Tl @

Partnership for Local Governance

Establishing the Commune/Sangkat Fund

Report prepared for the UN Office for Project Services

Leonardo G. Romeo
Institute of Public Administration (IPA)
New York University

Phnom Penh, 24 Augus: 2001




|

Part 1 - Introduction
The need for fiscal transfers

Cambodia local Councils need resources. They need them for

(i)  Their basic functioning as an elected body and local administration and

(i) Promoting local development and delivering local infrastructure and
services.

Devolving revenue-raising powers to the Councils is the longer-term answer, and
the most appropriate one to foster local accountability. At some point in the future
the Councils should be able to cover their operating costs through own-source
revenue and to finance at least part of their local investment needs through
savings on recurrent expenditures.

But at the outset of their mandate and for a long time to come, Cambedian local
Councils will have to rely heavily on fiscal transfers to cover both their
administration and development expenditures. And, even in the long run, as
worldwide experience shows, fiscal transfers are likely to remain important
features of the Cambodian local finances system.

The legal basis of the Commune Sangkat Fund

The Commune Law establishes the right of the Councils to receive “grant
resources from the national revenue” (art. 75) and the obligatior: for the state to
create a “Commune/Sangkat Fund [...] in order to transfer national revenues and
other revenues to Commune / Sangkat budgets " (art. 77).

For the design of such Fund, the Law provides a few important principles.

First, it states that the level of capitalization of the Fund from domestic resources
should be fixed, through “a formula or a rate” (art.77) for a period of “not less
than 3 years and not more than 5 years” (art.77). The Law therefore aims at
providing a certain predictability of the transfers, to promote effective multi-year
local expenditures management.

However the Law stops short of fixing the share of national revenue to be
channeled to Councils. It leaves this “to be determined by a sub-decres” (art.77).
Since the Fund will be capitalized by provisions of the annual National Budget
Law, (which will not be legally bound by a sub-decree), the predictability of the
Fund capitalization is actually not strictly guaranteed by the Commune Law. The
provisions of the sub-decree establishing the Fund, in this respect, may be more
of a "bona fide” statement of policy, and a moral RGC commitment, than a legal
obligation.
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Second, the Law states that the Fund should be capitalized by both “a specific
portion of the state revenues” and other resources “from inside and outside the
country” (art.78). This suggests the desirability of a mechanism for channeling to
the Fund contributions from donors and IFI. But raises a number of Fund design
problems related to donors’ and IFI's requirements, that can be addressed only
through effective partnership arrangements. A most practical and urgent
challenge is that of merging the externaily-funded facility for commune-level
development financing (the Local Development Fund) cperating in the frame of
the national Seila program, with the nascent Commune/Sangkat Fund.

The Law also stipulates that Fund's resources should be distributed to recipient
Councils by formula. This is meant to prevent “ad hoc" or arbitrary transfers and
again to increase the predictability of the transfers.

Equally importantly, however there are things that the Law does not specify. For

example, the law does not specify:

» What are the specific policy objectives of the Fund and how thesa should be
reflected in the design of the transfers’ formula.

« How the Fund resources should be managed, disbursed and accountad for

 Whether all communes or only thosa fulfilling certain minimum ‘capacity
conditions” should benefit from the Fund or specific portions of it.

v Whether the access of the Communes to the resources of the Fund, should
be “automatic” or if centain conditions of access should apply.

* To which type of local expenditures the Fund's resources should be applied
or whether specific portions of the transfers should be earmarked for
operating or investment spending.

These questions are left to a sub-decree, or other derivative regulations, to
answer.

Background of the preparation of the sub-decree on Commune/Sangkat Fund

The preparation of the sub-decree establishing the Cemmune/Sangkat Fund is
the responsibility of the “Finance Sub-committes” of the recently established
National Committee to Support the Communes (NCSC). The Finance sub-
committze, and 4 other inter-ministerial sub-committees of the NCSC', have not
yet been established.’ However, since July 2000, the Ministry of Finance, which
is expected to chair the NCSC Finance Sub-Committes, has set up an internal
‘Fiscal Decentralization Task Force” (FDTF)® and has done some preparatory
work in all the three areas that the S/C will have to regulate. These are: (1)

* These are | the SIC on Plarning. the S/C on Commun2 Soundaries, the S/C on Commune Powers. Functions ang
Structures, and the S/C on Commune Councis Cagacity Buillding  Praparaiory wark on the mattars o b regulated by

thesa sub-commiitess has bean dona by the Mirustry 5 Interior (C2pt. of local Administration) valh tachnical assistance by
GTZ

* The Sub-committe2s ar2 axpaciad 1o be formally craated at the 2™ mesting of the NCSC. now schedulsd for the end of
August 2001

*\With technical assistane2 from UNDP




Fiscal Transfers, (2) Councils own-ravenue sources and (3) Local budgeting and
accounting systems.

With respect to fiscal transfers, an “issues paper” was developed by. the FDTF
and presented to a national workshop in March 2001. The “issues paper” was
well received by concerned ministries, donors and NGOs, who could use the
workshop for an open discussion of the issues and policy options related to the
set up of the “Commune/Sangkat Fund”.

The next step was therefore to draft, on the basis of the above "issues paper”, a

legal text for the sub-decree on the Commune /Sangkat Fund. This is presented

in Part Il of this report. This draft must be understood as a contribution to the

work of the MEF-FDTF, which is now responsible for:

= Thoroughly analyzing it,

* Revising it as necessary and then

= Presenting it for discussion and approval at a meeting of the NCSC Finance
Sub-Committee, as soon as this sub-committee is established.

The above sequence of actions is expected to be completed within the next 2 to

3 months.

Part Il - A commented Draft Sub-Decree on the establishment of the
Commune/Sangkat Fund

What follows is the proposed text of the Sub-Decrse (Anukret) on the
establishment of the Commune/Sangkat Fund with comments on each of its 23
articles to highlight their rationale, and the policy or technical issues that are
raised by their formulation. The full text of the proposed Anukret, without
comments is reflected in Annex 1

Chaptar 1
Purpose and Structure of the Fund

Amicie 1 - Establishment of the Fund

A spscial treasury account denominatad "Communa/Sangkat Furd” (tha "Fund”) is hareby craated pursuant lo Anticles
77 and 78 of the Law on the Administration and Managemeni of CommunesiSangkais (the “Commune Law’). to transier
domeslc and exiernal resources o the Communas/Sangkat councils

This article clarifies that “the Fund" is not a new agency or organization (as it's
the case, for example, of the “Social Fund”), but it's a special account in the
National Treasury established to transfer both domestic and external resourcas
to Commune/Sangkat Councils. This is important to avoid any confusion that the
introduction of a Fund Board (see below) may create on the nature of the Fund
itself. The article also raaffirms that the establishment of the Fund is an obligation
of the RGC under the Commune Law.




Acicle 2 = Purposa of the Fund

The purposes of the Commune/Sangkat Fund are:
(a) Toenable the Communes/Sangkats to assume their general responsibilities for promotion of local deveiopment
in accordance with tha provisions of art. 42, 43.and 44 of the Commune Law
(o) To correct differences in the relative potential of the Communes/Sangkats to motilize their own revenue,
because of different demographic, social and economic conditions
(¢) Toact as an incentive for building the capacity for good governance of the Communes/Sangkats Councils.

This article suggests that the Fund should serve three basic purposes:

First, it should provide resources to the Councils to enable them to assume
gradually increasing responsibilities for (a) general administration of the
Commune’s affairs and (b) development of the Commune’s social and economic
infrastructure and delivery of local public services. This purpose may be restated
as filling the “vertical gap” between the cost of the local administration and
services delivery responsibilities, and the own-source revenue that the newly
created Councils may be able to mobilize.

However, neither specific responsibilities for local-level infrastructure provision
and services delivery, nor specific taxing powers have yet been assignad to the
Communes. It is also likely that such assignments will require substantial
negotiations among multiple agencies of the national adminisiration, and may
take some time {o be finalized and actually implemented.

At the outset therefore, it may be difficult to assume, as the main justification and
calculation basis for the Fund's transfers, the correction of a clear “vertical gap”
created by the devolution of substantial mandatory administrative functions and
services delivery responsibilities.

On the other end, while the devolution process may take some time to unfold, the
very creation of the local Councils will create a “gap” to be filled. The Councils, as
soon as elected, will need to cover the cost of their own set-up as a new level of
elected authority and local administration (e.g. pay Councilors’ allowances and
salaries of accountants and other essential personnel and cover the cost of
premises, transport, communications and sundries for the functioning of both the
local council and local administration), and will be under pressure by the local
communities to show that they can effectively promote local develooment and
carry out the broad range of permissive functions that the Law assigns to them
(Ch. 4, Art. 43 to 46). The conclusions are that:
(i “Some” level of transfers will be needed
(if) Such level may be determined by the available pool of transferable
resources rather than by detailed calculation of actual “gaps™ and
(i)  Transfers should be in accordance with the size of the Council. Those for
administrative expenditures should be proportional to the number of
Councilors and those for development spending should be proportional io
the Commune/Sangkat population®. (see formula below).

' This way of allocating funds for development spending assumas ihat (a) development cosis per capita ar2
homogenecus across junsdiclions and (b) deveiopment cosis are a "conlinuous” funclion of tha Communa's population




The second purpose of the Fund should be to correct structural differences in
the respective potential of the local Councils to mobilize own source revenue.

No matter what type own-source revenue the local Councils may be able to
assess and how efficiently they may be able to collect it, “horizontal gaps”
(imbalances between Communes in the potential yield of their fiscal base) will
continue to exist. A main objective of the Fund may therefore be the correction of
such imbalances and the equalization of the fiscal capacity (per capita revenue)
of the Councils.

