 7029 8617
Integrated national electrification 1616 1720 1165 1879 2141 2488 3680
programme
Neighbourhood development 70 50 50 80 55 s8 65
partnership grant
Regional bulk infrastructure grant 577 851 1260 2523 3203 4483 a872
Backlogs in w ater and sanitation 350 - - - - -
at clinics and schools
Backlogs in the electrification of 149 - - - - -
clinics and schools.
Rural households infrastructure - 62 78 341 - - -
grant
Total 21462 23553 27196 | 32852 | 36492 40577 45588

The new LG equitable share formula structure

The new LGES formula :

LoEs=Bs + (1 +csyraxc  ochematic of how the formula works

Where: 3 o Institutional and | cae
* LGES is the local E i UWRMLEUENELCI E| iona
- S : B : o
government equitable & | Services Community Services| |stability
Share . . Allocation for Made up of three parts:
« BS is the basic services every poor —— ensures
component household in P unding for guarantees
« lis the institutional | the country Instltutllonal +| Community are met
£| toenable funding 3 and
component 5| municipalities Services smoothes
. . 2 changesin
« CS is the community o/ tofund the allocations
services component H cost of free
: basic servi "
* RAs the revenue T o Revenue Adjustment factor
(a:d.JLls1menl fac‘vor costs) less own revenue capacity
« C is the correction and (Factor of between 0% and 100% applied)
stabilisation factor L

LG conditional grants — Capacity and other

Capacity building and other current transfers to local government

2009/10 2010/11 2011/12 | 2012/13 | 2013/14 2014/15 2015/16
Revised
Rmillion estimat
Direct transfers 2194 1951 1862 | 2586| 3364 3351 3632
Municipal systems improvement 200 212 220 230 240 252 261
grant
Local government financial 300 365 385 403 425 449 470
management grant
Public transport netw ork - - - - 881 745 862
operations grant
Integrated city development grant - - - - 40 150 150
2010 FIFA World Cup host city 508 210 - - - - -
operating grant
2013 African Cup of Nations host - - - 123 - - -
city operating grant
2014 African Nations Championship - - - - 120 - -
host city operating grant
Water services operating 849 664 542 562 421 450 470
subsidy grant
Expanded public w orks programme 101 280 364 662 611 632 661
integrated grant for municipalities
Infrastructure skills development - - 39 75 99 154 179
grant
Energy efficiency and demand-side 175 220 280 200 181 155 202
Municipal disaster grant 61 - 32 330 347 364 376
Indirect transfers 318 257 217 133 139 142 151
Energy efficiency and demand-side 75 109 119 - - - -
Water services operating subsidy 243 148 98 133 139 142 151 16
Total 2512 2208 __2079| 2719| 3503 3493 3783

LGES A'IIocation

Impact of the new formula

Old formula - Allocation per poor household New formula - Allocation per poor household
Metros. ‘Xnmndavvzmm Large towns SmaHluwns‘ Rural )
munipaiies Metos  Secondarycites Largetowns  Smalltowns  fural

« The old formula produced allocations per poor household that were

lowest for municipalities with the least ability to raise their own revenue
« The new formula corrects this with a much more redistributive structure
(figures presented here exclude the impact of the phase-in)
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Municipal Budget and

Reporting Regulations

w national treasury
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MBRR...budgeting system for LG

We have developed a budgeting system for

local government:
— Promulgated Municipal Budgeting and Reporting Regulations in 2009

— Standardised the formats for the compilation of a municipal budget — all
municipalities are legally compelled to compile budgets in this format

— Compiled a funding compliance assessment tool to enable municipalities to
assess the level of funding of a budget prior to adoption

— Issued a “Dummy Budget Guide” to ensure a balance between financial and
narrative information contained in the budget document

— Institutionalised formal engagement processes with the 17 non-delegated
municipalities
< Budget and Benchmark Engagements (during April and May)
« Mid-year Budget and Performance Assessments (during Feb and March)

— Assisted the Provincial Treasuries in replicating the above processes in
respect of all delegated municipalities 20

MBRR...Provides for a reporting system for LG

We have developed a reporting system for local
government:

— Created a Local Government Database to facilitate the collection and storage
of local government data

— Institutionalised a culture of monthly reporting in terms of S71 of the MFMA
by all municipalities

— Publish S71 information on a quarterly basis for all municipalities

— Continually strive to increase the scope and quality of these publications to
increase the value add

— Publications are used extensively by the press, sector departments and
outside institutions

— In 2006, only 43 municipalities reported in-year information. Currently all 278
municipalities on average are reporting in terms of S71 of the MFMA

— municipalities are legally compelled to compile reports in a standardised
format 21

Schedules Al to A10

* Provides for multiple budget dimensions such
as operating and capital statement, cash flow
and funding compliance

« Incorporates non-financial information e.g.
non-revenue water

* Incorporates asset management; and
 Service delivery measurement

« Importantly, not just the responsibility of
the CFO and the Finance Department!

