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1. Background

The Auditor-General (AG) presented its budget for the period April 2008 to March 2009 to the Standing Committee on the Auditor-General (SCOAG) in Parliament on              31 October 2007. 

The presentation highlighted the growing financial difficulties faced by the AG. As a consequence, the AG has been requested to submit a proposal detailing its preferred funding model which will address the current funding challenges and provide a sustainable solution for the future. The new model should become effective from the commencement of the financial year 2009-10. In addition, the AG was advised to submit a request to National Treasury for relief funding which will alleviate its immediate funding position as provided for in section 36(1)(e) of the Public Audit Act, 2004. This will ensure its continued operation in the period prior to reaching a decision and implementation of the revised funding model.

2. Business model
The AG is a professional services organisation supplying audit and related services to the South African public sector. It currently services some 760 auditees utilising some 1 900 staff members of whom 1 500 are revenue generating and 400 operate in support. The AG utilises the services of external audit firms to complement its own resource base and to support the local audit industry.
The AG’s primary service offering is the conduct of regulatory audits. This is complemented by special investigations and an increasing emphasis on performance auditing. Work is generally performed in three phases, namely planning, fieldwork and reporting. Clients are billed based on time worked at tariff rates linked to the salary cost of the staff member involved. Work completed by external audit firms is billed at hierarchical tariffs determined annually in conjunction with the South African Institute of Chartered Accountants (SAICA).
Audits are conducted throughout the country at the locations of the auditees. As such, provincial offices have been established in all nine provinces in addition to six national offices and two specialist services offices. Support services include finance, human capital, information technology, governance and reputation and stakeholder management. The role of these functions is to support the audit business and provide a continuously improving operating environment.
The AG’s costs are driven by a number of factors relating to its vision to be “the independent world-class provider of public sector audit and related value-added services”, including:

· People – to deepen its competencies in the audit service area, it needs to attract and retain skilled professional audit staff for which it competes with the private sector.

· Products – the organisation is continuously reviewing, adapting and expanding its products so as to engage appropriately and effectively with its client base.
· Processes – similarly, the AG is engaged in continuously refining its level of engagement with both internal and external stakeholders by building its processes and the resources which enable them. 

3. Strategic challenges

The environment in which the AG operates has changed significantly since its inception within the democracy. Its reputation promise reads as follows: The Auditor-General has a constitutional mandate and, as the Supreme Audit Institution (SAI) of South Africa, it exists to strengthen our country’s democracy by enabling oversight, accountability and governance in the public sector, thereby building public confidence. In order to fulfil its mandate it has to restore financial stability to accommodate the following main strategic challenges:

· Significant ongoing growth in the scope and demand for audit services. The AG has experienced average annual compound growth of 15.3% in total annual working hours spent on audit for the three financial years from 2004-05 to 2007-08.
· Being responsive to the stakeholder’s needs and expectations by ensuring that reports are relevant and contribute to the transformation of financial management and service delivery.

· Ensuring that the portfolio of audits takes into account government priorities and an expectation to increasingly focus on performance auditing.

· Adoption and ongoing compliance with International Audit Standards.

· Retaining and attracting audit professionals in a highly competitive labour market.

· Contributing to the increase in the number of audit professionals within the profession as a whole and increasing the pipeline for audit professionals needed in the AG’s environment.

· Continuing to contribute significantly to broad-based black economic empowerment.

· Developing and continuously improving knowledge management, business processes and key information technology and communications infrastructure.
4. Current funding approach
Prior to 1989 the AG was subject to the Exchequer and Audit Act and was funded by means of an “Audit” vote from National Treasury. In the late 1980s a trading account was introduced whereby fees were recovered from auditees. Expenditure was defrayed from the trading account while any shortfall was recovered by the vote.  In 1989 the Auditor-General Act was introduced. This was the first attempt to move the AG away from the government (which the AG audits) and to this end, the person charged with appointing the Auditor-General changed from the Minister of Finance to the President. In 1992, following the introduction of the Audit Arrangement Act, the funding of the AG was removed from the budget (with the exception of so-called 1% debtors) and replaced by the full and direct recovery of fees from auditees. This method of funding has been retained in the currently applicable Public Audit Act (PAA).
The Auditor-General is currently set up to be fully self-funding, recovering fees from auditees. These fees are used to defray the organisation’s expenses. The current funding model is based on the principle of full recovery of costs and a 3% budget surplus from auditees (the deviations from full absorption costing are set out in the next section). Fees are based on hours worked by staff members on auditee projects (audits), multiplied by an hourly tariff. Tariffs are established by salary intervals within the different employee groups. These are determined annually based on standard recoverable hours. 

As time is incurred on projects and recorded via electronic timesheets, so auditees are billed based on the tariff set for the individual participants in the audits. Invoices are dispatched after month-end and, on average, are collected some 69 days later.