Ideally, as soon as a clearer picture emerges from the work of the NCSC, with
respect to the establishment of local tax and non-tax revenue sources, an
attempt should be made to estimate the potential yield of the individual
Communes’ fiscal base. This would allow the explicit use of transfers to reduce
horizontal imbalances between Communes.

Meanwhile, however an approximation to this objective may be obtained by
including an indicator of relative needs/poverty in the formula for allocation of the
rund'’s resources to individual Communes (see below).

Third. it should act as an incentive for the Commune Authorities to adopt
improved local governance practices.

The establishment and the early stages of operation of the Fund should offer also
an opportunity to create incentives for the newly established Commune Councils
and administrations to increase their capacity and adopt accountable.
transparent, effective and efficient local governance practices. This will require
the specification of some “conditions of access” to the resources of the Fund and
2 system of oversight and certification of the compliance of the local Councils
with them. (See below the role of the provincial governors and MOI/Dept. of
Local Administrations)

Armcle 3 - Structure of the Fund account

Tha Fund account shall raflact:
As ravenus
(a) Contributions from a shara of the RGC domastic ravenue
(b) Contributions from grants and loans made availabl2 by donors agencies and international financial institutions.
(c) Any other legal contribution.
As sxpendituces
(dy Annual transfers to the budgets of Commune/Sangkat Councils.
Any revanue of the Fund not transferrad in any given year shall be carried over to the subsequent year.

This article specifies that both domestic and external resources may be
contributed to the Fund. This is a key feature of the proposed system. It implies
that a mechanism should be set up to capture external resources and charnnel
them into the Fund. Considering the donors and IFls reporting requirements the
implementation of such mechanism will require new and advanced “partnership”

To lift them may require (3) the application of ceefficiants to acccunt for cost increasing factors tike the “remoteness” or
“accessibility” of certamn ar2as and (b) the adoption of some “thresholds’ of development costs. Some consideration may
be given [0 these [aciors at the time of establisning the actual transfer allocation formula




arrangements to be developed between them and the RGC. Given the
importance of the national Seila program as a mechanism for external financing
of decentralized development spending, the “Seila Forum” is a logical, and
potentially key, venue where such arrangements should be discussed and
agreed upon, so that both the current and prospective Seila external funding
agencies can immediately contribute to the capitalization of the Commune
/Sangkat Fund.

The article also specifies that any revenue of the Fund that is not transferred to
Communes/Sangkats in any given year shall be carried over to the following
year. This reflects a “re-phasing” practice which is rather common for external
funds, but that must be specifically mandated by legislation o be applied to
domestic funds.

Chapter 2
Management of the Commune/Sangkat Fund

Article 4 - Sstablisnmant and funciions of the Fund Scard

Tne Fund shall be managed by a ‘Commune / Sangkat Fund Boarc™ (the Fund Board). The Fund Board shall ba
rasponsible for:

{a) Racommending to tha RGC tha shara of tatal damastic ravenua to he aliocated {o the Fund

(o) Monitcnng the fow of resourcas into the Fund from 2xternal grants and loans. and establishing targats for
mobilization of 2xternal rasources by the RGC

(s) Adopuing tha formula for distribution of the resources of the Fund. referred to in At 11 below, and annually
revising the value of the population, poverty and cther indexes in the formula

{d)  Adopling and annually revising a classification of Communes/Sangkats. for the purpese of allocating the
components of tha Fund, as descnbed in Aa. 12 below.

(2}  Aoproving the annual plan of distribution of the resources of the Fund, based on the above classification and
formula.

(i  Communicating to Communes/Sangkatls their individual annual entittement to resourcas of the Fund and the
indicative forecast of such entittement ovar a 3-years paried.

()  Momitoring the actual transfars of the rasourcas of the Fund to the Communes/Sangkats. against the approvad
annual distribution plan

(hy  Aoproving the annuai financial statemeant of tne Fund

Wiathin two weeis frem its creation the Board shail adopt interai regulations to guide its process of decisions making.

Acticle 5 - Composition of the Fund Soard
Tae Fund Board snall be composad by:

«  Thes Ministar of Economy and Finance or histher regrasentative {chair)
«  Tn2 Minister of Intanor or his/her representative

«  The Minister of Plarning or his/her representative

. The Minister of Rural Davelopment or fus/her representativa

*  The Minster of Land Managament or his/her rapresentative

»  The Chairperson of the Commussian of the Natioral Assembiy in charge of Communes/Sangkats Councils affairs

v Arepresantative of tne Commune Councils selectad oy drawing iots among all Mekhums elacted in rural communes.
= Arepresentative of the Sangkat Councils selected by drawing lots among all Mekhums elected in urdan Sangkats.

To ansure proger coordination betwesn the Fung Soard anc the Mational Committee to Support the Communas (NCSC),
dunng the NCSC penod of operation, the Fund Board and NCSCT membar Ministn2s shall be reprasentad by the same
ingividuals in the two bocies.

These two articles set up the upper-leval management structure of the Fund.
They propose the creation of a Fund Board and spell out the tasks to be
performed by such Board. Several issues were raised in preliminary discussions
with members of the MEF-FDTF, MOI/DOLA and the Seila TF-Sacretariat.




The first issue is whether there is a need for such high level policy-making and
monitoring structure. Consensus however seems to develop on this point. As it
was pointed out at the MEF-organized March 2001 workshop, in the operation of
the Fund there will be “... a need to carry out a number of tasks that cannot be
settled by a decree. These include the calculation and use of the poverty index;
the criteria and selection of the communes that will, year by year in the transition
period, benefit from full funding; the handling of donor's money; the negotiation of
the percentage of total taxes allocated to the Transfers Fund; the adjusiments in
transfers to be made when tax receipts are higher or lower than budgeted,
etc...”® It seems clear that such tasks do require continuous negotiations and
flexible management and cannot be settled once and for all by the sub-decree.

The second issue is whether a Board is actually needed or the above tasks could
be better performed just by the MEF, in consultation with the Ministry of Interior.
In advancing the second option, many point at the proliferation of non-pericrming
“Inter-ministerial Committees” in Cambodia, which actually don’t work as forums
for real dialogue, negotiation and collective decision-making but only dilute
responsibilities and retard action. These are legitimate concerns. However two
points should be considered by the NCSC before reaching a conclusion on this
issue.

First, there are more actors than MEF and MOI alone, who have a stake in the
Fund management, particularly at provincial level. The Provincial Departments of
Planning and Rural Development, for example, will be particularly active, under
the provincial governor's coordination, in the monitoring of the Fund use by the
Councils and in the related capacity building effort. The respective Ministries will
thus want to have a say in the design and management of the transiers system,
particularly on issues of poverty and capacity assessment and the design of the
conditions of access to the Fund.

Second, the Board should not be seen only as another “inter-ministerial
Committee”. It could in fact alsc provide an opportunity for more direct
participation, in the design and monitoring of transfers, for the national legis!ative
committee in charge of local Councils affairs, as well as to elected local Councils
themselves. In fact, as scon as a National Association of Cambodian Local
Authorities will be formed, this body could be represented in the Fund Board.

A third issue is whether the proposed Board should be merged with the NCSC.
This was also discussed in the March 2001 workshop, and here we can only
restate what Remy Prud’homme wrote in his report on the workshop discussions®
' * A question was raised: should this Board of Management be independent of
the NCSC (National Committee to Support the Communes) of be part of it? We
advised that it be independent. The NCSC will have many things to do and might
neglect the important tasks to be performed by the Board. The NCSC has a
imited life, whereas this Board will be permanent. The NCSC will be largely

* Remy Prud’homme Mission regori, Paris, 20 March 2001
lbigem




political, when many of the tasks of the Board have a basic technical dimensions
(albeit with political implications). The NCSC will largely be captured by MOI,
when the tasks of the Board are largely economic and financial.”

Nevertheless the issue of relationship befween the NCSC and the Bodrd cannot
be completely brushed away. After all, there is a need for the decisions of the two
bodies to be consistent and mutually supportive. It was suggested that a practical
way to secure such coordination would be to make sure that the same individuals
representing concerned Ministries in the NCSC be appointed to represent the
same Ministries in the Fund Board.

Considerable further discussions on the Board'’s rationale, functions, composition
and operating rules seem however to be needed at this point. The NCSC will
eventually have to decide whether the Board should be set up as a Fund policy
decisicn-making and management mechanism, as suggested by the above draft
articles, or just to perform an advisory function for the MEF invelving more actors
than the MOI alone.

Article 8 — Ssrablishment and funcuons of the Fund Scard Sacratanat

The Fund Board shall be supporied by a permansnt technical sacratariat. The sacretariat shall be established. by the
Minister of Ezenomy and Finance and shall 5a rasponsible for

{ay Facilitanng and racerding the discussions and daliperations of the Fund 8oard

(b} Prapanng quanerly financial and activity reports on the operations of the Fund

(¢) Providing all tachmical supgort requirad by th2 Fund Board to effectively assume its functions as describad in

Py
A,

This article states the obligation of the Ministry of Finance, to set up a technical
secretariat that would assist the Board in carrying out the above-mentioned
tasks. The assignment of this responsibility to MEF, rather than MOI may be
based on the same arguments that support the establishment of a Fund Board
distinct from the NCSC. In this connection it should be noted that, to support and
monitor the implementation of the decentralization reforms, the MEF is
considering setting up a Local Finances Department, which could in time assume
the functions of the Board’s secretariat.

Article 7- Authonzing Poweer of tha Minister of atzror
The Minister of Int2rior shall ba rasponsible for:

(a) Authenzing ail transfers of resources from tha Fund account to the individual Commune/Sangkat accounts. after
venfication that the beneficiary Communes/Sangkats have cemplied with the conditions of access stated in Ant.
17 below

(b} Monitenng ths performance of the Councils in the utilization of the Fund's resources.

