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Essex County Council

Audit, Governance and Standards
Committee

10:30 Monday, 28 Online Meeting
] September 2020

The meeting will be open to the public via telephone or online. Details about this are
on the next page. Please do not attend County Hall as no one connected with this
meeting will be present.

For information about the meeting please ask for:
Andy Gribben, Senior Democratic Services Officer
Telephone: 033301 34565
Email: democratic.services@essex.gov.uk

Essex County Council and Committees Information

All Council and Committee Meetings are held in public unless the business is exempt
in accordance with the requirements of the Local Government Act 1972.

In accordance with the Local Authorities and Police and Crime Panels (Coronavirus)
(Flexibility of Local Authority and Police and Crime Panel Meetings) (England and
Wales) Regulations 2020, this meeting will be held via online video conferencing.

Members of the public will be able to view and listen to any items on the agenda
unless the Committee has resolved to exclude the press and public from the meeting
as a result of the likely disclosure of exempt information as defined by Schedule 12A
to the Local Government Act 1972.

How to take part in/watch the meeting:

Participants: (Officers and Members) will have received a personal email with their

login details for the meeting. Contact the Democratic Services Officer if you have not
received your login.

Members of the public:
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Online:

You will need the Zoom app which is available from your app store or from
www.zoom.us. The details you need to join the meeting will be published as a Meeting
Document, on the Meeting Details page of the Council’s website (scroll to the bottom
of the page) at least two days prior to the meeting date. The document will be called
“Public Access Details”.

By phone

Telephone from the United Kingdom: 0203 481 5237 or 0203 481 5240 or 0208 080
6591 or 0208 080 6592 or +44 330 088 5830.

You will be asked for a Webinar ID and Password, these will be published as a
Meeting Document, on the Meeting Details page of the Council’s website (scroll to the
bottom of the page) at least two days prior to the meeting date. The document will be
called “Public Access Details”.

Accessing Documents

If you have a need for documents in, large print, Braille, on disk or in alternative
languages and easy read please contact the Democratic Services Officer before the
meeting takes place. For further information about how you can access this meeting,
contact the Democratic Services Officer.

The agenda is also available on the Essex County Council website, www.essex.gov.uk
From the Home Page, click on ‘Running the council’, then on ‘How decisions are
made’, then ‘council meetings calendar’. Finally, select the relevant committee from
the calendar of meetings.

Please note that an audio recording may be made of the meeting — at the start of the
meeting the Chairman will confirm if all or part of the meeting is being recorded.

Pages
1 Membership, Apologies, Substitutions and 5-5
Declarations of Interest
2 Minutes and Matters Arising 6-13
To approve as a correct record the minutes of the
meeting held on 6 July 2020 and identify matters arising
3 Deferral of completion of the external audit of the 14 -18

Council’s 2019/20 Statement of Accounts

To receive a report (AGS/76/20 and appendix A) from
Nicole Wood, Executive Director, Finance and
Technology and Christine Golding, Chief Accountant
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(During consideration of these items the meeting is not likely to be open to the press

The following items of business have not been published on the grounds that they
involve the likely disclosure of exempt information falling within Part | of Schedule 12A
of the Local Government Act 1972. Members are asked to consider whether or not the

The Redmond Review 19 - 113

To receive a report (AGS/77/20 and

appendix A) from Nicole Wood, Executive Director,
Finance and Technology and Paul Turner, Director,
Legal and Assurance

Update on Accounts Receivable Audit
Recommendations

To receive a verbal update relating

to the Limited Assurance Accounts Receivable Internal
Audit Review from Vicky Hotson, Finance Team
Manager, Essex County Council

Internal Audit and Counter Fraud Progress Report 114 -135

To receive a report (AGS/78/20 and appendices 1,2,3
and 4) from Paula Clowes, Head of Assurance, Essex
County Council

Counter Fraud and Corruption Strategy 136 - 151

To receive a report (AGS/79/20 and appendix 1) from
Paula Clowes, Head of Assurance, Essex County
Council

Task and Finish Groups 152 - 154

To receive a report (AGS/80/20) from Paul Turner,
Director, Legal and Assurance

Work Programme 155 - 157

To receive a report (AGS/81/20) from Paul Turner,
Director, Legal and Assurance

Date of the next meeting

To note that the next scheduled meeting will be held on
Monday 16 November at 10.30am (virtually via

ZOOM) and will be preceded by a private meeting for
AGS members only.

Exempt Items

and public)

press and public should be excluded during the consideration of these items.
will be necessary for the meeting to pass a formal resolution:
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That the press and public are excluded from the meeting during the consideration
of the remaining items of business on the grounds that they involve the likely
disclosure of exempt information falling within Schedule 12A to the Local
Government Act 1972, the specific paragraph(s) of Schedule 12A engaged being set
out in the report or appendix relating to that item of business.
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Agenda item 1

Committee: Audit, Governance and Standards Committee

Enquiries to: Andy Gribben, Senior Democratic Services Officer

Membership, Apologies, Substitutions and Declarations of Interest
Recommendations:

To note

1. The membership of the committee as shown below

2. Apologies and substitutions

3. Declarations of interest to be made by Members in accordance with the
Members' Code of Conduct

Membership
(Quorum: 3)

Councillor G Butland

Councillor P Channer

Councillor A Davies

Councillor A Hedley Chairman
Councillor A Jackson

Councillor R Mitchell

Councillor R Moore

Councillor M Platt Vice-Chairman
Councillor K Smith

Councillor A Turrell
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Monday, 6 July 2020

Minute 1

Minutes of the meeting of the Audit, Governance and Standards
Committee, that was held remotely on Monday, 6 July 2020

A recording of the meeting may be found on the ECC website.

Present:

Members:

Councillor G Butland
Councillor P Channer
Councillor A Davies
Councillor A Hedley
Councillor A Jackson
Councillor M Maddocks
Councillor Dr R Moore
Councillor M Platt
Councillor K Smith
Councillor A Turrell

Also Present:
David Eagles
Norman Hodson

Barry Pryke
Councillor C Whitbread

ECC Officers:
Joanna Boaler
Paula Clowes
Christine Golding
Andy Gribben
Paul Turner
Nicole Wood

(substitute for Councillor R Mitchell)

BDO LLP (external auditor)

Independent Person appointed to advise the Council about
standards issues

BDO LLP (external auditor)

Cabinet Member for Finance (observing)

Head of Democracy and Transparency

Head of Assurance

Chief Accountant

Senior Democratic Services Officer (clerk to the meeting)
Director, Legal and Assurance (Monitoring Officer)
Executive Director, Finance and Technology (section 151
officer)

1. Welcome and Introduction

Councillor Hedley welcomed everyone to the first virtual meeting of the Audit,
Governance and Standards Committee and in particular:

e Members of the committee and any substitutes also attending

o Representatives of the External Auditors BDO
¢ Independent Person, Mr Hodson and
[ ]

Officers.

He paid tribute to the previous chairman of the committee the late Councillor Terry
Cutmore and invited those present to observe a minute’s silence.
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Monday, 6 July 2020 Minute 2

2. Remote working

Councillor Hedley reminded everyone that although members are attending the
meeting remotely, they should remain engaged in the meeting, refrain from
responding to emails and texts during the meeting and put all devices on silent
mode.

Members were reminded to keep their microphone on mute for the duration of the
meeting unless they wished to speak and to address all remarks through the
Chairman.

Councillor Hedley reminded members that the raise hand function was to be used
and asked members not to send messages to the Chairman, but instead to send
them to the Head of Democratic Services, Joanna Boaler who was managing the
Zoom meeting.

Councillor Hedley also reminded members that the meeting was to be broadcast
live over the internet and will then be publicly available on the County Council’s
website after the meeting. Although ECC was only making an audio recording of
this meeting, Members should be aware that anyone attending this meeting, either
as a panellist or an attendee, could make a video recording of all or any part of the
proceedings. More details were set out in the agenda.

3. Election of Chairman

Having been moved by Councillor Platt and seconded by Councillor Maddocks and
there being no further nominations Councillor Hedley was elected Chairman.

4. Appointment of Vice-Chairman

Having been moved by the Chairman, Councillor Hedley and seconded by
Councillor Channer and there being no further nominations Councillor Platt was
appointed as Vice-Chairman.

5. Membership, Apologies, Substitutions and Declarations of Interest

The report of Membership, Apologies and Declarations was received, and it was noted
that:

1. The membership of the Audit, Governance and Standards Committee was as
shown in the report.

2. Apologies for absence had been received from Councillor Mitchell who was
substituted by Councillor Maddocks.

3. The following members declared interests:
e Councillor Butland declared a Code Interest as a Director of South East
Local Enterprise Partnership.
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Monday, 6 July 2020 Minute 3

e Councillor Channer declared a Code interest in respect of agenda items 6,
8 and 9 as a Director of Essex Cares Ltd and a Code Interest in respect of
agenda item 11 as she was named as a recipient of a gift she had
declared.

e Councillors Davis, Hedley, Maddocks and Platt declared Code Interests as
members of the Essex Pension Board.

The Chairman, Councillor Hedley reminded members that any interests must
be declared during the meeting if the need to do so arose.

6. Minutes and Matters Arising

The minutes of the meeting held on Monday 20 January 2020 were approved as a
correct record and signed by the Chairman.

7. Notes of discussion

The notes of the discussion that took place between the members of the Audit,
Governance and Standards Committee, held online as a ‘virtual conversation’ on 23
March 2020 were received.

8. Internal Audit and Counter Fraud Annual Report for the year ended 31 March
2020

The report (AGS/69/20 and appendix), was presented by the Head of Assurance.

Members noted that, the Head of Assurance was required to form an opinion by the
Public Sector Internal Audit Standards on the overall adequacy and effectiveness of
the Council’s control environment and she had concluded that the Council had
achieved an overall ‘satisfactory’ assurance rating. She also asked members to
note that the Internal Audit and Counter Fraud Annual Report (Appendix 1 to the
report) provided oversight of Internal Audit and Counter Fraud activity for 2019/20.

She also asked Members to note that, this year, she had been required to
determine if sufficient evidence had been collected by Auditors in order to form an
opinion prior to ‘lockdown’. She had concluded that sufficient Audit evidence had
been achieved to allow her to reach an opinion.

She added that although the overall opinion remained at ‘satisfactory’ there was a
perceivable positive direction of travel; less ‘limited assurance’; and a lack of ‘no
assurance’. There had also been an improvement in the range of recommendations
with no ‘critical recommendations’ being made this year and only eight ‘major
recommendations.

She informed members of the committee that the council was compliant with Public
Sector Audit Standards, the CIPFA Code on Management of Fraud, and all the
work of the service had been carried out independently and free from interference.
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Monday, 6 July 2020 Minute 4

There being no questions from members it was

10.

Resolved

That the Internal Audit and Counter Fraud Annual Report and the opinion on the
overall adequacy and effectiveness of the organisation’s internal control
environment be noted.

Prosecution and Sanction Policy (Fraud and Corruption)

The report (AGS/70/20 and appendix 1), deferred from the informal meeting on 23
March 2020, was presented by the Head of Assurance

Members noted that the report, other than the date shown on the front of the report,
was exactly as had been presented to the informal meeting of the committee on 23
March and so, the discussion having taken place at that time it was

Resolved

That the Prosecution and Sanction Policy (Fraud and Corruption) be adopted in the
form appended to the report.

Revised Internal Audit Plan for 2020/21

The report (AGS/71/20 and appendices a) and b) was presented by the Head of
Assurance.

Members noted that the draft Internal Audit Plan for 2020/21 was originally
presented an informal remote meeting of the members of the Audit, Governance
and Standards committee in March 2020 and agreed in principle.

They also noted that since that time, with the impact of Covid-19, there have been
significant changes to working practices and the risks have also changed,
heightened or provided opportunities. Consequently, it was necessary to undertake
a full review of the original plan and a revised plan was attached to the report at
appendix 1 to the report and a detailed breakdown of all the proposed changes
since the plan was considered by members of the Committee in March 2020 was
attached at appendix 2.

It was noted that in future any changes to the Internal Audit Plan would be brought
back to the Committee for approval.

In response to questions from Councillor Turrell it was agreed that a revision be
made to Appendix 1 to ensure that, when the audit is undertaken on budgetary
control, specific attention is placed upon what impact Covid-19 may have on
commercial income over the next few years.
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Monday, 6 July 2020 Minute 5

11.

It was also suggested by Councillor Platt that the figure shown as being the Essex
Pension Fund Assets of £4billion was incorrect. The Head of Assurance agreed to
check the figure.

Councillor Smith declared an interest as he was an elected Member of Basildon
Borough Council.

It was Resolved

That the 2020/21 Revised Internal Audit and Counter Fraud Plan be approved in
the form at appendix 1 to the report subject to an amendment to the budgetary
control audit including a reference to attention being required to the impact of
Covid-19 upon Commercial Income.

To receive the Draft Statement of Accounts 2019/2020 and the Draft Annual
Governance Statement

The report (AGS/72/20 and appendix 1) was presented by Christine Golding, Chief
Accountant with additional information from the Executive Director, Finance and
Technology. The Draft Annual Governance Statement was presented by the
Director, Legal and Assurance

Members noted the report that presented a draft of the Statement of Accounts and
the draft Annual Governance Statement for 2019/20 to the Committee for
information and explained the committee’s role with regard to approval of the
Accounts and Annual Governance Statement in September.

Members noted the revised timetable for production and publication of the 2019/20
Statement of Accounts as detailed in the report and explained by the Chief
Accountant. Members also noted that the external auditor planned to report the
results of the audit work to the Committee on 28 September 2020, at which stage
the Committee would be asked to approve the Statement of Accounts and Annual
Governance Statement for publication.

In response to a request from members, the Executive Director, Finance and
Technology explained that the financial impact of the Covid-19 pandemic was being
monitored closely, and that quarterly updates would be reported to Cabinet.
Financial risks include:

e Tax revenues which are at considerable risk, particularly council tax,

e Increased pressure in relation to Adults and Children’s Social Care,

e Future waves of the pandemic.

Whilst the government has provided emergency funding to assist with the
pandemic, it has yet to clarify the funding approach beyond their emergency
funding.

The Draft Annual Governance Statement was presented by the Director, Legal and
Assurance and explained that it was a legal requirement to produce it annually. He
drew particular attention to the action plan. His opinion was that the Council’s
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Monday, 6 July 2020 Minute 6

12.

governance was in general strong but there were particular areas that required
noting such as;

¢ Remote working,

e The implementation of the AGS Effectiveness Review,
e A review of Health and Safety,

e Preparation for elections to be held in May 2021.

In response to questions from members it was advised that a Risk Awareness
review concluded that managers were cognisant of the risks arising and there has
been a positive response to risk training and actually improved engagement.

Members were also advised that although FOls, EIRs and SARs were responded
to ‘satisfactorily’ there was an issue relating to GDPR and the nationally identified
increased amounts of SARs being received by all local authorities. This is being
constantly monitored by Essex.

It was Resolved that

1. The Committee note the arrangements for approval and publication of the
Council’'s Statement of Accounts for 2019/20 and

2. The Committee, having reviewed the draft Annual Governance Statement for
2019/20, as appended to the report, determined that no comments or changes
were required.

Consultation on proposed Local Government Association Model Code of
Member Conduct.

The report (AGS/73/20 and appendices 1. 2 and 3) was presented by the Director,
Legal and Assurance who advised the members of the committee that the
National Committee on Standards in Public Life had published in 2019 a report on
standards in local government. They had made a number of recommendations to
local authorities, to the LGA and to central government. The Council ECC had
implemented the recommendations, insofar as it was thought appropriate

The key recommendation of the CSPL to the LGA was that it should produce a
draft model code for local authorities to consider adopting. The Council had
welcomed the introduction of a model national code but there would be limited
advantage in adopting the national code unless a significant number of Essex
local authorities also adopt it.

In March 2020 the LGA published a consultation draft of the code. ECC was
originally asked to respond to the code by the end of May 2020 but the LGA then
decided to republish the draft Code, with a revised closing date of 17 August
2020.

Both the current ECC code and the draft LGA code have their roots in the former
mandatory national code of conduct created by the Local Government Act 2000.
This means that broadly the codes are similar but, as would be expected, there
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13.

are a number of differences. The table appended to the report highlighted the
differences between the current ECC code and compares it to the draft LGA
Code, with a commentary.

In response to a question from the Chairman, Paul Turner explained the
legislation concerning a member’s employment or a potential pecuniary interest,
what they should declare and the impact upon their ability to engage in decision-
making.

The Chairman invited the Independent Person, Mr Hodson to comment on the
report and having considered his views and those of members of the committee
Paul Turner was requested to circulate to all Members, including Independent
Persons, a draft of the proposed response for comment and encouraged them to
respond to the consultation online directly. Alternatively, members could comment
by email to the Chairman and these comments may be included in the Council’s
overall response to the consultation, in the name of the committee, which would
be circulated to members of the committee before dispatch.

Resolved

That, subject to comments received from Members, and the review of the
Chairman, the response be approved.

Review of Register of Gifts and Hospitality Register

The report (AGS/74/20 and appendix 1) was presented by the Director, Legal and
Assurance and an opportunity for members of the committee to note the findings
and raise any issues they may have.

Councillor Butland noted that there had been a change to a particular entry on the
register since it had been circulated in draft and he sought an assurance that the
Director, Legal and Assurance was now satisfied that the entry was currently
correct. The Director, Legal and Assurance stated that the accuracy of the
declaration was the responsibility of the member concerned but he believed that
the declaration was now correct.

Members of the committee asked questions relating to specific entries and the
process for declarations and they were urged to declare all potential interests,
ownership of land, employment or gifts or hospitality received.

Resolved

The report was noted.
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Monday, 6 July 2020 Minute 8

14. Work Programme

The report (AGS/75/20) was presented by the Director, Legal and Assurance.
Members were reminded that the work programme was subject to regular
revisions and change and noted that items arising from the recent Effectiveness
Review had been added to the document since last it had been reviewed.
Resolved

The Work Programme was noted.

15. Date of the Next Meeting

Members noted that the next meeting of the committee would be held on Monday
28 September at 10.30am in Committee Room 1 or remotely (to be advised) and
would be preceded by a private meeting for AGS members only.
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Agenda item 3

Report title: Deferral of completion of the external audit of the AGS/76/20

Council’s 2019/20 Statement of Accounts

Report to Audit, Governance and Standards Committee

Report author: Nicole Wood, Executive Director, Finance and Technology

Date of meeting: 28 September 2020 For: Information

Enquiries to Nicole Wood, Executive Director, Finance and Technology email
nicole.wood@essex.gov.uk Tel. 07946 705816 or Christine Golding, Chief Accountant

email christine.golding@essex.gov.uk Tel. 03330 138401

Divisions affected: All Essex

1.1

2.1

2.2

3.1

Purpose of report

The purpose of this report is to present a report by the Council’s External Auditor,
BDO LLP, on deferral of completion of the audit of the Council’s Statement of
Accounts for 2019/20 (comprising the work necessary to provide audit opinions on
the financial statements of the Council and Essex Pension Fund and reach a
conclusion on the effectiveness of the systems in place to secure value for money
in the Council’s use of resources).

Recommendations

The Committee notes the reasons for deferral of completion of the external audit
for 2019/20, as appended to this report.

The Committee agrees to move the meeting scheduled for 7 December 2020 to
16 November 2020 in order to meet BDO’s revised expectations for completing
their audit and for issuing their Audit Completion Reports for the Council and
Essex Pension Fund for 2019/20, and to approve the Council’s 2019/20
Statement of Accounts for publication.

Background

The Council is required by Regulation to:

* Produce draft accounts, and present them for external audit, by a specified
date each year;

= Make the draft Statement of Accounts available for a period of 30 working
days, during which time the public have the right to raise objections, inspect
the accounts and question the Local Auditor; and

= Publish its final, audited accounts by a specified date each year.
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3.2

3.3

3.4

3.5

3.6

3.7

Statutory regulations usually require these activities to be undertaken in
accordance with the following timetable:

= Produce the draft Statement of Accounts and present them for external audit
by 31 May;

= Make the draft accounts available for public inspection for a period of 30
working days, to include the first 10 working days of June; and

= Publish final, audited, accounts by 31 July.

However, in recognition of the significant pressure local authorities have been
under in responding to the COVID-19 pandemic, the Government extended the
statutory deadlines for the 2019/20 financial year.

The Government extended the statutory deadlines as follows:

= The deadline for production of draft accounts was deferred from 31 May to 31
August;

= The deadline for publication of final, audited accounts, was deferred from 31
July to 30 November.

The Government also confirmed that authorities could choose when to commence
their period for public inspection of their accounts.

An informal deadline of 30 June was set for production of the draft Statement of
Accounts for 2019/20.

In line with this aspiration, the Executive Director for Finance and Technology
certified the draft (unaudited) Statement of Accounts for 2019/20 on 30 June; and
presented the draft accounts to the external auditor and commenced the 30-day
period for the exercise of public rights on 1 July. The draft Statement of Accounts
was presented to the Committee (for information only) on 6 July 2020
(AGSI72/20).

Following discussions with BDO, it had been anticipated that the external auditor
would report the results of the audit work to the Committee on 28 September
2020, at which stage the Committee would be asked to approve the Statement of
Accounts for publication. However, this has not proved possible, for the reasons
outlined in BDO’s report (as appended).

BDO now anticipate being able to complete most of their field work by the end of
September and being able to present their Audit Completion Reports for the
Council and the Essex Pension Fund to the Committee during week commencing
16 November 2020 (subject to the Committee being able to schedule a meeting
during this week). Whilst this is much later than anticipated, audit sign off during
week commencing 16 November would still be in accordance with the statutory
deadline for publication of final, audited, accounts for 2019/20 which is 30
November 2020.
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4.1

5.1

5.2

7.1

71

8.1

9.1

Policy context and Outcomes Framework

The Statement of Accounts for 2019/20 summarises the financial performance
and financial position for the Council for the year ending 31st March 2020. As
such, the Accounts provide a financial representation of activities during 2019/20
against the Organisation Strategy.

Financial Implications

It is not currently anticipated that there will be any specific financial implications
arising because of deferral of completion of the 2019/20 audit.

From the Council’s perspective, it would be difficult to understand why a delay in
completion of its audit, for reasons outside of the Council’s control, could justify an
increase in audit fees. Consequently, any proposal by BDO to vary the audit fee
for their 2019/20 audit would be subject to careful scrutiny.

Legal Implications

The Council is required to produce annual accounts in accordance with the
Accounts and Audit Regulations 2015 as currently amended by the Accounts and
Audit (Coronavirus) (Amendment) Regulations 2020. The Council is also required
to produce an annual governance statement.

Staffing and other resource implications

There are no staffing implications associated with this report.

List of appendices

Appendix A — Report by BDO LLP on deferral of completion of the audit of the
Council’'s 2019/20 Statement of Accounts.

List of Background Papers

None
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1.1.

2.2.

2.3.

2.4.

3.2.