For work that is completed by external audit firms (contractors), the AG is billed by the contractors based on preset tariffs calculated at an average mark-up factor of 2.86 on direct salary costs. This is, however, currently capped for individuals earning more than R60 000 per month. The AG then recovers an identical amount from the auditee. As such, the AG effectively carries the collection risk associated with this amount and the cost of working capital during the period from contractor settlement to auditee collection.
5. Limitations to the current funding approach

5.1  Fundamental and compounding factors
The major reasons driving the need for a revised or new funding model are twofold: firstly, fundamental deficiencies exist within the current model, and secondly, compounding factors, including the rapid growth in the cost of auditing, a rise in bad debts and critical staff vacancies (all discussed in 2 below), have become apparent. These have combined to exacerbate and highlight the funding model deficiencies and are effectively driving the need for change. The combined effect of these deficiencies has resulted in the AG reporting a net deficit for the past two financial years, most latterly a deficit of R14.4 million (unaudited) for the year ended 31 March 2008.
5.1.1. Fundamental deficiencies within the application and management of the current funding model:
a) The tariff setting mechanism (determines the hourly charge out rate by audit staff band per salary interval), which is the key driver of revenue within the AG, was originally established on the basis of a mark-up factor applied to direct salary costs. This mark-up factor provided for the recovery of overheads and a capped 3% surplus. Such a model is dependent on the sustained equilibrium between salary and overhead costs and the ability to adjust the mark-up factor should the cost relationships be permanently altered. This is a commonly used approach within the industry in South Africa.
Audit work is also outsourced to commercial audit firms. This has historically been targeted at 20% of total audit income, but has been increased in latter years due to audit staff shortages within the Auditor-General. The AG is responsible for the settlement of audit firm costs and the recovery of charges from auditees. No mark-up is applied to these charges by the AG.
The tariff mechanism has, however, been adjusted over time. These adjustments include:

· Removal of the mark-up factor as the basis of determining tariffs.

· Replacement of the mark-up factor by a capped 4% annual tariff increase by salary interval.
· The equalising of tariffs across the upper salary intervals of the senior job groupings. As a result a number of salary intervals have an identical tariff.

· Not introducing additional intervals at the top end of job groupings. Accordingly, as salaries increased, an ever-increasing number of billable staff were allocated to the top interval where associated tariffs are limited to a 4% increase. Salaries tend to increase at a minimum rate of inflation and are also driven by the ever-increasing shortage of skills in the market.
The incremental impact of “capping” is indicated in the following table.
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2004 / 05 22 16,240 4%

2005 / 06 27 21,574 4%

2006 / 07 106 99,094 17%

2007 / 08 220 197,739 28%

2008 / 09 397 381,408 44%
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These adjustments have effectively de-linked the original relationship between revenue and cost within the funding model, resulting in the following:
· A “full absorption” approach, where costs derive revenue is no longer being strictly applied.

· The model is no longer symmetrical, exposing the organisation to risks associated with the cross-subsidisation of tariffs.

· From a budgeting perspective, the revenue budget is established according to the altered current tariff model, while costs are budgeted independently in the normal manner according to staff numbers, rates of pay and operational requirements.
· As only a limited linkage now exists between revenue and costs, the rate of cost growth per billable employee has grown faster than associated revenue. As revenue is effectively fixed, delivering a workable budget can only be achieved by a combination of eliminating essential costs and reducing the permitted surplus.

This has resulted in:

· The inability of the Auditor-General to achieve the prescribed budget surplus of 3% before capital expenditure.
· The inability to finance capital expenditure and to set aside cash reserves for known future liabilities.
· The inability to cater for contingencies and variations inherent within ongoing commercial operations.

The decline in budgeted surplus is illustrated below.

Table 2: Budgeted surplus movement over time
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2004 / 05 624,275 456,647 73% 36,900 5.9% 8.1%

2005 / 06 712,308 510,925 72% 43,764 6.1% 8.6%

2006 / 07 875,466 578,348 66% 12,900 1.5% 2.2%

2007 / 08 1,013,230 700,722 69% 14,159 1.4% 2.0%

2008 / 09 1,292,643 857,097 66% 8,359 0.6% 1.0%
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The declining budgeted surplus ratio in an environment of significant revenue growth and uncertain supply of revenue-generating resources (AG recoverable staff), significantly increases the risk of achieving a surplus and undermines the organisation’s ability to preserve its balance sheet and invest in strategic capital projects.
b) The natural cash flow cycle within the AG has a negative impact on working capital. This is due to the fact that salaries (50% of total operating expenses) are paid 15 days prior to month-end while the bulk of auditee collections are made on average 69 days after month-end. Similarly, other outflows, such as contractor and sundry creditor payments, all occur at an earlier stage than auditee collections. Limited recognition is given to the impact of the cash flow cycle within the current funding model.
5.1.2. Compounding factors

a. The introduction of new audit and accounting standards, increasing scope and the introduction of performance auditing have dramatically increased the cost of auditing over the last two years. This has had the impact of an increasing difficulty in collecting audit fees from local municipalities. As a result, the AG has experienced an increase in bad debt write-offs and a further deterioration of its debtors book. Despite interventions in this regard, this trend is expected to continue. 

The table below summarises the increasing provision for bad debts and debtor ageing. 

Table 3: Accounts receivable provisions and ageing

[image: image3.emf]2004 / 05 600,041 11,899 2.0% 55

2005 / 06 751,252 13,582 1.8% 50

2006 / 07 893,750 13,520 1.5% 55

2007 / 08 1,097,798 22,113 2.0% 69

Bad debts 

provision 

(R'000)

Financial 

year

Total audit 

income

Average 

debtors 

days

Provision 

as % of 

total 

income


An analysis of the most recent year’s provision (unaudited) reveals that half of the provision relates to prior year arrears. Measured against total audit income for the three prior years, this provision equates to approximately 0.5% of audit income. The provision relating to income billed in the 2007-08 period represents marginally less than 1% of this value. It is realistic therefore to project a 1% write-off going forward.
The movement in average debtor days from 55 days in 2006-07 to 69 days in 2007-08 is mainly due to the deterioration in collections from local authorities and provincial government as demonstrated in the table below.