{c) Prowiding the Fund Board with pencaic detailad information on the transfer and utiization of the resourcas of
tha Fund

In perfarming the abova tasks, the Minister of Intaricr shall act in acecordance with ail the deliberations of the Fund Boara

Having established the Board as the higher level Fund management institution,
the sub-decree goes on to specify, in this article, the role of the Ministry of
Interior as responsible for the Fund’'s operational controis. Once the Board has
adopted a plan for distribution of the. Fund resources, including provisions




applicable to different categories of Communes and conditions of access, the
MOI will be responsible for authorizing the transfers to participating communes
after verification of their compliance with the conditions of access. The Minister of
interior will therefore be the “authorizing officer” (“/'ordonnateur’) of the Fund. In
performing this role, the MOI will remain however bound to the execution of the
transfers plan adopted by the Board.

Article § - Delegation of powers lo the Provincial Govarnors

To discharge ils responsibilities under Art.7 (a) and (5) adcve, the Minister of Interor shall deiegate to lhe Provincial
Govamars th2 powers o
(a) Menitor and centify the compliance of the Commune/Sangkat Councils with the conditions of access to the Fuad
specified in Art17 below .
{b) Monitor the performance cf the Communes/Sangkats Council in the usa of Fund resources.
Detaiied instiucticns shail be issued by the Ministar of Intericr in consultaton with the Mimister of Finance to guide the
Provincial Governors in the parformancea of the aaova funclions.

The ceriification of the Councils’' compliance with the Fund's conditions of access
will be carried out by MOI through the Provincial Governors, who will also be
responsible for monitoring the performance of the participating Councils and for
providing them with technical assistance as required. This provision opens the
question of how the Governcr and the provincial administrations will assume the
responsibility for support and supervision of the local Councils. To the extent that,
following the Seila model, the Governor will coordinate and make use of seiected
provincial departments (Planning, Finance, Rural Development) to support and
supervise the Councils, these tasks will involve several ministries and not only
MOI, strengthening the argument for a Board-managed Fund. These issues will
have to be carefully considered by the NCSC sub-commiitee on “capacity
building”, which will deal with the structuring of the inter-governmental support
and supervision functions.

Chapter 3
Financing, Allocation and Use of the Fund

Article 9 - Financing from the RGC domesic ravenus
Pursuant 1o Art. 77 of the Commune Law, the minimum lavel of contrtition from the RGC domastic ravenusa 1o tha Fund
account, shall be 2stablished in advance for at least 3 fiscal years

For tha fiscal y2ar 2002 tha ransiticnal arrangaments dascnbad in Chaziar 5 shail appiy Sor 3!l subsaquent y2ars in the
period of the first mandate of the Councils (2002-2003) the zontabution o the RGC to the Fund account. shall b2 ne fess
than the following percantages of tha RGC domestic ravenue of the yaar

FY 2003: 3.00% (thre= percent)

FY 2004 4.00% (four percant)

FY 2005 4.75% {four poini seventy five percent)
FY 2005 5.00% (five percent)

The RGC may consider increasing such percentags, upon recommencaton of the Fund Board. as indicated in At 4
abovz.

This article specifies the minimum level of RGC contributions to the Fund over
the first mandate of the new elected local Councils (2002-2008) . It is essential
that realistic, but specific targets be set, as they will represent the clear
commitment of the RGC to the Fund as a key piece of the fiscal decentralization
system. The percentages of domestic revenue indicated in the article are rather




low by international standards, but it must be noted that the 3% minimum
adopted for FY2003 is substantially higher than the 1.2% proposed by the RGC
for FY2002 (see Annex 2). Again it should be stressed that the percentages
indicated in the sub-decree have essentially the value of a policy statement as
the actual share of RGC domestic income contributed to the Fund will éventually
be set by the annual Budget Law. Setting clear targets in the sub-decree will not
legally bind the RGC, but will nevertheless require that the RGC, in its dialogue
with the elected Councils, and the Cambodian society at large, provide
reasonable justification for any actual reduction of its planned contributions to the
Fund.

Article 10 - financing from external granis and joans

Tre Fund Soard shall set annual targets for mobilization of 2xiemai contributions o the Fund

A Deposit Account in foreign currency 2ntitted “Commun2 Fund - NSC” shall b2 sp2nad. in tha name of the Minisiry of
Economy and Finance (MEF) with th2 Nationai Bank of Camoodia {NBC) to recaive resourcaes from grants and loans
maca availabla Dy Zonors’ agencies and intermnational financial instituticns

All revenus of the "Commune Fund-NBC™ account shali b2 transferrad o the Fund's special treasury account and
convariad in Cambodian Riels as and when requirad.

This article refers to the responsibility of the Board to set annual targets for
external resources mobilization. It then states that such external contributions,
deposited in foreign currency in an MEF deposit account should be converted
into Riels at the time of their transfer into the Fund. Clearly there is a need to
develop new “partnership” arrangements between donors and the RGC, if some
of the traditional concerns of external agencies with respect to funding regular
fiscal transfers mechanisms must be overcome.

As the Seila program has redefined itself as a national aid-coordination and
funding framework for support to the implementation of decentralization reforms,
it is clearly in the frame of the Seila program and through the Seila Donors
Forum, that the first practical arrangements to channel external contributions to
the Fund must be worked out.

Article 11 - Allocation by Formula

The shara of tha total Fund resources transferable to individual Communa/Sangkat Councils shall be determined by a
formula The farmula shall be consistent with the purpose of the Fund as stated in Art. 2 above

Al the latest, by the 1" of October of the fiscal y2ar praceding the one in which the transfars will be eifectsd. the Fund
Board shall acopt the fermula and anaounce the amounts to which each Commune/Sangikat will ba entitled.

The article restates the law's provision that Fund's resources should only be
allocated by formula (no “deficit filling", "ad-hoc” or other types of transfers). It
also stipulates that a close connection should be kept between the formula and
the stated policy objectives of the transfers. Such connection is often lost
because of political negatiations and attempts to reconcile diverging interests in
the development of the transfer formulas.

Anicie 12 - Components of the Fund

The total resources of the Fund shall b2 divided iato threa components as follows:




(a) A Basic Entitlement Component
This compuanent shall be not more than 1/3 of the total distributable resources of the Fund
(b) A Population Component
(¢) A Poverly Component .
The sum of these two components shail be not lass than 2/3 of the total distributable resources of Fund

The Fund Board shall determine the way in which the total Fund resources are divided among these thr2e components,
within the above fimits.

The first and the second components are related to the first purpose of the Fund
..e. the need for transfers to cover basic administration costs (first component)
and development responsibilities (second component) of the Councils.

The third component is related to the second purpose of the Fund, i.e. the need
for transfers to equalize the resources of the Councils contributing more to the
poorer among them.

As funds from the first (basic entitlement) component may be used to cover
purely administrative costs (not directly related to development management or
delivery of specific services) the article sets a limit of 1/3 of the total resources of
the Fund for this component. In doing so it characterizes the Fund as essentially
a fund for “development” spending, to which not less than 2/3 of the resources
should be dedicated.

Anticle 13 - Classificarion of Councils for accass o the Comgonants of the Fund

The Fund Board shall 2stadlish a classification of the Commune/Sangkal Councils in two categenss.

Category 1 shall include all ihe Communes/Sangkats that the Board deems capable of making 2ffective and
efficiant use of the Fund transiers earmarkad for davelopment spending.
Category 2 shall include all other Communes/Sangkats

Each year. the Fund Board shall assess the d2velopment of local Councils capacity, based on crtena o be adoptad and
mace public by the Board not later than the 1" of February 2002. and accordingly, shall revise the number of
Communes/Sangkats included in catagory 1.

The classification of Councils in two categories is essential to ensure that
substantial resources for development spending be allocated only to those
councils (Category 1) that are likely to make an effective and efficient use of
them. It will not be easy to determine which ones fit this description. Initially (FY
2002) this category can be restricted to the Councils (some 508 out of the total
1,621) participating in the Seila Program. However, starting in FY 2003, the
restriction of category 1 Councils to those participating in the (expanding) Seila
Program, may prove politically very difficult and also somehow unfair, given the
actual absorptive capacity of other communes and Sangkats. It will then be
necessary for the Board to develop transparent criteria for inclusion in category 1
of a substantial number of “non-Seila” communes, starting in FY 2003. These
criteria should be as transparent and simple as possible and may be limited {o
just the size/viability of the local jurisdiction as a services delivery unit.

One additional issue is the inclusion of urban Sangkats in Category 1. As
recommended during the March 2001 workshop, this issue should be further
investigated. In principle, urban Sangkats should not be given access to




development spending resources (should not be included in Category 1) unless
they have formed a syndicate or consortium at the relevant urban scale.

Article 14 - Distnbution and use of the three comgonants of the Fund ;
Resources under the three componenis of the Fund shall be distrbuted and used according to the following drovisions.
(a) Basic Entitlement Component

Resourcas under this component:

«  Shall be accessed by all Councils in calegones 1 and 2

. Shall be shared in proportion to the number of 2lected councilors in each Council.

*  May be apgli=c by the recipient Councils to any eligibie administration or development expenditures as defined

in art. 15 below !

(5) Population Comoonent

Resourcas under this component:

*  Shall be accessec only by Councils induded in category +

«  Shall be sharad in proporticn to the population of the Commune/Sangkat.

= May be applied by tha recipient Councis only o develfopment 2xpenditures as defined in art. 15 below
(c) Povariy Compenant

Resourcas under this componant:

»  Shall be accassed anly by Councils includad in “cai2gory 1”

* Shail be sharsd in proporiion (0 a poverty index. waighiad by the pogulation of the Commune/Sangkat.