3.3.

INTRODUCTION

This report explains the reasons for deferral of completion of the audit of the Council’s
2019/20 Statement of Accounts.

BACKGROUND

The Council is required to publish its unaudited Statement of Accounts by 31 May each year.
The audited Statement of Accounts should be published by 31 July each year or, where the
audited Statement of Accounts is not yet available on this date, a statement explaining why
this is the case.

In mid March 2020, MHCLG announced a deferral of the accounts publication deadline (also
referred to as the “audit deadline”, although there is no, and cannot be a, statutory deadline
imposed for auditors issuing an opinion) to 30 September 2020. In early April 2020, MHCLG
announced that the deadline for publication of the audited 2019/20 Statement of Accounts
would be pushed back further to 30 November 2020, with the draft accounts due by 31
August 2020, recognising the impacts of the Covid-19 pandemic.

Following the original announcement, the Council assessed the potential impact of Covid-19
arrangements on accounts preparation and we agreed with the Council on 27 March 2020 that
if the Council could provide a draft Statement of Accounts by 30 June 2020, our audit
fieldwork would be rescheduled backwards and planned to be undertaken in July and August.
Sign-off of the Statement of Accounts would then take place by the end of September 2020.

The Council provided us with the unaudited Statement of Accounts and supporting working
papers at the end of June 2020 in accordance with the revised agreed timetable. We
commenced our audit work at the start of July. However, a number of factors have resulted
in our fieldwork continuing beyond the end of August 2020, making completion of the audit
by the end of September 2020 unfeasible. The next section of this report describes these
factors.

WHAT HAS CONTRIBUTED TO THE DELAY?

The booked resource for completion of the audit has been eroded to the extent that, whilst
we can still complete the vast majority of our work by the end of September 2020, we cannot
guarantee that our full and necessary audit quality arrangements will be complete, and so
will not be in a safe position to issue our audit opinion.

BDO will not compromise on the quality of our audits and so it was necessary to communicate
this position as early as we could to Management to enable alternative arrangements and
timelines to be agreed. We communicated this position to the Chief Accountant on 26 August
2020 and followed this up with a direct discussion with the Executive Director Finance and
Technology on 7 September 2020.

There is no single incident that has caused our planned profiled resource input to be reduced
to the extent to which it has impacted on our completion of the audit to the end of
September 2020 date. However, the following elements have cumulatively impacted on the
availability of resource in July and August which we were unable to compensate for until
September, which is unfortunately too late to mitigate the impacts and still achieve the
planned delivery:

® NHS deadlines: To reflect Covid-19, deadlines were pushed back from end May to 25 June
2020. Nationally, auditors were pushed right up to (and, in some cases, beyond) the later
deadline because of significant delays in both the NAO-commissioned valuer expert report
from Gerald Eve (only received 18 June 2020, so 3 weeks later than anticipated), which
was key to Provider audits, and a controls assurance report on GP payments (which
arrived late on 24 June 2020, a month late), which was key to Commissioner audits.
These delays, both the general Covid-19 logistics and efficiency issues (see also below)
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3.4.

4.2.

4.3.

4.4.

4.5.

and also the late key assurance reports, impacted on the very early phases of our local
government portfolio audit work, with a consequent ripple effect to the July Essex
planned work - whilst staff worked long hours to try and catch up, there was still a
residual impact by July.

e Remote working due to Covid-19: Unfortunately, remote working is making things take
longer to complete than has previously been the case. There are a variety of factors,
including remote communication (which is less efficient and effective than simply talking
face to face with finance staff to discuss/explain/resolve issues) and the lack of “live”
resolution of issues arising and team supervision. Whilst again not individually significant,
the cumulative impact erodes planned resourcing. We understand that all firms are
experiencing this and PSAA has coordinated communications with MHCLG on this issue. As
a final point of clarification, there are genuine benefits to audits of some remote working
(i.e. it is not necessary to be physically on site for the whole audit), but the Covid-19
scenario has prevented any on site working, and it is this that has caused the problems.

e Other issues: These have included days “lost” due to regulator-required mandatory
professional training that was scheduled to take place during July after we had agreed the
deferred timetable and, in one case, the departure of one member of staff at relatively
short notice. In this latter case, we were able to make compensating resource
arrangements, but not to the original profiling.

The combined effect of the above factors resulted in our audit fieldwork not being as far
progressed by the end of August as originally planned. In order to bring our audit procedures
to completion as soon as possible, we have secured additional resource in the second half of
September to make up for the shortfall caused by the reasons stated above.

NEXT STEPS

The audit team continue to work closely with the Council to progress procedures and clear
queries arising from our audit work. The Senior Audit Manager and Chief Accountant meet on
a weekly basis to discuss progress and outstanding issues (as they have done since early July).

We intend to substantially complete our fieldwork by the end of September 2020. Once our
fieldwork is complete, there are a number of internal quality control processes which must
be undertaken before we are able to conclude the audit and issue our opinion.

To ensure that these quality control processes can be completed and to allow sufficient lead
times for reporting to the Audit, Governance and Standards Committee, whilst ensuring the
30 November 2020 deadline is met, our preferred timing for sign-off would be mid-November
2020.

Following completion of the audit, we will hold debriefs both internally and with the
Council’s finance team to discuss what worked well and what could be improved.

Needless to say, we regret the need to defer the date for completion of the audit, but we
have not been able to mitigate against the lost time to the original profile of delivery and,
because we are absolutely committed to delivering the highest quality audit to the Council,
the only option is to defer to enable all necessary quality control processes to be fully
completed. The revised target date, however, remains within the statutory deadline set by
MHCLG.

David Eagles, Partner
For and on behalf of BDO LLP 15 September 2020
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Report title: Redmond Review
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Divisions affected: All Essex

1. Purpose of report

1.1 The purpose of this report is to inform members of the conclusions and
recommendations arising from the independent review into Oversight of
Local Audit and the Transparency of Local Authority Financial Reporting
(the ‘Redmond Review’).

2. Recommendations
2.1 That the report and the three recommendations to local authorities be noted.

2.2  Agree that the Committee should ask the Chairman of the Council to receive a
report on the accounts as soon as possible after the Committee has
considered the annual accounts.

2.3  Note that the Council is in the process of complying with the recommendation
regarding the appointment of at least one independent member, suitably
qualified, to the Audit Committee.

2.4  Note that the Chief Executive, the Monitoring Officer and the Chief Financial
Officer currently have the facility to meet with the Key Audit Partner at least
annually.

3. Background

3.1 The Local Audit and Accountability Act 2014 (the 2014 Act) transferred the
audit functions previously carried out by the Audit Commission to a range of
successor bodies. The audit of the 2018/19 accounts was the first full year in
which all the new arrangements were in operation.
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3.2

3.3

3.4

41

In July 2019, the Secretary of State for the Ministry of Housing, Communities
and Local Government (MHCLG) launched an independent review into the
arrangements in place to support the transparency and quality of local
authority financial reporting and external audit. The Secretary of State
appointed Sir Tony Redmond to conduct this review.

The Redmond Review was tasked with examining the existing purpose,
scope and quality of statutory audits of local authorities in England and the
supporting regulatory framework to determine whether:

It is operating in line with policy intent;

The reforms introduced by the 2014 Act had improved the effectiveness of
the control and governance framework along with the transparency of
financial information presented by councils;

The current statutory framework for local authority financial reporting
supports the transparent disclosure of financial performance and enables
users of the accounts to hold local authorities to account.

The conclusions and proposals from this review were published on 8
September 2020. The full report is appended, but the following paragraphs
provide a summary of the key findings and recommendations.

Redmond Review findings
Direction and regulation of local audit

Currently there are a range of different entities with a statutory role in
overseeing and/or regulating elements of the local authority accounting and
audit framework:

Public Sector Auditor Appointments Ltd (PSAA) — is the appointing
body for 98% of local authority audits because virtually all local authorities
opted into using its services. It has responsibility for management of the
contracts.

Comptroller and Auditor General (C&AG) / National Audit Office (NAO)
— sets the Code of Local Audit Practice.

Financial Reporting Council (FRC) - sets standards and guidance for
auditors and monitors the quality of larger local authority audits.

Institute of Chartered Accountants in England and Wales (ICAEW) —
responsible for registration of local authority Key Audit Partners and audit
firms and for quality monitoring of smaller local authority audits.

Chartered Institute of Public Finance and Accountancy (CIPFA) — sets
the Code of Local Authority Accounting Practice and other statutory Codes
and produces sector specific good practice guidance.

Page 20 of 157



4.2

4.3

4.4

4.5
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Ministry of Housing, Communities and Local Government (MHCLG) —
has policy responsibility for the effectiveness of the local authority audit
and governance framework. It also has the power to change the system
and to intervene directly in a failing local authority.

None of these entities has a statutory responsibility to make sure that the
framework operates in a coherent manner. The Redmond Review concluded
that this lack of coordination and leadership is a significant weakness in the
current framework.

Procurement of local audit

Both the audit firms and their key audit partners need to be approved by the
ICAEW to undertake local authority audits. A prerequisite to entry is recent
experience of undertaking local authority audits.

When the PSAA ran a procurement in 2017, to appoint local authority auditors
for the period 2018/19 to 2022/23, there were 9 firms registered with the
ICAEW to undertake these audits, with a total of 96 key audit partners able to
issue an audit opinion. Of the 9 firms registered to undertake these audits,
only 5 were awarded contracts by the PSAA, with 67 key audit partners able
to issue audit opinions (a 13% reduction from the number of key audit partners
under the previous contracts).

Audit fees in the local authority sector have dropped significantly since the
Audit Commission was abolished, while audit fees in other sectors have risen.

Sector by sector comparison of change in audit fees over time

140
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Central Government (based on sample of 15 central government bodies)
= |_ocal Authorities (PSAA scale fees)

FSTE 100 entities: statutory audit fees (calendar years 2014 to 2018)

The scale fee paid by individual local authorities under the contracts let by the
PSAA in 2017 were set with reference to the fees allocated to individual
authorities when the Audit Commission let the 2012 and 2014 audit contracts.
The PSAA did not seek to assess the amount it would cost to audit each local
authority based on their level of audit risk in the past ten years.
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As the scale fees have fallen, there has been an increasing prevalence of
auditors requesting fee variations over the same period. The PSAA asked all
firms active in the market to estimate the additional scale fee required to
ensure that current quality standards are satisfied. Four audit firms suggested
that increases of between 15% to 25% are required, and the fifth firm
suggesting an increase of 100% is needed.

Audit performance

Auditors of local authorities provide two audit opinions:

A financial audit opinion which aims to confirm that the financial
statements are free from material error and are properly prepared in
accordance with the relevant accounting and legislative framework.

An opinion on the effectiveness of the systems in place to meet the best
value duty (referred to as the value for money conclusion).

The Review concluded that coverage of these audits is far narrower that many
stakeholders expect.

The Review considered the extent to which auditors of local authorities:

Meet contract specifications in respect of the financial audit opinion and
value for money conclusion.

Demonstrate sufficient understanding of the local authority environment
through identification and testing of key financial audit and value for money
risks.

Deliver audits in a cost-effective way.
Make balanced and considered recommendations.

Issue reports and recommendations in a timely manager.

Although the Review concluded that external auditors were meeting the
contract specification by delivering audits that, for the most part, meet relevant
quality standards, an increasing number of audits are not being completed by
the statutory deadline for publishing audited accounts. In 2018/19, only 57%
of opinions were issued by the statutory publication deadline, compared to
95% in 2016/17. For the first time in 2019/20, having insufficient qualified
individuals to deliver the audits at the appropriate time is being given as the
reason for some of the delays.

There is some evidence that the reduction in audit fees referred to above,
combined with the accelerated timetable for publication of audited accounts
introduced in 2017/18, has led to a decline in the number of auditors with
appropriate skills, knowledge and expertise. Indeed, many local authorities
reported concerns about:

Auditors not having a full understanding of how local authorities are funded
and how this impacts the accounts;

A lack of continuity in members of the audit team; and
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A lack of understanding of local authority specific financial statements.

Underpinning concerns about audit performance is auditor focus. There is a
perception amongst many local authorities that an increasing amount of time
is spent auditing fixed asset and pension valuations. What is less clear is the
extent to which this has led to a reduction in audit work in other areas, but
given the reduction in audit fees, it is likely to have had some impact.

The Review found it harder to assess audit performance in relation to VFM
engagements as auditors have more discretion about the amount of work they
need to undertake before forming their VFM opinion. However, the squeeze
in audit fees and the reduction in the number of auditors with appropriate
skills, knowledge and expertise, is a matter of significant concern.

Auditors can issue recommendations to management through their end of
audit communications. However, the Review found that number of
recommendations issued has declined year on year. Most of the
recommendation that were issued related to technical accounting issues
rather than financial control or value for money matters, contributing to the
perception that the process is not adding as much value as previously.

Governance arrangements in place for responding to audit_
recommendations

The Review commented that effectiveness of audit must, in part, be
determined by the arrangements in place within local authorities for
considering and acting upon external audit reports. All local authorities are
required to set up Audit Committees or the equivalent, with responsibility for
considering the annual accounts and receiving internal and external audit
plans and reports and for providing independent challenge in respect of
accountability and risk management arrangements.

The Review concluded that:

That it is rare for Audit Committees to put a substantive item onto the Full
Council’s agenda.

56% of audit committees have no independent members.

Frequency of attendance at Audit Committees by statutory officers (Chief
Executive, Monitoring Officer and Chief Financial Officer) is mixed.

The scope of most audit committees covers the majority of the items in the
CIPFA position statement and supporting guidance on Audit Committees,
but not all. There were two areas which either had minimal or no specific
coverage: partnership governance and value for money and best value.

With regard to the external auditor’s work, the Review concluded that:

The content of the standard suite of external audit reports is mandated by
auditing standards, making them highly technical.
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External auditors should report to Full Council on risks identified and
conclusions reached in a transparent and understandable format.

Audit work on the financial resilience of local authorities

External auditors do not currently have a specific responsibility to provide an
opinion on whether a local authority is financially sustainable, although are
required to:

consider whether a local authority is a going concern; and

assess the adequacy of its arrangements to secure value for money in its
use of resources.

CIPFA has attempted to define financial resilience in its:
Financial Management Code (FM Code)
Pillars of Financial Resilience

However, these do not have statutory backing. Neither do they explicitly cover
the impact of commercialisation on an authority’s financial resilience.

The Review concluded that scope of the external audit should include a
substantive test of a local authority’s financial resilience and sustainability.

The new NAO Code of Audit Practice will require auditors to provide a
narrative statement on Councils’ value for money arrangements rather than a
binary opinion. This should provide more useful information to stakeholders.

Auditors should use the indicators of financial stress in the CIPFA ‘Pillars of
Financial Resilience’ and critically evaluate the Chief Financial Officer’s
Section 25 reports on the robustness of the Council’s budget estimates and
the adequacy of its reserves, other statutory reports and management
estimates to inform their view of an authority’s financial resilience.

Financial reporting in local government

Local authorities are required to have regard to the statutory Code of Local
Authority Accounting Practice issued by CIPFA. This Code is based on
private sector accounting standards, adapted for the specific circumstances of
local authorities and overridden by specific statutory provisions.

Local authority accounts are lengthy and complex. This is primarily because
there is a difference between the budget analysis of information for council tax
purposes and the statutory basis of year end accounts.

An issue related to the complexity of local authority accounts is the capacity of

external auditors to validate technical accounting treatments without a
familiarity with local authority finance and accounting. Auditors have also
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argued that local authorities do not always have accounting staff with relevant
technical expertise either.

The Redmond Review identifies three broad options for enhancing the
transparency and usefulness of local authority financial statements:

Review of International Financial Reporting Standards (IFRS) as a basis
for preparing the Accounts.

Expand and standardise the current narrative statement.

Introduce a new summary statement presented alongside the IFRS based
accounts, prepared on a budget setting basis.

A new summary statement is favoured, but this would need to reconcile to the
statutory accounts and be subject to external audit to have credibility.

Conclusions of the Redmond Review

The current local audit arrangements fail to deliver the policy objectives
underpinning the 2014 Act.

The local audit market is vulnerable, and evidence suggests that audit fees
are at least 25% lower than is required to fulfil the local audit requirements
effectively.

A weakness of the current arrangements is that there is no coordination and
regulation of local audit activity. This role is best discharged by a single
overarching body.

There is a potential weakness in the way in which audit outcomes are
considered and presented to both the local authority and to the public.

There is a compelling argument to extend the scope of audits to include a
substantive test of financial resilience and sustainability.

In scrutinising financial sustainability, the auditor should assess the risks
identified in the Chief Financial Officer's annual report on the budget and
review of compliance with the CIPFA Financial Management Code.

The technical complexity of the Accounts means that service users and
council taxpayers are unable to understand them. Transparency and
consistency could be improved through production of a simplified statement of
service information and costs that compares budgeted with actual financial
performance.
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Redmond Review recommendations
Direction and regulation of local audit

A new body, the Office of Local Audit and Regulation (OLAR), be created
to manage, oversee and regulate local audit, with the following key
responsibilities:

Procurement of local audit contracts
Producing annual reports summarising the state of local audit
Management of local audit contracts
Monitoring and review of local audit performance
Determining the Code of Local Audit Practice
Regulating the local audit sector.
A liaison committee should be established, comprising key stakeholders and

chaired by MHCLG, to receive reports from the new regulator on the
development of local audit.

Procurement of local audit

The current fee structure for local audit to be revised to ensure that adequate
resources are deployed to meet the full extent of local audit requirements.

Statute to be revised so that audit firms with the requisite capacity, skills and
experience are not excluded from bidding for local audit work.

Audit performance

All auditors engaged in local audit to be provided with the requisite skills and
training to audit a local authority, irrespective of seniority.

Quiality is to be consistent with the highest standards of audit within the
revised fee structure.

In cases where there are serious or persistent breaches of expected quality
standards, OLAR has the scope to apply proportionate sanctions.

External Audit recognises that Internal Audit work can be a key support in
appropriate circumstances where consistent with the Code of Audit Practice.

Deadline for publishing audited accounts to be revisited with a view to

extending it from 31 July to 30 September (subject to consultation with Health
bodies).
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Governance arrangements in place for responding to audit_
recommendations

An annual report should be submitted to full Council by the external auditor
after 30th September each year, irrespective of whether the accounts have
been certified (OLAR to decide the framework for this report).

Consideration should be given to the appointment of at least one independent
member, suitably qualified, to the Audit Committee.

The facility for the Chief Executive Officer, Monitoring Officer and Chief
Financial Officer to meet with the Key Audit Partner at least annually should
be formalised.

Audit work on the financial resilience of local authorities

MHCLG reviews its current framework for seeking assurance that financial
sustainability in each local authority in England is maintained.

Key concerns relating to service and financial viability should be shared
between Local Auditors and Inspectorates including Ofsted and the CQC prior
to completion of the external auditor's Annual Report.

The changes implemented on the 2020 Audit Code of Practice are endorsed;
OLAR to undertake a post implementation review to assess whether these
changes have led to more effective external audit consideration of financial
resilience and value for money matters.

Financial reporting in local government

A standardised statement of service information and costs be prepared by
each authority and be compared with the budget agreed to support the
Council tax / precept / levy and presented alongside the statutory accounts.
The standardised statement should be subject to external audit.

The optimum means of communicating such information to council taxpayers /
service users be considered by each local authority to ensure access for all
sections of the communities.

CIPFA / LASAAC are required to review the statutory accounts, in the light of
the new requirement to prepare the standardised statement, to determine
whether there is scope to simplify the presentation of local authority accounts
by removing disclosures that may no longer be considered to be necessary.

Financial Implications

The fee payable by the Council for external audit services carried out by our
appointed auditor for the 2019/20 financial year is estimated at £138,000. It is

possible that this fee will be significantly higher in subsequent years, because
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of changes arising from the Redmond Review. An increase of at least 25% is
suggested; an increase of this magnitude would add an additional £35,000 to
the annual audit fee currently payable by the Council.

Officer time required to support the external audit process may increase as a
consequence of a change in depth, scope and extension of the timetable for
the external audit.

There may be a cost associated with appointing an independent Audit
Committee member and of additional training for Audit Committee members.
Legal Implications

The recommendations in the review may lead to a change in the law as it
applies to this Committee. Although we cannot know what any changes in the
law may be, it is open for the Council to take steps to implement the three
recommendations to local authorities (see paragraphs 5.10-5.12 of the report)
and the recommendations in this report ask the Committee to implement them

Appendices and background papers

Independent Review into the Oversight of Local Audit and the Transparency of
Local Authority Financial Reporting.
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The Rt Hon Robert Jenrick MP

Secretary of State for Housing, Communities and Local Government
Ministry of Housing, Communities & Local Government

2 Marsham Street

London, SW1P 4DF

Dear Secretary of State,

In June 2019, | was asked to undertake an independent review of the effectiveness of local audit and
the transparency of local authority financial reporting. | am grateful for the opportunity given to me
by ministers to conduct this Review. Whilst conducting the Review my guiding principles have been
accountability and transparency. How are local authorities accountable to service users and
taxpayers and how are auditors accountable for the quality of their work; and how easy is it for those
same individuals to understand how their local authority has performed and what assurance they can
take from external audit work.

This report sets out my conclusions. It makes detailed proposals for a new organisation with the
clarity of mission and purpose to act as the system leader for the local audit framework; and for a
standardised statement of service information and costs, compared to the annual budget, that is
aimed at taxpayers and service users.

As | conducted my work, it became clear that the local audit market is very fragile. The current fee
structure does not enable auditors to fulfil the role in an entirely satisfactory way. With 40% of audits
failing to meet the required deadline for report in 2018/19, this signals a serious weakness in the
ability of auditors to comply with their contractual obligations. In addition, the ambition of attracting
new audit firms to the local authority market has not been realised. Without prompt action to
implement my recommendations, there is a significant risk that the firms currently holding local audit
contracts will withdraw from the market.

It will be possible to achieve part, but only part, of what needs to be done without legislation.
However, it is important to emphasise that to fully achieve the vision set out in the Review, primary
legislation will be essential. Only this can give the new organisation the tools it needs to do its job
and to rebuild the sustainability of the local audit market.

| should like to thank:

o First, all those stakeholders who have engaged with the Review and responded to the
Review’s Call for Views;

e Second, the excellent team which has supported the Review’s work: Ollie Hulme, Joe Pilgrim,
Beth Addison and Gareth Caller; and

e Third, all the members of the Review’s advisory group: Lynn Pamment, Maggie McGhee,
Professor Laurence Ferry, Catherine Frances, Vicky Rock, Richard Hornby and Mark Holmes.
This formidable group provided much wise guidance and counsel, as well as lively challenge
and debate, for which | am hugely grateful.

Responsibility for the Review’s conclusions and recommendations, is however, mine and mine
alone.