Table 4: Debtor days by client segment
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Provincial government 25% 21 34

National government 16% 4 3

Statutory entities 13% 81 50
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b. The AG is experiencing increasing difficulty in attracting and retaining qualified audit staff for its senior and junior audit positions. As a result, the targeted vacancy rates are being exceeded, with the resultant loss of contribution (i.e. overhead recovery) due to additional work being outsourced to external audit firms. 

The target vacancy rate in the 2008-09 budget is 8.3%. The revenue / cost breakeven vacancy rate for the same period is 10.5%. The current vacancy rate is in the region of 14%. If an average 14% vacancy rate were to apply during the budget period, the resulting loss of contribution would amount to some R21.8 million. Were this to materialise, the inability to include a contingency in the current funding model (as described in 1(a) above) would result in a deficit of some R13.4 million. This would necessitate essential cost curtailment as an emergency remedial action. 
This is identical to the situation which emerged in the current year (2007-08) where forecasts revealed an impending deficit (due mainly to a higher-than-budgeted vacancy rate) and where essential cost cuts were forced on business units to protect the organisation’s cash position.
c. In addition, it is clear that the AG needs to demonstrate ongoing core audit and support business operating efficiencies. Significant measurable efficiencies have not yet materialised. The cost of support services needs to be maintained at or below 30% of total income. Annual efficiency targets should range between 1 and 3.5%. Any future funding model needs to take these targets into account. 
5.2  Other limitations

In addition to the significant limitations outlined above, other limitations worth considering include:

a. Any work outsourced to external audit firms is done without any margin accruing to the AG or compensation for the cost of the related working capital deficit and administrative effort.

b. The standard recoverable hours for trainee accountants is overstated. This is driven mainly by the fact that only 10 days’ study leave is factored into the determination of standard hours, whereas 20 days are allowed in terms of the current policy, all of which is usually taken.

c. In the context of a high vacancy rate, an increasing number of limited duration contractors (LDCs) are being sourced from agencies. Such contractors are often on higher packages than permanent employees (due to their temporary nature, agency fees, etc.). However, as the tariffs applicable to these contractors are sourced from the same tariff table as permanent employees, with most LDCs linked to “capped” intervals, a reduced contribution occurs. This is somewhat countered by the higher utilisation achieved from such contractors.
d. A final limitation which may impact on the timing of collections from auditees is the misalignment in terminology regarding the obligation to settle AG invoices. In this regard the PFMA stipulates payment is to be made “30 days from receipt of invoice”, while the PAA Act requires payment “30 days from date of invoice”.
5.3  Net impact

The net impact of realised results in an environment framed by the limitations described in the above sections is displayed in the two tables below:

1. Recurring negative variances from budgeted surplus positions
Table 5: Cumulative surplus variance over time
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2. A decline in the cash and cash equivalents as detailed in successive cash flow statements.

Table 6: Movement in cash and cash equivalents
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It is relevant to note that the 2007-08 reduction (unaudited) was achieved after having implemented a saving in excess of R15 million in the second half of the year and stretching trade payables.
The impact in the 2007-08 financial year is clearly demonstrated in the salient features detailed below:
· A deficit of R11.4m was realised where a surplus of R14.2m had been budgeted.

· Total operation costs were restricted to 97% of budget.
· A R65m under-recovery of overheads resulted from a change in the mix of work performed between AG and external contract staff.  (Budget mix: AG 74% / contract work 26%. Realised mix: AG 63% / contract work 37%). This was driven by an average vacancy rate of 14% where a 5% vacancy was budgeted. No overheads are recovered via contract work.
· Average recovered tariff rate was R311 per hour compared to a budgeted R307 per hour due to higher-than-expected salary increases.
· Staff utilisation was 1.9% lower than budget.
The above demonstrates that the organisation is not challenged with poor financial management, but rather has been forced into a position where overheads are not fully recovered due to the change in the mix between internal and contract work. 
The situation is compounded by a diminishing surplus ratio (see Table 2). This results in an increasing profitability risk in an environment of recurring staff vacancies. For the 2008-09 financial year, a 8.3% vacancy rate has been budgeted. An incremental increase to a 10.5% vacancy rate for the year would eliminate the AG’s entire budgeted surplus.
In conclusion, it is evident that the AG will be ill-advised to continue with the current approach. A continuation of current practices will increasingly expose the AG to liquidity risk, resulting in an inability to effectively pursue its strategic objectives. Alternative funding practices need to be interrogated and adopted.
5.4  Immediate relief request via an unconditional grant
In order to provide immediate relief to the AG to replenish cash flow deficits incurred during the financial periods 2007-08 and 2009-10, fund reserves and anticipated uncollectible debtors and to enable curtailed capital expenditure, the AG submitted a request to National Treasury in November 2007. This has now been updated in the light of subsequent developments to May 2008. The amount has been reduced to R154.8 million. Included in appendix B are the original and updated claims detailing the movement and change drivers for each line item.
6. Global benchmarking

In order to understand the funding models employed by other Supreme Audit Institutions (SAIs), the AG has benchmarked SAI funding information sourced from the AG SAI Global Working Group and further information gathered in support of a contract tariff review. The data received from a number of SAIs has been evaluated for nature and source of funding as well any expression of opinions related to its appropriateness.