»  May b2 apphiac by the recipient Councils only 'o davalopment exgenditures as defined in ani. 15 below
For e purposa of calculating the individual entiizments of all Councils undar the thres components of the Fund, the
Ministry of Planning shall, not latar than the ¥ of Septamber of sach yaar, provida the Fund 3sard with ugdaled official
astimates off

. The tetal pepulation of ail Communes/Sangxats

. Tha povany index2s appiicabie 1o aill Communas in category |

An issue raised by this article is the availability of data for the construction of the
formula. The number of Councilors and the total population of the Councils co
not pose particular problems and can be officially provided by the MOl and MOP.
The poverty index however is available at present only for the communes
covered by the Seila program. If the number of Councils accessing the third
component of the Fund is restricted in FY 2002 to the "Seita Communes” this
again should not be a problem. However there is an immediate need to support
the MOP in an effort to include all Communes in the country in the database
used to develop the poverty index.

Article 15 — Shgidle expandituras

Transfers from the Commune/Sangkat Fund may ba used by Commune/Sangkat Council to cevar, in full or in part, any
operaling and nvestment expendityre thal s reflected n the Councii's approved budget and does net viclate the
Commune Law or any other law and regulation issusg by tha RGC.

For the purpose of application of the three Components of the Fund referred 1o in ant. 12 and 13 above. "administratien”
and “deveiopment” expanditures shall be defined as follows:
(3) “Acdministration axpenditures® arz operating and invesiment expenditures incurred by the Councils in the
performance of their genaral 2éministrative gutiss. They may cover the cost of!
Allewances o Councilors and staff,
Salaries of local staff and other personnel expensas
Purchase or rantal of Council's pramisas.
Fumiture ang sffice aquipment? for the Council's or administration’s facilities
R=nair and maintenance of admuustraiive faclites
Utifity charges
Purchase or rental of vehicles
. Fust, lubricants and venicles maintenance
«  Ormer consumables and miscellaneous
(b} "Desveicpment expanditures” ar2 operating and invastmeant expendilures incurred By the Council for the develapment
of loaal infrastruciures (with the 2xception of administrative facilitizs) and the delivery of Ipzal 2conomic and sacial
(but not admunistrative) secvices. They may include:
- Tha survey, dasign. consiruction, repair and mawnianance of roads. bndges, marka!s, educational and heaith
carz facilities, community centars, imgaticn networks and structuras, agricullural sterage facilities. water and
power supply and other 2conomic and social infrastructure.

By e a el w




- Personnel and other recurrent costs assaciated with the operation of the local infrastructure and the delivery of
related services.

»  Support of community development programs managed by local NGOs and community-based organization,
including local education and information campaigns for women and youth, environmental protection and
natural resources management and other programs impacting on the welfare oflocal population.

Detailed instructions shall be issued by the Ministry of Financ2, in conjunction wilh the regulation of the
Commune/Sangkat budget to recancile the “adminisiration” and “development™ categories with the ‘classification of
expenditures in the budge!.

This article introduces the distinction between “administrative” and “development”
expenditures as more relevant than the classic budget classification of
“operating” and “investment” expenditures. Using this distinction allows the Fund
to limit “admunistrative” expenditures without necessarily cutting “operating™ costs
that are associated to the delivery of local .infrastructure and services. It also
clarifies that client’'s and technical services costs associated with the preparation
of investment projects and the delivery of local services, should be part of the
“development” and not the “administrative” budget’

Chapter 3
Operation of the Fund’s Special Treasury Accounat

Article 18 - Transiers procedurss

All Communes/Sangkats shal! hold a deposit account at in2 Provincial Traasuries or in a commearcial bank as authorizad
by the MEF.

Pursuant to the provision of An.7, the Natonal Treasury, al the request of the Minister of Intanor, shall transfer the
approved annual allocation to which the indivicual Communes/Sangkats are entilled, into the accounts held by the
Communeas/Sangkals in their respective provincial raasunes or commarcial banks. The annual transfers shall be made in
two equal installments not later than the 1* of March and 1* of September respectively.

This article raises an issue, which is still very much under discussion. This is
whether the local Councils should hold an account at the Provincial Treasury or
in a commercial Bank. Or whether such choice should be left open and depend
on local circumstances. The critical point is whether (i) the Councils will be
allowed to use their own accountants and internal control procedures and (ii)
payments controls by the Treasury will not be applied. If both conditions are
satisfied, the provincial Treasuries will act essentially as Banks, at which point
one may ask if some commercial banks (e¢.g. ACLEDA) do not present an
advantage over the Treasury, given the fact that they are extending their network
and opening District-level branches, closer to many rural Communes than the
Treasury offices in the provincial capitals. The article assumes that this
discussion will be resolved in favor of a flexible approach in which the provincial
treasuries will indeed play only the role of banks and both the use of the treasury
and of commercial banks will be allowed, after review of the local conditions by
the MEF. The issue remains however unresolved and the seminar on local
financial management to be organized by the MEF-FDTF in early September
should help advance towards its resolution.

Article 17 - Cencitions of access

To racewe the lransfers, the Councils shail demonstrata that thay have:

" This includes the 3% allowance for clienl's management cost iniroduced under the Sgila program




. Followed a procass of participatory pianning, budgeting and implemenzation and
. Completad all financial reports on the execution of their budgat and tneir development plan,

as required by lhe regulations on Commune/Sangkat planming and Financial Management Systems issued by the
Miaistry of Planning and the Ministry of Finance jointly with the Ministry of laterior [ref. Other sub-decrees]

Nat later than the 1* of Fabruary 2002, the Ministias of Planning, Interior and Finance shali issue jointly detailed
guideiines and reporting formats, to assist the Councils in documenting theiwr comphiance with the above conditions.

Within 15 days from the receipt of the Councils apglications for the Sund transfars, the Provincial Governors. on bahalf of
the Minister of Intericr, shall:

= Vanfy the Council's compiiance wath the condilions of access to the Fund

. Recommend to tha Ministry of laterior the finalization of the transiar

In case of non-compliance by the Ccuncil, the Governor shall recommand the applicable corrective actions and provida
tha necassary technical assistance. The Governor may ihen reguest to the Ministry of Intarior to withnola the transiar untl
the Council has taken the recommendad actions and comgiied wath ali conditions of eccess to the Fund.

In cas2 of conflict batwa2n the Council and the Provincial Sovamoer, the 2asa should be submutizd for review and decision
to ih2 Fund Board. The dacision of Fund Soard shail b2 final.

In accordance with the third objective of the proposed transfer system (providing
incentives for local capacity building) the transfers will be used to promote the
adoption by local Councils of improved local public expenditures management.
Conditions of access to the Fund are thersfore defined in terms of the Counciis’
compliance with some basic planning, budgeting and reporting requirements as
defined by MEF/MOI/MOP and reflectzd in simple guidelines and reporting
formats. The role of the Governor and the provincial administration in assisting
the Councils to comply with the Fund’'s conditions of access will be critical.

Chagter 3
Transitional Arrangements for the FY 2002

Article 18- nterim management arrangsmants

Panding the astabiishment of the Fund Board, all its functiens as dascnted in an. ¢ above, shall be exarcised by the
Ministry of Finance in consultation with the Minsiry of Interic:

Decisions on the allocation of the Fund's resources for FY 2002 must be made
within the next few months, in order not to disrupt the planning cycle in the Seila
Communes. This article aims at facilitating such decisions.

Article 19 -Lavel of financing from RGC domsstc ravarus

The centnbution of the RGC to the Fund shall o2 20 200,000 0CC (twanty sillion) Cambadian Riels

This has been repeatedly confirmed by the MEF and should be reflected in the
FY2002 National Budget Law.

Articla 20 - Lavei of financing from sxlarnal grants and loans

The contributions to the Fund from external granis and loans siali b2 not less than 1.400.0C0 {on2 millicn four hundrad
thousand) US dollars, to be transferrad into the Fund account from the Sata program.

This is the level of resources pledged to the Seila program and potentially
transferable to the Fund, subject to a final agreement between the Seila Task
Force Secretariat and concerned Donors at the next mesting of the Seila Donors
Forum.




Article 21 -~ Components of the Fund

The share of the total distributable resources of the Fund 1o be allacaled to the components of the Fund referred to in
article 21 shall be determined as follows: 3

(d) Basic Entillement Component: 35% (hiny five percent)

(&) Population Component: 33% (thirty three percent)

(N Poverty Component: 32% (thirty two percent)

This reflects a slight over-allocation of Fund resources to the basic Entitlement
Component in consideration of the very low overall level of the Fund in FY2002
and the need to provide a minimum of resources to all Councils to cover basic
administrative costs.

Anticle 22 - Classification of Councis for access to the Comoonanis of the Fund

The Communas to b2 includad in Category 1. for the purpss2 of distnbuting the Population and Poverty comgonents of
the Fund, ar2 those panicipaling in the Seila program. Their number in FY 2002 is 508. Tha list of 2l Communas includad
in Category 1 is reflected in Annex 1.

The inclusion of other “non-Seiia” communes in Category 1 (eligible for
development financing) will start only in FY 2003, but should be announced by
the Fund Board in early 2002.

\rticle 23 - Conditions of access

No conditions of access shall apply to the first insialiment of the transfar of Fund resources in FY 2C02. The Ministnes of
Planning, Interior and Finance shall jointly issua special instructions and reporting formats. apahicadia to the second
instaliment, not later than the 1* of February 2002.

Part lll = A scenario of the Fund's operations during the first mandate of
the newly elected Councils (2002-2006)

Beiow, a scenario of the Fund's operations during the 2002-2006 period, is
presented, based on the following assumptions.

* An average annual rate of growth of the RGC domestic revenue of 5%. This
appears to be a conservative assumption. Already in FY 2002 the domestic
revenue is expected to be 10% higher than in the previous year.