7 /)
Sir Tony Redmond
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Executive Summary

This Review has examined the effectiveness of local audit and its ability to demonstrate
accountability for audit performance to the public. It has also considered whether the
current means of reporting the Authority’s annual accounts enables the public to
understand this financial information and receive the appropriate assurance that the
finances of the authority are sound. It is important to note that this Review encompasses
not only principal local authorities but also PCCs, Fire and Rescue Authorities, Parish
Councils and Meetings and Drainage Boards.

The Review has received 156 responses to the Calls for Views and carried out more
than 100 interviews. Serious concerns have been expressed regarding the state of the
local audit market and the ultimate effectiveness of the work undertaken by audit firms.
This is not to say that the audits are carried out unprofessionally but there remains a
question of whether such audit reports deliver full assurance on the financial
sustainability and value for money of every authority subject to audit. A particular feature
of the evidence submitted relates to concern about the balance of price and quality in
the structure of audit contracts.

A regular occurrence in the responses to the calls for views suggests that the current fee
structure does not enable auditors to fulfil the role in an entirely satisfactory way. To
address this concern an increase in fees must be a consideration. With 40% of audits
failing to meet the required deadline for report in 2018/19, this signals a serious
weakness in the ability of auditors to comply with their contractual obligations. The
current deadline should be reviewed. A revised date of 30 September gathered
considerable support amongst respondents who expressed concern about this current
problem. This only in part addresses the quality problem. The underlying feature of the
existing framework is the absence of a body to coordinate all stages of the audit process.
Although there is some scope to effect alterations to the individual roles, appropriately
fulfilled with the existing framework, this would not achieve the overriding objective of
providing a coherent local audit function which offers assurance to stakeholders and the
public in terms of performance and accountability of the local authority and the auditor.

Consequently, a key recommendation is to create a new regulatory body responsible for
procurement, contract management, regulation, and oversight of local audit. It is
recognised that the new body will liaise with the Financial Reporting Council (FRC) with
regard to its role in setting auditing standards. The engagement of audit firms to perform
the local audit role would be accompanied by a new price/quality regime to ensure that
audits were performed by auditors who possessed the skills, expertise and experience
necessary to fulfil the audit of local authorities. These auditors would be held accountable
for performance by the new regulator, underpinned by the updated code of local audit
practice. A further recommendation is to formalise the engagement between local audit
and Inspectorates to share findings which might have relevance to the bodies concerned.

The Regulator would be supported by a Liaison Committee comprising key stakeholders
and chaired by the Ministry of Housing, Communities and Local Government (MHCLG).
The new regulatory body would be small and focused and would not represent a body
which has the same or similar features as the Audit Commission.
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The report recognises that local audit is subject to less critical findings in respect of audit
procurement and quality relating to smaller authorities. However, the recommendations
include a review by Smaller Authorities’ Audit Appointments (SAAA) of current
arrangements relating to the proportionality of small authority audits together with the
process for managing vexatious complaints where issues have been raised by those
bodies which have experienced such challenges.

Governance in respect of the consideration and management of audit reports by
authorities has also been examined in considerable detail. Based on evidence
presented, there is merit in authorities examining the composition of Audit Committees
in order to ensure that the required knowledge and expertise are always present when
considering reports, together with the requirement that at least an annual audit report to
be submitted to Full Council. This demonstrates transparency and accountability from a
public perspective which is currently lacking in many authorities.

The issue of transparency is of equal relevance to the current presentation and
publication of the annual accounts. Given that the feedback from practitioners and other
key stakeholders revealed that current statutory accounts prepared by local authorities
are considered to be impenetrable to the public, it is recommended that a simplified
statement of service information and costs is prepared by each local authority in such a
way as to enable comparison with the annual budget and council tax set for the year.
This would enable Council taxpayers and service users to judge the performance of the
local authority for each year of account. The new statement would be prepared in
addition to the statutory accounts, which could be simplified. All means of communicating
such information should be explored to achieve access to all communities.

The outcome of this Review is designed to deliver a new framework for effective local
audit and an annual financial statement which enables all stakeholders to hold local
authorities to account for their performance together with a robust and effective audit
reporting regime.

Aside from the additional costs arising from a fee increase, the resource implications of
the new regulatory body would amount to approximately £5m per annum after taking into
account the amount related to staff subject to transfer under the TUPE arrangements.

Implementation of recommendations contained in this Review would, in part, require
regulatory or legislative change but it is important to note that many of the issues
identified in this report require urgent attention, given the current concerns about local
audit demonstrated in this Review.

Page 34 of 157 4



Recommendations

The recommendations of this Review are as follows:

External Audit Reqgulation

1. A new body, the Office of Local Audit and Regulation (OLAR), be created to manage,
oversee and regulate local audit with the following key responsibilities:
e procurement of local audit contracts;
e producing annual reports summarising the state of local audit;
e management of local audit contracts;
e monitoring and review of local audit performance;
e determining the code of local audit practice; and
e regulating the local audit sector.

2. The current roles and responsibilities relating to local audit discharged by the:
e Public Sector Audit Appointments (PSAA);
e Institute of Chartered Accountants in England and Wales (ICAEW);
e FRC/ARGA; and
e The Comptroller and Auditor General (C&AG)
to be transferred to the OLAR.

3. A Liaison Committee be established comprising key stakeholders and chaired by
MHCLG, to receive reports from the new regulator on the development of local audit.

4. The governance arrangements within local authorities be reviewed by local councils with
the purpose of:
e an annual report being submitted to Full Council by the external auditor;
e consideration being given to the appointment of at least one independent
member, suitably qualified, to the Audit Committee; and
e formalising the facility for the CEO, Monitoring Officer and Chief Financial Officer
(CFO) to meet with the Key Audit Partner at least annually.

5. All auditors engaged in local audit be provided with the requisite skills and training to
audit a local authority irrespective of seniority.

6. The current fee structure for local audit be revised to ensure that adequate resources
are deployed to meet the full extent of local audit requirements.

7. That quality be consistent with the highest standards of audit within the revised fee
structure. In cases where there are serious or persistent breaches of expected quality
standards, OLAR has the scope to apply proportionate sanctions.

8. Statute be revised so that audit firms with the requisite capacity, skills and experience
are not excluded from bidding for local audit work.

9. External Audit recognises that Internal Audit work can be a key support in appropriate
circumstances where consistent with the Code of Audit Practice.
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10. The deadline for publishing audited local authority accounts be revisited with a view to
extending it to 30 September from 31 July each year.

11. The revised deadline for publication of audited local authority accounts be considered in
consultation with NHSI(E) and DHSC, given that audit firms use the same auditors on
both Local Government and Health final accounts work.

12. The external auditor be required to present an Annual Audit Report to the first Full
Council meeting after 30 September each year, irrespective of whether the accounts
have been certified; OLAR to decide the framework for this report.

13. The changes implemented in the 2020 Audit Code of Practice are endorsed; OLAR to
undertake a post implementation review to assess whether these changes have led to
more effective external audit consideration of financial resilience and value for money
matters.

Smaller Authorities Audit Regulation

14. SAAA considers whether the current level of external audit work commissioned for
Parish Councils, Parish Meetings and Internal Drainage Boards (IDBs) and Other
Smaller Authorities is proportionate to the nature and size of such organisations.

15. SAAA and OLAR examine the current arrangements for increasing audit activities and
fees if a body’s turnover exceeds £6.5m.

16. SAAA reviews the current arrangements, with auditors, for managing the resource
implications for persistent and vexatious complaints against Parish Councils.

Financial Resilience of local authorities

17. MHCLG reviews its current framework for seeking assurance that financial sustainability
in each local authority in England is maintained.

18. Key concerns relating to service and financial viability be shared between Local Auditors
and Inspectorates including Ofsted, Care Quality Commission and HMICFRS prior to
completion of the external auditor's Annual Report.

Transparency of Financial Reporting

19. A standardised statement of service information and costs be prepared by each authority
and be compared with the budget agreed to support the council tax/precept/levy and
presented alongside the statutory accounts.

20. The standardised statement should be subject to external audit.

21. The optimum means of communicating such information to council taxpayers/service
users be considered by each local authority to ensure access for all sections of the
communities.

22. CIPFA/LASAAC be required to review the statutory accounts, in the light of the new

requirement to prepare the standarlggsgeéjgéaé?wgyt, to determine whether there is scope
6



to simplify the presentation of local authority accounts by removing disclosures that may
no longer be considered to be necessary.

23. JPAG be required to review the Annual Governance and Accountability Return (AGAR)
prepared by smaller authorities to see if it can be made more transparent to readers. In
doing so the following principles should be considered:

Whether “Section 2 — the Accounting Statements” should be moved to the first
page of the AGAR so that it is more prominent to readers;

Whether budgetary information along with the variance between outturn and
budget should be included in the Accounting Statements; and

Whether the explanation of variances provided by the authority to the auditor
should be disclosed in the AGAR as part of the Accounting Statements.
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Introduction

The Local Audit and Accountability Act 2014 (the 2014 Act) introduced a new Audit
regime for local government to replace the previous arrangements, under which the
Audit Commission performed that role. This Review examines the effectiveness of
local audit as now practised.

The purpose of the Review is to test not only the impact of external audit activity in
local government but also to look, critically, at how this helps to demonstrate public
accountability, particularly to service users and council taxpayers. In a similar context
the brief of the Review extends to the issues of transparency in financial reporting of
local authorities, with attention being directed towards whether the annual accounts
and associated published financial information can be readily understood by the
public.

The framework for local audit encompasses procurement, contract management and
delivery, the code of audit practice and regulation and accountability for performance.
All of these aspects of local audit have been examined in depth. Whilst the focus of
this Review is on local audit and public accountability there are a number of related
factors which have contributed to the shape and nature of the findings. Such matters
include: the breadth and complexity of International Financial Reporting Standards
(IFRS); the role of the sponsoring department (MHCLG); and the current state of the
local audit market. Local authorities include Councils, Police and Crime
Commissioners (PCCs), Fire and Rescue Authorities (FRAs), and National Parks
Authorities. NHS bodies are not local authorities and are outside the scope of this
Review.

It is also important to emphasise that the Review includes the functions of Police and
Fire Services as well as Parish Councils and Drainage Boards and due regard has
been paid to the specific requirements of these bodies, as appropriate.

Substantial evidence has been collated from the ‘Call for Views’ and individual
stakeholder meetings and this has formed the basis of the Report’s findings. The co-
operation received from all interested parties including local government practitioners,
audit firms, professional accounting bodies, academia and the media and the general
public has been much appreciated. All parties who have participated in the Review
share a desire to ensure local audit is effective and that public accountability is seen
to be achieved. The approach to the Review has sought to harness those valuable
contributions.

Attention has been paid to the findings of the Brydon and Kingman Reviews as well
as the study carried out by the Competition and Markets Authority (CMA). Each of
these reviews offers an insight into the principles and practices of auditors in the
corporate sector, which have relevance to the public sector, including local
government.

While testing the quality of outcomes has been a key feature of this approach,
attention has been directed towards the governance arrangements in the way in which
audit reports are managed and reported. The focus here has been on the level of
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public awareness of audit findings. Current practices relating to the annual publication
of financial information have also been reviewed with an emphasis on the
transparency, access and intelligibility of such reports.

In examining options for change to the current local audit arrangements, account has

also been taken of the potential resource implications of any new initiative or
development contained in the recommendations.

g/W Z/Muj Q/tfn.wﬁ%ﬂ(

Sir Tony Redmond
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The direction and regulation of local audit

Introduction

The direction and regulation of local audit must be structured as to enable public
accountability to be served. Each stage of the local audit process must adhere to this
and remain consistent throughout. Ultimately, the direction and regulation of audit
must be coherent, consistent in quality monitoring and fulfil the public accountability
principle. The test, therefore, is whether the current arrangements deliver that, or can
be altered to achieve that, or whether a new structure for the local audit regulatory
framework needs to be put in place.

Public Interest Reports may be seen as relating to the local community’s
serious concern, but these are rarely used. In any event, council taxpayers are
entitled to know the outcome of the annual statutory audit whether it be positive or
negative.

Overview of the Regulatory Framework

The 2014 Act split the responsibilities formerly carried out by the Audit Commission
between a range of bodies. Figure 2.1 summarises the entities that have a significant
role or influence on the accounting, audit and governance framework within which
local authorities operate.

Currently there are six different entities with a statutory role in overseeing and/or
regulating elements of the local authority accounting and audit framework. This
framework is further complicated by the fact that different elements apply to different
sectors. The elements of the audit framework undertaken by the C&AG, FRC and the
ICAEW apply jointly to the local authorities and NHS bodies in England. However,
whereas PSAA is the appointing body for 98% of local authority audits, NHS bodies
do not have an appointing body and as such appoint their own auditors. By
comparison the accounting framework applies to local authorities in England,
Scotland, Wales and Northern Ireland, but not to the NHS.

Another challenge is that the local authority sector is not the main focus for some of
the regulatory bodies; specifically:

o The C&AG and National Audit Office’s (NAQO’s) responsibilities relate mainly to
holding central government departments to account on behalf of Parliament.

o The vast majority of the FRC’s and the ICAEW'’s work relates to the private
sector, and in the FRC’s case, to regulating the audit and corporate
governance arrangements within listed companies known as Public Interest
Entities (“PIEs”).

Finally, none of the six entities with responsibility for the different elements of the
framework has a statutory responsibility, either to act as a system leader or to make
sure that the framework operates in a joined-up and coherent manner. Although
various ad hoc forums have been set up to share information, it is not clear how the
membership and remit of these has been agreed. As aresult, the lack of co-ordination
and the lack of a system leader is widely recognised as a weakness in the
framework by most of the stakeholder groups.
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Figure 2.1

The Local Authority Governance, Audit and Accounting Framework 2018-19

Entities responsible for elements of

the LA accounting and audit
framework

LGA group
Local Government Association

Representative body for English LAs

Provides sector improvement
including peer challenge

FSAA Ltd
Appointing body for 98% of LA
audits Contract mangement incl.

MHCLG

Policy responsibility for effectiveness of the LA audit and governance
framework. Power to change system and intervene directly in failing LA

//" Local Authorities "\\
,/ Elected members \\
( Operate in a framework of duties including
best value duty to secure economy
efficiency and effectivenass.
Legally responsible for maintaining a
system of internal control.
Audit Committees facilitate financial
oversight by elected members.

Other inspectorates/departmental
families containing inspectorates

Home Office

Paolicy responsibility for PCCs and
FRAs. Funds PCCs and stand-alone
FRAs. Oversaes HM Inspectorate of

Constabulary, Fire & Rescue
Services, which conducts
independent inspections of PCCs
and FRAs

DIEIOFSTED

Overview and Scrutiny function allows

has poli ibilly for
members to hold executive to ancoum/ DA f188 aSEy Inaponz iy

CEAG/NAO Childrens' Services.

Sets Code of Local Audit Practice /LA Auditors \""_-- =3 QFSTED conducts Independent
(applies to NHS and LAs) Publish an ./" Statutory Officers ™ inspections of Childrens' Services.

DfE has power 1o intervene in failing

opinion on the [
Childrens' Services

accounts and a
conclusion on

Three main statutory officers:
Head of paid service: can warn about
staffing and organisational issues.

FRC value for money Section 151 officer: can warn about \ /,J
Sets UK accounting standards arrangements. unbalanced budget and unlawful
Quaelity monitoring of larger LA Have wider expenditure.
reporting powers| Menitoring officer: can warn of unlawful & DHsC/cQc
ICAEW behaviour. Policy responsibility for Adult Social

All three officers have statutory protections

Registration of LA KAPs and audit
firms Quality monitering of smaller I \\ DHSC. CQC conducts independent
LA audits \\&_ //J/ inspactions of Adult Soclal Care )

Care split between MHCLG and

CIPFA
Sets Code of Local Accounting
Practice. Sets other statutory Codes
of Practice (Codes apply to Eng,
‘Wal, Sco & NI} Produces sector
specific good practice guidance.

Local Government and Social |
Care Ombudsman
Independent route for service user
complaints

" Local authority annual report and accounts
Inclucles annual report, financial statements, and the
governance statement

The public
Hold elected members to account through elections
Have the right to inspect accounts and underlying accounting records and

Financial Reporting Advisory to raise objections on accounts that the auditor must consider

Board
Advisas HMT on public sector
accounting

Notes

1. Adapted from Figure 1 in NAD repert Local Autharity Governance (Jan 2013)

2. There are other statutery officers in local authorities, but between them, the three listed have overall responsibility for effective goverance

3. Arrows show the influences on local autherity governance arrangements

4. In a Police and Crime Commissioner or Fire and Rescue Authority. the Commissioner is the sole elected member: in a Mayoral Combined Authority, the mayer is the sole
5. Audit Committess are mandatory in PCCs, stand-alone FRAs and mayoral combined authorities. They are not mandatory for othar LAs.

&. ICAS also has the power to act as a registering body for KAPs and audit firms. However, following mergers, ne firms active in England are currently registered with ICAS,
7. MHCLG part funds the LGA's sacter improvemant work

2.3 Functions of the bodies responsible for the framework
PSAA Ltd

2.3.1 One of the original objectives behind the 2014 Act was to widen participation in
the local audit market by allowing local authorities to appoint their own auditors. Once
the Act had passed, it became clear that the auditor appointment provisions in the
2014 Act were onerous and there was little appetite amongst local authorities to
appoint their own auditors. As a result, MHCLG ran a tender exercise to identify an
entity which would act as an appointing person for local authority audits.

2.3.2 PSAA, a new company set up by the Local Government Association (LGA), was the
only bidder and accordingly was designated as an appointing person under
legislation. Under the transitional arrangements, PSAA was given the responsibility
of managing the framework contracts let by the Audit Commission in 2012 and 2014,
and during the period to 2017-18 producing a report summarising the results of local
authority and NHS audits.
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2.3.3

234

2.3.5

2.3.6

2.3.7

Category 1 Authorities’ were given the choice of opting in or out of the PSAA
arrangements. Most (currently 98%) chose to opt in.

In 2017 PSAA let the new local audit framework contracts, active from the 2018-19
financial year. PSAA’s current responsibilities? are:
« To perform the functions of an appointing person for local authority audits;
« To take steps to ensure that public money is properly accounted for and
protected;
« To oversee the delivery of consistent high quality and effective audit
services; and
o To ensure effective management of audit contracts.
More detail on the contracting process and on audit quality is contained in Chapters
3 and 4 respectively.

The C&AG and the NAO

The C&AG is responsible for laying the Code of Local Audit Practice in
Parliament. The C&AG is supported in this work by a small Local Audit Code and
Guidance (LACG) team, which is part of the NAO. The LACG team is responsible for
the preparation, maintenance and publication of the C&AG’s Code of Audit Practice
and supporting guidance to auditors. LACG undertakes the full range of activities
associated with these responsibilities including:

« providing a point of contact to address significant issues raised by auditors and
other stakeholders that may require the update of the Code of Audit Practice or
issuing guidance to auditors; and

« facilitating timely engagement with, and advice to, auditors and other stakeholders
to facilitate consistency of approach on significant issues — for example, through
convening and providing secretariat support to a Local Auditors Advisory Group.

The 2014 Act provides the C&AG with the power to issue guidance to auditors which
may explain or supplement the provisions of the Code of Audit Practice. The Act
requires auditors to have regard to such guidance. The NAO maintains a series of
Auditor Guidance Notes (AGNs) to support auditors in their work and facilitate
consistency of approach between auditors of the same types of entity. The 2015 Code
is supplemented by seven AGNs. These apply equally across local government and
the NHS. The AGN on value for money arrangements is supplemented by sector
specific supporting information.

The 2014 Act gives the C&AG the responsibility for undertaking value for money
investigations on local government. However, the C&AG does not have the power to
make recommendations directly to local authorities. This means that when a value
for money study finds that one or more local authorities have breached either the letter
or the spirit of the statutory framework, the accompanying recommendations must be
addressed to MHCLG or Treasury, if they relate to the Public Works Loan Board, as
the responsible central government departments.

1 “Category 1 authority” means a relevant authority that either— (a) is not a smaller authority; or (b) is a smaller
authority that has chosen to prepare its accounts for the purpose of a full audit in accordance with regulation 8 of the
Smaller Authorities Regulations

https://www.legislation.gov.uk/uksi/2015/234/pdfs/uksi 20,150.2,? _/en.pdf
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2.3.8

2.3.9

The main roles of the C&AG and the NAO are to support Parliament in holding
government to account, through auditing the accounts of government departments
and arms-length bodies and undertaking value for money investigations. When the
NAO undertook the 2019 study on Local Authority Governance, which included work
on local authority audit, the team did not include the Audit Code within the scope of
the review. This was to avoid the risk of self-review. As a result, the findings of that
report could not take account of an element of the governance framework.

The Financial Reporting Council

The FRC is responsible for issuing standards and guidance to auditors for use in the
UK. The suite of standards is known as International Standards on Auditing (UK), and
apply equally to audits of local authorities and entities in other sectors.

2.3.10 During the transitional arrangements operating from 2015-16 to 2017-18, the FRC

had no formal responsibility for assessing the quality of local authority audit. PSAA
took the decision to contract the FRC to undertake six quality assurance reviews of
local authority audits, with coverage of at least one from each firm. In practice, the
FRC conducted quality assurance reviews of seven audits in both 2016-17 and in
2017-18. Thisis because the FRC’s methodology requires them to re-review all audits
that received an unsatisfactory quality assurance review score in the prior year. The
results of these quality reviews are discussed in Chapter 4.

2.3.11 From 2018-19, the FRC has taken on statutory responsibility for quality assurance

reviews of the 230 largerlocal authority audits. It treats the NHS and local
government bodies as a single population and, to maintain equivalence with their
coverage of the audit of PIEs, look to cover at least 5% of that population in each
year. For 2018-19, the sample included 3 NHS bodies and 12 local
authorities. Because some of the audits originally selected for quality review were not
complete when the FRCs Audit Quality Review team conducted its fieldwork, these
had to be replaced with other audits. The results of the 2018-19 quality assurance
reviews are expected to be available in the Autumn of 2020.

2.3.12 The methodology adopted for quality assuring audits in local authority sector is

broadly equivalent to that of the Public Interest Entities sector. The review team
focuses on what is on the audit file and assesses the extent to which that complies
with the applicable quality framework. The document review is supplemented
by meetings with the audit team and the Chair of the Audit Committee.

2.3.13Formal client communications are included within the scope of the quality

review. However, ongoing liaison between auditors and local authorities would
be assessed only if included on the audit file.

2.3.14 Unlike for PIE audits, the FRC does not have the power to fine audit firms if the quality

of their local authority audits proves to be deficient. However, all of the firms active in
the market indicated that they are very conscious of the reputational damage of a poor
rating from the FRC for one of their local authority audits.

2.3.15FRC is of the view that the perception that it focuses mainly on asset valuations

understates the scope of their quality reviews. It also believes that if a focus on asset
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and pension valuations is inappropriate, this is the responsibility of the partnership
between CIPFA (England, Northern Ireland and Wales) and the Local Authority
(Scotland) Accounts Advisory Committee (LASAAC) known as CIPFA/LASAAC to
resolve, through modifications to the Accounting Code.