Salient features start
The salient features from the information analysed are:

· Long established democracies such as Britain, Norway, New Zealand and Australia enjoy high levels of financial independence.

· Long established democracies such as Canada and Netherlands are exploring methods to improve financial independence as a result of the close involvement in the final decisioning of budgets with the Treasury function of their governments, whom they audit. Canada is completing a two-year pilot in 2008 in terms of establishing a parliamentary oversight committee to arbitrate between the AG and its Treasury. The Netherlands have initiated discussions to ensure that the AG has direct access to Parliament in terms of motivating budget submissions and not only directly through the Treasury.

· Established African democracies such as Ghana and particularly Morocco are also exploring methods for improving their financial independence. Morocco is in fact considering a change from funding and reporting via Treasury to funding and reporting directly to Parliament, with the decision being postponed as a result of unplanned parliamentary changes.
· High levels of financial independence in the long established democracies of New Zealand and Britain correlate with a combination of funding through appropriation from Parliament and significant levels of direct charging to auditees.

· Countries such as Canada, Norway and Australia generate small amounts by charging auditees for services rendered, mostly for United Nations audits.

Conclusion

The analysis highlights a common need among the majority of democracies to ensure and improve financial independence. The analysis also supports the funding model options of obtaining funding from Parliament, charging auditees directly and combinations thereof.
Table 7: Summary of information analysis obtained through AG SAI Global Working Group and SAICA SAI tariff analysis

	SAI country


	Charge auditee (estimates)
	Appropriation from Parliament (estimates)


	Approval of budget
	Treasury approval
	Financial independence
	Democracy maturity

(opinion)

	South Africa
	99.9% (1)
	No
	Parliamentary oversight committee.
	Consult
	High.
	Moderate

	Canada
	1% (2,6)
	Yes 99%. (3)
	Parliament.
	Yes. (5)

- 
	Moderate. (4)
	High

	Netherlands**
	No.
	No.
	Minister of Interior portfolio.
	Yes.
	Moderate. (6)
	High

	Britain
	20%.
	Yes 80%
	Parliamentary oversight committee. (11)
	No.
	High.
	High

	Japan**
	No
	Yes
	Parliament
	No.
	Moderate. (10)
	High

	Norway**
	Limited.
	Yes 99.9%
	Parliamentary oversight committee. (12)
	No.
	High.
	High

	USA
	No
	Yes 
	Congress
	No
	High
	High

	Morocco**
	No
	No
	Minister of Treasury.
	Yes.
	Low. (13)
	Moderate

	New Zealand*
	>50% (8)
	Partial
	Parliament.
	No.
	High
	High

	Australia*
	Limited (6)
	Yes 
	Parliament
	No.
	High
	High

	Ghana*
	Some (9)
	Mostly (7)
	Unknown
	Unknown
	Moderate? (7)
	Moderate.


Notes:

1. Budget agreement with auditee’s audit committee. Certain special investigations funded from reserves.

2. No charge service received disclosed in AFS.

3. Two-year pilot project to establish independent parliamentary funding and oversight body to arbitrate between AG and Treasury, to complete in 2008. 

4. Independence concerns raised, audits Treasury Board. New process pilot results indicate requests for additional funding satisfactory.

5. Negotiate budget with Treasury Board Secretariat. Treasury Board President submits to Parliament.

6. Few small audits charged and fees returned to consolidated revenue fund.

7. Audit expenses paid from consolidated revenue fund. Pending constitutional instrument to provide for a fee-charging regime to be used by AG.

8. Majority of audits charged to auditees. 50% contract work. Overhead factor added to contract work by private audit firms. Certain audit products funded by parliamentary appropriations.

9. Some work allocated to private audit firms and auditees charged directly.

10. If Cabinet reduces estimated expenditure of Diet, mechanism for Diet to correct the amount of expenditure pertaining to Board of Audit.

11. Public Accounts Commission approves corporate plan and budget.

12. Standing Committee on Scrutiny and Constitutional Affairs.

13. Favourable agreement with budget committee of Chamber of Deputy to change to Parliamentary appropriation overturned due to political changes.

* - Information from SAICA analysis only.
** - Information from AG SAI GWG only.
7. Funding model decision criteria

The selection of a preferred funding model should be carefully considered based on a list of sound and appropriate criteria. The list of criteria was developed in the course of this review and has been discussed and refined in consultation with the AG executive management.
In consideration of the decision criteria, it is appropriate to refer to the Mexican Declaration on Independence published by the International Organisation of Supreme Audit Institutions (INTOSAI) Professional Standards Committee in November 2007.

The document sets out eight principles of independence. The eighth principle states:

Financial and managerial / administrative autonomy and the availability of appropriate human, material, and monetary resources.
In explanation, under the heading “Guidelines” the following is listed:

SAIs should have available necessary and reasonable human, material, and monetary resources – the Executive should not control or direct the access to these resources. SAIs manage their own budget and allocate it appropriately.

The Legislature or one of its commissions is responsible for ensuring that SAIs have the proper resources to fulfil their mandate.

SAIs have the right of direct appeal to the Legislature if the resources provided are insufficient to allow them to fulfil their mandate.

The applicable decision criteria used to select the preferred option as recommended in this document are:

· Financial viability of the AG.

· Simplicity of the solution and its operation

· Avoidance of any infringement on the independence of the AG

· Transparency

· Flexibility to changes is demand and supply.