= A growth in the share of Sharéofoomestic Revenue Contributed to the Fund
domestic revenue allocated

to the Fund, from 1.2% in
FY 2002 to 5.0% in FY
2006. This is the evoluticn
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planned in the RGC Seila
program document and a
rapid integration of “non-

Seila Councils” into
Category 1 (accessing
Fund resources for

development spending)

(see figure)

* The decrease in the share
of the Fund's resources
allocated to Component 1

Schedube of integration of Communes into Category 1
(Development ipending)

(baSIC enti“ement) from 2002 2003 2004 2005 2006

35% in FY 2002 to 25% in = ) 3 7 P i

FY 2006.

The results of the simulation are presented in the table below.
2001 2002 2003 2004 2005 2006

Damastic Revenue (in 8.CR) 1,625 1.707 1,793 1,882 1,97 2.075
Domeslic Ravenue (in M.USS) 406.30 42533 448,17 470.57 494 1 51881
Share Contnbuted to the Fund (%) 1.2% 3.0% 4.0% 4.3% 5.0%
Domestic Contnibution ta the Fund (in 8.CR) 20 34 75 94 104
Domestic Contrioution to the Fund (in M.USS) 506 13.44 18.832 234 2594
Extemal Contribution to the Fund {in M.US3) 1.40 335 3.50 40 400
Total Fund Resaurces (in 8.CR) 26 57 89 10 120
Total Fund Resources (in M.US3) 8.46 16.79 22.32 27.4 29.94
Total Category 1 508 1,187 1,479 1,62 1,621
Category 1 Communas (Seila) 508 737 979 1,21 1,216
Category { Communes (Board determined) 0 450 500 405 405
Total Catagory 2 1,113 434 142 0 0
Grand Total 1,621 1,621 1521 1.52 1,521
Share of T1 Resources (% of Fund) 35.0% 33.0% 30.0% 27.0% 25.0%
Share of (T2+T3) Resources (% of Fund) 65.0% B87.0% 70.0% 73.0% 75.0%
T1 Resources (Administration) (M.USS) 2.2 8.54 6.70 7.4 7.49
T2+T3 Resources (Development) (M.USS) 4.20 11.25 15.63 20.0 22.48
Total Allocation to Category 1 Communes [M.USS 491 15.31 21.74 27.4 29.94
Total Altocation to Category 2 Communes (M.USS) 1.55 1.48 0.59 0.0 0.00
Average Alloc.to Category 1 Communes (USS) 9385 12,395 14,597 16.94 18.470
Average Alloc.lo Category 2 Communes(USS) 1.356 3,418 4,131 n.a n.a

The following points are worth noting:




Because of the low level of capitalization of the Fund in FY 2002, only the
508 Seila communes may be able to receive transfers for development
spending. In fact even the Seila communes cannot receive capital financing
at the same annual level enjoyed in the past and planned in the Seila
program (over 10,000 USS/year) if a minimum of 1,000 USS for
administrative costs must be guaranteed for even the smaller Councils (those
with only § councilors).

On average therefore in FY2002 the Category 1 Communes will receive
9,665 USS$ (including 1,396 USS applicable in full or part to administrative
costs)

Allocations for Category 2 Communes will vary between about 1,000 USS
and 2,000 USS and be equal on average to 1,396 USS per Council.

The situation should improve dramatically in FY 2003, if the minimum target
of 3% of RGC domestic revenue allocated to the Fund will be respected.
Under this assumption the total number of Category 1 Councils may jump to
almost 1,200 already in FY 2003.

If subsequent increases are made to the total RGC contributions to the Fund,
in line with the proposed sub-decree, all Communes may be able to receive
transfers for development spending already in FY 2005, regardless of the
pace of expansion of the Seila program.

Also average atecations for the diminishing number of Category 2
Communes will increase substantially, reaching almost 3,500 USS in FY2003
and over 4,000 USS in FY 2004. As mentioned before no Council will remain
in Category 2 after 2004.
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Chapter 1
Purposa and Structure of tha Fund

Acticle 1 - Establishment of the Fund .

A special treasury account denominated “Commune/Sangkat Fund”. (the “Fund’) is here!iy created pursuant to Articles
77 and 78 of the Law on the Administration and Management of Communes/Sangkats (the *Commune Law"), to transfer
domestic and extemal resources to the Communes/Sangkat councils.

Article 2 - Purposa of the Fund

The purposes of the Commune/Sangkat Fund are:

(@ To anable the Communes/Sangkats to assume their general responsibilities for sromotion of local development
in accordance with the provisions of art. 42, 43 and 44 of the Commune Law

(b) To correct differences in the relative potential of the Communes/Sangkats 1o mobilize their own revenue,
because of different demographic, social and economic conditions

©) To act as an incentive for building the capacty for good gavemance of the Communes/Sangkats Councils.

Article 3 - Siructure of the Fund account

The Fund account shall reflact:

As revenus:

(a) Contributions from a share of the RGC domastic revenu=2

{b) Cantributions from grants and loans made available by donors agencies and intemational financial institutions.
(c) Any other legal contribution.

As axpenditures:

(@) Annual transfers to the budgets of Commure/Sangkat Councils.

Any revenue of the Fund aot transferred in any given year shail be carried over to the subsequent year.

Chapter 2
Management of the Comvmune/Sangkat Fund

Article & - Sstadlishment and functions of the Fund Board

The Fund shall be managed by a “Commune / Sangkat Fund Board™ (the Fund Board). The Fund Board shall be
responsible for:
(a) Recommending to the RGC the share of total domestic revenue o be allacated to the Fund
(b) Monitoring the flow of resources into the Fund from extemnal grants and loans, and establishing targets for
mobilization of extemal resources by the RGC
(¢) Adopting the formula for distnibution of the rescurces of the Fund, refemed to in Art. 11 below, and annually
revising the value of the population, poverty and other indexes in the formula.
(d) Adopiing and annually revising a classification of Communes/Sangkats, for the pursose of allocating the
components of the Fund, as described in A, 12 below.
(e) Approving the annual plan of distrbution of the rescurces of the Fund, based on the abcve classification and
formula.
(H Communicating to Caommunes/Sangkats their incividual annual entitlement to resoutces of the Fund and the
indicative forecast of such entitlement over a 3-years period.
(g) Monitonng the actual transfers of the resources of the Fund to the Communes/Sangkats, against the aporoved
annual distribution plan
(h) Approving the arnual financial statement of the Fund
Within two weeks from its creation the Board shall adopt internal regulations to guide its process of decisions making.

Article § — Composition of the Fund Board

The Fund Board shail be composed of:

. The Minister of Economy and Finance or his/her representative (chair)

»  The Minister of Interior or his/her representative

. The Minister of Planning or histher representative

»  The Minister of Rural Development or hisfher ragrasentative

«  The Minister of Land Management or his/her representative

«  The Chairperson of the Commission of the National Assembly in charge of Communes/Sangkats Councils affairs

= A representative of the Commune Courcils selected by drawing lots among all Mekhums elected in rural commurnes.
* A representative of the Sangkat Counciis selectad by drawing lots among all Mekhums elected in urban Sangkats.

Article 6 - Estadlishment and functions of the Fund Board Secratariat




The Fund Board shall be supponed by a permanent lechnical secretanal. The secretanat shall be astablished, by the
Minister of Economy and Finance and shalil be responsible for:
(a) Fagilitating and recording the discussions and deliberations of the Fund Board
(b) Preparing quarterly financial and activity repons on the operations of the Fund
(¢) Providing all technical support required by the Fund Board 10 effectively assume its functions as described in
Art.4. . :

Article_7- Authonzing Power of the Minister of Interior

The Minister of Interior shail be responsible for:
(3) Authorizing all ransfers of resources from the Fund account to the individual Commune/Sangkat accounts, after
venfication that the beneficiary Communes/Sangkats have complied with the condilions of access stated in Art.
17 below 3
(b) Monitoning the performance of the Councils in the utiization of the Fund’s resources.
(c) Providing the Fund Board with perodic detailed infermation on the transier and utilization of the resources of
e Fund -
In performing the above tasks, the Minister of Interior shall act in accorcance wilh all the deliberations of the Fund Board.

Article 8 - Delegation of powers o the Provincial Governors

To discharge its responsibilities under An.7 (a) and (b) above, the Minister of intanor shall deiegaie lo the Provincal
Govermnors the powers to:
(a) Monitcr and certify the campiiance of the Cemmune/Sangkat Councils wvith the conditions of access o the Fund
spacified in Art17 below
(b) Monitor the perfermance of the Communes/Sangkats Council in the use of Fund rescurces.
Detailed instructions shall be issued by the Minister of Inianicr in consultation wilh the Minister of Financa to guide the
Provincial Governors in the performance of the above funciions.

Chapter 3
Financing, Allocation and Use of the Fund

Artlcle 3 - Financing from the RGC domastic revenue

Pursuan! to Ad. 77 of the Commune Law, the minimum level of contribution from the RGC domastic revenue to the Fund
accourit, shall be established in advance for at least 3 fiscal years.

For the fiscal year 2002 the transitional arrangements described in Chapter 5 shall apply. For all subsequent years in the
penod of the first mandate of the Councils (2002-2005) the contribution of the RGC to tha Fund account, shall be no iess
than the lolfowing percentages of the RGC domestic revenue of the y2ar.

FY 2003: 3.00% (three percent)

FY 20C4: 4.00% (four percent)

FY 2005: 4.75% (four point seventy five percant)
FY 20C8: 5.00% (five percent)

The RGC may consider increasing such percentage. upca racommendation of the Fund Board. as indicated in Art 4
above.