2.3.16 The FRC is in the process of being reconstituted asthe Audit Reporting and
Governance Authority (ARGA) in line with the recommendations made in the Kingman
Review. Sir Donald Brydon also recently published a report that made a number of
recommendations to develop corporate auditing as a profession. As the FRC and the
Department for Business, Energy & Industrial Strategy (BEIS) consider these
recommendations, there is a risk of divergence between the focus and methodologies
used to quality assure external audit engagements. Managing this interaction will
require ongoing engagement.

ICAEW

2.3.17 The ICAEW has two statutory functions. Since 2015 it has been responsible for
maintaining the register of audit firms and Key Audit Partners (KAP) authorised to sign
off local authority audits; and since 2018-19 it has been responsible for quality
assurance reviews of the 313 smaller local authority audits. The framework for
approving firms and partners is tightly controlled by legislation.

2.3.18 Like the FRC, the ICAEW treats local authorities and NHS bodies as a single
population for quality assurance review purposes. The 2018-19 quality assurance
process is ongoing. ICAEW has selected 15 audits for quality assurance review, split
roughly two thirds local government and one third health. The results of this quality
assurance review process are not yet available.

2.3.19 Similarly to the FRC, the ICAEW quality assurance reviews focus on what is on the
audit file and assesses the extent to which that complies with the applicable quality
framework. The methodology used to assess the audits of English local authorities
is the same as is used to assess audits undertaken by the Auditor General for
Wales. This methodology does not require review teams to meet with Audit
Committee chairs. As with the FRC, the ICAEW does not have any powers to fine or
otherwise sanction auditors whose audits do not meet appropriate quality standards.

2.3.20 ICAEW and the FRC liaise to make sure that all audits fall within one or other of their
sample populations and use, broadly, the same quality ratings. Both use well
established methodologies to arrive at those ratings.

CIPFA

2.3.21 CIPFA has a dual role. It has been given the statutory responsibility for producing
many of the finance related codes of practice that local authorities are required to
observe. At the same time, it is a professional institute that represents the majority
of accountants working in the local government sector, including most CFOs.

2.3.22 The Accounting Code is prepared by a small secretariat employed by CIPFA
who report to the CIPFA/LASAAC Accounting Code Board
(“CIPFA/LASAAC”). CIPFA/LASAAC is responsible for preparing, maintaining,

Page 44 of 157 14



developing and issuing the Code of Practice on Local Authority Accounting for the
United Kingdom. Its membership primarily comprises accounts
preparers representing the different types of authorities in England, Scotland, Wales
and Northern Ireland, the Supreme Audit Institutions, and a representative of one of
the external audit firms active in the sector in England. The FRC along with
representatives of MHCLG and the Scottish, Welsh and Northern Irish governments
have observer status on CIPFA/LASAAC.

2.3.23 In England CIPFA/LASAAC is supported by a CIPFA facilitated Local Authority
Accounting Panel, which focuses on local government accounting and financial
reporting issues and produces guidance for practitioners.

2.3.24 The Accounting Code could be characterised as long and complex. Part of the
reason for this is the challenge of writing a Code that covers four countries, each of
which hasits individual statutory framework with a different set of statutory
adjustments and disclosures. In addition to this, CIPFA has taken the decision to draft
a highly prescriptive Code that provides detailed guidance on the correct accounting
for each class of transactions. An alternative approach would be to draft a principles-
based Code, which requires local authorities to comply with generally accepted
accounting practice (“GAAP”) and only provides detailed guidance where GAAP is
adapted or interpreted, specifically for the local authority context. Chapter 7 covers
the accounting framework in more detail.

Assessment of whether an existing body could act as the system leader

2.3.25 The detailed analysis of the bodies responsible for the framework supports the
conclusion reached in Sir John Kingman'’s Independent Review of the Financial
Reporting Council:

“The structure is fragmented and piecemeal. Public sector specialist expertise is now
dispersed around different bodies. The structure means also that no one body is
looking for systemic problems, and there is no apparent co-ordination between parties
to determine and act on emerging risks™

2.3.26 The Kingman Review recommended that the fragmented structure be resolved by
designating a single body as the system leader. When asked whether an existing
body or a new body would be best placed to take on the role of a system leader, 82%
of respondents expressed a preference for a single regulatory body. Many
stakeholders who were interviewed also agreed. The other suggestions made were
either that the C&AG or the FRC should take the role of system leader.

2.3.27 The C&AG clearly has the relevant experience and expertise to take on such a
role. However, taking on responsibility for an element of a framework that is the policy
responsibility of a government department could significantly increase the risk
of a conflict of interest with the C&AG’s main responsibility, which, as already stated,
is to hold government departments to account on behalf of Parliament.

2 https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/767387/frc-
independent-review-final-report.pdf
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2.3.28 As the regulator for the audit profession in the UK, the FRC will continue to have an

2.4
2.4.1

242

243

important role in setting standards for all external auditors, including those working in
local public audit. However, the FRC’s main focus is corporate sector external audit,
and to be fully effective the system leader for local public audit will need to
demonstrate detailed expertise and a clear focus on that sector.

Interactions with other inspectorates

There area number of other inspectorates who cover the local authority
sector. Ofsted and the CQC assess the effectiveness of children’s services and adult
social care respectively in authorities with those statutory responsibilities; HM
Inspectorate of the Constabulary and Fire and Rescue Services (HMICFRS)
undertakes independent inspections of PCCs and FRAs covering both service
delivery and financial planning; the Local Government and Social Care Ombudsman
(LGSCO) looks atindividual complaints against councils, all adult social care
providers in both public and private sector, FRAs, and some other organisations
providing local public services; and the Independent Office for Police Conduct
performs the same function for PCCs.

Evidence suggests that where a local authority receives an “Inadequate” rating for its
children’s services, the auditor as a general rule qualifies the value for money
conclusion. For example; when PSAA published its summary report on the results of
2017-18 audit work, it listed 32 qualified Value for Money (VfM) opinions; half of these
were due to an “inadequate” Ofsted rating®. The auditor’s value for money conclusion
remains qualified until a future Ofsted inspection finds that children’s services are no
longer “Inadequate”. Local authorities questioned the benefits of including Ofsted
judgements in the audit report. The circumstances supporting an “inadequate” Ofsted
rating are fully explained in a detailed and publicly available report. In the light of this
there is a question as to how qualifying the VfM opinion solely for this reason fully
reflects the governance arrangements within the authority that could be brought to the
attention of elected representatives and other key stakeholders. When asked whether
a value for money opinion should be qualified solely because a local authority has
received an inadequate Ofsted opinion or a similar opinion from another inspectorate,
97% of respondents thought that it should not. There is no evidence of reports by
other inspectorates leading to modifications to the auditor’s opinion.

We have been told by external audit firms and local authorities that external auditors
utilise inspectorate reports on a case by case basis. There is little evidence of any
additional dialogue between external audit and other inspectorates to discuss
inspectorate reports or take into consideration any improvements that a local authority
may have made since an inspectorate rating had been issued. This is a change from
practice since prior to 2015, where external auditors and inspectorates liaised much
more frequently. Whilst external audit firms were broadly in agreement that there
should be engagement with inspectorates, many felt that the current arrangements
were sufficient.

3 Report on the results of auditor's work (Oct 2018) — list of qualified opinions will not include LAs where the 2017-18

audit was concluded after the PSAA report was puBished.
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Whilst recognising that each inspectorate focuses on a different area, there is a
question as to whether more liaison may add value. Many examples of service
delivery and financial failures are underpinned by weaknesses in governance and
senior leadership. Given this, it may be valuable for the auditor or an inspector that
has concerns, to find out if those concerns are reflected in other areas of a local
authority’s business or indicative of wider financial resilience issues.

The role of MHCLG

The Ministry of Housing, Communities and Local Government (MCHLG) has a
statutory role in regulating and monitoring the financing and service delivery of local
government. The Accounting Officer within the Department has responsibility for
overall expenditure control within local authorities given the funding regime under
which the sector operates. In addition, he has policy responsibility for the effective
operation of the local authority audit and accounting framework.

Support to the Accounting Officer in fulfilling these responsibilities is split between two
directorates:

e Local Government Finance; and

e Local Government and Communities (formerly Local Government Policy)

Local Government Finance

This Directorate covers payments to local authorities through the grant system, has
responsibility for business rates and council tax policy, oversees borrowing, capital
and fiscal arrangements and is responsible for assessing the financial sustainability
of local government. When a local authority experiences financial difficulty, it is the
Local Government Finance Directorate thatusually leads the government
response. It also provides the MHCLG representation on CIPFA’s accounting
panels.

Local Government and Communities

This Directorate has overall responsibility for MHCLG's local government assurance
framework as set out in the Accounting Officer’s system statement. Regular advice is
given to the Accounting Officer on whether the framework for which he is responsible
is operating effectively.

The directorate includes a team that maintains a view of local authorities where
concerns exist about financial resilience, service delivery or officer/member conduct
issues. In appropriate circumstances this may lead to statutory interventions into local
authorities or, alternatively, statutory support. Qualified audit opinions are considered
a part of this view.

Another team has responsibility for the local audit policy framework, the 2014 Act and
the Accounts and Regulations 2015, managing relationships with PSAA, SAAA, NAO,
ICAEW, Institute of Chartered Accountants of Scotland (ICAS) and FRC insofar as
their activities relate to the local audit framework and logging Public Interest Reports.

In 2014 the team responsible for local audit set up a Local Audit Delivery Board to
support implementation of the 2014 Act. In 2018, it became the Local Audit Monitoring
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2.5.8

259

Board, with revised terms of reference and expanded membership. The Board
comprises representatives of relevant departments and framework bodies to facilitate
sharing of information about the operation of the framework. This Boardis a
consultative body, that holds meetings in private and has no formal powers or remit.

In viewing these roles from a local authority perspective,it is clear that
MHCLG provides a national oversight of the financing of local government, capital and
revenue spending, accounting arrangements and financial resilience. This work is
substantial and seeks to offer assurance regarding the financial stability of individual
local authorities and it includes, within its brief, responsibility for testing adherence to
legislation and regulations governing local audit.

The responsibility for regulating local audit sits elsewhere yet MHCLG has a key role
in offering assurance about the financial health of local authorities. The intelligence
network and information flow relating to accounting and audit reporting on financial
sustainability should reach MHCLG in a structured, timely and coordinated fashion.
Given the strategic roles that the Department and The Accounting Officer carry it is
crucial that systems and procedures are in place to enable this to happen. Clarity,
coherence and consistency in fulfilling the Department’s role are key to helping to
ensure effective local audit.
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3. Procurement of local audit

3.1 Statutory framework and eligibility criteria

3.1.1 In order to bid for a local authority audit, both audit firms and every individual
responsible for signing off an audit opinion, typically but not always a KAP, needs to
be pre-approved either by ICAEW or ICAS. Eligibility criteria are set out in Schedule
5to the 2014 Act. These criteria stipulate that it is impossible to bid for local authority
audits unless both the firm and each nominated KAP has recent experience of
undertaking local authority audits. It is difficult for new entrants to enter the local
authority market as a consequence of these criteria as audit firms not currently in the
market are unable to gain the relative knowledge and expertise that would be required
to become a KAP.

3.1.2 Despite the high barriers to entry, since 2016 there has been a 7% increase in the
number of KAPs eligible to sign off local authority Audits. Firms active in the market
continue to register new KAPs. 39% of KAPs currently registered were not KAPs in
2016, with the firms with a smaller market share being responsible for much of this
increase. However, the headline KAP figure is slightly misleading. The number of
KAPs has declined by 13% once those who are working for firms who do not currently
hold contracts with PSAA are excluded.

Figure 3.1

Number of Key Audit Partners registered with ICAEW

Firm 2016 2020

BDO 5 7

EY 13 16

GT 32 26

Mazars 4 10

KPMG 22 23

Deloitte 6 8

Total KAPs

(Firms holding contracts with 76* 67*

PSAA)

Cardens 0 1

Moore Stephens 2 0

PWC 12 9
Scott-Moncrieff 0 3

Total KAPs 96 103

* Deloitte did not hold any PSAA contracts in 2016. KMPG does not currently hold any PSAA contracts.

3.1.3 There is a risk that the Competition and Markets Authority: Statutory Audit Services

Market Study* recommendation to implement an operational split between the Big
Four’s audit and non-audit businesses, to ensure maximum focus on audit quality will
further reduce the number of KAPs qualified to sign off local authority audits. KAPs
may be responsible for a mixture of external audit, internal audit and consultancy
engagements. If required to choose between specialisms, there is, of course, no
guarantee that they will opt for external audit.

4See Annex 5 for a more detailed analysis of the potential impacts of the CMA, Kingman and Brydon recommendations

for local

audit.
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3.2.2

3.2.3

3.24

3.2.5

3.2.6

3.2.7

3.2.8

3.2.9

The 2017 procurement process

As detailed in Chapter 2, PSAA took over the administration of the bulk audit contracts
let by the Audit Commission in 2014. These ran from 2015-16 to 2017-18. They
comprised five lots let on a regional basis. In 2017 PSAA ran a new procurement to
contract for local authority audits for the period 2018-19 to 2022-23.

PSAA chose to split lots by market share rather than on a regional basis. The reason
for this was a concern that some regions could prove less popular with bidders than
others. They also checked for potential conflicts of interest. Five lots comprising
between 40% and 5% of the total market were let, each for a period of five years. No
firm could win more than one lot. A sixth lot with no guaranteed work was let, with the
aim of providing some resilience in the market.

Local authorities were notified of the lot to which they had been allocated and were
given the opportunity to request transfer to a different lot; for example, if they were in
a shared service arrangement with an authority in a different lot. Seven local
authorities asked for their audit to be transferred to a different lot. Five of these
requests were accepted.

Of the nine firms registered to undertake local authority audits seven bid for one or
more lots. One firm decided not to bid and a second was excluded from the bidding
process by PSAA because it felt the firm was too small to have a realistic chance of
submitting a competitive bid.

Assessment of audit firms was split 50:50 between price and quality, compared to the
final Audit Commission procurement which was done on a price quality ratio of 60:40.
The team assessing quality scores was not given sight of the price each firm had bid.
In addition, PSAA asked an ex-District Auditor working for the LGA to quality assure
the assessors’ quality scores. The assessment of quality was based solely on the
tender documents submitted. Past performance was not considered.

One of the firms bid at a much higher price point than the other firms. This generated
such a low “price” score that it was effectively impossible for its quality score to make
up sufficient difference to win a lot.

Although the headline quality price ratio was 50:50, as highlighted in Figure 3.2, many
of the questions included in the quality score do not directly relate to factors impacting
audit quality.

Four firms bid for the largest two lots (including the firm who priced themselves out of
the market); and six for the remaining four lots. Each successful firm was eliminated
from consideration for each smaller lot, leaving only two firms from which to choose
when awarding Lot 5.

After excluding the firm that priced itself out of the market, the firms awarded the five
contracts were those with the highest quality scores. The firm with the highest quality
score won the largest lot; the second highest quality score the second highest lot; and
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there was a marginal difference between the quality scores for the other successful
firms.

Figure 3.2: Audit Quality Questions — PSAA tender document

CeL Question Weightin I\vl\llz)i(irr?tl:erg
number 9 9 9
score
Confirmation of information in SQ Response; and other
1.1 and 1.2declarations; Guarantee (if applicable) and completed, N/A N/A
unqualified Form of Tender
21 Identifying and addressing risks and issues and 05 5
' engaging with different stakeholders '
2.2 Continuing professional development 0.2 2
Providing a clearly articulated audit plan to address the
3.1 risks identified, and arrangements for carrying out the 1 10
lanned work effectively
3.2 Information assurance N/A N/A
4.1 Quality assurance arrangements to ensure that local 06 6
' audits are undertaken to a consistently high standard '
51 Schedule of staff N/A N/A
5.2 Details of resourcing 0.5
5.3 Details and role of Contact Partner 0.3
6.1 Selection of a team to work on an individual audit 0.5 5
Arrangements for discharging statutory reporting
6.2 responsibilities under the Local Audit and Accountability| 0.4 4
Act 2014, managing authority and public expectations
Arrangements to ensure a smooth transition for audits
7.1 of local government bodies transferring between audit 0.5 5
firms
8.1 Opportunities to be commenced and completed 0.3 3
Other economic, social and environmental initiatives to
8.2 0.2 2
be undertaken
Overall quality score 50
Price |Ranking of Bid Rate % 1 50%
Overall score (quality and price combined)

Questions 2.1, 3.1 and 4.1 are direct indicators of quality.

3.2.10 Lot six was designed to provide spare capacity in the market. However, this has not
worked as intended, in part because mergers mean that the firm that won Lot 6 no
longer exists.

3.2.11 As demonstrated by Figure 3.3, audit fees in the local authority sector have dropped
significantly at the same time that audit fees in other sectors have significantly risen.
As well as the overall external audit fee paid by the sector declining in cash terms it
has also dropped as a percentage of net current expenditure of local authorities, from
0.05% in 2014-15 to 0.04% in 2018-19. Within the sector there are further variations
with PCCs and Local Authority Pension Funds typically paying much lower audit fees
as a percentage of net expenditure than other types of local authorities.
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Figure 3.3
Sector by sector comparison of change in audit fees over time

140

120 //

100 =

60 T
40
20
0 : . . . .
2014-15 2015-16 2016-17 2017-18 2018-19
Central Government (based on sample of 15 central government bodies)
- | ocal Authorities (PSAA scale fees)
FSTE 100 entities: statutory audit fees (calendar years 2014 to 2018)
Notes
1 2014/15 base 100

3.3 Translating bids into audit fees paid by LAs

3.3.1 PSAA told the Review that the scale fee paid by individual LAs under the current
contracts has been calculated by taking the total annual fee paid to external auditors
under the contract and adding PSAA's margin; comparing the total amount paid to the
total amount paid under the 2014 contracting process; and applying the percentage
reduction in total amount paid equally across all local authority audits.

3.3.2 The Audit Commission adopted the same approach for allocating fees to individual
local authorities when it let the 2012 and 2014 contracts. This means that no
assessment of the amount it would cost to audit each local authority based on their
level of audit risk has been made in the past ten years.

3.3.3 Since 2010, there have been changes to the major powers and duties of local
authorities and to the business environment within which they operate. Individual
local authorities will have been impacted by these changes to differing extents. As a
result, there is no guarantee that the fee paid by each local authority accurately
reflects the risk profile or amount of audit work required for their external audit.

3.3.4 88% of local authorities who responded to the Call for Views think that the current
procurement process does not drive the right balance between cost reduction, quality
of work, volume of external auditors and mix of staff undertaking the work.

3.3.5 Audit fees for those local authorities who have opted out of the PSAA arrangements

have changed in a way similar to fees for those who have opted in.
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3.4
3.41

3.4.2

3.4.3

3.4.4

Fee variations and contract management

When an auditor requests a fee variation, this must be agreed by PSAAS. In practice,
PSAA may challenge fee variations by asking for more information from the firm but
expects the auditor and the local authority to come to an agreement as to the
additional fee to be paid. PSAA records and monitors this activity. It may also
facilitate a conversation between the auditor and local authority in the case of
disagreement.

As demonstrated by Figure 3.4 the number and size of fee variation requests have
increased over time. Fee variation requests are often received some months after
audits are completed, which means it is difficult to assess the true level of fees paid
by the sector. As delayed audits are more likely to generate issues that require more
work and thereby attract fee variations, and some firms are not always prompt in
submitting fee variations, there are likely to be some requests outstanding relating to
2017-18 and 2018-19 audits.

Audit firms consider the fee variation process to be unsatisfactory. They have raised
concerns that the scope to claim fee variations is not sufficient to meet their costs.
Increasing the scale fee, to reflect changes in regulatory requirements is for practical
purposes not possible under the current arrangements.

The majority of local authorities’ representatives who offered a view on fee variations
also considered them to be unsatisfactory. A concern, which has been raised by a
not insignificant number of authorities, is the fact that fee variation requests are not
always supported by any evidence of additional work done. Some local authorities
passed examples to the Review of auditors, representing more than one audit firm,
refusing to provide evidence to support a requested fee variation.

Figure 3.4
Fee variations as a percentage of total scale fees

9.0%
8.0%
7.0%
6.0%
5.0%
4.0%
3.0%
2.0%
1.0%
0.0%

/
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\ /
201I6/17 201;!/18 201I8;’19

——Total of fee variations agreed
—— Challenged fee variations

Total of fee variations rejected
Notes

1 Transitional arrangements in 2016-17 & 2017-18, PSAA contract in 2018-19.
2 Some fee variation requests for 2018-19 audits still to be received and agreed.

> https://www.psaa .co.uk/wp-content/up|oads/2Q.’L9/1Z/Wgaﬂation-process.pdf
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3.4.5

3.4.6

3.4.7

3.4.8

3.4.9

Some local authorities questioned why they have been asked to join a call with a
significant number of a firm’s technical experts, most of whom do not contribute to the
discussion, when they need to resolve technical accounting issues. They have
questioned whether the costs of these calls are factored into later fee variation
requests.

Fee variations can be submitted at any time which increases uncertainty for local
authorities. In addition, some local authorities have claimed that they were led to
believe by their auditors that they would refuse to sign off their accounts until they
agreed a fee variation.

Finally, some authorities have also claimed that they are being asked to fund the costs
of additional audit fieldwork because auditors have not resourced the planned audit
visit properly and as a result, need to conduct additional audit testing. It has not been
possible to assess whether this is happening or how widespread is the practice.

For the 2019-20 audit cycle, PSAA has taken steps to manage fee variations more
proactively. Rather than wait for fee variations to be submitted, PSAA has asked all
of the firms active in the market to estimate the additional fee required to ensure that
their audit work and audit files meet current quality standards. Four of the firms have
suggested that an increase of between 15% to 25% on the scale fee is required with
the fifth firm requesting an increase of 100% on the scale fee. PSAA informed local
authorities that it expects audit firms to provide fee variation information at the earliest
possible opportunity, and that PSAA has emphasised this to the firms in its recent
auditor communications. PSAA is currently in the process of reviewing how each
firm’s standard audit testing programmes have changed over the past three audit
cycles to identify whether the increases requested are justified. PSAA will use this
work to enable it to provide reassurance to audited bodies that extra work has been
validated.

Some local authorities have suggested that PSAA has an incentive to approve fee
variations as they are funded through making a margin on audit fees. This is not
correct. Because PSAA calculates its margin on a total system cost, it is not possible
for local authorities to calculate how much of each audit fee or fee variation is due to
PSAA. However, as a not for profit company, PSAA has no incentive to claim more
funding than it is entitled to. The company's Articles of Association requires PSAA to
return surpluses to the sector. In late 2019, under the transitional arrangement, a
distribution of the surplus funds of £3,500,000 (9.3% of the 17-18 scale fee £37.6m)
was approved by the Board to be returned to the sector, apportioned between local
authorities on a scale fee basis. This might be interpreted as an effective transfer of
funds from LAs charged fee variations to those who have not been charged variations.