· Promotion of a decrease in the overall cost of auditing 

· Promotion of rational economic behaviour within both the AG and its auditees 

· Avoidance of cross-subsidisation.
8. Changes to tariff determination
To alleviate the problems associated with the current method of determining tariffs as outlined in section 5 above, it is recognized that the basis upon which tariffs are currently determined needs to be corrected. The new basis of tariff determination should apply regardless of the future funding solution.

The proposed revision of the tariff model assumes a return to a full absorption of costs approach.

The key principles of this approach should be as follows:

· Tariffs should cater for the full absorption of all costs (excluding one-off non-recurring costs).

· The integrity of the model should remain intact. As such, its symmetrical framework must be maintained and no ad hoc tariff adjustments should be made. 

· An acceptable budget surplus should be recovered which covers the cost of capital expenditure, the cost of the cash flow cycle, business contingencies and optimal risk. In addition, it enables the creation of reasonable reserves to fund future self-initiated projects.
· One-off non-recurring items and possible unfunded self-initiated projects are recovered directly by means of an unconditional grant.

Method of determination
The method of determining tariffs is set out in appendix A. However, high-level salient points include:

· Identify standard recoverable hours by band of recoverable staff.
· Determine budgeted salary cost of recoverable staff.
· Determine a direct salary recovery rate based on recoverable hours by band.
· Determine budgeted costs of overheads (all non-recoverable costs).
· Establish the relationship between recoverable and overhead costs. In subsequent years, validate that this relationship remains largely intact.

· Determine a viable budget surplus taking into account capital expenditure, reserve requirements, business contingencies and working capital demands.
· Determine a mark-up factor based on overheads and the budget surplus to be applied to the direct salary recovery rate.

9. Alternative funding options

This section details the options which were prioritised for evaluation in our analysis. Fundamentally, two primary options exist: firstly, continuing with a revised adaptation of the existing self-funding model, and secondly securing funding via a Parliamentary appropriation. These are set out as Options 1 and 2 while a further two options, which are derivatives of the primary options, are also presented.

Option 1 – Retain the current method of fee recovery from auditees with market-related annual tariff increases
Option description

This option is effectively a retention of the existing approach. It differs only in the sense that shortfalls in the current tariff model, as set out in section 5 above, are addressed.  Retaining the current funding approach of billing and collecting fees from auditees would not require any process changes (other than operational improvements which may be brought about as a consequence of the Finance Turnaround Project and other management initiatives). The only noticeable change from the current basis of operation will be the increased tariffs applied resulting from the changes described in section 8 above.

Inherent in this approach is the cross-subsidisation of non-paying auditees by paying auditees. This effectively happens by the inclusion of an expected bad debts amount within non-direct costs. This is consistent with standard business practice.
Additionally, the approach implies a market-related increase in tariffs annually. As the tariff model is driven by the direct salary costs of recoverable staff, any changes to staff pay will be matched by associated fee recoveries. The model assumes a consistent relationship between direct salary costs and business overheads. Should this relationship change, the appropriateness of the mark-up factor should be reconsidered. 

The ability to fund expenditure such as international SAI conferences etc. (one-off non-recurring items) and special projects which, due to their nature, are not recoverable from auditees (and are not funded from reserves) should continue to be recovered directly by means of an unconditional grant. In addition the funding of so-called 1% debtors via National Treasury should be retained.

The application of this option will require certain changes to existing approaches. These practical considerations are set out below:

1. Budgeting – In an environment of increasing cost of auditing in the context of scarce human resources, the accuracy of the budget is critical to ensuring that the funding position of the AG remains intact.
2. Debt collections – Collections place an increasing burden on scarce resources. This process should be revised utilising potential options such as debtor segmentation, specialisation of functions, delinquency management and improved management of 1% debtors.

3. Specialist audits – These are audits which by their nature may not be budgeted for within the entities in which they are performed. It is anticipated that the volume of such audits (including special investigations, transversal audits, certain performance audits, etc.) will increase over the medium term. These could be funded by means of both a reserve created from realised surpluses and, if necessary, a Parliamentary allocation within the National Treasury budget. A precedent for this approach currently exists in regard to so-called “one per cent” debtors. 
To address the tariff determination deficiencies outlined in section 5 and to incorporate other requirements set out in this option, the following aspects should be included in the tariff model.

1. Standard recoverable hours for chargeable staff should be reduced to a realistic and achievable level.
2. Vacancies should be realistically estimated and an allowance should be catered for in the allowable surplus for a vacancy contingency.

3. The impact on cash flow as a consequence of the increasingly negative working capital environment should be recognised.
4. A reserve should be created to fund future self-initiated projects.

Impact

Recalculated tariffs for 2008-09, based on the approach outlined above and including a 1% of income bad debts write-off percentage and a restatement of standard recoverable hours (reduction of 48 hours per recoverable resource per annum) reveal a one-off average tariff increase of 14.9%. This means that the average tariff per the budget Blue Book would be restated from R336 per hour to R386 per hour. In addition, the permissible budget surplus would increase from 3% to 5.1%. The total cost of auditing would increase by R136 million (10.5%). 

Advantages 

· No legislative changes are required.

· The interaction between auditor and auditee is maintained in the fee negotiation process.

· The linkage between the entity for whom the work is undertaken and the entity responsible for payment is maintained.

· A well-understood and established process is retained.

· The basis of tariff determination is consistent with that utilised to determine SAICA AG contract tariffs. 