Article 10 - Financing from external grants and loans

The Fund Board shall set annual targets for mobilization of external contnbutions o the Fund

A Deposit Account in foreign currency entitied “Commune Fund — NBC” shall be opened. in the name of the Ministry of
Economy and Finance (MEF) with the National Bank of Cambadia (NBC) to receve resources from grants and loans
made available by donors’ agencies and intemational financial institutions.

All raverue of the "Commune Fund-N8C" account shall be transfared to the Fund's sgacial treasury account and
convened in Cambodian Riels as and when required.

Article 11 - Aflocation by Formuia

The share of the total Fund resources transferable to ndividual Commune/Sangkat Councils shall be datermined by a
formula, The formula shall be consistent with the purpose of the Fund as stated in Art. 2 abova.

Al the latest, by the 1 of October of the fiscal year grecedirg the ore in which the transfars will be effactad, the Fund
Board shall adopt the formula ang announce ihe ameunts to which each CommuneiSangkat will b2 entitled.

Article 12 -~ Components of the Fund




The total resources of the Fund shall be divided into three components as follows:
(a) A Basic Entitlement Component
This component shall be not mare than 1/3 of the total distributabte resources of the Fund
(b) A Population Component
(¢) A Poverty Component o
The sum of these two components shall be not less than 2/3 of the lotal distributable resources of Fund.
The Fund Board shall determine the way in which the total Fund resources are divided among these three components,
within the above limits.

Articla 13 - Classification of Councils for access (o the Comgonents of the Fund

The Fund Board shall establish a classification of the Commune/Sangkal Councils in two categories.

Category 1 shall include ail the Communes/Sangkats that the Board deems capable of making effective and
efficient use of the Fund transfers earmarkad for development spending.
Category 2 shail inciuge all other Communes/Sangkals .

Each year, the Fund Board shall assess the devslopmeant of local Councils capacity, based on criteria to be adopted and
made public by the Bcard not latar than the 1* of Fabruary 2002 and accordingly. shail revise the number of
Communes/Sangkats inciuded in category 1.

Article 14 - Distribution and use of the thres cemponents of the ~und

Resources undar the three components of the Fund shall be distnbuted and used according to the following provisions.
(a) Basic Entitlement Component

Resources under this component:

«  Shall be accassed by all Councils in categonies 1 and 2

»  Shail be shared in proportion to the number of electad councilors in each Council.

= May be applied by the recipient Coundils to any eligible administration or development axpenditures as defined

in art. 15 below

(b) Populaton Component

Rasources under this component:

«  Shall be accessed only by Councils included in category 1

«  Shall be shared in properion to the population of the Commune/Sangkat.

. May be applied by the recipient Councils only to deveiopment expenditures as defined in art. 15 below
(¢) Poverty Component

Reasources under this component:

e Shall be accessed only by Councils included in “category 1°

a  Shall be shared in proportion to a poverty index, weighted by the popuiaticn of the Commune/Sangkat.

= May be applied by the recipient Councls only ta development expenditures as definedin an. 13 below
For the purpose of calculating the individual entittements of all Counci's under the three components of the Fund. the
Ministry of Planning shall, not later than the 1" of September of each year, provide the Fund Board with updated official
estimates of:

«  The total population of all Communes/Sangkats

«  The poverty indexes applicable to all Communes in category 1.

Article 15 - Eligible axpenditures

Transfers from the Commune/Sangkat Fund may be used by Commune/Sangkat Council to caver, in full or in part, any
cperating and investment expenditura that is reflected in the Council’s approved budget and does not violate the
Commune Law or any other law and reguiation issued by the RGC.
For the purpose of application of the three Components of the Fund referred to in art. 12 and 13 above, “adminisiration”
and “development” expenditures shall be defined as follows:
(a) “Administration expenditures” are operaling and investment expenditures incurred by the Councils in the
performance of their general administrative duties. They may cover the cost of:
«  Allowances to Councilors and staff,
»  Salaries of local staff and other personnel expenses
«  Purchase or rental of Council’s pemises.
«  Fumiture and office equipment for the Council’s or administration’s facilities
Repair and maintenance of administrative faclities
Utility charges
Purchase or rental of vehicies
Fuel, lubncants and venicles maintenance
= Other consumables and miscellanecus
(o) “Development expenditures™ are operating and investment 2xpenditures incurred dy the Ceuncil for the development
of local infrastructures (with the exception of administrative facilities) and the delivery of local economic and sacial
(but not administrative) services. They may include:




*  The survey, design, construction, repair and maintenance of roads, bridges. markets, educational and
heaith care facilities, community centers, irrigation networks and structures, agricultural storage facilities,
water and power supply and other economic and social infrastructure.

« Personnel and other recumrent costs associated with the operation of the local infrastructure and the
delivery of related services. <

*  Support of community development programs managed by local NGOs and community-based
organization, including local education and information campaigns for women and youtlt, environmental
protection and natural resources management and other programs impacting on the weifare of local
population.

Detailed instructions shall be issued by the Ministry of Finance, in conjunction with tha regulation of the
Commune/Sangkat budget to reconcile the “admunistration™ and “development” categories with the classification of
expenditures in the budget.

Chapter 4
Operation of the Fund's Special Treasury Account

Article 16 — Transiers procedures

All Communes/Sangkats shall hold a deposit account at the Provincial Treasunes ¢r in a commeccial bank as authorized
by the MEF.

Pursuant to the provision of Art.7, the National Treasury, at the request of the Minister of Intefior, shall transfer the
aporoved annual allocation to which the individual Communes/Sangkats are eniitfed, into the accounts heid by the
Communes/Sangkats in their respactiva provincial treasuries or commercial banks. The annual transfers shall be mada in
o equal instaliments not later than the 1™ of March and 1* of September respeciivaly

Acrticle 17 - Conditions of access

To receive the &aasfers, the Councils shall demonstrate that they have:

=  Followed a process of participatory planning, budgeting and implementation and

*  Completed all financial reports on the execution of their budget and their development plan,
as required by the regulations cn Commune/Sangkat planning and Financial Management Systems issued by the Minisiry
of Planning and the Ministry of Finance jointly with the Ministry of Interior.
Not later than the 1% of February 2002, the Ministries of Planning, Interior and Finance shall issue jointly detailed
guidefines and reporting formats, to assist the Councils in documenting their comolianca with the above corditions.
Within 15 days from the raceipt of the Councils applications for the Fund iransfers, the Provincial Govemors, on behaif of
the Minister of Intecdor, shall:

«  Verify the Council's comaliance with the conditions of access to the Fund

*  Recommend to the Ministry of Interior the finalization of the transfer
In case of non-compliance by the Council, the Governor shall recommend the apglicable corrective actions and provide
the necessary technical assistance. The Governor may then reguest to the Ministry of interior to withhold the transier until
the Council has taken the recommended actions and complied with all conditions of access to the Fund.
In case of conflict between the Council and the Provincial Govemnor, tha case should be submitted for review and decision
10 Ihe Fund Board. The decision of Fund Soard shall be final.

Chapter 5
Transitional Arrangements for the FY 2002

Article 18- intarim management arrangements

Panding the establishment of the Fund Board, all its functions as described in ant. 4 above, shall be exercised by the
Ministry of Finance in consultation with the Ministry of Interior

Article 19 -Level of financing from RGC comestic revenus
The contribution of the RGC to the Fund shall ba 20.000,000,000 (twenty billion) Cambodian Riels

Article 20 - Lavel of financing from external grants and loans




The contsibutions 'o the Fund from external grants and loans shall be not less than 1,400,000 (one million four hundred
thousand) US dollars, to be transferred into the Fund account from the Seila program.

Article 21 ~ Components of the Fund

The share of the total distributable resources of the Fund 1o be allocated to the components of the Fund referred to in
article 21 shall be determined as follows: - ‘

(@) Basic Entilement Component: 35% (thirty five percent)

®) Population Compaonent: 33% (thirty three percent).

©) Poverty Component: 32% (thirty two percent)

Article 22 - Classiication of Councils for accass o the Componeants of the Fund

The Communes to be included in Category 1, for the gurpose of distributing the Population and Paoverty components of
the Fund, are thase participating in ihe Seila program. Their number in FY 2002 i 508. The list of all Communas included
in Categary 1 is reflected in Annex 1.

Article 23 - Condrions of accass

No condilions of access shall apply to the first instailment of the transfer of Fund resourcas in FY 2002. The Ministries of
Plarning. Interior and Finance shall jointly issue special instructions and reporting formats. applicabie to the second
instailmant, not later than the 1* of February 2002.
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Issues Paper

COMMUNE FINANCIAL MANAGEMENT SYSTEM

Introduction

Chapter 7 (Articles 75, 79, 82 and 83) of the Law on the Administration and Management
of Commune/Sangkat (The Commune Law) defines the principles and the requirements for
the development of the commune/sangkat financial management system.

The present paper was originally prepared on the basis of deliberations of the Ministry of
Economy and Finance’s Fiscal Decentralization Task Force (FDTF), with the assistance of
a UNDP/PLG funded consultant. It reflects the current views of the FDTF on the issues
relating to the design of the commune/sangkat financial management system. The paper
will be revised based on the discussions and recommendations of the national workshop
held at the Economics and Finance Institute at MEF on September 11-12, 2001.

This paper is intended as an input to the National Commirttee to Support the Communes
(NCSC). It highlights the issues raised by the development of a commune financial
management system. Its purpose is not so much the detailed technicalities (which will be
specified later in regulations and guidelines to be issued by NCSC). The paper and the
deliberations of the workshop should lead to reaching an understanding of the main
administrative issues and principles involved. [ndeed, the great challenge is how to develop
a commune financial management system that is adequately consistent with the national
public finance structur2 but recognizes the specifics and requirements of decentralization.

