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Evaluation of alternative funding model options for the Auditor-General

Executive summary

Introduction
The Auditor-General (AG) presented its budget for the financial year 2008-09 to the Standing Committee on the Auditor General (SCoAG) in Parliament on 31 October 2007. The presentation highlighted the growing funding 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 would alleviate its immediate funding position, as provided for in section 36(1)(e) of the PAA Act, 2004. This will ensure its continued operation in the period prior to reaching a decision and implementation of the revised funding model.
AG business model
The AG is responsible for the auditing of all government entities and functions and is required to report to the entities and Parliament on the status and outcome of such audits. The AG performs regularity, performance, special investigation and forensic audits. The AG has a staff component of some 1 900 members comprising some 1 500 audit professionals and trainees and some 400 support staff.  The AG charges each auditee the cost of such audit based on the actual time spent on the audit and a recovery of support costs based on a full absorption method.  The AG competes with the financial services sector for the retention and recruitment of these professional audit skills. In terms of section 23(1) of the PAA Act, 2004, the AG determines the basis for calculating the audit fees to be recovered from the auditee. Annual budgets and related cost variances are discussed with the auditee’s audit committee. Services rendered are billed a month in arrear, payroll costs are paid on the 15th in the month incurred, and all other operating costs on normal supplier terms and conditions. A significant portion of audit work is contracted out to the private audit firms based on peak demand periods, known capacity shortages and specialist skills. The AG is a constitutional entity which is accountable to Parliament via a parliamentary oversight committee. 

Strategic challenges

The environment in which the AG operates has changed significantly since the time of its inception within the democracy. The AG’s 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. Over the three financial years from 2004-05 to 2007-08, the AG experienced average annual compound growth of 15.3% in total annual work hours spent on audit.
· 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 of and ongoing compliance with International Audit Standards.

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

· Contributing towards increasing 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.
Problem definition

The major reasons driving the need for a revised funding model and for immediate relief are twofold: firstly, fundamental deficiencies within the funding model, and secondly, compounding factors which exacerbate the model deficiencies.

1. Deficiencies within the fundamental funding model:

a) The natural cash flow cycle within the AG has a negative impact on working capital. This is due mainly to the fact that salaries (50% of total spend) are paid 15 days prior to month-end while the bulk of auditee collections are made some 69 days later (problematic auditees pay later). Similarly, other outflows, such as contractor and sundry creditor payments, all occur at an earlier stage than auditee collections.

b) Limited provision is made for the funding of new capital acquisitions.
c) No provision is made for the funding of investment reserves to be held for known future liabilities.
d) 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.
e) The current funding model places a ceiling of a 3% operating surplus on the AG. This level of surplus is currently difficult to achieve due to tariff capping and market-related vacancies. However, the 3% is insufficient to absorb the impact of the timing of cash flows described in (a) above to fund capital expenditure and reserves and to provide for contingencies and variations inherent within ongoing commercial operations.
f) Tariff increases have been capped at 4% for a significant proportion of tariff intervals (these represent 44% of own hours income) and are not market or input cost related. This has the effect that cost is growing at a higher rate than contributions per billable staff member.

2. Compounding factors

a) The introduction of new audit 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 deterioration of its debtors book. Despite interventions in this regard, this trend is expected to continue. 
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 due to additional work being outsourced to external audit firms.
Benchmarking

The AG has benchmarked international developments and best practices through its representation in the International Organisation of Supreme Audit Institutions (INTOSAI) Global Working Group (GWG) and through a joint analysis project with the South African Chartered Accountants Institute (SAICA) on international tariff practices. 

The salient features from the international SAI 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 its 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 from auditees for services rendered, mostly for United Nations audits.

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.

Criteria for preferred option

The criteria for assessing the options are:
· Solution assures the financial viability of the AG

· Simplicity of the solution and its operation

· Assures the independence of the AG

· Solution creates transparency of costs for external stakeholders

· Solution has sufficient flexibility to enable AG to manage dynamic changes to supply and demand factors

· Solution promotes efficiencies in the cost of auditing

· Solution promotes economically rational behaviour for AG and auditees

· Minimisation of cross-subsidisation.
Solution options
Regardless of the option selected going forward and the method of determining charge out rates, the management disciplines and practices surrounding this should, after effecting certain key corrections, be retained for financial control purposes. 

