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Credit Rating Notification

GCR affirms Buffalo City Metropolitan Municipality's National Scale Issuer Ratings of Aiza)/Aliza), Outlook
Stable

Rating Action

Johannesburg, 13 April 2022 — GCR Ratfings (“GCR") has affirmed the national scale long and short term issuer ratings
assigned to Buffalo City Metropolitan Municipality at Agza) and Al za) respectively, with a Stable Outlook.

Rated Entity Rating class Rating scale Nelrlgle] Outlook / Watch
Long Term Issuer National A

Buffalo City Metropolitan Municipality d . ) Stable Outlook
Short Term Issuer Naftional Alza)

Rating Rationale

The ratings reflect GCR's expectations that Buffalo City Metropolitan Municipality’s (“BCMM’, “the City” or "the Metro”)
will maintain strong leverage headroom and a sound operating performance, although some pressures on cash flow

and liquidity remain evident following the effects of the coronavirus pandemic.

Cognisance is taken of BCMM's status as a metropolitan municipality, given its role as a hub of economic activity in
the region and the government support received, although its economic base is small and less diverse than some of
the larger metros, restricting its operational flexibility. In terms of national GDP, BCMM contributes around 1.6%, with the
Metro’s longer term average growth rate (from 2009-2019) of 1.45% being slightly lower than that of the national
average at 1.68%. Economically, the industrial sector is an important contributor (particularly the motor industry) to the
City, with it being is well positioned in East London in terms of its logistics potential. Whilst capex has increased steadily
over the review period, progress on catalytic projects has been relatively slow. BCMM is located in one of the poorest
provinces in South Africa, with the Metro characterised by a high unemployment rate of 34.9% (national rate: ¢.34.9%).,
giving rise to rife poverty and inequality levels. However, access to electricity, sanitation and literacy levels in the Metro

are much better than the province (and in some cases in line with the national average).

BCMM has broadly maintained a sound operating preperformance over the 5-year review period, with surpluses
achieved in all years except FY20 due to pandemic related income constraints. We also note the more stringent
measures taken to rein in costs (5% growth in FY21, compared to double digit escalations historically), if maintained,
should lead to a stronger operatfing performance. The income growth frend has been fairly volatile, typically
benefitting from a re-rating of tariffs or valuations in certain years rather than real growth in the tax base. Moreover,
deficiencies are evidenced in the high water loss ratio above the industry mean, whilst GCR is concerned about
consumers’ ability to absorb rising utility costs in the weak economic environment. This as collection rates remain
constrained at 67% at December 2021 vs pre-COVID levels of 86% in December 2020. The debtors’ creep has seen
gross debtors to total income rise to 55% in FY21 from 39% in FY17 and bad debts as a percentage of debtors climb to
20% (FY17:13%). Thus, continued pressures on cash flows could impede capex implementation efforts and the liquidity

profile if not effectively managed.

BCMM'’s weak historic audit outcomes remains a constraint on its credit risk profile. The Metro received another
qualified audit outcome in FY21, with findings relating to the potential understatement of material iregular expenditure

balances due to failure to adhere to procurement protocols.
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BCMM'’s conservative leverage profile continues to support the ratings, with the Metro remaining in a net ungeared
positionin FY21. The City's commitment to accelerating revenue enhancing infrastructure investments (particularly the
East London Sewer Diversion tunnel) over the next three years will require increased debt financing, given own-
generation income growth pressures. Nevertheless, gearing metrics are still expected to remain comfortably below
20%, with relatively sound cash generatfion expected to sustain strong debt serviceability. The strong leverage
assessment is somewhat counterbalanced by the funding concentration to the Development Bank of South Africa.
The Metro is looking to source the additional funding required in the open market, which would be a stronger indicator

of demonstrated access to capital.

The City’s historically large cash balances have declined over the review period as a large portion of capex has been
intfernally funded, together with the recent cash flow pressures as a result of weaker collection rates. As such, we note
some liquidity pressures, as unrestricted days cash on hand have eased to around 50 days over the past two years
from historical levels well above 100 days. Nevertheless, we do consider liquidity sources to be sufficient to mitigate

against the current cash flow pressures, with GCR's liquidity coverage calculated at 1.4x over the next 12 months.