3.4.10 Some LAs have stated through interviews, that PSAA’s role is opaque and that they

feel that they have no route to challenge audit fees that they feel are unfair or to raise
concerns relating to poor quality or delayed audits. The contract provides no
mechanism for individual LAs to complain about the service they receive from their
auditors.
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3.4.11 PSAA states that its role as defined under statute does not include active contract
management and it does not currently have the expertise to do so. However, in the
Local Audit (Appointing Person) Regulations 2015 the additional functions of
appointing person include requirements to:

“monitor compliance by a local auditor against the contractual obligations in an
audit contract... [and] resolve disputes or complaints from— (aa)local auditors,
opted in authorities and local government electors relating to audit contracts
and the carrying out of audit work by auditors it has appointed.”

3.4.12 During the transitional period implementing the new arrangements (2015-16 to 2017-
18), there was a Memorandum of Understanding (MoU) between MHCLG and PSAA,
which required PSAA to fulfil its statutory functions. When the MoU expired MHCLG
did not renew it.

6 https://www.legislation.gov.uk/ukdsi/2015/9780111126134
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Audit performance

Introduction to local authority audit
Auditors of local authorities provide two audit opinions. These are:
¢ A financial audit opinion; and
¢ An opinion on the effectiveness of the systems in place to meet the best value
duty (known as the ‘value for money’ opinion).

Scope of financial audit opinion

The purpose of a financial audit is to form an opinion on a set of financial statements.
Financial audits are required to be conducted in accordance with International
Standards on Auditing — UK (ISAs). The auditor is required to certify whether the
financial statements are free from material misstatement and are properly prepared
in accordance with the relevant accounting and legislative framework. For local
authorities, the relevant accounting framework is the Code of Accounting Practice
prepared by CIPFA.

In a local authority context, the audit opinion covers the financial statements, the
Collection Fund Account and the Housing Revenue Account. It does not cover the
narrative statement or annual governance statement. These are covered by what is
known as a ‘negative assurance’ or ‘consistent with’ opinion. The auditor is required
to read these statements to confirm that there is nothing inconsistent or misleading
based on what is reported in the accounts and their understanding of the business. If
these statements contain information which is misleading or inconsistent, auditors
should insist that the relevant sections are appropriately reworded or removed. If not,
no further work is required.

Materiality is a key concept in financial audits. Errors or misstatements are material
if, individually or in the aggregate, they could reasonably be expected to influence the
economic decisions that users take on the basis of the financial statements. Auditors
are not required to take account of individual users, but do need to assess them as a

group.

Auditors do not test every transaction supporting a set of financial statements. Instead
they split the financial statements into groups of transactions with similar
characteristics and assess the risks of material misstatement for each. The amount
and types of audit testing for each of these areas is informed by this risk assessment.

It therefore follows that the key factors in delivering a quality audit are understanding
the needs of the users of the accounts; and undertaking an effective risk assessment
informed by a proper awareness of the business.

Scope of value for money opinion

The framework for the value for money opinion is set out in the NAO’s Statutory Code
of Audit Practice, published in April 2015.7 ISAs do not apply to VfM audits.

7 https://www.nao.org.uk/code-audit-practice/wpﬁgrggnguplqadgsljtes/29/2015/03/FinaI-Code-of-Audit-Practice.pdf
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4.1.8 The 2015 Audit Code requires auditors to:
“undertake sufficient work to be able to satisfy themselves as to whether, in the
auditor’s view, the audited body has put arrangements in place that support the
achievement of value for money. In carrying out this work, the auditor is not
required to satisfy themselves that the audited body has achieved value for
money during the reporting period.”

4.1.9 The Audit Code goes on to say:
“Ultimately, it is a matter for the auditor’s judgement on the extent of work
necessary to support their conclusion on value-for-money arrangements”.

4.1.10 The Audit Code requires documentation of the overall conclusion, consideration of
risk and of the planned response and work done to address significant risks. If there
are no significant risks, the Code does not explicitly require documentation of work
done.

Changes introduced by the 2020 Code of Audit Practice

4.1.11 In 2020, the C&AG published a new Code of Local Audit Practice. This is effective
from the 2020-21 financial year. The main changes made are in respect of the value
for money opinion and supporting work and have been broadly welcomed by auditors
and those local authorities who have so far expressed a view.

4.1.12 The binary audit opinion on whether appropriate arrangements are in place has been

replaced by a commentary on:

e Financial sustainability: how the body plans and manages its resources to
ensure it can continue to deliver its services;

e Governance: how the body ensures that it makes informed decisions and
properly manages its risks; and

e Improving economy, efficiency and effectiveness: how the body uses
information about its costs and performance to improve the way it manages
and delivers its services.

In addition, the updated Code will explicitly require auditors to document clearly the

work that they have done to support their findings.

4.1.13 The consultation on the supplementary statutory guidance issued by the NAO to
support the new Code closed on 2 September 2020. Once this guidance is finalised
auditors will need to consider the factors including the following:

e whether a revised risk assessment is required;

e how to design an approach that moves away from obtaining evidence to
support a binary audit opinion, to one that generates information to support a
commentary on the arrangements in place.

e whether additional or different types of audit testing will be required, and how
to structure and produce the new narrative reports.
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Other statutory duties and powers

4.1.14 In addition, auditors of local authorities have other statutory powers and duties. These

4.2
4.2.1

4.2.2

423

424

4.2.5

are:
e The power to issue a Public Interest Report at any time;
e The power to issue statutory recommendations to management, copied to the
Secretary of State;
e The power to issue an advisory notice setting out potential illegal expenditure;
e The power to apply to the Courts to have unlawful expenditure disallowed;
e The duty to consider qualifying whistleblowing disclosures; and
e The duty to respond to objections raised by electors or other relevant persons.

The Audit Code includes guidance on the scenarios that might give rise to use of
these powers and duties. Use of the powers along with the work required to support
reports, recommendations and responses to objections is a matter of judgement.

Defining audit quality

Audit quality is a key determinant of audit performance and this must be seen, not
only as a measure against agreed standards and principles, but also whether the
output of an audit is seen to meet the legitimate expectations of council taxpayers and
other users of accounts.

Financial audit is fundamental to these requirements to give assurance to the reader
that the accounts are properly prepared and fairly reflect the council’s financial
position and use of resources.

Value for money audit should be designed to provide the reader with assurance that
the systems in place for use of resources in an effective and efficient way are
adequate and appropriate, and that the local authority plans will deliver financial
resilience in the immediate and medium term.

The effectiveness of audit also depends on the usefulness, impact and timeliness of
auditor reporting.  Consideration of Public Interest Reports and Statutory
Recommendations is relevant here. Finally, the effectiveness of audit also depends
on the Authority’s response to audit recommendations. This is a wider definition than
that currently used by regulators. Ultimately, regulators consider a local authority
financial audit to be of acceptable quality if the audit opinion is supported by sufficient
and appropriate evidence and if the work complies with auditing standards, relevant
legislation and the Code of Audit Practice. As VIM audit is not covered by auditing
standards, the regulators focus principally on whether the audit complies with the
Code of Audit Practice.

Nevertheless, the effectiveness and usefulness of local audit has to be measured
alongside the assessment of quality. The Review has considered the extent to which
the auditors of local authorities:
¢ Meet the contract specification;
e Demonstrate sufficient understanding of the local authority environment
through identification and testing of key financial audit and value for money
risks;
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4.3.2

4.3.3
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4.3.5

e Deliver audits in a cost-effective way;
e Make balanced and considered recommendations; and
e |ssue reports and make recommendations in timely fashion.

Assessing Audit Quality
Meeting the Contract Specification

The contract between PSAA and audit firms largely follows standard terms and
conditions. It requires providers of audit services to deliver audits in accordance with
statutory obligations and appropriate professional standards. These are discussed
below.

The contract is supplemented with a Statement of Responsibilities published, on the
PSAA website, which is intended to set out the engagement between PSAA and the
appointed auditors. The contract requires audit firms to familiarise themselves with
this statement. In accompanying text on their website, PSAA makes clear that the
responsibilities of auditors are derived from statute, principally, the 2014 Act and from
the NAO Code of Audit Practice and nothing in the Statement is meant to vary those
responsibilities.

Demonstrating an understanding of the local authority environment

Feedback received from interviews with local authorities is that KAPs tend to be
knowledgeable, skilled and experienced. However, the amount of time devoted to the
audit has become more limited in recent years. Anecdotal evidence on the
accessibility of KAPs varies. Local authorities largely stated that the senior partners
were brought in to resolve significant issues, so were not often visible during the
course of the audit. This matched many audit firms’ comments that senior partners
were brought in for the specific and more complex issues. Most local authorities
commented that this was reasonable, and as expected, but some felt that it was
difficult to secure input from their KAP on specific issues. Some local authorities
commented that during 2018-19 audits, the visibility of both the audit team and KAP
had declined somewhat compared to prior years.

As demonstrated by the responses in Figure 4.1, despite valuing KAPs, many local
authorities had a negative opinion of the overall knowledge and expertise of their audit
teams. The two areas of particular concern were:
¢ the knowledge and continuity of working level audit staff; and
e whether audit work always covered the most important areas of the accounts
from a financial resilience and service user perspective.

There is a question as to whether external audit could make more use of the
knowledge and expertise of internal audit in developing sufficient understanding of the
local authority. It is usual for the external audit team to meet the Head of Internal
Audit as part of the audit planning process, but it is unclear if liaison extends much
beyond that. Internal auditors are likely to be much closer to the business than
external audit and, in many authorities, a proportion of their work focuses on
governance and service delivery matters. This could make internal audit a rich source
of knowledge, should the external audit team wish to use it.
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4.3.6

4.3.7

Knowledge, experience and continuity of audit staff

All audit firms active in the local audit market told the Review that they had expert
technical teams who provided sector specific training to staff working on local authority
audits. Nonetheless, many local authorities reported significant concerns about the
knowledge and expertise of staff working on their audit. Issues identified included:
¢ audit examiners not having a full understanding of how local authorities were
funded and how this impacted the accounts;
e a lack of continuity from year to year, or in some cases from week to week,
leading to a lack of client knowledge; and
e alack of understanding of local authority specific financial statements such as
the Collection Fund and Housing Revenue Account.

Local authorities also reported the use of audit examiners from other countries to help
manage the local audit peak. This is not unique to audits in the local authority sector
and can be advantageous as different countries will encounter different audit peaks.
However, may local authorities whose audits are staffed in this way reported that such
examiners processed very little training in respect of English local government.

Figure 4.1
Opinions on External Audit Quality

Do audit firms

allocate sufficient
resources to deliver high
quality and timely
audits?

Is there consistency in audit
teams year on year?

Does the external audit
process cover the right 18 82
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not of the supporting audit teams
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audit only
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things given the primary » Mixed

users of the accounts?

Do external audit firms have
enough understanding of the
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framework to focus audit
work on the right areas?
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Local Authority Call for Views responses
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4.3.8 Firms agreed that consistency in audit teams could sometimes be compromised by
either the difficulty in attracting and retaining quality junior staff or the challenge to
retain more experienced staff.

4.3.9 Underpinning the concerns about the quality and continuity of working level audit staff
is a concern that there are not enough audit examiners with local authority expertise,
and that this is an area in which accountancy trainees no longer wish to specialise.

4.3.10 This is a concern that has developed since 2015. Prior to 2012, the Audit
Commission’s in-house audit practice, District Audit (DA), was responsible for 70% of
the local authority audit market. In its 2012 procurement the Audit Commission
outsourced its audit practice. DA staff were TUPE'd® to the private sector firms who
largely took over responsibility for auditing local authorities. This meant that there
was then a plentiful supply of audit examiners with local authority experience. Since
2015, many of those audit examiners have left the external audit profession and have
not always been replaced.

4.3.11 A reason for the decline in the number of audit examiners with sector specific
expertise is the route taken by auditors to qualify as accountants. Currently, there are
five chartered British and Irish professional accountancy bodies that include external
audit as a significant element in their qualification. Only one of these bodies (CIPFA)
has a mainly public sector focus. All District Audit service trainees would have
followed the CIPFA qualification route. Only one of the firms currently active in the
market (Grant Thornton) uses the CIPFA qualification route for its public sector audit
staff. In addition, audit firms highlight that between 2010 and 2015 the Audit
Commission cut back on its recruitment of audit examiners. This means that an
increasing number of local authority auditors will not have had the public sector as
their main focus whist studying for their accountancy qualification.

4.3.12 In March 2020, PSAA published research it had commissioned on the future of the
local audit market.® In this research firms raised two main issues that made it difficult
for them to attract and retain high quality staff that wanted to specialise in local
authority audit:

e Timetable - In 2017-18 the target date for completing local authority audits was
brought forward from 30 September to 31 July. This reform was requested by
many local authorities, who wanted to complete their accounts and audit process
as quickly as possible, so as to free up their finance teams to work on other areas.
The compression of the audit timetable was mentioned as an issue by every audit
firm. Firms raised concerns about the resulting peaks in workload, pressures on
staff during the summer months, and knock-on effects when target dates are not
met. These pressures contribute to making work unpopular with local audit staff.

e Fees — Firms stated generally that the lack of profitability changes the way that
local audit work is perceived within the firm. As the contribution that local audit
makes to the overall profit of the Partnership is low, specialising in this area is seen
by many auditors as having a detrimental impact on career prospects.

8 TUPE stands for the Transfer of Undertakings (Protection of Employment) Regulations and its purpose is to protect
employees if the business in which they are employed changes hands.
9 https://www.psaa.co.uk/wp-content/uploads/2020/03/PSAA-Future-Procurement-and-Market-Supply-Options-
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Focus of audit work

4.3.13 Many local authorities have raised concerns that auditors spend a significant amount
of time focusing on fixed asset and pension valuations, whereas a fuller understanding
of the business would lead to more of a focus on major areas of expenditure, together
with the level of usable non-ringfenced revenue reserves. The reason for this
argument is that most changes to fixed asset and pension values are ‘reversed out’
of the accounts by a range of statutory adjustments. As a result, in those
circumstances, these valuations have no immediate impact on the cost of delivering
services or on the financial resilience of a local authority.

Figure 4.2
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Risks raised in External Audit Planning Re
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Problems
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m Technical
Accounting
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Notes
1 Representative sample of 30 local authorities. Presumed risks excluded

4.3.14 As demonstrated in Figure 4.2, valuation of non-current assets and liabilities have
been the most common significant financial audit risk category identified in Audit
Planning Reports. In addition, irrespective of the risk profile, the amount of detailed
testing undertaken on these balances has increased significantly over the past three
audit cycles. To manage the risk of regulatory criticism, that more scepticism is
needed when assessing non-current assets and liabilities, audit firms are increasingly
using their own expert valuers to assess valuations provided by a local authority
employed expert. Some audit firms agreed that they would prefer to do less work on
asset and pension valuations but explained that these areas of the accounts were
given more attention as it was important in the context of securing a positive
assessment from the FRC quality assurance processes.
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4.3.15 The results of the quality assurance reviews of local authority audit files undertaken
between 2015-16 and 2017-18 in Figure 4.3 demonstrate clear and continuing
concerns about the quality of audit work to support fixed asset and pension valuations.
The FRC commented that, overall, the local authority audit files it reviewed tended to
be of slightly lower quality than the files of corporate sector audits.

Figure 4.3
Issues identified by FRC file reviews conducted on behalf of PSAA

Eight reviews were conducted in 15/16 and 16/17 and 6 were conducted in 17/18
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4.3.16 The FRC quality reviews identified far fewer significant issues in VM audit work. This
may be because the current Audit Code gives auditors quite a lot of discretion as to
how much work they need to undertake before forming their VfM opinion.

Deliver audits in a cost-effective way

4.3.17 Since 2015, audit fees paid by local authorities have dropped by 42.25% (in cash
terms). The decrease in fees has been welcomed by the LGA and by many local
authorities. This reduction in fees has been attributed to the following reasons:

e PSAA costs being lower than those of the Audit Commission;

e Improved audit efficiency;

¢ Reduction in firms’ profit expectations; and

e Reduced financial risks for the firms from staff previously TUPEd.

4.3.18 It is difficult to identify the extent to which local authority audits are more efficient than
previously. All of the audit firms active in the market have looked to generate
efficiencies through making significant investments in digital technology and
innovation to equip audit teams with the appropriate tools to deliver a digital audit.
However, audit firms note that many local authorities have IT systems that do not lend
themselves to the delivery of a digital audit, so some of the anticipated efficiencies
have not been realised.

Page 63 of 157 33



4.3.19 The decrease in fees must be set against the potential impact on quality if audit is

considered to be cost effective. Audit firms have raised concerns about whether audit
fees are at a sustainable level. One of the registered firms not active in the local
authority market said that they had decided not to bid because it was impossible to
deliver cost effective and high-quality audits at current fee levels.

4.3.20 Firms have the power to request fee variations where the cost of the work is greater

than allowed for by the contract fee. As discussed in Chapter 3 the fee variation
process is an ongoing and increasing source of tension, with auditors concerned that
they are not always able to recover legitimate costs. Local authorities are concerned
about late notifications and that requested variations are not always supported by
evidence of additional work done.

Make sensible recommendations

4.3.21 Auditors can issue recommendations to management through their end of audit

communications. These can either be statutory recommendations, which must be
copied to the Secretary of State, introduced through the “management letter’
recommendations. Eleven statutory recommendations have been issued since 2015.

Figure 4.4
Number of External Audit recommendations given to local authorities
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2 Not all audits in 17/18 18/19 have been signed off in this sample.

4.3.22 As demonstrated in Figure 4.4, a review of Audit Completion Reports indicates that

the number of management letter recommendations issued seems to be declining
year on year. The practice on following up management letter recommendations was
mixed and Audit Committees were more likely to check progress on implementation
of internal audit recommendations rather than external audit recommendations. A
majority of the recommendations made relate to technical accounting issues rather
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than financial control or value for money matters. This is not surprising given the
focus of external audit, but it contributes to a perception that the process is not adding
as much value as formerly.

Provide useful and timely reports

4.3.23 As demonstrated by Figure 4.5, the number of delayed audit opinions has significantly

increased over the past three years. For 2018-19, all the audit firms in the market had
some outstanding audit opinions as at 30 September 2019, though the extent varied
from firm to firm; one firm completed just less than 40% of audits by the deadline while
another completed 80%. All firms have made progress in completing these delayed
audits although at December 2019, there were still 85 outstanding audit opinions
(17.5%); and by July 2020, 42 (8.6%) of 2018-19 audits remained incomplete. These
delays are likely to have had a knock-on impact for the 2019-20 timetable.

Figure 4.5
Audit opinions signed off by the statutory deadline for publishing audited accounts
2018/19 2017/18 2016/17

Opinions issued
by the statutory 57% 87% 95%
publication *31 July 2019 *31 July 2018 *30 September 2017
deadline
Opinions issued
by 30 70% 95% N/A
September

*statutory deadline for publishing local authority accounts 30 September in 2016-17; and 31 July thereafter.

4.3.24 PSAA asks audit firms to explain the reason for delayed audits.

common reasons provided were:
e poor quality accounts/working papers submitted by the local authority;
e potential qualification issues;
e outstanding objections on the accounts; and
o for the first time in 2019-20, having insufficient qualified individuals to deliver
all audits at the appropriate time was included as a reason for some of the

The four most

delays.

4.3.25 Audits are by their nature backwards looking and the increasing delays in signing off

local authority audits have an impact on the timeliness of reports. The more material
issues that an auditor finds, the greater the risk that the sign off of the audit opinion is
delayed. When a judgement needs to be made about modifying an audit opinion,
audit firms are required to undertake enhanced quality assurance procedures, and
these take time. In addition, some audits will be delayed if a local authority presents
poor quality accounts or if there is an outstanding objection. As a result, a number of
local authority audits will inevitably be signed off after the reporting deadline.

4.3.26 In recognition of the increased challenges posed by Covid-19, MHCLG has extended

the deadline for signing off 2019-20 audits to 30 November 2020. If a majority of
audits are not signed off by this date, there could be a significant impact on MHCLG's
ability to run the non-domestic rates system effectively. It is too early to say how many
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local authority audits will make this target date or whether the extension of the
deadline will enable audit firms to complete more of the outstanding 2018-19 audits.

4.3.27 Examples of useful and timely auditor reporting through client communications are

relatively few. Some local authority Chief Financial Officers commented that they no
longer got the useful and informative advice, challenge and support that they had
received from KAPs prior to 2015. Audit Planning Reports tend to be presented in
February, March or April, which is rather late in the financial year. This means that
local authorities get late notification of audit risks. In addition, it is not possible to
undertake interim audit work on management controls if the plan is presented in the
last month of the financial year and this increases the pressure on the year end peak.

4.3.28 If an Auditor is assessing a significant issue, which they believe needs to be brought

to the attention of elected representatives and the public as soon as possible, the
have the power to issue a Public Interest Report (PIR). PIRs can be issued at any
time. However, only four PIRs have been issued since 2015. Three of these related
to matters identified prior to 31 March 2015 and the fourth, issued on 11 August 2020,
related to a wholly-owned local authority company.'® This means that the opportunity
to enhance transparency and accountability by sighting key stakeholders on
significant issues in a timely fashion is not often used.

4.3.29 Audit firms have not commented on why there is not a greater use of the statutory

4.4
4.4.1

442

4.5
4.5.1

powers available to them. The position in which auditors find themselves can relate
to a situation where intervention in a local authority may be warranted by the use of
statutory powers. It is possible that the legal and reputational risks of using these
powers may play a part in their thinking as may the difficulty of recovering the costs
of the extra work required to support use of these powers.

Interactions between external audit and relevant stakeholders

The areas of concern that particularly stood out from interviews with local authorities

and through the Call for Views were:

e Senior audit staff not being contactable by clients when issues arose;

e Late notification of audit risks;

e Changes to the audit timetable — without justification given;

¢ Late notification of fee variations with no justification or breakdown of cost given;
and

e The auditor's valuation expert overriding asset valuations provided by client
experts with equivalent qualifications sometimes with no justification given.

It is important to note that these concerns are not unreciprocated. Auditors raised
concerns about LAs not preparing properly prepared draft accounts supported by high
quality working papers or not being available to answer audit questions.

VfM expectation gap

Whilst audit firms feel that the NAQO’s new code of practice resolves many of the VM
conclusion shortcomings, some local authorities believe that more significant changes
need to be made. There is a large expectation gap between what local authorities

10 https://www.nottinghamcity.gov.uk/publicintergstrepo
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expect a VfM opinion should provide and what it actually provides. The V{M
conclusion is viewed by many local authorities to be an exercise with limited use to
them as it is too retrospective and often states what the local authority often already
knows. Chapter 6 includes a more detailed consideration of the extent to which the
VM opinion covers financial resilience risks.

Figure 4.6
Opinions on the VfM opinion and auditing standards

Do you think that the format of
the VM audit opinion provides
useful information?