The options for final consideration are:

1. Retain the current method of fee recovery from auditees with market-related annual tariff increases.
2. AG budget included in Parliament’s budget vote.
3. Recover audit fees from relevant Treasury or provincial department of local government.

4. Recover direct cost fees from auditees and fund indirect costs via a parliamentary allocation.

Financial impact

The correction of shortcomings in the tariff model would have increased the 2008-09 budgeted own-hours tariffs by 14.9%, moving the average tariff from R336 per hour to R386 per hour. The rate changes will only take effect in 2009-10 and as a result the balance sheet reserves require correction in the current financial year. It is recommended that the financial impacts be addressed as follows:
· A one-off non-refundable grant of R154.8 million to address the known or committed capital and operating expenditure shortfalls not addressed by the current funding model relating mainly to the 2008-09 and 2007-08 financial years.
· A one-off 14.9% increase in the 2009-10 tariffs plus the normal recurring market-related increase of a percentage (currently estimated to be between 11% and 16%) to be determined for the 2009-12 budget submission due in September 2008. The total percentage increase in tariffs is currently estimated at between 25.9% and 30.9% for the 2009-10 financial year.

Recommendation

The options have been assessed internally with the executive committee, key stakeholders, National Treasury and SCoAG. 

The results of the process are summarised in the following table*:
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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%.
After a lengthy and rigorous consultation, benchmarking, analysis and evaluation process, the AG recommends Option 1 – Retain the current method of fee recovery from auditees.

Performance auditing and cost of auditing

Performance auditing comprises approximately 7% of the AG’s current work performed. It is expected that the AG will continue to phase in performance auditing services and perform extensive performance auditing of the government within the next three to five years.

The cost increases proposed in this document and the significant cost increase associated with performance auditing (which by its very nature requires the use of experts) will, however, be partially offset in terms of the overall increase in the cost of auditing. It is envisaged that the relative total cost of regularity audit services, which is currently more than 90% of the total cost of auditing, will be subject to increased efficiencies. This will be driven by a number of initiatives to improve efficiencies in the regularity audit process (while ensuring full compliance with the relevant auditing standards which require additional emphasis on certain areas, e.g. fraud risk), including:

· Horizontal auditing of financial statement items that are common to a number of auditees which lend themselves to being audited centrally, e.g. payroll.
· Coordinated audit planning and reporting for auditees within the same sector.
· Reassessment of the audit methodology to find ways of decreasing the required audit work while still adhering to the audit standards, e.g. sampling and materiality.
· Improvement of the audit process via audit software.
· Further integration of aspects within the audit process, e.g. information systems audit. 

Conclusion

The recommendation is critically dependent upon the following principles:

· Tariff increases based on market-related input cost factors

· Receipt of the one-off non-refundable grant prior to November 2008

· The 2009-10 market-related tariff increases plus the 14.9% catch-up

· The budget surplus should be increased to between five and six per cent to allow for vacancy contingencies, working capital requirements and the creation of reserves for planned self-initiated non-recoverable audits.

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

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, namely: 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.
The AG would like to thank all the parties and personnel involved in this process and in particular the members of SCoAG and National Treasury for their expert input and advice.
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Breakdown of the one-off non-refundable grant request
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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)

Add: Adjustments for items not included in cash flow forecast

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 and the retention or otherwise of a surplus or a portion thereof. The portion not retained must be paid into the National Revenue Fund.



Key assumptions





2005/06 uncollected debtors (existed as at year end 31 March 06)  are uncollectible 


2006/07 uncollected debtors (existed as at year end 31 March 07)  are uncollectible 


The percentage of uncollectible debtors relative to turnover in the 2006/07 financial year of 1.79% will continue for the 2007/08 and 2008/09 financial years.


The cost of funding to the Auditor General is the PIC investment rate.


A vacancy percentage of 14% on average will exist during the 2008/09 financial year.


The INCOSAI conference in 2010 will cost R25 million.


The revenue and payment cash flow profile of the AG in 2007/08 will remain the same in 2008/09.
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