1. Objectives

The financial management system usually includes the rules and procedures that regulate
the planning, management, accounting, and control of the use of the commune resources

The commune financial management system serves the following objectives:
e First, it should assist the commune chief and staff in managing the commune’s
resources, in an efficient, transparent, and accountable way, that is:
2 Resources are allocated in accordance with the commune priorities (allocative
efficiency)
a Resources are used in an efficient manner to deliver local services (operational
efficiency).
o Promoting financial discipline by ensuring that the commune does not spend more
that it is needed and planned in the budget.

o Second, it should produce financial reports to inform about the commune’s
performance, and financial position.

o Third, it sets the basis and rules for financial controls through both internal and external
audits.

o Forth. it makes the commune finances transparent and open for checks by local
residents (holding the commune managers and the council accountable to their

constituency).




2. The Commune Budget

The budget is the projection of the commune’s future revenues and expenditures; it is an
annual authorization of expenditures and collection of commune own-source revenues. The
budget is, therefore, an instrument of financial decision-making and control of the
commune’s resources. L

Budget Principles

The commune budget should comply with the following principles:

e The budget must be prepared and approved on an annual basis, before its
implementation is started;

e All the commune’s expenditures and revenues must be reflected in one single budget;

¢ The commune’s own source revenues must be accounted for their gross amount - that is
expenditures cannot be set off against revenues;

¢ Total planned expenditures must equal total expected revenues;

¢ The budget must reflect the priorities of the commune’s development plan;

e The budget formulation process must be transparent and open for public debate.

Form of the Budget

Pursuant to Aricle 79 of the Commune Law, requiring that the commune/sangkat budget

form must be in conformity with the national budgetary system, it is proposed to structure

the commune budget into two self-balanced sections:

o The Recurrent (or Operating) Budget includes the expenditures and revenues that relate
to the regular activity of the commune

e The Capital (or Investment) Budget relates to the creation of long-term assets.

The Recurrent Budget:

Expenditures:

Budget Line Explanation
Salary and Allowances Commune administration staff salary; Local
Services staff salary; Councilors allowances !
Administration Costs Non-salary  operating costs of commune

administration: office suppliers; utilities; travel and
transport costs; meeting costs; etc...

Local Servicas Costs Non-salary operating costs of local service
provision: repair and maintenance; supplies;
utilities; etc...

Social [ntervention Assistance provided to poor residents and subsidies

to local organizations

Operating costs of tasks mandated by provincial or
national authorities.

Contribution to Capital Budget | Recurrent budget surplus reallocated to finance
capital expenditures.

Agent Function Costs

Contingency |

A\




Revenues:

Budget Line Explanation

Local Taxes To be detailed by type of tax when local taxes are
established

Non-tax Revenues Local Services User Charges; Administrative Fess;

) Commune Property Income, other revenue,..

Commune Fund Transfer Share of Commune Fund Transter that‘can be used
for administration and local services provision costs.

Agent Function Transfer Financtal compensation received from provincial or
national authorities for mandated functions.

Other Recurrent Revenue Recurrent Revenues not included in any of the
above categories.

The Capital Budget:

Expenditures:

Budget Line ' Explanation
Admunistration [nvestment Costs of purchase or creation of fixed assets relating
to the commune administration such as property
purchase, works, office equipment and fumiture.
Local Services Infrastructure Costs of purchase or creation of fixed assets
dedicated to the provision of local services: property
purchase. works. equipment.

Revenues:
Budget Line | Explanation

Contribution from Recurrent Section | Recurrent budget surplus

Commune Fund Transfer Share of Commune Fund Transfer earmarked for
capital expenditures

Betterment Levies Contribution of residents to the costs of local
infrastructure

Property Sale Income Sale Proceeds of commune-owned assets

Reserve Fund Budget surplus from previous vears

Other Capital Revenues Capital revenues not included in any of the above
categories.

Several issues, relating to the form and content of the budget, nesd further discussion:

() Should there be mandatory expenditure items? Which ones?

(2» Should caps be put on some expenditure lires? Which ones? How to set such
limitations? It should be noted that there is already one constraint imposed on the
commune: Capital Revenues can not be used to finance recurrent expenditures.

3y Should there be a simplitied budget format for small communes, and a standard form
for large communes? Which criteria should be used for ranking communes? 4 uniform
Jormat for all communes has the preference of the Task Force.

(4 What would be the appropriate level (as a percent of total budget) of the “Contingency”

budget line?




Budget Calendar:;

As for the form, Article 79 of the Commune Law requires that the commune budget be
adopted in conformity with the national budgetary system timeframe. Given the national
budget calendar, and the necessity for the commune to have its budget legally enacted
before January 1, the commune budget cycle could be as follows: .

e e R RO S G LE F TRe Erane s e
I i Revenue and Etpendttures Forecast: -
s  Non Tax Own Income
* Tax Income (where applicable) Commune C. Chief
= Central Government Transfers MEF _ September
*  Other Revenue MEF :
« Commune Expenditures Commune C. Chief |
Commune C. Chief |
{ 2 | Draft Budget Commune C. Chief | 1" week October |
3 | Review by CC Finance Committee Finance Commirtee 2" week October |
4 | Draft Budget Disclosed to Citizens Commune C. Chief 5% week October
' 5 | Vote on adoption of Budget Commune Council I¥ week November
| 6 | Budget Approval | Qualified Authority | 1™ wesk December.

Budget Approval

To become legally binding, the commune budget must be duly approved by a qualified
higher authority. [t is proposed to assign the approving authority to the provincial/municipal
governor,

The governor shall exercise a legality control of the commune budget: That is checking
whether the budget was prepared and adopted in accordance with the legal provisions
required by the prevailing regulations. These legality controls may include the following:

* compliance with the budget form and calendar

= compliance with the conditions attached to the use of the Commune Fund Transfers

= participation of citizens in the budget debates

* compliance with regulations on mandatory appropriations (where applicable)

= Coherence between the budget and the commune development plan.

[t should be made clear that the governor shall not have the right to question or oppose the
spending and revenue decisions made by the commune council, to the extent that the
commune has complied with the legal requirements.

Community Participation

In order to enhance transparency of the budgeting process and ensure that the budget
choices are responsive to the residents needs and preferences, the commune chief must
make the draft budget available to the public in due time. The commune council must hold
a public hearing before it takes final decision on the draft budget.

This measure is intended to increase the participation of the citizens in the commune’s
affairs, and promote greater accountability of the commune council towards its
constituency.

(/]




Amendment of the Budget

The commune budget may be amended in the course of the fiscal year to account for
changes in the local economic and financial conditions affecting the initial forecasts, or the
implication of central government decisions on the commune finances.

The commune chief shall submit the revised budget to the commune council for review and
final decision before 30 June. As for the legality control, it is proposed that:

* [n the event the variation does not exceed a certain level (expressed as a percent of the
initial total budget), the commune chief could be required only to submit a copy of the
revised budget to the governor for information;

* Otherwise the commune chief must sclicit the governor’s approval of the revised

budget to become effective.
Budget Surplus/Deficit

Specific measures should be included in the commune budget regulations in order to deter
the commune from incurring budger deficit or expenditure commitments, which are in
excess of the legally appropriated resources. Such measures could be the following:

* Disciplinary actions;

* Requiring the commune to absorb the deficit during the following fiscal year through a

mandatory budget allocation:
* Subjecting the commune operation to a tight financial monitoring until the deficit is

sertled.

In the event of budget surplus, the commune chief may propose to the commune council:
* To transfer all, or part of, the surplus to a Reserve Fund to be used in the future for

capital expenditures
* To allocate the surplus to the capital expenditures budget of the following fiscal year.

3. Commune Accounting and Financial Reporting

3.1 Accounting

The commune accounting system must be simple and user-friendly. Nevertheless, it should

be designed is such way that it:

e Meets the intemal control requirements and safeguards in respect of accountability for
the use of public money;

e Produce timely and accurate financial reports which can be subject to control and
verification

e Provides the basis for appropriate budgetary control.

System Design
[t is proposed to build the commune accounting system based on the following principles:

o Cash-basis Accounting: Commune revenues are not recorded in accounts until cash is
received, and expenditures are recorded only when cash is disbursed.




o Simplified double-entry method: Any transaction must be recorded in at least two
accounts (a cash account, and a revenue or expenditure account).

o Accounts: The system can be built around the Cash-Book (serving as a General
Journal), and Revenues and Expenditures accounts, in conformity with the budget lines
nomenclature. Each account must show the budgeted amount, the actual transaction
entries, and the balance.

o Fixed asszts are first recorded as expenditure (for the purpose of cash and budget
control), then posted to the Fixed Assets Ledger (for the purpose of monitoring their
utilization).

Issue: Should the accounting system be tailored as per to the size or administrative capacity
of the commune: -
2 A simplified system for communes with “small” budget, or limited management
capacity
QA developed system for large communes?
This issue must be discussed in connection with the budget structure: There should be
always coherence between the accounting sysiem design and the budget format.

The Accounting Function

Should the commune follow the standard public accounting rules as defined in Anukret
82/95 — that is assigning the accounting function to the provincial treasury? Or should the
commune operate its own accounting and financial reporting system? An important remark
is in order here: The Regulations on public accounting, issued in 1993, deal explicitly only
with the implementation of the Siate budget (see articles 1 and 19 — Anukret 82/95).
Communes are indirectly mentioned in article 122 of the same Anukret, stipulating that
“the basic principles applying to the Siate budget financial and accounting transactions,
could be extended to territorial collectivities and public institutions”. Therefore, there is no
legal obligation to subject the communes to the very detailed procedures included in the
1995 Regulations.