Disadvantages

· Tariffs, and as such, fees collected from auditees will increase from their current levels as a one-off step change.

· Auditees will need to be introduced to the new tariffs and informed about the current deficiencies and the need for change.

· Audit management has raised the issue of subtle pressure sometimes being applied by auditees where disclaimers will often have a direct correlation to an extended collection period. This constitutes an operational infringement on the AG’s independence.

· The retention of management effort in time-consuming activities of fee collections. 

· Bad debts will continue to be incurred. This raises the possibility that a perceived acceptance of uncollectible write-offs by the AG will result in increasing losses within the local government segment. 

Option 2 – Auditor-General budget included in Parliament’s budget vote
Option description

· This option provides for the entire AG budget to be funded via a programme in Parliament’s Budget Vote.

· Time would continue to be recorded for all audit work performed to facilitate proper cost management; however, invoices would not be submitted.

· This option would necessarily be accompanied by the commitment to demonstrated accountability. This could include reporting on the relationship between the cost of auditing and the audit impact, which could detail a breakdown of cost changes distinguishing between rate and hours. Additionally, an analysis of hours differentiating between regulatory and performance auditing could be provided.

· This option is aligned to the recommendations contained in the Report of the ad hoc Committee on the Review of Chapter 9 and Associated Institutions dated 31 July 2007, chaired by the Hon. Prof. AK Asmal.

Process implications

Our current interpretation of the process implication is as follows:

· Determine funding requirement via annual budget process.

· Negotiate and finalise budget with the Speaker of Parliament. 
· Present and agree the annual budget with SCoAG.

· Receive funding from National Treasury per budget requirements.

· Comply with monitoring and reporting requirements applicable to Parliament.

· Determine funding surplus, if any, and repay as appropriate.

· The cost of conducting audits would be communicated to auditees for inclusion in their financial statements by way of a note.

Advantages 

· Uncollectible debts would be fully eliminated.

· The effort associated with billing and collection will be avoided, reducing cost and creating additional recoverable hours.

· This process is aligned to global best practice in developed countries. In these countries the AG is funded by Parliament. Some countries, for example New Zealand, recover a portion of fees from auditees; however, Parliament remains ultimately responsible for their funding.

Disadvantages
· The approval of Parliament’s budget is dependent on an engagement between the Minister of Finance (advised by National Treasury) and the Speaker of Parliament. A concern exists that in a developing democracy such as South Africa, the scarcity of resources may frame operational methods and, by association, audit independence and reach. Such a situation currently exists in Morocco and to a lesser extent in Canada and the Netherlands, as reported to the AG Global Working Group. 

· This method removes the linkage between the entity for whom the work is undertaken and the entity responsible for payment. This may have a negative impact on the auditee’s approach towards the cost-effective completion of the audit. 

· Loss of flexibility regarding funding of additional contract work. Utilising the current cost recovery model, the additional cost incurred for additional contract work over budget, incurred as a result of higher-than-anticipated vacancies, is recovered via auditee payments. The funding of additional contract work payments will, in this option, of necessity be carried by the AG until such time as relief is received either via a supplementary budget vote or within the following year’s budget.
The historic deviation from budgeted contract work is detailed in the table below.

Table 8: Contract work overexpenditure over time

[image: image7.emf]Budget 

(R'000)

Actual 

(R'000)

Variance 

(R'000) % 

2004 / 05 128,103 175,000 -46,897 37%

2005 / 06 161,936 238,111 -76,175 47%

2006 / 07 248,046 299,870 -51,824 21%

2007 / 08 250,525 423,292 -172,767 69%

Financial 

year

Contract work


Option 3 – Recover audit fees from relevant Treasury or provincial department of local government
This is effectively a derivative of Option 1 whereby collection of fees is performed by a Treasury office or a provincial department of local government. This option was not favourably received in initial discussions with National Treasury on account of its current mandate and interference with the accountability principles of the PFMA.
Option description

· National department audits are funded by National Treasury

· Provincial department audits are funded by provincial treasuries 

· Local authority clients are funded by provincial treasury and/or the provincial department of local government
· Funding is aligned to three key work packages within the audit cycle
· Payments are received prior to the first two work packages
· Final payment is made 30 days from final invoice submission for the final work package and variations
· AG tariffs increased as outlined in section 8 after taking into account additional interest received on advance payments
· The relevant treasury would provide a notional charge to the auditee so that the auditee could include the cost of the audit in its income statement crediting a reserve account.
Process implications
· Split all audits by National & Provincial Treasury differentiation

· Budget all work to be performed for financial year

· Determine own hours tariffs as per section 8.
· Allocate available own hours capability to audits and identify contract work requirements

· Budget for contract work in accordance with the contract work tariff method.
· Split fee into work packages (phasing by project, i.e. planning, fieldwork and reporting)
· Schedule commencement of work packages

· Determine monthly treasury recovery based on budgeted costs
· Submit budget to relevant treasury

· Record time and cost as work is incurred

· Implement work-in-progress and project accounting

· Bill the relevant treasury by audit per the schedule
· Recover payments from relevant treasury per schedule (excluding final reporting payments)

· On submission of last invoice, reconcile project cost to recoveries to date and submit final invoice to relevant treasury
· Receive final payment for project.
Advantages 

· Elimination of collection from individual clients thus avoiding time-consuming management of collection activities, delinquent accounts and non-value-adding involvement of audit management on a large scale.
· Timely payment for all projects.
· The elimination of bad debts and related provisions from the AG’s budget will remove current cross-subsidisation of delinquent debtors by paying entities.