¢ City of Johannesburg DWA.xIs =

Costing, tariff setting and
managing sustainability — Core

services such as water

Financial management reform focus
areas

Budget
Formulation

Business
Process
Improvement —

Revenue £ ~ Financial
Management " Modeling
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Approach to financial modeling
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Tariff determination

« The introduction of financial modeling targets all costing activities with
particular focus on tariff determination and cost benefit analysis for
capital projects

« Financial modeling is fundamental to improving the quality of municipal
MTREF submissions and thereby positively influencing financial
sustainability and service delivery

« Tariff modelling that ensures cost recovery requires a structured process
whereby cost accounting (management accounting) is applied; this will
enable municipalities to determine the real cost of municipal services
provided and in turn the financial ‘burden’ or affordability to households
can be factored into the process.

« Effective costing of municipal services will also provide a more accurate
indicator of what municipalities are spending in terms of providing ‘free’
basic services to disadvantaged communities.

« A tariff modelling tool will ensure a consistent approach to tariff
determination processes across municipalities; provide for scenario
planning; and be responsive to local circumstances and conditions such
as backlogs, demographics, social disparities and economic conditions.

REF iy
57

Cost accounting (Management accounting)

« Cost accounting is not a rocket science
« Itis the application of basic cost accounting principles.
« Is an approach to capture, store, and report cost data for internal use

« Itis a valuable tool for understanding and reporting your trading service
costs

* Most municipalities do not know the real cost of managing their trading

« Cost accounting is a systematic approach for identifying, summing and
reporting the full cost incurred to render a service to the community.

« Cost accounting uses generally accepted accounting principles to
quantify all direct, indirect and hidden costs

« Understanding cost drivers is important for sound budgeting

« Application of cost accounting principles will better equip municipalities
with the allocation of costs in respect of shared services

« Effective cost accounting will contribute to optimal utilisation of resources

inng efficiency , effectiveness and value for money W

Elements of accounting for costs

«Secondary Cost
. “E.G. Donationrecieved
Hidden  ora ciean-upproject
Cost whereby community or
private sector donate

J theirtime

«Secondary Cost
+E.G.Labour, machine,
equipment, HR, Legal
Total Cost; and ITservicesutilised
from other
departments

LN

«primary Cost
+£.G. Salaries, stationary
telephone costs

Why Should You Implement Full Cost

Accounting?

Risks of not implementing full cost
recovery

.

The cost of rendering a service will be transparent

Explain costs to citizens more clearly

Will be able to justify tariff Increases

Adopt a more businesslike approach to managing tariff services
Operating surplus will be cost reflective

Compare your costs with those of other municipalities

Better control and application of resources

Fine-tune your programs to increase cost-effectiveness

Duplication of activities can be identified

Shared services costs can be correctly allocated to user departments

.

.

.

.

.

« Potential for cross subsidization from the property rates or other tariff
services

« A widening gap between full cost and current expenditure resulting in
huge tariff increases

* Anincrease in emergency repairs

* A steady degradation of system infrastructure, resulting in reduction of
service levels and loss of revenue

* Reduced ability to attract new business
« Can result in higher insurance costs
« A lower credit rating and higher lending costs
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Findings of benchmarking engagements (1)
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Findings of benchmarking engagements (2)

+ Basic accounting principles and costing methodologies are not applied to
determine the ‘real’ cost of providing services

« Tariff determination is not informed by accurate costing that incorporates
direct, indirect and hidden costs of services

« There is rarely a correlation between the annual tariffs in respect of basic
services and the cost of providing such services

* The traditional approach of incremental tariff increases is widely applied

« The financial imbalance of the basic services is becoming increasingly
greater with the costs exceeding the revenue generated by service
charges

« Decreased cash coverage and depleted cash backed reserves is a
further concern

« In general municipalities are becoming more and more grant dependent
* Cost efficiency does not seem a widely applied practice
+ Inadequate allocations for asset renewal & maintenance

Findings of benchmarking engagements (3)

« An analysis of the 17 non-delegated municipalities 2012/13 MTREF found that 8
municipalities budgeted for a cost reflective tariffs, others applied an incremental

approach
EOeLy Hoctricy Services | Water Services | Waste Water Services | Waste Management | Trading Services
Servces Consoldated

Rihousand Surps | Dol | Sups | Dol | Surpis | oA | Sus | Dol | Suphs | etk

wetros

iy of Johamnesturg a8 st wssse)| 73608

iy of Cape Town s918 sasa 218202 (sa706)| 117,88

eowin 40385 sze13) sewao @o2u)| 131377

Barhueni 207820 Te30 Pren 146,08 756560

Cay of Twane asss2 @0%6)| 52005 wse.750) (1029

Nelon Mandea Bay (10399 (15:299) @29 1001 Qr.69)