Outlook Statement

The Stable Outlook reflects our expectation that the Metro will maintain conservative debt management despite an

acceleration in its capex programme. In addition, GCR expects the City to preserve adequate liquidity.

Rating Triggers

Positive rating action could follow 1) Enhanced operational performance, underpinned by growth in the income base
and sustained cost rigor, supporting improved cash flows; 2) sustained strengthening in liquidity and/or 3) improvement

in audit outcomes.

If the Metro’s debtors’ collections problems persist, leading to a weaker performance and/or decrease in cash

holdings/liquidity metrics, negative rating action could be taken.

Analytical Contacts

Primary analyst Sheri Morgan Senior Analyst: Corporate Ratings
Johannesburg, ZA Morgan@GCRratings.com +27 117841771

Committee chair Eyal Shevel Sector Head: Corporate Ratfings
Johannesburg, ZA Shevel@GCRratings.com +27 117841771

Related Criteria and Research

Criteria for the GCR Ratings Framework, January 2022

GCR Rating Scales Symbols and Definitions, May 2019

Criteria for Rating Local and Regional Governments, June 2019
GCR’s Country Risk Scores, December 2021

Ratings History

Buffalo City Metropolitan Municipality

Rating scale Review Rating class Rating Outlook/Watch Date
Long Term Issuer . National BBB(za)
Initial . Stable Outlook Aug 2003
Short Term Issuer National A3(za)
National A
Long Term lssuer Last : ) Stable Outlook March 2021
Short Term Issuer National Alpza)
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Risk Score Summary

Rating Components & Factors Risk scores
Operating environment 14.00
Country & sector risk score* 14.00
Business profile (2.25)
LRG Profile (0.50)
Operating performance (0.75)
Management & governance (1.00)
Financial profile 1.50
Leverage and capital structure 2.00
Liquidity (0.50)
Comparative profile 0.00
Government support floor 0.00
Peer analysis 0.00
Total score 13.25

*The country risk score serves as a proxy for sector risk.

Glossary

IAn obligation to repay a sum of money. More specifically, it is funds passed from a creditor to a debtor in exchange
for interest and a commitment to repay the principal in full on a specified date or over a specified period.

Issuer [The party indebted or the person making repayments for its borrowings.

Leverage With regard to corporate analysis, leverage (or gearing) refers to the extent to which a company is funded by debt.

The speed at which assets can be converted to cash. It can also refer to the ability of a company to service its debt obligations
Liquidity due to the presence of liquid assetfs such as cash and its equivalents. Market liquidity refers to the ease with which a security can|
be bought or sold quickly and in large volumes without substantially affecting the market price.

Debt

Lon.g S See GCR Rating Scales, Symbols and Definitions.

Rating

Maturity [The length of time between the issue of a bond or other security and the date on which it becomes payable in full.

bortfolio A collection of invesfme.nfs held by an individual in\{esfor or financial iQsTiTuTion. Th<'ay. may include stocks,
bonds, futures contracts, options, real estate investments or any item that the holder believes will retain its value.

gouttllr;%k See GCR Rating Scales, Symbols and Definitions.

Risk Thg chgnce of future uncertainty (i.e. deviation from expected earnings or an expected outcome) that will have an impact on
objectives.

Short Term . -

Rating See GCR Rating Scales, Symbols and Definitions.

Salient Points of Accorded Ratings

GCR aoffirms that a.) no part of the ratings process was influenced by any other business activities of the credit rating
agency; b.) the ratings were based solely on the merits of the rated entity, security or financial instrument being rated;
and c.) such ratings were an independent evaluation of the risks and merits of the rated entity, security or financial
instfrument.

The credit ratings have been disclosed fo the rated entity. The ratings above were solicited by, or on behalf of, the
rated entity, and therefore, GCR has been compensated for the provision of the ratings.