The provincial treasury acting as the commung s accountant-cashier:

As such, the provincial treasury would perform the tasks of cash management (payments

and receipts), maintaining accounting records. and preparing financial reports and

statements. This option has three advantages:

e To reduce the commune’s administrative costs

¢ To relieve the commune chief and the commune council from the risks and
accountability obligations associated with accounting and cash handling

¢ To produce consolidated local financial statements and statistics.

However, these advantages could be outweighed by the following risks:

o The physical distance, and the bursaucratic gap between the commune and its
accountant (who will be located at, and will be under the authority of, the provincial
Treasury) could result is bad communication and conflicts, and poor accounting
performance.

o The provincial Treasury may lack the capacity (human and organizational). or the
incentives to assume the required tasks. unless district treasury offices are established




and staffed with trained accountants — such system will need time and financial
resources to be put in place.

The commune operates its own accounting system

Under this scheme, the accountant will be a staff member of the commune administration,

working under the supervision of the commune chief. The advantages of this option are

obvious:

¢ The commune has full control over, and ownership of, its accounting system;

¢ [t enhances the accountability of the commune chief and the commune council in
respect of managing local resources

¢ [t contributes to building a local capacity in financial management.

However, this option may raise 3 objections:

s [t increases the commune’s administrative costs, although these would rot burden the
local finances as the commune resources develop ovar time;

¢ Communes could find it difficult to recruit well trained accountants;

e The commune chief may lack the capacity to monitor the performance of the
accountant; though, proper training of commune chiefs on financial management could
easily overcome this risk.

3.2 Financial Reporting

Financial reporting serves four purposes:

¢ Monitoring the commune operation by comparing actual transactions (revenue and
expenditures) with the budget forecasts;

¢ Evaluating the commune’s financial position by providing information about the
sources and uses of financial resources and about how the commune financed its
activities;

e Assisting in fulfilling the commure chief’s duty to be accountable to the commune
council, as well as the commune council’s obligation to be accountable to its
constituency and to the higher authorities.

s Assisting in determining compliance with the adopted budget and with other finance-
reiated legal or contractual requirements.

The commune should produce the following reports:

Monthly Financial Report:

This report can be in the form of a “Revenues and Expenditures Statement” that compares
actual achievements with the budget objectives, and shows the commune’s cash position.
The report is adopted by the commune council before it is disclosed to the public
(provincial authorities and local residents).

Annual Financial Statements:

The commune should prepare annual financial statements to be discussed and adopted by
the commune council. The annual financial reports could include the following:

¢ Final “Revenue and Expenditure Statement™

¢ Commune Cash Position

¢ Fixed Assets Statement.




The annual financial statements must accurately and fairly inform about the budget
implementation conditions and the commune financial position. They should be disclosed
to the public.

Along with financial information, the commune council must also discuss and adopt the
narrative report on the commune activity and budget lmplemematlon The annual activity
report describes and assesses:
* The commune's fiscal performance;
o The commune’s achievement in terms of provision of public services against the
planned objectives;
o The social and economic conditions in the commune and the impact of the
commune council operations on the welfare of the citizens.

Both the financial statements and the narrative report will serve as supportive documents
for closing the fiscal accounts of the related period.

4. Expenditure Procedures

Organizational Arrangements

The commune should follow clear, formalized procedures for the commitment and payment
of expenditures. The following basic principles should be considered in the design of the
local expenditure process:

o Segregation of incompatible tasks: This rules implies that:
a The commune council chief should act the budget officer (ordonnateur): as such he
authorizes expenditure commitments, and payments within the limits and purposes
set forth in the approved budget; . 4
o The commune cashier (or finance officer) executes payments as requested by the
commune chief.

e Specific procurement procedures need to be designed in order to ensure transparency,
efficiency, and faimess in the procurement process. The commune’s procurement
system could be derived from the existing govermnment regulations and the Seila
experience. In particular. the procedures should specify the role and powers of the
commune chief, the local procurement committee (if any) and the commune council in
respect of the procurement decisions.

Expenditure Control

The commune should monitor the budget implementation to ensure that expenditures are
authorized and paid within the limits of the approved budget and relevant regulations, and
ovoid (or mimimize) the risk of expenditure overruns (in case of revenue shortfalls for
instance). Since the commune has more control over its expenditures than revenues, it
should therefore closely control budget outlays.

Expenditure control may occur in two ways:
e Before initiating any expenditure, the commune chief (or any other person as duly
authorized by the commune chief) must ensure that (i) the expenditure is reflected in the




budget, (i1) cumulated expenditures are kept within budget appropriations, and (iii) the
commune cash position permits payment.

e The preparation of monthly reports that combine expenditure control and cash flow
management: the reports must show the following information (i) actual expenditures;
(it) budgeted expenditures; (iif) expenditures expressed as a percent of the budget; and
(iv) unpaid expenditures. Comparing budgeted expenditures to actual spending on at
least a monthly basis helps the commune chief take prompt actions to curb potential
overspending.

[t should be emphasized that national or provincial authorities should not exercise any pre-
control over the commune’s expenditure decisions. In return, these authorities have the
right to carry out ex-post verifications and controls over the commune financial transactions
and accounts (whether during the course of the fiscal year or when certifying the commune
annual financial statements).

5. Payment System

The payment system must ensure that the commune's funds are kept in safe conditions and
that they are available when needed for meeting spending commitments. Usually, two
institutions can fulfill these requirements: commercial banks, and the provincial treasury.

Obviously, communes will have to resort to the provincial treasury for managing their cash
flows transactions. [ndeed, Article 75 of the Commune Law requires that grant resources be
provided through the provincial treasury. Needless to mention that central government
transfers will be the major source of commune revenue. In practice, each commune will
have an account open at the nearest provincial treasury. The commune will use the account
to house revenues collected locally as well as transfers from the central govemment (or
from any other sources), and to make payments.

The treasury payment system presents, however, at least three potential deficiencies that

need to be addressed in due time:

e The difficult physical access of communes in remote rural areas to the provincial
treasury may jeopardize the regular conduct of commune affairs. Extending the treasury
network to the district level is therefore highly recommended;

e As previously mentioned, provincial treasuries may lack the required resources to
develop their district operations, handle an increased number of deposit accounts and
transactions (in addition to being the accountant-cashier of both the central government
and the de-concentrated provincial administrations).

e The liquidity risk: the treasury payment system has, so far, experienced frequent cash
shortfalls at the provincial level.

There are a number of issues that should be discussed in respect of the commune payment
system:

(1) The commercial bank option should not be excluded: It is suitable that communes be
allowed, when deemed necessary, to use commercial banks for managing their cash
transactions. This could happen, for instance, when the provincial treasury is not in
position to deliver efficient service, or when external resource providers require the use
of the banking payment svstem.
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(2) What measures should be devised to ensure that the provincial treasury fulfills its
obligations towards communes?

(3) What is the role of provincial authorities (the governor) in the event of conflicts arising
between communes and the treasury?

6. Assets Management )

The assets management system includes the rules and procedures dealing with the use, the
control, and the safeguard of fixed assets owned by, or assigned to, the commune. Fixed
assets are usually defined as items that have a useful life of more than one year. They
include different classes or categories such as land, buildings, professional or technical
equipment, office equipment and furniture, transport means (cars, motorcycles), etc...

The assets management system can be designed based on the following principles:

Accounting:

Aczquisition of assets must be, first, entered in the accounting system as expenditure, then
posted to the “Fived dssets Ledger”. The Ledger is made of the individual forms for each
category of assets. [nformation posted to the ledger include. in particular, the date of
acquisition (or transfer), the value. the quantity (where applicable), and the location of the
asset. A summary of the Asset Ledger is anached to the commune annual financiai
statements.

[dentification:
All fixed assets should be marked by a numerical code (tag). so that each item can be
identified, located, and traced back to the Asset Ledger.

Phvsical Inventory:

The commune must complete regular physical counts of all assets (at least once a year) in
order to check losses, correct recording errors, and assess the physical condition of assets,
with respect to repairs, maintenance, or replacement. Physical inventory must be reconciled
with the Asset Ledger records. Any discrepancies must be investigated and the Asset
Ledger updated accordingly.

7. Audit of Commune Accounts and Operations
Internal Audit:

[nternal audit is the responsibility of the commune itself. Its objective is to ensure that the

control procedures imbedded in the operation system (accounting, budgeting, and asset

management) are enforced, so that:

e Resources are used in accordance with the approved budget, within the limits of laws,
and regulations;

e Resources are safeguarded against waste, loss. and misuse; and

+ Reliable financial data are produced. and fairly disclosed in reports.

The internal audit function can be assigned to a commune staff member (internal auditor),
or to an “audit committee” 10 be set up under the authority of the commune council.




External Audit:

The primary purpose of external audit is to ascertain the reliability and faimess of the
commune’s financial reports. [t can also assess the management systems and procedures.

External audit can take the following forms:

o Certification of the commune’s annual financial statements

This is a regular annual audit that is intended to review and certify the end-of-year
accounts, and evaluate the commune’s financial performance. This assessment could be
carried out under the responsibility of the General Auditor (National Audit Agency- NAA).
But, since the NAA is not yet operational, it is proposed to assign the auditing task to a
“Provincial Audit Team”, under the authority of the provincial department of economy and
finance. The audit report, including the commune council’s comments, must be disclosed to
the public with the commune’s financial statements. Therefore, Provincial Audit Teams
should be formed and adequately trained.

o Consultative auditing

Consultative audit can be regarded as a technical assistance and capacity building provided
to the commune, in financial and operations management. The provincial department of
economy and finance, the provincial treasury, and the provincial administration (salakhet),
as well as the Seila programme, should be called to deliver such kind of audit-assistance.

o Popular “auditing”

Citizens should be encouraged to participate in local affairs, and monitor the performance
of the commune administration. This can be achieved through public hearings,
consultations (during the planning-budgeting process), and attending the commune council

meetings.
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