Mangaung (o750 a3 13117 as71s) (061)

Buftalo Oty sz (6516) @s799) @.0%) (siss0)

Secondary Cities

Meunduzi 0 P s soms sz 135,188

Rustenburg LM wsaan|  zom Los (509 (1509

ahlathaze LM 1059 020 12839 @s.0a5) stare)
sz e 2047 a0t 124710

Pocovans LM 6281 (12.600) ©199) s (6901

Solage L @] 1o 261 wozg|  ss0

George L @9 1883 Py sasm 111082

R Tarboom (a0 (a0

Matieng L (14629) (5209) @) (52408

Y 773 Y)Y 2 5 8 M) R T RO

Secondary costs have been included
Free Basic Senvces has

Findings of benchmarking engagements (4)

* These deficits reflected on the table above mean that municipalities are:
— Cross subsidising tariff services with property rates
— Depleting the limited reserves available

— Budgeting for deficits or adopting the mythical “balanced budget
approach”

« This is detrimental to financial sustainability and consequently places
service delivery at risk

Findings of benchmarking engagements (5)

Findings of benchmarking engagements (6)

Cape Tawn Electricity Services
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Findings of benchmarking engagements (7)

18/04/2013

Findings of benchmarking engagements (8)

Mafikeng Water Services
100 000
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80000 - o Revenue
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Mafikeng Water Services
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Shortcomings in costing practices (1)

+ Engagements were held with the various financial system vendors in
order to establish if their systems catered for internal cost recoveries
(cost accounting).

« It must be noted that only 22 % of municipalities do apply some sort of
cost allocation, but the manner in which they allocate direct and indirect
costs is weak

« A summary of the costing modules currently being utilised by
municipalities is depicted in the following table:

Shortcomings in costing practices (2)

Vendor System Number of Number of
utilising the system [  utilising costing

modules
BCX Venus 71 28
Sebata Sebata FMS 43 14
Bytes sanvas 32 7
Munsoft Munsoft 32 7
Fuijitsu Abacus 17 0
R Data Promun 16 9
Fujitsu ProMis 13 5
Other In House /Other 10 3
SAP SAPR3 5 2
Vesta Phoenix 3 3

Shortcomings in costing practices (3)

+ Only 10 of the systems make provision for costing

« Of the 242 municipalities whose systems provide for the costing function,
only 78 utilize this capability. In most cases there is no planning upfront,
costing is only applied as an after effect

* Where municipalities are attempting to cost for services, there
calculations are usually limited to direct costs such as remuneration and
bulk purchases, with little or no consideration for indirect costs

« The traditional approach of incremental tariff increases is widely applied

« The financial imbalance of basic services is becoming increasingly
greater with costs exceeding the revenue generated by service charges.

« As depicted in the following table, these services are the main revenue
source for municipalities (60.6%)

Shortcomings in costing practices (4)

Source of Revenue 2011/12 Budgeted Revenue % of
(R000) Total Revenue

Property rates 31694 849 15.2%
Bectricity 64 763 989 31.0%
Water 19 959 256 9.6%
Waste Water 5736 830 2%
Waste Management 4438394 21%
Sub Total 126 593 318 [ 60.6%
Transfers and Subsidies 54 048 904 25.9%
Other revenue 28 261 356 13.5%
Total 208 903 578 100.0%
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Conclusion (1)
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Conclusion (2)

« Costs, cost management and a costing methodology should not be informed by a
specific approach i.e. ABC, absorption costing etc., but should rather be a hybrid
solution aimed at the specific requirement of LG in a South African context.

« The time, effort and cost should always be justified by the outcome.

* Municipalities that work to a longer planning horizon and understand the impact
of cost drivers and cost management will be in a position to:

— Test the likely impact of different income scenarios;

— Seek out alternative models for sharing local resources more effectively;

— Increase the impact of spending and influence;

— Challenge the status quo of the design, management and delivery of
services;

— Improve efficiency by streamlining business processes;’

— Bein a position to decide on trade-offs in meeting the current challenges and
preserving capacity for the longer term; and

— And start understanding the costs of specific service delivery i.e. agency
services, underfunded mandates etc

Quality local government information input into national policy debates

Information comparable across all municipalities to aid resource

allocation decisions

Ensuring credible budgeting process is a key ingredient to improving

financial management.

—  Facilitate the alignment of the budget to national priorities with the aim of improving
service delivery outcomes

Prevention of municipal financial difficulties before they occur (e.g.

budget analysis as an early warning tool) together with S71 reports

All the efforts is to improve the link between policy formulation, planning,
budgeting, implementation, reporting and monitoring i.e. Accountability!

Thank you
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