Should external auditors
consider financial resilience as a
key factor when deciding their
ViM work programme?

Do auditing standards provide
appropriate guidance on quality
standards for VFM audits?

mYes

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Notes

1

452

453

Data from Local Authority Call for Views responses.

As demonstrated in Figure 4.6, 74% of the local authority respondents to the Call for
Views think the format of the VfM opinion does not provide useful information. Some
of these respondents recognised that the opinion is limited to giving assurance only
that processes are in place to secure value for money and therefore that the opinion
needs to be expanded to provide useful information. 79% of these respondents do not
think the standards provide appropriate guidance on quality standards for VfM audits.

91% of respondents think external audit should be required to assess financial
resilience. Although 3% of these respondents felt that financial resilience is already
covered to an appropriate amount, most of the other respondents thought that
financial resilience should be considered in the medium and long term as part of the
value for money audit opinion. This included most audit firm respondents to this
question, all of whom stated that the updated NAO Code of Audit Practice, effective
from 2020-21, would provide a suitable level of coverage. No local authorities
specifically mentioned the NAO Code of Audit Practice in their responses, although
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4.6.1

4.6.2

4.6.3

46.4

4.6.5

this may be due to the fact that the updated Audit Code had not been finalised at the
time the Call for Views closed. However, 16% of local authority respondents thought
the non-statutory CIPFA Financial Management Code (published Oct 2019) could
provide a suitable framework for assessing financial resilience and financial
management.

Summary of audit performance

There is an expectation gap that extends across both the financial and the VfM audit.
The coverage of the financial and VfM audits is far narrower than many stakeholders
expect.

There are questions about the level of audit performance. In addition, although
external auditors may be meeting the contract specification by delivering audits that,
for the most part, meet the quality standards set out in ISAs and the Audit Code, an
increasing number of audits are not being completed by the statutory deadline for
publishing audited accounts.

Audit fees paid by local authorities have reduced, whereas, over the same period,
they have increased in other sectors. There is some evidence that the reduction in
fees has led to a decline in the number of examiners with appropriate skills, knowledge
and expertise. This has had an impact on the timeliness of audits, the usefulness of
auditor reporting to management and the quality of interactions between external
auditors and local authorities.

Underpinning concerns about audit performance is a question of focus. There is a
perception amongst many local authorities that an increasing amount of time is spent
auditing fixed asset and pension valuations. It is clear that external audit increasingly
has a greater focus on these areas, and that this has been driven by the requirement
to meet quality standards and comply with relevant statutory guidance. What is less
clear is the extent to which this has led to a reduction of audit work in other areas, but
given the reduction in audit fees, it is likely to have had some impact.

It is more difficult to summarise audit performance in relation to the VfM engagement.
This is partly because the 2015 Audit Code requires minimal documentation unless
significant VfM risks are identified. This makes it impossible to assess whether the
external audit assessment of VfM risks is complete in all cases. However, given the
squeeze on audit fees and the reduction in the number of audit examiners with
appropriate skills, knowledge and expertise, this remains a matter of significant
concern.
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5. Governance arrangements in place for responding to audit
recommendations

5.1 Outline of the different frameworks in operation

5.1.1 The effectiveness of audit must, in part, be determined by the arrangements in place
within each body subject to audit for considering and acting upon external audit
reports. All local authorities are required to set up Audit Committees or the equivalent
with responsibility for considering the annual accounts and receiving internal and
external audit plans and reports. The specific arrangements vary between different
types of local authorities. However, the purpose of an Audit Committee is to provide
independent challenge on behalf of the authority in respect of accountability and risk
management arrangements.

Arrangements within PCCs

5.1.2 A PCC is an elected official charged with securing efficient and effective policing of
a police area. The policing function is delivered by the constabulary, led in large part
by Chief Constables. PCCs are required to set up Joint Audit Committees covering
the activities of both the PCC and the constabulary. These arrangements appear to
work effectively and the findings and conclusions in the rest of this Chapter do not
apply to PCCs.

5.1.3 Some PCCs also have responsibility for overseeing the delivery of Fire and Rescue
Authorities, which deliver the fire service, in their local area. In other areas, primarily
Shire Counties, the fire service is the responsibility of the County Council.

Arrangements within other types of local authorities

5.1.4 Mayoral Combined Authorities'" are required by statute to have an Audit Committee,
although there is no statutory guidance on the membership or remit. Whilst not a
requirement for other types of local authorities, in practice most have set up an Audit
Committee or equivalent.

5.1.5 Constitutionally, Audit Committees in local authorities are sub-committees of Full
Council. This means that a majority of its members will be elected as a councillor or
its equivalent. As highlighted in Figure 5.1, membership tends to be based on the
political balance of the council and the chair is often, but not always, a member of the
ruling group.

5.1.6 The number of members of Audit Committees varies from four to seventeen, with
seven being the most common. This compares to common practice in central
government and the private sector, which is to have no more than three or four Audit
Committee members. The size of the committee might vary according to the number
of councillors an authority has; however, Birmingham City Council, which by
expenditure is the largest local authority and has more councillors (99) than any other
local authority in England, has eight members on its Audit Committee, whereas the

11 Combined Authorities are statutory bodies made up of neighbouring local authorities that broadly cover a city-region
that have agreed to work together. A Mayoral Combined Authority is where a mayor is the directly elected leader of
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Audit Committees of some Shire District Councils have memberships that far exceed
this.

Figure 5.1
Composition of audit committees in councils
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1 Representative sample of 27 Local Authority Committees (not including FRAs or PCCs).

Local authority accounts are very complex and there appears to be a significant
difference between the assurance that external auditors provide and public
expectations. Elected members may or may not have relevant skills, expertise or
background to fulfil the role of a member of an Audit Committee. Many local
authorities provide training for Audit Committee members, but it has not been possible
to assess how comprehensive or effective this training is. As a result, it is not possible
to conclude whether members are always equipped to provide effective challenge to
Auditors or Statutory Officers.

As part of its Audit Quality Reviews of 2018-19 audits, the FRC review teams have
met with Audit Committee chairs of 12 selected local authorities. Although the reviews
of the related audits are not yet publicly available, a mixed picture was reported, with
some chairs being very engaged and informed, but others being less so. As the FRC
is responsible only for the quality assurance reviews of the 230 larger local authorities
and NHS bodies, the experience provided by their quality reviews may not be fully
representative of the sector.

Whilst the vast majority of local authorities interviewed were supportive of the principle
of appointing independent members, only about 40% of Audit Committees currently
have done so. The reported experience of having independent members on Audit
Committees was mixed. In some cases, they provided useful challenge, but some
authorities reported that the effectiveness of independent members was hampered by
their lack of sector specific knowledge.

5.1.10 A particular challenge for authorities is attracting independent members with the

relevant technical experience. This challenge can sometimes be greater depending
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on an authority’s geographical location. Some PCCs have found that the introduction
of Joint Audit Committees, which are seen as more prestigious, has made Audit
Committee membership more attractive to appropriately qualified independent
members, but there is still not an abundance of suitable applicants for vacant
positions.

5.1.11 The independent member is often a voluntary position across the local authority
sector. This compares to NHS trusts who are more likely to pay independent Audit
Committee members, which may make it slightly easier for them to attract applicants
with relevant expertise.

5.1.12 Local authorities have a number of statutory officers, three of whom have
responsibilities that may be covered by audit work. They are:
e The Head of Paid Service — typically the Chief Executive or Managing Director
e The Section 151 Officer — typically the Chief Financial Officer or Finance Director
¢ The Monitoring Officer — typically the Head of Legal Services

5.1.13 As demonstrated by Figure 5.2 the frequency of attendance of statutory officers at
Audit Committee meetings is mixed. Whilst the Chief Financial Officer and Head of
Internal Audit attend a majority of meetings, Monitoring Officers attend just under half
of the meetings and the Chief Executive attends such meetings less often. Other
statutory officers and service heads usually attend Audit Committee meetings if a
matter relevant to their service area is discussed.

5.1.14 The Chief Financial Officer is more likely to attend meetings where external audit
completion reports are presented. Attendance of the Chief Executive increased by 2%
and the Monitoring Officer attendance decreased. This may be reflective of the fact
that in local government, the Chief Financial Officer signs the accounts on behalf of
the local authority, or it may be indicative of the profile of external audit.

Figure 5.2
Audit Committee attendance: Local Authority Officers and External
Audit Representative

External Audit

Head of Internal Audit
Monitoring Officer
Chief Financial Officer

Chief Executive

0% 10% 20% 30% 40% 50% 60% 70% 80% 90%  100%
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Notes

1 Representative sample of 30 local authorities
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5.1.15 In local government, representatives of external audit are not expected to attend every

5.2
5.2.1

5.2.2

5.2.3

5.24

Audit Committee meeting. Based on a representative sample, the KAP attended 56%
of meetings, rising to 87% of meetings where either external audit papers were tabled
or where the final accounts were presented. For the 13% of these meetings where
the KAP was not in attendance, external audit was represented by a less senior
member of the audit team.

Scope of audit committees within local government
The scope of Audit Committees also varied between authorities. CIPFA’s Position
Statement and supporting guidance on Audit Committees (2013) says that the Audit
Committee should cover:

e The annual governance statement

e The work of internal audit

¢ Risk management

e Assurance framework and assurance planning

e Value for money and best value

e Countering fraud and corruption

e External audit

e Partnership governance

and may also cover:
e Specific matters at the request of statutory officers or other committees
e Ethical values
e Treasury management

Most of the committees reviewed covered most of the items in the CIPFA position
statement. There were two areas which had either minimal or no specific coverage:
partnership governance, which was considered by only two of the 30 authorities
reviewed; and value for money and best value which was not considered by any of
those 30 authorities. The CIPFA Survey on Local Authority Audit Committees
(November 2016) also found that Audit Committees were much less likely to consider
these two areas. However, the scope of Audit Committees in local authorities is not
limited to the areas suggested in the CIPFA guidance.

The scope of committees whose responsibilities included audit varied. The second
most common name, after the ‘Audit Committee’ itself was a name which indicated
the combining of audit with the functions of an overview and scrutiny committee.
Overview and scrutiny committees are required by statute'? and are responsible for
overseeing and scrutinising the whole range of the Council's functions and
responsibilities, as well as other public service providers' work and its impact on the
local community. Whilst the functions of these two committees have some synergy,
there is a question as to whether it enables the audit responsibilities to be fully
addressed.

In one example a local authority had set up an Audit, Resources and Performance
Committee. This is a significant concern because the prime purpose of an Audit

12 Schedule 2, Localism Act 2011
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5.3.3

5.3.4

5.3.5

Committee is to review the comprehensiveness and reliability of assurances on
governance, risk management, the control environment and the integrity of financial
statements and the annual report. The Resources Committee will use financial
projections and risk management information to take decisions about use of
resources. If the same committee is responsible for using information to take
management decisions and providing independent assurance over the reliability of
that information, there is no effective segregation of duties. There is also a potential
for conflicts of interest.

Relationship between Audit Committees and Full Council or

equivalent

Full Council has a role, ultimately, in responding to audit matters that is beyond
receiving Public Interest Reports or qualified audit opinions. Full Council is generally
more visible to the public than committees/subcommittees. The Council’'s public
accountability to local taxpayers and service users is best served by having significant
matters relating to audit discussed in a transparent and accessible way.

Matters raised at Audit Committee can be referred to Full Council. In addition, the
auditor has the power to present some statements, for example an advisory notice
that planned expenditure may be unlawful, directly to Full Council.

In practice the auditor tends to present matters to the Audit Committee, which decides
if a matter is serious enough to be referred to Full Council. Most local authorities feel
that this arrangement is appropriate. It is rare for an Audit Committee to put a
substantive item onto the Full Council’'s agenda. The exception is the Treasury
Management Strategy, where some local authorities have a practice of ensuring that
it is considered by the Audit Committee before being forwarded to Full Council for
approval.

Many local authorities stated that the existing relationship between Audit Committee
and Full Council involved either forwarding for information a yearly summary report or
meeting minutes and that this was considered to be sufficient. Many also commented
that if there were significant recommendations made by the external auditor, such as
a Public Interest Report, that then should be a matter for Full Council.

In some cases, some quite serious matters seem not to have been passed onto Full
Council. For example, the ‘best value’ report into Northamptonshire County Council
found that when the external auditor reported that appropriate arrangements to deliver
best value outcomes were not in place, for the second year in succession, there is no
evidence that the Audit Committee forwarded the qualified audit opinion to Full
Council.
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Figure 5.3
To whom should external auditors present audit reports and findings?
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1 92% of local authorities respondents answered this Call for Views question

If this practice is widespread, there is a significant risk that in many councils, a majority
of elected members may not be sighted on serious governance or financial resilience
issues. This risk does not fully pertain to PCCs, where the PCC and Chief Constable
are expected to attend the Joint Audit Committee and generally do so. There is a
question as to whether Audit Committees, including Joint Audit Committees, are
sufficiently transparent to local taxpayers and service users. Whilst by default,
proceedings of these committees are public, it is not clear that taxpayers and service
users are aware that they have a right to attend or to read the papers and the minutes.

As demonstrated in Figure 5.3 most local authorities felt that external audit reports
should be presented to the Audit Committee rather than to Full Council. Reasons
given included:
e Full Council only taking items for decision;
e elected members not having the skills, knowledge or experience to understand
the report unless they had received Audit Committee training.

Many commented that external audit reports should be reported to Full Council only
in exceptional circumstances where there is significant cause for concern. One
respondent commented that given the target dates and tight deadlines, there is
insufficient time to report to Full Council prior to sign off of the accounts by the external
auditors.

Raising the profile of external audit work

The content of the standard suite of external audit reports is mandated by auditing
standards. Whilst audit firms have made significant strides in making reports more
accessible to clients, much of the required disclosure is highly technical. Given this,
it is perhaps understandable that many local authorities do not present such
documents to Full Council.
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5.3.10 Nevertheless, external auditors may have insights from their work, that could provide
assurance to Elected Representatives that their local authority is being run with the
best interests of service users and taxpayers in mind. The auditor also has the facility
to sight elected representatives on matters that audit work has highlighted as a
potential issue.

5.3.11 This suggests that the external auditor should report to Full Council on risks identified
and conclusions reached, in a transparent and understandable format. To be of most
use, such a report would need to be timely. Given the increase in the number of
delayed audits, this report should not necessarily be linked to the certification of the
financial accounts as it should be made at the most useful point in the year.
Comparatively few local authorities commented on what was the right point in the year
to receive audit reports. Two thirds of those who did, expressed a preference for end-
September, coming as it does near the start of the following year's annual budget
setting planning cycle.

Collating the results of external audit work

5.3.12 Prior to 2015, the Audit Commission published an annual report summarising the
results of the audits of local authorities and the NHS. Up to the end of 2017-18
responsibility for preparing this report passed to PSAA. The report summarised the
number of audits completed by the statutory deadline and the number of qualified
financial audit and value for money opinions, with the latter categorised by theme. It
also listed all Public Interest Reports, Statutory Recommendations and Advisory
Notices issued in the preceding year. It did not include any details on risks raised by
auditors in their Audit Planning Reports or non-statutory recommendations made to
local authorities. Just over two thirds of Call for Views respondents think a publication
summarising the results of local authority audits adds value.

5.3.13 The responsibility for preparing this report was included in the Memorandum of
Understanding between PSAA and MHCLG. When MHCLG decided not to renew the
Memorandum of Understanding, PSAA’s responsibility for reporting on the results of
audit work lapsed. This reinforces the point that no entity currently has the
responsibility to collate and report on the results of the work of the external auditors
of local authorities and individual NHS bodies.
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Audit work on the financial resilience of local authorities

Stakeholders’ expectations regarding financial resilience

Reference has been made to the role of external audit in assessing financial resilience
and sustainability in local authorities. In England, neither the financial nor the value
for money audit includes a specific responsibility to provide an opinion on whether a
local authority is financially sustainable.

However, it is legitimate to expect the auditor to examine the ability of the local

authority to provide resources sufficient to deliver the statutory services for which it is

responsible. It would not be appropriate for this Review to provide a commentary on
local government funding, but there are a number of key questions that it would be
reasonable to expect the auditor to assess. These could include:

e Has the auditor scrutinised the balance sheet to understand the debt profile of the
authority and the level and depletion rate of usable reserves?

e What metrics does the authority use to determine the level of financial risk it faces?

e When the annual budget is approved by Full Council or equivalent, the CFO is
required to present a “Section 25” report, providing a view on the reasonableness
of financial estimates and the adequacy of reserves. Should the auditor be
required to confirm that this report is sound?

e |t is good practice for local authorities to prepare a mid-term financial strategy,
normally covering a three to five-year period that is presented alongside the
budget. Is it reasonable to expect the auditor to consider the assumptions
underpinning this strategy or to form a view on its whether it is robust and realistic?

e Local authorities are also required to prepare statutory reports that have
implications for financial sustainability and available resources in future years.
These include setting a Prudential Borrowing limit, calculating an appropriate
provision for repayment of debt (known as “Minimum Revenue Provision”),
preparing an Investment Strategy, and potentially preparing a Flexible Use of
Capital Receipts Strategy. Is it reasonable to expect the auditor to consider some
of these strategies and estimates?

CFOs may have specific expectations of auditors. As previously indicated, many of
the CFOs who contacted the Review made it clear that they valued the informal
contact and challenge from the KAP. Dialogue between the KAP and the CFO does
take place, if not on as wide a scale as it did pre-2015, and there is no doubt this can
be beneficial. However, the independence of the auditor must be preserved in the
way that advice and guidance may be tendered.

What does financial resilience mean in a local authority context?
The statutory framework

Financial resilience in a local authority is different to a private sector context. The
powers and responsibilities of local authorities along with the financial control
framework within which they operate are set by statute.

The services that local authorities are required to provide are set out in legislation
along with the accompanying powers and duties. The statutory responsibilities to
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6.2.4

6.2.5
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6.2.7

deliver these services exist even if the local authority’s resources may be considered
to be insufficient at any given time.

The key financial controls set out in statute are:

e The requirement to calculate an annual balanced revenue budget for the
upcoming financial year, that must be approved by Full Council or the equivalent.
Local authorities are not allowed to run a deficit budget. Instead they are required
to calculate a level of Council Tax that equates to the difference between income
and expenditure. The increase in the level of Council Tax that can be charged is
restricted by a ‘referendum principle’. If a local authority wishes to raise Council
Tax by more than a percentage specified by Ministers, they are required to put the
planned increase to a referendum of local electors. Local authorities can borrow
to fund capital investment but are not normally allowed to do so to finance in-year
expenditure.

e The CFO’s “Section 25” report on the robustness of the council’s budget
estimates and the adequacy of its reserves, which must be presented to Full
Council alongside the annual balanced budget.

e The CFO has the power to issue a “Section 114 notice” if the CFO believes that
the local authority is unable to set or maintain a balanced budget. After a section
114 notice is issued, the local authority may not incur new expenditure
commitments, and the Full Council must meet within 21 days to discuss the report.
There is no legal provision regarding what action they then must take. There is no
procedure in law for a UK local authority to go bankrupt, and none has ever done
SO.

If a local authority mismanages its budgets over a number of years so that it is unable
to recover its financial position, then central government has the choice of intervening
under its “best value” powers, providing exceptional financial support, facilitating an
offer of leadership and governance support from elsewhere in the sector, or using a
mixture of these options.

Intervention on the grounds of lack of financial resilience is very rare. The most recent
statutory intervention using best value powers was in Northamptonshire in 2018.
Although there have been three other statutory interventions in the intervening years
(Doncaster due to pervasive corporate governance failures, Rotherham due to
institutional failure in responding to child sexual abuse and Tower Hamlets due to
pervasive governance and financial impropriety issues), Northamptonshire was the
first statutory intervention primarily due to financial resilience issues since Hackney in
2000.

In both Northamptonshire and Hackney, central government supported the council
during the intervention by providing exceptional financial support, primarily by allowing
receipts from sale of assets to be used to support revenue expenditure.
Northamptonshire was also permitted to raise council tax by 2% more than other
authorities for 2019-20 without triggering a referendum.

Whilst this might suggest that financial resilience is not an issue for local authorities,
that may not always be the case. Firstly, central government support cannot always
be guaranteed and secondly, a local authority experiencing severe financial resilience

issues may also be facing Soverggncfeﬁa?nd service delivery issues, with a
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consequential impact on those who depend on those services. Furthermore, the
impact of financial resilience issues on service delivery is iterative. It must be
emphasised here that the system must identify and highlight financial resilience issues
at the earliest opportunity in order to avoid negative impact on service. When a service
fails, it is likely that that cost of recovery will be greater with a possible consequential
impact on financial resilience.

This suggests that in a local authority context, financial resilience means the ability to
manage budgets over the medium term whilst continuing to deliver high quality and
effective services, that can be accessed by service users. The level of service
provided is very important. Local authorities in financial difficulties can seek to cut
costs by reducing the level of service. This may be the case for demand led services
such as social care where it is more difficult to forecast accurately local demand
pressure.

Commercialisation and local authority resilience

One of the most significant sectoral trends since 2015 is the increased
commercialisation of local authorities. To simplify, there are two main categories of
local authority commercialisation:
e Investment in commercial property, usually through the general fund; and
¢ Investment in wholly owned companies set up using the “general power of
competence”. The most common type of wholly owned local authority company
is the housing company. Other examples identified include energy companies,
recruitment agencies, back office service delivery companies and leisure trusts.
PCCs and FRAs do not have a “general power of competence”.

6.2.10 The risks commercialisation poses to local authority financial resilience were

highlighted in a recent NAO study on “Local Authority Investment in Commercial
Property”?3 which concluded:

“Buying commercial property can deliver benefits for Local Authorities including
both the generation of income and local regeneration. However, as with all
investments, there are risks. Income from commercial property is uncertain
over the long term and authorities may be taking on high levels of long-term
debt with associated debt costs or may become significantly dependent on
commercial property income to support services. At the national or regional
level, Local Authority activity could have an inflationary effect on the market or
crowd out private sector investment.”

6.2.11 Although the NAO study focused solely on commercial property, this conclusion is as

relevant to investments in wholly owned companies. If a company that is set up using
the “general power of competence” gets into difficulty, the parent local authority may
ultimately be responsible or may have to write off loans or equity funding, and this can
impact financial resilience.

6.2.12 An additional risk with wholly owned companies is a potential lack of transparency. It

can be very difficult for a reader to identify a local authority’s exposure as a result of

13 https://www.nao.org.uk/wp-content/u p|oads/2020/02/J.%c_%l_fg5r%mritv-investment-in-commerciaI-propertv.pdf
Page 7 7
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investments in or loans to wholly owned companies by looking at the accounts. Unless
an investment in, or transactions with, a wholly owned company is material by value,
there is no requirement to consolidate the company’s income, expenditure, assets or
liabilities in the local authority’s accounts. Instead, what is required is a disclosure of
transactions between the authority and each of its wholly owned companies in what
is known as the “Related Parties note”. This note is presented less prominently in the
annual report and accounts document. In addition, decisions a local authority makes
pertaining to its wholly owned companies, including those relating to providing
additional finance and awarding contracts, are often held in private on grounds of
commercial confidentiality.