· Cost of auditing efficiencies would be driven (and demanded) by the relevant treasury.
· A “fixed price” mindset to the audit will be driven by the treasury orientation not to accept additional cost without valid explanations. This will encourage efficiencies as the audit fee will be guaranteed while a surplus can be grown by managing/reducing costs.

· The resulting increased engagement with auditees i.t.o. the audit process would strengthen the oversight capability of Treasury.

Disadvantages
· National Treasury has indicated that this option would not be favourably received on account of its current mandate and interference with the principles of the PFMA.

· Legislative changes would be required to allow National Treasury, provincial treasury and/or provincial department of local government to withhold funds due to auditees and submit these to the AG.

· The cooperation and administrative effort of the paying entities are a prerequisite for the successful implementation this option.

· It is difficult to provide definitive expenditure estimates to the relevant treasury during the budgeting process. For example, vacancies would give rise to higher audit costs (via contractors). Such additional costs may be problematic to recover. Furthermore, changes in scope may necessitate additional time which would de-link actual and budgeted project costs and necessitate explanations to Treasury regarding overexpenditure of budget. This would effectively involve a three-way discussion. To address this, BE and SM skills in managing expectations would need to be developed, while financial controls and predictability should be improved.
· While it is accepted that the AG is protected by the PAA Act, priorities may be influenced by the affected Treasury departments in the process of determining payment schedules and managing payments (i.e. more concentrated and robust influence, at an operational level, than perhaps the auditee’s audit committees) thus potentially impacting the AG’s independence.
· Work-in-progress and project accounting would need to be introduced.

· This method removes the linkage between the entity for whom the work is undertaken and the entity responsible for payment. This may remove an incentive in the auditee’s approach towards the cost-effective completion of the audit. In addition, the reduced level of engagement between the auditor and auditee may impinge on the relationship between the two parties.
Option 4 – Fund indirect costs via a Parliamentary allocation and direct costs from auditees.
Option description

· AG funding is split between a Parliamentary allocation and recovery from auditees.
· All indirect costs (including audit overheads, Corporate Services costs and capital expenditure) are funded via an allocation.
· Direct salary costs are recovered directly from auditees using recalculated tariffs per the method outlined in section 8.
Process implications

· Isolate Corporate Services costs, capital expenditure and reserves.
· Present above costs in the annual budget to SCoAG, highlighting funding requirement.
· Receive funding from National Treasury per budget requirements.

· Comply with monitoring and reporting requirements applicable to Parliament,
· Recalculate tariffs for time based recovery from auditees based on method described in section 8, but excluding all cost recovered via the allocation process.
· Bill and collect audit fees from auditees as per current process.
· Determine funding surplus, if any, and repay as appropriate.
Advantages 

· Lower cost of auditing to auditees.
· The lower tariffs will lower the AG’s exposure to delinquent debtors.

· Reduced cross-subsidisation between auditees.
Disadvantages
· Increased cost differentiation between AG and contractor-audited clients. This may give rise to the need to introduce and manage some form of cost-equalisation mechanism between the two groups.

· The possible influence on financial independence as outlined in Option 2 applies. albeit to a lesser degree.

· Uncollectible debtors are only addressed in that auditees’ ability to pay is improved. Not addressed is auditees’ attitude towards payment.
· This option is administratively onerous as there are effectively two funding processes. 
10. Preferred Option
The table below sets out a matrix of alignment between the four options evaluated and the decision criteria defined in Section 7. The degree of shading applied to the circle equates to our assessment of the degree of alignment to each criteria.

Table 9: Evaluation of funding options by decision criteria
[image: image8.emf]Decision Criteria

No Detail

Charge 

auditee Parliament

Charge & 

Treasury 

collection

Charge/ 

Parliament 

hybrid

1 Assures financial viability of the AG

2 Simplicity of the solution and its operation

3 Assures the independence of the AG

4 Transparency of costs for ext stakeholders

5

Flexibility to dynamically manage changes in 

demand and supply.

6 Promotes efficiencies in the cost of auditing

7

Promotion of rational economic behavior 

within both the AG and its auditees.

8 Minimisation of cross subsidization

Average

Option alignment to criteria


Note: Shaded area reflects degree of alignment with the criteria. Each complete quadrant represents 25%.

Based on the criteria, it is our opinion that, commencing 1 April 2009, Option 1 (Retain the current method of fee recovery from auditees) should be adopted subject to the following:

1. Tariffs should be recalculated as described in section 8, including the one-off “catch up” increase.

2. Market-related tariff increases should be introduced in subsequent years.

3. The budget surplus should be increased to between 5 and 6 per cent.

4. An unconditional grant of R154.8 million should be made available to relieve the funding position of the AG by November 2008. This will redress the negative impact on the AG’s balance sheet incurred in the 2007-08 financial year and anticipated during the 2008-09 period.
5. One-off non-recurring items and special projects that are not recoverable from auditees or funded from reserves, should be recovered directly by means of an unconditional grant. 

Should these principles not be accepted, the recommendation would be for Option 2 - AG budget included in Parliament’s budget vote.

11. Conclusion

The AG believes that implementation of the recommendation in this report will ensure the continued financial stability and independence of the AG and ensure that it continues to deliver on its reputation promise which reads as follows: The Auditor-General has a constitutional mandate and, as the Supreme Audit Institution (SAI) of South Africa, it exists to strengthen our country’s democracy by enabling oversight, accountability and governance in the public sector, thereby building public confidence.