The rated entity participated in the rating process via management meetings, teleconferences and other written
correspondence. Furthermore, the quality of information received was considered to be adequate, and has been
independently verified where possible. The information received from the rated entity and other reliable third parties
to accord the credit ratings included:

Consolidated audited Annual Financial Statements June 2021 (Plus four years of comparative numbers);
Auditor General report for June 2021

Debt facility breakdown at June 2021 and Dec 2021;

The Integrated Development Plan 2021/2022;

Schedule A accounts.
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ALL GCR CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS, TERMS OF USE OF SUCH RATINGS AND DISCLAIMERS. PLEASE READ
THESE LIMITATIONS, TERMS OF USE AND DISCLAIMERS BY FOLLOWING THIS LINK: HTTP://GCRRATINGS.COM. IN ADDITION, RATING SCALES
AND DEFINITIONS ARE AVAILABLE ON GCR'S PUBLIC WEB SITE AT WWW.GCRRATINGS.COM/RATING_INFORMATION. PUBLISHED
RATINGS, CRITERIA, AND METHODOLOGIES ARE AVAILABLE FROM THIS SITE AT ALL TIMES. GCR's CODE OF CONDUCT, CONFIDENTIALITY,
CONFLICTS OF INTEREST, COMPLIANCE, AND OTHER RELEVANT POLICIES AND PROCEDURES ARE ALSO AVAILABLE FROM THIS SITE.

CREDIT RATINGS ISSUED AND RESEARCH PUBLICATIONS PUBLISHED BY GCR, ARE GCR'S OPINIONS, AS AT THE DATE OF ISSUE OR
PUBLICATION THEREOF, OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES.
GCR DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS CONTRACTUAL AND/OR FINANCIAL OBLIGATIONS AS THEY
BECOME DUE. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT NOT LIMITED TO: FRAUD, MARKET LIQUIDITY RISK,
MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS AND GCR'S OPINIONS INCLUDED IN GCR'S PUBLICATIONS ARE NOT
STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS AND GCR'S PUBLICATIONS DO NOT CONSTITUTE OR PROVIDE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS AND GCR'S PUBLICATIONS ARE NOT AND DO NOT PROVIDE
RECOMMENDATIONS TO PURCHASE, SELL OR HOLD PARTICULAR SECURITIES. NEITHER GCR'S CREDIT RATINGS, NOR ITS PUBLICATIONS,
COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. GCR ISSUES ITS CREDIT RATINGS AND PUBLISHES
GCR'S PUBLICATIONS WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL MAKE ITS OWN STUDY AND EVALUATION
OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING OR SALE.

Copyright © 2019 GCR INFORMATION PUBLISHED BY GCR MAY NOT BE COPIED OR OTHERWISE REPRODUCED OR DISCLOSED, IN WHOLE
OR IN PART, IN ANY FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT GCR'S PRIOR WRITTEN CONSENT.
Credit ratings are solicited by, or on behalf of, the issuer of the instrument in respect of which the rating is issued, and GCR is
compensated for the provision of these ratings. Information sources used to prepare the ratings are set out in each credit rating report
and/or rating notification and include the following: parties involved in the ratings and public information. All information used to
prepare the ratings is obtained by GCR from sources reasonably believed by it to be accurate and reliable. Although GCR will at all
times use its best efforts and practices to ensure that the information it relies on is accurate at the time, GCR does not provide any
warranty in respect of, nor is it otherwise responsible for, the accurateness of such information. GCR adopts all reasonable measures
to ensure that the information it uses in assigning a credit rating is of sufficient quality and that such information is obtained from
sources that GCR, acting reasonably, considers to be reliable, including, when appropriate, independent third-party sources.
However, GCR cannot in every instance independently verify or validate information received in the rating process. Under no
circumstances shall GCR have any liability to any person or entity for (a) any loss or damage suffered by such person or entity caused
by, resulting from, or relating to, any error made by GCR, whether negligently (including gross negligence) or otherwise, or other
circumstance or contingency outside the control of GCR or any of its directors, officers, employees or agents in connection with the
procurement, collection, compilation, analysis, interpretation, communication, publication or delivery of any such information, or (b)
any direct, indirect, special, consequential, compensatory or incidental damages whatsoever (including without limitation, lost profits)
suffered by such person or entity, as a result of the use of or inability to use any such information. The ratings, financial reporting
analysis, projections, and other observations, if any, constituting part of the information contained in each credit rating report and/or
rating notification are, and must be construed solely as, statements of opinion and not statements of fact or recommendations to
purchase, sell or hold any securities. Each user of the information contained in each credit rating report and/or rating notification
must make its own study and evaluation of each security it may consider purchasing, holding or selling. NO WARRANTY, EXPRESS OR
IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY
SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY GCR IN ANY FORM OR MANNER WHATSOEVER.
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