Defining local authority financial resilience

6.2.13 CIPFA has attempted to define financial resilience in a local authority context. In
Building Financial Resilience (Jun 2017)#. This publication highlights four pillars of
sound financial management and five indicators of financial stress.

Figure 6.1
CIPFA Pillars of Financial Resilience
Pillars of financial resilience Indicators of financial stress
Getting routine financial management Running down reserves
right
Benchmarking against nearest Failure to deliver planned savings

neighbours — e.g. unit costs,
under/overspends by service area, under- | Shortening medium term financial planning
recovery of income. horizons

Clear plans for delivering savings Increase gaps in saving plans (i.e. where
proposals are still to be identified)
Managing reserves over the medium-term | Increase unplanned overspends in service
financial planning horizon. delivery departments.

6.2.14 The pillars of financial resilience identified by CIPFA related to process and
governance points, so could be covered by the auditor’s VfM opinion. Likewise, the
indicators of financial stress could be covered by a sector-wide VM audit framework.

6.2.15 An alternative and more detailed model, mentioned by some local authorities, is the
seventeen principles set out in CIPFA’s recently published Financial Management
Code. Although only three of the seventeen principles are categorised under the
heading of sustainability, in practice, all of the principles relate to matters that directly
or indirectly contribute to an authority’s capacity and capability to deliver sustainable
services over the medium term.

6.2.16 A challenge common to both the Pillars of Financial Resilience and the Financial
Management Code is that neither has any statutory basis. Whilst CIPFA requires its
members to follow the Financial Management Code, compliance cannot be enforced.
As a result, auditors may be reluctant to treat non-compliance with either as a matter
serious enough on which to report.

14 https://www.cipfa.org/policy-and-guidance/reports/building-financial-resilience-managing-financial-stress-in-local-
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6.2.17 A further challenge with the Financial Management Code is that the key principles are

fairly detailed. Whilst an auditor could assess compliance with these principles, the
costs of doing so in terms of both the auditor and of local authority time could be quite
high.

6.2.18 Finally, neither the Pillars nor the Financial Management Code explicitly cover the

6.3

6.3.1

6.3.2

6.3.3

6.3.4

6.3.5

impact of commercial activity on a local authority’s financial resilience. General fund
investments should be considered as part of the audit of financial accounts but wholly
owned companies would only be considered if material enough to be consolidated
into the accounts.

Current audit requirements to assess the sustainability and
resilience of LAs in England

The Going Concern opinion

An underpinning principle of a financial audit is a ‘going concern assumption’. The
going concern principle means that readers of a set of accounts are entitled to assume
a business will continue in the future, unless there is evidence to the contrary. When
an auditor conducts the examination of the accounts, there is an obligation to review
its ability to continue as a going concern for the next twelve months.

If the auditor concludes that there is significant doubt that the reporting entity is a
going concern, the audit opinion is qualified, and a report explaining the auditor’'s
financial resilience concerns is included with the audit opinion. In addition, if an entity
is not a going concern, assets and liabilities must be valued at the amount they can
be sold for rather than by assessing their ongoing value to the entity.

This particular way of validating a local authority’s financial health has attracted much
criticism from respondents. The view of practitioners is that that a local authority
cannot face the prospect of bankruptcy/liquidity in the way that a company might.

In addition, local authorities are presumed to be a going concern for the purpose of
forming an audit opinion, as the financial reporting frameworks for these bodies dictate
a continued service approach, unless there is a clearly expressed Parliamentary
intention to discontinue the provision of the services which the entity provides. The
NAO has consulted on Supplementary Auditor Guidance, that reinforces this point.

87% of respondents to the Call for Views think the going concern assumption is
meaningless in a local authority context. Respondents noted that local authorities
would be likely to receive support from Central Government in the wake of a serious
event. Many highlighted the example of Northamptonshire remaining a going concern
for audit opinion purposes, even when the auditors had issued an advisory notice on
what was considered to be an undeliverable budget. as an apparent example of the
opinion’s flaws. Those who responded that the opinion was meaningful included a
majority of audit firms who acknowledged the going concern opinion’s flaws and
suggested changes but, on the whole, felt that it was still important that this
assessment was carried out.
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The value for money opinion

The other dimension of audit which could look at financial resilience is through the
work required to support what is known as the ‘value for money opinion’. The work
required to support this opinion is governed by the NAO’s Code of Audit Practice (“the
Audit Code”). What the auditor is required to do is to form an opinion on the adequacy
of the systems in place to support the economy, effectiveness and efficiency of service
delivery. Under current practice in England, the auditor may test the adequacy of
systems and procedures used to construct the mid-term financial plan but is only
required to do so if a significant risk is identified during the audit. The auditor is not
required to examine the mid-term financial plan from a sustainability perspective or
form a conclusion on the financial resilience of the authority.

The update to the Audit Code, effective from 2020-21, will require auditors to provide
a narrative statement on the arrangements in place. The aim of this statement is to
provide more useful information to stakeholders, to report in a timelier manner and,
through the move away from a binary opinion, encourage auditors to be bolder in
highlighting concerns. The updated Audit Code has been broadly welcomed by
stakeholders and has the potential to enhance value for money reporting in England.

What the updated Audit Code does not do is specify that auditors consider specific
matters or judge local authority systems and performance against specific standards
or good practice examples, such as CIPFA’s Pillars of Financial Sustainability or their
Financial Management Code. Nor does the updated Audit Code provide any
guidance on how to assess whether a value for money risk is material.

Timeliness of the value for money opinion

Less than half of respondents to the Call for Views expressed an opinion on the timing
of the VfM opinion. Two thirds of those who expressed an opinion agreed that the
statutory reporting deadline of end-September was the right point in the annual cycle
to present the VfM opinion, coming as it does near the start of the following year’s
annual budget setting planning cycle. Many commented that the external audit firms
still had the capability to raise any significant VfM concerns outside this process, a
process where they were happy with the content.

6.3.10 Those that disagreed included all but one of the audit firms who responded to this

question. In addition, many of the local authorities who responded to the Call for
Views didn’t have strong opinions either way. Some thought that the opinion might
be better presented in May, right at the start of the following financial year, but others
expressed concern as to whether audit firms would have the capacity to handle a split
reporting timetable.

6.3.11 A subsidiary, but still important, factor when considering the timing of the opinion is

auditor resourcing. If the full benefits from the revised VfM opinion in the new Audit
Code are to be realised, auditors will need to do more work.

6.3.12 Therefore, thinking about how to time the publication of the opinion so that it is of the

most use, has the most impact, and can be supported by timely audit work must be a
matter for serious consideration.
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Practice in other jurisdictions

Audit requirements in other jurisdictions, for example Scotland, Wales and New
Zealand provide alternative models, all of which provide practices that could help
bridge the expectation gap between what auditors are required to do and what
stakeholders expect them to do to assess financial resilience. The Review has
explored New Zealand as it has a different model that is worthy of consideration.

Scotland and Wales have different models of value for money reporting, with
Scotland’s model requiring the auditor to assess future plans and Wales’ model
including the option for the auditor to undertake more focussed work on financial
resilience as a separate engagement.

In New Zealand, there is no VfM opinion, but instead the financial audit opinion has
been extended to cover a large number of pass/fail service delivery and financial
resilience metrics. The financial resilience metrics are common to all authorities,
allowing comparisons to be made.

Care needs to be taken when assessing the appropriateness of these models. There
are currently 32 unitary authorities in Scotland, 22 unitary authorities in Wales and 78
local, regional and unitary councils in New Zealand compared to 343 local authorities
in England. It may not be possible to scale-up practices that are appropriate in these
jurisdictions to England in a coherent way or to do so at a reasonable cost.

Practice in Scotland

When scoping, planning, performing, and reporting on their ‘best value’ work, auditors
in Scotland are required to consider four audit dimensions. The first of these, financial
sustainability, interprets the short term going concern opinion and requires auditors to
look “forward to the medium (two to five years) and longer term (longer than five years)
to consider whether the body is planning effectively to continue to deliver its services
or the way in which they should be delivered.”

The results of VM audits of Scottish local authorities tend to produce quite rich
reports, which the Accounts Commission, the public spending watchdog for local
government in Scotland, uses to identify and highlight key trends and risks across the
sector. For example, the Local Government in Scotland, Financial Overview Report
2018-19 (Dec 2019)7° found that Scottish councils were increasingly drawing down
on their revenue reserves; and whilst all councils had medium term financial planning
covering the next three to five years, long term financial planning had not improved
since the last report.

15 https://www.audit-

scotland.gov.uk/upIoads/docs/report/2019/n#alaé2éz local_government finance.pdf
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Practice in Wales

6.4.7

6.4.8

6.4.9

The value for money audit opinion an auditor of a Welsh local authority is required to
provide is the same as that in England; that is an opinion on the “arrangements for
securing economy, efficiency and effectiveness in its use of resources”. However, the
Welsh Code of Audit Practice requires auditors to review significant arrangements in
place irrespective of whether material risks have been identified.

Where an auditor identifies notable financial resilience or other value for money
concerns, the Auditor General for Wales has the statutory power' to publish a
separate substantive report. These reports are publicly available on the Wales Audit
Office’s website and provide an in-depth assessment of the issues identified and the
appropriateness of the plans that the local authority has to address these.

Practice in New Zealand

Local authorities in New Zealand are required to report performance in the Annual
Report and Accounts against a range of financial prudence benchmarks specified in
legislation. The auditor is required to report on the completeness and accuracy of the
local authority’s disclosures against these benchmarks. As all of the benchmarks
have pass/fail thresholds, they lend themselves to a binary audit opinion.

6.4.10 The purpose of this statement is to disclose the Council’s financial performance in

6.5

6.5.1

6.5.2

6.5.3

relation to required benchmarks in order to assess whether the Council is prudently
managing its revenues, expenses, assets, liabilities and general financial dealings.
Although the benchmarks are backwards looking, five-year trend information is
presented which helps the user of the accounts to understand how effective the local
authority is in managing its financial resilience.

The audit of financial resilience — a new model for England?

Introduction

There is a significant gap between the reasonable expectations of many stakeholders
and what the auditor is required to do when assessing the financial stability and
resilience of local authorities.

To help bridge the expectation gap, the scope of audit should include a substantive
test of a local authority’s financial resilience and sustainability. Care and attention will
need to be taken to define how the auditor should address historical, current and
future financial sustainability issues, so that the engagement does not become overly
burdensome or provide false comfort to stakeholders. In addition, expanding the
scope of the audit will increase costs, and there needs to be a balance between those
costs and the potential benefits of additional audit coverage and reporting.

However, cost should not be a deterrent in and of itself. The expansion of the opinion
to encompass financial resilience and sustainability would, potentially, provide comfort
to the authority and to council taxpayers that the finances are in good order. This

16 under Section 17 of the Public Audit (Wales) Act 2004 and secti of the Local Government Wales Measure 2009
( ) Igage réd3 Ocl; %%178
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would represent a genuine demonstration of public accountability both from a local
authority and from an audit perspective.

Form of the opinion

The revised narrative opinion proposed in the new NAO code should lead to a
significant enhancement in the usefulness of auditor reporting. The 2020 Audit Code
sets out three reporting criteria (para 3.10)'":
e Financial sustainability: how the body plans and manages its resources to
ensure it can continue to deliver its services;
e Governance: how the body ensures that it makes informed decisions and
properly manages its risks; and
e Improving economy, efficiency and effectiveness: how the body uses
information about its costs and performance to improve the way it manages
and delivers its services.

These criteria are not dissimilar to the four reporting pillars in the Scottish model. The
pillar that auditors of English local authorities are not explicitly required to report on is
financial management. It is unclear why this has been omitted but a possible reason
is that an auditor would normally be expected to review material financial
management controls as part of financial audit work.

The reporting requirements contained within the 2020 Audit Code will take time to
settle down and embed and there will be a role for the regulator in identifying and
promoting good practice. However, if practice develops as the NAO intends, the new
reports should provide more useful information to stakeholders.

Work required to support an assessment of financial resilience

The 2020 Audit Code requires auditors to do less work to assess financial resilience
than is required in either Scotland or Wales.

Specifically, auditors in England will not be required to test whether the body is
planning effectively to continue to deliver its services or the way in which they would
be delivered over the medium or longer time horizon as in Scotland. Nor will auditors
be requested to review the design of significant arrangements to secure value for
money, and, where appropriate given the assessment of risk, test the operating
effectiveness of those arrangements as in Wales.

In addition to the factors mentioned in the Code, auditors could use the indicators of
financial stress in the CIPFA publication, Pillars of Financial Resilience, as a key
element of the risk assessment.

6.5.10 To support such an assessment the auditor could be required to critically assess and,

in cases where significant risks are identified, test the CFO’s Section 25 report along
with any other statutory reports or management estimates that have an impact on
medium or long term financial resilience. This testing could include an assessment

7 https://www.nao.org.uk/code-audit-practice/wp-

content/uploads/sites/29/2020/01/Code of audit'3par§ctige, 2020.
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of whether there are clear plans for delivering savings, the usage rate for non-
ringfenced revenue reserves and whether the local authority benchmarks its costs
against nearest neighbours and takes appropriate action in response to variances, as
set out in accordance with CIPFA’s Pillars of Financial Resilience.

6.5.11 In addition, the auditor could explicitly be required to assess whether the local
authority has complied in practice, and in spirit, with statutory guidance that it is
required to “have regard to”.

6.5.12 CIPFA’s Financial Management Code is another model that provides a set of
standards against which auditors could assess value for money and financial
resilience. However, it is too detailed to assess without a considerable amount of
additional audit work. Nevertheless, the principles in the Financial Management Code
would enhance the consistency of local authority financial management. MHCLG
could take the opportunity to give it statutory status when the opportunity arises and
require local authorities to report on their compliance with it in their Annual
Governance Statement. Since auditors are required to read the Annual Governance
Statement to ensure it is consistent with their knowledge of the business this,
combined with the enhanced resilience testing recommended, would require auditors
to report material breaches.

6.5.13 Consideration has also been given to whether it would be appropriate to require a
specific investigation. A more detailed report would enable specific VM or financial
resilience issues to be identified, as in the Welsh model. This is not recommended,
as this element of the Welsh model is not applicable due to scale.
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Financial reporting in local government

The purpose of financial reporting in the local authority sector

Financial reports provide information to people who seek to understand the
performance of an entity. As most of the money that local authorities receive is
provided from general or local taxation, it is reasonable to expect people outside the
body who are interested in a local authority’s financial performance to want to know
how the money being managed is being spent. This includes knowing whether the
local authority is performing effectively to achieve what was intended with this money.

Local taxpayers and service users do not have the power to require a local authority
to produce bespoke financial information for them. Instead, they have to rely on the
financial statements. They can inspect the financial statements and the underlying
accounting records for a 30-day period that must comprise the first ten days in June.
This means that to be relevant the information produced in local authority financial
statements must meet the accountability and/or decision-making needs of users and
be sufficiently transparent and understandable to allow them to ask appropriate
questions.

Introduction to the framework

When producing financial reports, local authorities are required to have regard to the
Statutory Code of Local Authority Accounting Practice (“the Accounting Code”),
issued by the CIPFA. The Accounting Code is based on private sector accounting
standards other than where they have been adapted for the specific circumstances of
local authorities or where these are overridden by specific statutory requirements. As
set out in Figure 7.1, Government retains the power to use secondary legislation
either to override normal accounting practices or to require local authorities to include
additional disclosures in their accounts.

Figure 7.1
Hierarchy of the Local Authority Accounting Framework

Primary Legislation Allows SoS to make provision about accounting practices

Secondary Legislation Gives CIPFA the power to produce a statutory accounting

Statutory Code of Practice |Statutory code setting out proper practices for local

Local Government Act 2003

that local authorities must follow.

Capital Finance and Accounting Regulations 2003

code.

Introduces statutory overrides to private sector accounting
practices; which must be reflected in the accounting
code.

CIPFA Accounting Code of Practice

authority accounting in England.

Fage ob o1 197 56



71.2.2

7.2.3

71.2.4

7.2.5

7.2.6

7.3
7.3.1

7.3.2

When implementing, adapting or interpreting accounting standards, the Code seeks
to maintain consistency with other parts of the UK public sector. Preparation of the
Code is overseen by the CIPFA/LASAAC Accounting Code Board, which comprises
representatives of all the key stakeholder groups. MHCLG has observer status on
this Board.

This Accounting Code board does not act in isolation. Its decisions are reported to
the Financial Reporting Advisory Board (FRAB), which advises HM Treasury on public
sector accounting. In practice, both the annual update to the Accounting Code and
any amendments or adaptations to accounting standards for the local authority sector
need to be considered at FRAB as well as at the CIPFA/LASAAC Board.

The Accounting Code applies to Principal Councils, PCCs, Chief Constables, FRAs,
the GLA, Mayoral Combined Authorities, Passenger Transport Executives and
National Park authorities in England. It also applies to similar authorities in Wales,
Scotland and Northern Ireland, although the legislative framework for these
authorities is different and they are outside the scope of this Review. The Code does
not normally apply to subsidiary companies consolidated into local authority
accounts. Such companies use the applicable private sector accounting framework.

The Accounting Code is updated annually, and a new edition is published each
financial year. Purchasing the 2019-20 Code from CIPFA costs £340 (hard copy) or
£710 (online copy). CIPFA’s sales numbers demonstrate that at least one third of
local authorities do not purchase an Accounting Code in any given year.

The Accounting Code does not apply to smaller authorities, for example Parish
Councils, Ports Authorities or Independent Drainage Boards with gross income or
expenditure of less than £6.5m per annum (which is currently all but one of
them). The accounting and governance framework for these authorities is set by an
organisation called the Joint Panel on Accountability and Governance (JPAG), which
comprises representatives of all of the key stakeholder groups. Smaller Parish
Councils fill in a simplified financial return on a receipts and payments basis. Further
discussion of smaller authorities is included in Chapter 8.

Format of local authority accounts

Local authority accounts are very lengthy compared to accounts in other sectors,
typically numbering in excess of 50 pages for shire districts and more than 80 for
upper and single tier local authorities. They have more primary statements than
central government and private sector accounts. Figure 7.2 shows the primary
statements and supplementary accounts that the user can expect to find in a set of
local authority accounts.

Local authority accounts are arguably more complex and more challenging for a
service user to understand than accounts produced by other parts of the public sector.
This is primarily because there is a difference between the budget analysis of
information for council tax purposes and the statutory basis of year end accounts.
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Figure 7.2

Local Authority Accounts — Primary Statements and Supplementary Accounts

Statement

Purpose

Comprehensive Income
and Expenditure
Statement (CIES)

Summary of the resources generated and consumed by
the council on an accruals basis.

Shows gross and net expenditure by service area and
other income and expenditure incurred by the council.

Movement in Reserves
Statement (MIRS)*

Shows how the movement in reserves in the Balance
Sheet is reconciled to the CIES deficit and what
adjustments are required to be charged to the general fund
balance for Council Tax setting purposes.

Balance Sheet

Sets out the Council’s financial position at the year end.

Expenditure and Funding
Analysis (EFA)*

Summarises the annual expenditure used and funded by
the Council together with the adjustments between the
funding and accounting basis to reconcile with the CIES.

Cashflow Statement

Summairises the inflows and outflows of cash for revenue
and capital transactions during the year.

Collection Fund Account*
¢ Billing authorities

Agent’s statement that reflects the statutory obligation for
billing authorities to maintain an account showing
collection of Council Tax and National Non-Domestic
Rates (NNDR) and the distribution of these taxes to
precepting authorities.

Housing Revenue
Account (HRA)*
e LAs with social
housing stock

Local authorities are not allowed to cross subsidise
provision of social housing from general taxation or vice
versa. The HRA shows the major elements of expenditure
on social housing and how these costs are met.

7.3.3 Local authorities calculate their annual council tax requirement through setting a
“balanced budget”. The balanced budget calculation that local authorities are required
to make is specified in primary legislation and is undertaken on a receipts and

Following the adoption of accruals accounting’® by the local

authority sector and as IFRS have continued to develop, successive governments

have sought to protect council taxpayers from accruals movements that do not have
an immediate impact on the costs of service delivery. They have done this through

payments basis.

* Statements unique to local authority accounts

introducing statutory overrides.

7.3.4

The most significant of these statutory overrides relates to depreciation. Local
authorities are required to charge depreciation on assets in the same way as any other
entity. They then reverse out the depreciation charge in the Movement in Reserves
statement (MIRS) and replace it with a prudent provision for the debt taken out to

acquire assets (Minimum Revenue Provision).

18 Accruals accounting is a form of accounting where you recognise the economic cost of assets and liabilities over the
period when benefits accrue. For example, if you are using accruals accounting and buy a car that you expect will last
five years you would split the purchase cost of that car over five years. By comparison if you are accounting on a
receipts and payments basis you would recognise the full cgst of the car in the year you pay for it.
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The adjustments process has two consequences. Firstly it substantially increases the
length of local authority accounts as the financial statements report some transactions
on both an accruals basis (through the CIES) and a funding basis (through the EFA
and MIRS) and include notes reconciling the two; and secondly, unlike for financial
statements produced by other sectors, neither the CIES nor the Balance Sheet shows
the true financial position of a local authority. To understand that position it is
necessary to understand how the outturn reported in these statements reconciles to
the basis on which the balanced budget calculation is made.

In addition to the statements in Figure 7.2, those local authorities who are also
“administering authorities” for local authority pension funds are required to publish full
Pension Fund accounts in the same document as their local authority accounts. The
Pension Fund accounts are audited as a separate audit engagement. This further
lengthens the document and means that the audited accounts cannot be published
as final until both the local authority audit and the pension fund audit have been
completed. The sector has asked MHCLG to look at decoupling the local authority
and pension fund accounts. However, it is not possible to do this without primary
legislation.

Usefulness, understandability and transparency of local authority

accounts

The Annual Accounts that each local authority must prepare are prescribed in detail
and relevant standards must be observed in the preparation of the statutory accounts
and financial report. IFRS cover both the public and private sectors so auditors seek
to adhere to those principles when auditing local authority accounts. There is
widespread agreement that the resultant accounts are not transparent or easily
understandable.

Local government practitioners argue that the extent and nature of asset valuations,
very relevant in a commercial setting, undertaken by auditors, have limited
significance in local government where assets are more often than not critical to
service delivery and “market value” is not a consideration. Time allocated to the asset
valuation process for property and pensions, it is agreed, is considerable and
increases the cost of audit as well as, in some cases, leading to delays in the audit
being finalised. Underlying this point is the question of whether IFRS should continue
to be a key element of local authority statutory accounts.