12. Appendix A: Detailed description of proposed AG tariff determination method

Method of determination
Tariffs are determined annually as a component of the budgeting process as follows:

1. Determine estimated direct salary costs. This should be a focused and thorough exercise to ensure a high degree of accuracy. The HR-generated numbers should be evaluated against independent remuneration, specialist projections of industry trends and CPI forecasts. As direct salary cost is the point of origin for a significant portion of total audit costs, it is important that this be thoroughly analysed, validated and anomalies explained in a clear and transparent manner.

2. Determine standard recoverable hours by employee band for the applicable budget period.

3. Calculate weighted average direct salary recoveries per recoverable hour by employee group and salary interval. If necessary, create additional salary intervals to cater for high-earning employees.

4. Budget for all other non-direct salary costs, including capital expenditure.

5. Agree budget surplus percentage applicable to the AG. 

6. Determine the mark-up factor required to fund non-direct salary costs and the budget surplus. This should remain fixed unless relative salary and overhead costs move beyond a predefined correlation.

7. Determine the opportunity cost of funding the cash flow cycle for the budget period based on the anticipated timing of cash inflows and outflows by applying the weighted average investment rate available to the AG.

8. Identify business contingencies which would be prudent to be included in the AG’s funding requirement (could be revenue or cost related), e.g. loss of contribution on higher-than-budgeted vacancy rates.

9. Compare budget surplus to the sum of capital expenditure after depreciation, opportunity cost of the cash flow cycle and contingencies. Determine whether the surplus is sufficient in the light of overall business risks and adjust where necessary.

10. Consider whether any tariff rates are for any reason unacceptable. If so, flex the mark-up factors while compensating within other intervals (so as to maintain the original surplus), until an acceptable balance is achieved. 

11. Once the above is finalised, the revenue component of the budget can be finalised.

Subsequent years of application:

12. Repeat steps 1 to 9 above in full. 

13. On determining a new mark-up factor, consider whether the cost relationship between direct salary and all support costs has undergone a permanent change. (This may happen where, for example, a salary review has adjusted salaries to a comparable market position.)

14. Challenge the costs underpinning the new mark-up factor, and adjust where necessary. If an adjusted mark-up factor is justified, this will need to be explained to SCoAG and National Treasury due to the fact that a change has been made in the basis of funding.

15. If an increased cost is necessary, but is identified as abnormal one-off expenditure, then this cost should not be recovered via the tariff, but rather by a parliamentary vote. This will protect the credibility of the tariff rates from an auditee perspective (for example, cost of hosting 2010 INCOSAI conference).

13. Appendix B: Breakdown of the one-off non-refundable grant request
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Detail Total NPV

Discount 

rate

Comment

2005/06

Uncollectable debtors 2005/06 2,207,805 2,695,785 10.50% Current value of uncollected debtors raised in 2005/06 - minimum 792 days outstanding

2006/07

Uncollectable debtors 2006/07 8,384,230 9,264,574 10.50% Current value of uncollected debtors raised in 2006/07 - minimum 427 days outstanding

2007/08

2007/08 actual (unaudited) operating cash flow shortfall

21,276,000

Reserves for future liabilities 25,274,273

Leave pay provision 8,513,979 Increase in provision per income statement 31 March 2008

Medical aid provision 5,510,294 Increase in provision per income statement 31 March 2008

INCOSAI funding provision 11,250,000 25% of estimated cost of INCOSAI conference (R45 million)

Uncollectable debtors 2007/08 14,938,190

1% of turnover 11,141,950 Assumed 1% not collectable - aligned to bad debts provision

%1 debtors  3,796,240 Shortfall on National Treasury budget of AG 1% debtors for 2007/08

Capital expenditure postponement to aleviate funding position 4,545,320 Capex excluded from 2007/08 expenditure due to funding shortage

Total for 2007/08 66,033,782 66,033,782

2008/09

2008/09 forecast operating cash flow shortfall after adjustment for 

timing of component cash flows.

15,067,537

Reserves for future liabilities 27,004,180

Leave pay provision 5,388,464 Increase in provision per income statement 31 March 2009

Medical aid provision 10,365,716 Increase in provision per income statement 31 March 2009

INCOSAI funding provision 11,250,000 25% of estimated cost of INCOSAI conference (R45 million)

Uncollectable debtors 2008/09 12,939,810 1% of budgeted revenue 2008/09

Capital expenditure postponement to aleviate funding position 4,073,212 Capex excluded from 2008/09 budget due to funding shortage

Total for 2008/09 59,084,739 56,137,519 5.25%

Contingency (2008/09)

Anticipated loss of contribution due to anticipated vacancy rate

exceeding budgeted vanancy rate (assumed 14% vacancy - average for 2007/08) 21,765,462 20,679,774 5.25%

157,476,018 154,811,434

Present value of 2008/09 cashflows. Represents cash flow including operations and investing 

activities and cost of working capital.

As per 31 March 2008 - Net decrease in cash and cash equivalents. Represents 

operational, investment and working capital changes.


Note: Section 38(4) of the PAA Act requires that the AG consult with National Treasury and agree with the oversight mechanism at the end of a financial year on the retention or otherwise of a surplus or a portion thereof. The portion not retained must be paid into the National Revenue Fund.
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