An issue related to the concern in local government about the complex local authority
accounting arrangements is the capacity of the external auditor to test and validate
technically intricate accounting treatment without a familiarity with local authority
finance and accounting. Such an assertion by local government is not universal but it
is a concern of many. However, the audit community, whilst recognising that there has
been depletion in the number of auditors who served in the District Audit Service, is
confident it has necessary skills and resources to fulfil the role.

As highlighted in Chapter 4, there is evidence of market stress in the supply of
appropriately experienced and qualified local authority auditors. Some auditors have

also argued that local government itself does_not always have accounting staff with
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the technical expertise to complete the final accounts without guidance and support
from external audit.

That the local authority accounts are very complex is not in dispute. There is wide
acknowledgment from all stakeholder groups that the annual financial statement of
accounts is understandable only to those with the necessary technical and
professional knowledge of local authority accounts. When asked whether local
authority accounts allow the user to understand an authority’s financial performance
and its financial resilience, 93% of respondents said no.

Whilst some local authority respondents argued that the understandability of the
accounts is not an issue, because service users and taxpayers can take assurance
from the fact that they are prepared and audited to internationally recognised
standards, it is questionable whether this is a defensible position.

The lack of transparency and understandability of local authority accounts raises a
fundamental and serious challenge in terms of transparency and public accountability.
Potential users extend beyond councils, government and auditors. Key stakeholders
include council taxpayers/service users, the general public, academia, the media and
local authority partners and contractors. Without an appropriate level of transparency
these users may not have the information to challenge their local authority effectively.
The rigour underpinning local authority accounting and auditing may not be at issue
but the accounts, as currently structured and presented, do not enable the public to
understand how local authorities are stewarding public funds.

Options for reform
There are three broad options for enhancing the transparency and usefulness of local
authority financial statements, so that they better serve the needs of a wider group of
stakeholders. These are:

e Review of IFRS as a basis for the preparation of local authority accounts.

e Expansion and standardisation of the current narrative statement.

e Introduction of a new summary statement presented alongside the IFRS

accounts.

The underlying purpose of all three options is to strengthen financial transparency and
accountability by providing a simplified presentation that is more relevant to
stakeholders. All options have costs associated with them but these need to be set
against the benefits of that increased transparency.

Review basis on which accounts are prepared

CIPFA could be asked to review the basis of accounts, with the aim of updating the
Accounting Code so that the transactions presented in the annual financial statements
are prepared on the same basis as the annual budget approved by Full Council.

If followed to its logical conclusion, this would allow local authorities to prepare
simplified accounts that could be easily reconciled to the annual budget. If accounts
are presented on a funding basis, the reconciliations between the funding and

accounting basis would no longer be re%uired. In addition, many of the lengthier notes
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to a set of financial statements, such as the financial instruments disclosures, are
mainly required to support IFRS disclosures and could be removed or simplified. This
would lead to much shorter documents.

There are some issues that would have to be addressed with this recommendation.
Firstly, designing and implementing a new accounting framework would be
challenging. CIPFA could go back to the pre-2010 near cash accounting framework,
but it is questionable whether this would be appropriate. Many local authorities are
far more commercial in their operations and have far more leveraged balance sheets
than in 2010, so removing much of the accounting for long term assets and liabilities
could present a misleading picture of financial resilience to service users. It could
lead to local authorities to leveraging their balance sheet yet further, storing up
potential financial problems for future years.

Secondly, there is the perception risk of such a step. There could be a perceived
disconnect if local authorities reverted to cash accounting at the same point that some
are becoming more commercial, taking on more debt to invest in assets acquired
solely or partially to generate a return.

Thirdly, moving away from IFRS accounting would create consistency problems
between various parts of the public sector. The Accounting Code applies to Scotland,
Wales and Northern Ireland as well as to England. If English local government moved
to a near cash accounting framework, the other UK jurisdictions would face the
decision of mirroring that move or else the Accounting Codes would need to diverge.
In addition, the results of UK local government bodies are consolidated into the Whole
of Government Accounts, which are prepared on an IFRS basis. If English local
authority accounts moved to a near-cash accounting basis, those authorities would in
practice be required to maintain financial records and prepare accounts on two bases:
on a near-cash basis for their own accounts and an IFRS basis for consolidation into
WGA. This would impose considerable additional cost.

Finally, the UK public sector is held up as applying a gold standard of accounting,
primarily because it is one of the few to apply IFRS fully. If part of the sector moved
away from this it could generate considerable reputational risk. As a result, HM
Treasury and FRAB may well oppose any significant modification of the English local
authority accounting framework.

Expansion and standardisation of the narrative statement

The framework for local authority annual reports and accounts is unusual in that,
although local authorities are required to prepare an annual report, it does not include
any mandatory disclosures. In 2015 CIPFA launched the “Telling the Story” initiative,
which encouraged local authorities to use the annual report to accurately reflect
financial and service performance. Some local authorities have produced innovative
and informative annual reports following the launch of this initiative, but performance
varies, with other authorities making minimal disclosures. In addition, because
“Telling the Story” does not include mandated standards or disclosures it is not
consistent across authorities.
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7.5.10 By comparison, the UK Central Government Financial Reporting Manual (the “FReM”)
requires all central government reporting entities to prepare a Performance Report
and an Accountability Report, both of which are based on Companies Act
requirements as adapted for the public sector and contain mandated disclosures.

7.5.11 A similar approach could be adopted for local authority accounts. In this model, local
authorities could be required to include a Performance Report in their annual report
and accounts containing a reconciliation between the approved budget and year-end
service expenditure, along with explanations for significant variances and the impact
of the variances on revenue reserves, prepared on a budget setting basis whilst being
reconcilable to the statutory accounts. Potentially this could be supplemented with
standardised service delivery metrics and an explanation of longer-term risks and
mitigations linked to key financial management strategies such as the Mid-Term
Financial Plan, as appropriate.

7.5.12The proposed Performance Report could be a transparent element of a local
authority’s Annual Report and Accounts, which discloses what the local authority
planned to spend on each major service area, what it actually spent, where there were
significant variances between the two what the reasons were, and what impact that
has had on the reserves available to support the following year’s expenditure. With
the addition of service delivery metrics, the Report could also start to give an indication
of what service users and taxpayers have got for their money. |If the financial
information and performance metrics are prepared to common standards, this could
start to bring a degree of comparability between authorities, which could promote
improvements in the effectiveness and efficiency of service delivery.

7.5.13 Finally, if the reconciliation between budget and outturn is presented in the Annual
Report, it may be possible to remove or reduce the MIRS, the EFA and supporting
disclosures. This could offset the increased work required to produce the new
Performance Report.

7.5.14 There are some challenges with this approach:

o it would mean extending the scope of the audit engagement, particularly if the
auditors are required to form an opinion on non-financial information.

o if non-financial service delivery metrics are subject to audit they will need to
be prepared and disclosed on a consistent basis. It will be necessary to
identify appropriate metrics across a range of service areas, a process that
could take time. In addition, including metrics for all of the services that a
local authority provides would require very lengthy disclosures.

o if included in a long Annual Report and Accounts document, there is no
guarantee that this statement would be any more visible to the general public
than the current financial statements are.

o there is a risk that some local authorities use the narrative element of such a
statement to present an overly positive view of their achievements and
finances.
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Introduction of a new summary statement

7.5.15 Avariation in part, and a replacement of the enhanced narrative statement, is to leave
the current local authority accounts largely unaltered and instead require the
production of Summarised Accounts, prepared on the budget setting basis. As with
the enhanced narrative statement, the Summarised Accounts would need to be
reconcilable to the Statutory Accounts and be subject to audit to have credibility.

7.5.16 Statutory Guidance would need to be developed to set out the form and content of the
Summarised Accounts. Potentially they could contain:

o A statement of service information and costs prepared in a standard format and
to a standardised framework. The most appropriate framework would probably
be the statutory Service Reporting Code of Practice (SERCoP).

e Comparison between budget setting information and outturn performance.

e A degree of detail to encompass all key service expenditure heads; where
appropriate this could be extended to present unit cost information. A simplified
balance sheet, including some form of assurance relating to non-ringfenced
revenue reserves and debt levels and borrowing plans, with the latter linked to
the Prudential Framework disclosures, could also be produced.

e A brief narrative. This could be limited to a financial commentary comprising
explanations of significant variances between budget and outturn along with an
assessment of the impact on medium term financial sustainability. It may also
be possible to include a brief description of outcomes though this would need
to be linked back to the objectives set when the annual budget was approved.

7.5.17 The aim of this document would be to present a statement aimed at the local
community rather than as a basis for compiling national statistics. Because of
differences between local authorities, comparability would be difficult and potentially
misleading. Local authorities could be asked to think about a range of communication
methods to reach their local communities more effectively.

7.5.18 The summary accounts would be a vehicle to increase transparency. As this would
be a short stand-alone document, it would be much more accessible to taxpayers and
service users.

7.5.19 Local authorities would have to reconcile outturn between the funding basis and IFRS
accounting basis. However, the value of disclosing these reconciliations could be
reassessed, potentially allowing the MIRS, the EFA and supporting disclosures to be
discontinued. This could allow the statutory financial statements to be prepared on
an IFRS basis without statutory adjustments.

7.5.20 Finally, consideration would need to be given as to the level of audit required for the
Simplified Statements, and the agreed procedures that auditors would be required to
undertake to provide assurance over reconciliations between the IFRS Financial
Statements and the Simplified Financial Statements, that are not disclosed in either.
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Smaller authorities

Introduction

Smaller authorities are defined in the 2014 Act as an authority where the higher of
gross annual income or expenditure does not exceed £6.5 million for three years (or
one or two if the authority has not existed for three years). Currently there are just
under 10,000 smaller bodies, only one of which has to prepare a full set of IFRS
compliant accounts and undergo a full audit.

There are different types of smaller authority with a varied range of responsibilities

and powers:

e Local councils including Parish, Town, Village and Community Councils and parish
meetings. Some common responsibilities can include, but are not limited to,
commons and open spaces, car parks, lighting, footpaths, leisure and sports
facilities, litter bins, and tourism activities. Some of these services are delivered
on behalf of the unitary and district councils.

e |DBs which are responsible for managing water levels including managing flood
risks and land drainage.

e Other smaller authorities such as charter trustees, port health authorities,
conservation bodies and crematorium boards.

Smaller authorities are financed primarily through a precept which is collected as part

of council tax by the unitary or district council. They can also apply for grants and

awards.

Governance arrangements depend on the type and size of the authority. All local
authorities are required to have a clerk; however, for small authorities, this could be
their only employee or may be a volunteer or part-time worker. Roughly two-thirds of
smaller authorities have a single employee, and some don’t have any employees. The
clerk is analogous, in part, to a CFO in a principal authority, as there is a requirement
to give guidance to councillors, in many cases carrying out the role of the Finance
Officer. Smaller authorities must publish the statement of accounts together with any
certificate or opinion provided by the local auditor™®.

Scale of audit

Smaller authorities are not required to produce IFRS based accounts but instead
produce a simplified statement of account on a receipts and payments basis. Some
larger Parish Councils present accruals-based accounts alongside this, although
these are unaudited. As set out in Figure 8.1, smaller authorities are either exempt
from audit or undergo a ‘limited assurance engagement’. As the name suggests, this
provides less assurance than a full-scale audit.

While most authorities with an income or expenditure of up to £25,000 are exempt
from audit, a request can be made for a ‘limited assurance engagement’ from SAAA
who will then appoint an auditor to undertake this work. More than 100 bodies have
chosen to do this.

1% The Accounts and Audit Regulations 2015

https://www.legislation.gov.uk/uksi/2015/234/pdfs/uksi 20150234 _en.pdf
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Figure 8.1
Table of audit thresholds and associated requirements for smaller authorities 2°

% of smaller

Level of income or Form of external assurance to be authorities in

spending provided from 2017-18 onwards each band

More than £6.5 million. ‘Full audit’ under international auditing 0.01%
standards. ]

Up to £6.5 million but more | Limited assurance engagement but

than £200,000 (accounts may opt for ‘full audit’. 1%

on income and
expenditure basis)

Up to £200,000 but more Limited assurance engagement but

than £25,000 (accounts may opt for ‘full audit’.

can be on either receipts o
. 31%

and payments or income

and expenditure basis)

Gross income or gross Exempt from audit and limited
expenditure up to £25,000 | assurance engagement in most cases,

subject to the authority certifying that it
is exempt.

Work by an auditor may still be needed
in certain circumstances — notably if 58%
there are objections to the accounts.

No financial transactions Exempt from audit and limited
and no accounts assurance engagement in most cases,

subject to the authority certifying that it
is exempt.

8.2.3

8.2.4

Smaller authorities are also required to undertake an internal audit to evaluate the
effectiveness of its risk management, control and governance processes?'. Quality
of internal audit staff is said by some respondents to be variable, which has the
potential to cause issues for the external audit.

One of the trends in recent years has been the transfer of assets and associated
running costs to Parish Councils. If smaller authorities are given more responsibility,
or if the spending of smaller authorities were to change to where many such
authorities approach the £6.5 million threshold, the current accountability
arrangements may no longer be appropriate. The assurance levels may need to be
reviewed by MHCLG. This is especially pertinent as smaller authorities are not bound

20 NAO AGNO2 Specified Procedures for Assurance Engagements at Smaller Authorities https://www.nao.org.uk/code-
audit-practice/wp-content/uploads/sites/29/2015/03/Auditor-Guidance-Note-02-Specified-Procedures-for-Assurance-

Engagements-at-Smaller-Authorities.pdf

21 The Accounts and Audit Regulations 5(1)
2015https://www.legislation.gov.uk/uksi/2015/234/made#:~:text=>5.,internal%20auditing%20standards%200r%20guid

ance.
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by council tax referendum rules?®? and can raise their precept by the amount they
consider necessary.

In 2020, one IDB met the threshold for preparing full statutory accounts. Available
evidence suggests that this is the first occasion of this happening. The cause of the
IDB’s increase in income and expenditure was the capital grants it received and, as
such, the requirements for a full code audit may be temporary. PSAA and the
Association of Drainage Authorities (ADA) have worked with the authority to find a
new auditor as the previously appointed auditor does not qualify under the statutory
framework to undertake full audits. This also resulted in an increased audit fee, from
less than £5,000 to £40,000. Producing full IFRS accounts will considerably increase
the amount of internal work required by the IDB and this is likely to represent a
challenge to its available skills and infrastructure.

Procurement of audit

Prior to 2017, smaller authorities were included in the audit contracts let by the Audit
Commission in 2014 that were taken over by PSAA through the transitional
arrangements. SAAA was designated as an appointing person under legislation?® by
the Secretary of State to take over this role from 2017-18. SAAA is an independent,
not for profit company. SAAA was set up by the National Association of Local Councils
(NALC), Society of Local Council Clerks (SLCC) and the Association of Drainage
Authorities (ADA). Although smaller authorities have the same power to appoint their
own auditors as principal authorities, in practice, all smaller authorities opted in to
SAAA’s procurement. SAAA has appointed external auditors for a 5-year period from
1 April 2017.

SAAA’s procurement comprised 17 equally sized lots. Other than for IDBs, which were
grouped together, lots were geographically based. The SAAA procurement was based
on price once a supplier had met a minimum quality threshold. There were five firms
that met this threshold. The result of this exercise was that 15 were awarded to a
single audit firm and two other firms won one lot each. This met SAAA’s declared
objective of having a minimum of three firms in the market. Of the three firms, two
had previously held contracts with PSAA and one re-joined the market. With regard
to the quality and price ration for appointing auditors, SAAA believes that once a
certain threshold is reached, it is very difficult to differentiate between firms on the
basis of quality.

Fee scale

SAAA's fee scale is based on 15 bands of income or expenditure (whichever is
higher). Audit Commission and then PSAA, through the transitional arrangements,
also used this fee scale. Exempt authorities do not pay an audit fee. Authorities with
income or expenditure of between £25,000 and £50,000 pay an audit fee of £200.
Fees rise in stages up to a maximum of £3,600 in cases where income or expenditure
is more than £5 million but less than £6.5 million.

22 The Local Authorities (Conduct of Referendums) (Council Tax Increases) (England) Regulations 2012
https://www.legislation.gov.uk/ukdsi/2012/9780111519035/regulation/3

23 The Local Audit (Smaller Authorities) Regulations.2015 s: legislation.gov.uk/ukdsi/2015/9780111126103
( ) Reg ﬁzag e%% ,/(m%y
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The scale fees paid by smaller authorities for their audit have remained unchanged
for the past 12 years. There have been savings for those smaller authorities that, from
2017, could declare themselves as exempt and, therefore, did not have to pay for an
audit.

This audit fee model relies on larger authorities supplementing the cost of audit work
for smaller authorities. As there are 15 bands of fees, there may be councils receiving
the same level of audit work whilst paying different amounts. Although this may offer
the most efficient method of payment to ensure audit is affordable for all smaller
authorities, the banding system may warrant review.

Overall, smaller authorities seem content with the level of audit fees they pay. The
only area of concern raised related to capital grant funding. Two Parish Councils
raised concerns that the impact of the rising scale fee could be a deterrent for local
authorities investing in future capital schemes in the local community.

Fee variations

Smaller authorities may be subject to variations to the scale fees set out above if
additional work is needed. Some of this work is costed as a fixed supplement of the
fee scale and some is charged at fixed hourly rates. SAAA agreed a maximum hourly
rate for additional work and this is published on their website. Examples of where fee
variations may be charged include the auditor considering objections to the accounts
from local electors, and where special investigations are undertaken.

Quality

There is no indication that the smaller authority audit market is encountering delayed
audit opinions, as is the case for larger authorities. SAAA use trackers completed by
the firms to collate and analyse key management information to track and report on
the management, delivery and the outcomes of limited assurance reviews. SAAA also
reviews the underlying data quality and system interfaces on a light touch risk basis.

In carrying out its quality assurance role, as set out in the Appointing Person
Legislation, SAAA review and test the firms’ internal quality assurance processes and
contract compliance systems (quality aspects) to ensure the delivery of good quality
reviews. An overall rating for both quality of limited assurance review work and
contract management, compliance and data quality is provided. The findings of this
process are reported to each firm and to SAAA’s Board. They do not publish these
findings, though they maintain the right to do so.

8.3.10 A very small number of smaller authorities responded to the Call for Views; therefore,

it must be stressed that the following comments are not necessarily reflective of the
sector. One Parish Council commented that the arrangement with SAAA made it feel
that the auditor didn’t consider the council to be its customer. Similar feedback has
been received concerning PSAA’s role. It also commented that it felt the quality of
their audit was very poor and that it added no value. This may be in part due to the
framework of limited assurance audit for smaller authorities and a resulting
‘expectation gap’. The Review is unable to corroborate whether this is a commonly
held view.
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8.3.11 Two other Parish Councils questioned whether auditors provided the right level

8.4
8.4.1

8.4.2

8.4.3

of assurance. One commented that larger Parish Councils should be held to the
same standards for financial reporting, transparency and accountability as those
applied to principal authorities of equivalent size. The council linked this to the fact
that some councils are playing an increasingly significant role in their communities. It
is true that there are currently three smaller authorities that have an annual income or
expenditure of over £5 million which is similar to the smallest Category 1 authority
which is subject to a full audit. However, there are not many Category 1 authorities
that are this small. The other respondent was specifically concerned
about governance and financial transparency within the council and the lack of clarity
on spending.

Accountability

In addition to producing a financial return, most smaller authorities are subject to
transparency requirements. There are two Transparency Codes; authorities with an
income or expenditure of £200,000 or more are included in the same mandatory
Transparency Code?* as principal authorities. Exempt authorities are subject to a
specific smaller authority Transparency Code?®, made mandatory in April 2015, that:

“will enable local electors and ratepayers to access relevant information about
the authorities’ accounts and governance”.

Authorities with income and expenditure under £200,000 but above £25,000 are
expected to follow the same requirements but it is not mandatory. As these authorities
are subject to audit, the transparency code was not considered to be applicable. Such
difference in approach may warrant further attention. However, Commitment 8 in the
governments UK National Action Plan for Open Government?®, sets out the
government’s plan for local transparency which includes MHCLG developing
proposals to:

“help and encourage councils to publish all the information they can”.

Objections

Local objections can be made to an item of expenditure in a smaller authority’s finance
return. It is very difficult to ascertain how many objections to the accounts smaller
authorities receive, as the auditor is required to respond, by statute, only to the
objector. As a result, most objections are never made public, the exceptions being if
an objector choses to publish a response or the investigation leads to a Public Interest
Report. However, one authority reported over 100 objections in a single year. NALC
commented that several authorities at the smaller end of the income and expenditure
level are consistently subject to objections, sometimes by the same individual or group
of objectors.

24 Local Government Transparency Code 2015
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment data/file/408386/150227

PUBLICATION Final LGTC 2015.pdf

25 Transparency Code for Smaller Authorities
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment data/file/388541/Transpar

ency Code for Smaller Authorities.pdf

26 2019-2021 UK National Action Plan for Open Government

https://www.opengovernment.org.uk/resource/u kpréaéionakactlon- ) n-for-open-government-2019-2021/
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8.4.4

8.4.5

8.4.6

8.4.7

8.4.8

The auditor is responsible for reviewing all objections that meet the statutory
requirement. In deciding whether to investigate, the auditor has to review the
objection, which will result in a cost to the authority (not exceeding the maximum
hourly rates as specified by SAAA) even if they do not subsequently pursue an
investigation.

The auditor can refuse to investigate an objection?” if:
e the cost of dealing with the complaint would be disproportionate to the
underlying sum;
¢ the objection is frivolous or vexatious; or
e itis a repeat of a complaint made in a prior year of account.

A number of smaller authorities receive repeat or vexatious complaints. Where an
authority receives such a complaint, it can choose to terminate communication with
the complainant. However, if that individual raises an objection, an auditor must
consider it to see if it is something to be pursued. This work incurs a supplement to
the scale fee as set out by the SAAA. Given the size of many smaller authorities,
objections can be proportionately very costly, both in terms of additional fees paid to
auditor firms and in terms of resources that the authority requires to support,
appropriately, the objection process. As with larger authorities, outstanding objections
can cause a delay in issuing the audit opinion

The objections regime does provide a solid basis of accountability and ensures the
auditor investigates potential issues further, to supplement the ‘limited assurance’
audit. There may be cases where the system is misused. Consideration should be
given to provide more support to auditors to enable them to identify repeat or
vexatious objectors in a more efficient manner.

Public Interest Reports

External auditors have a duty under the 2014 Act to consider whether to issue a report
where there has been a significant matter identified that needs to be addressed in the
interests of the public. There are more PIRs issued for smaller authorities than there
are for larger authorities. SAAA publishes reports from the 17/18 financial year on
their website, and previous financial years are available on the archived PSAA
website.

Figure 8.2
Smaller Authorities - Reasons why a PIR was issued
16/17 17/18 19/20

Failure to produce an annual return (for 16/17) 16 29 23
or an AGAR (from 17/8 onwards)
ga”t?safrilsd submitted for exemption not all N/A 0 8
Other 6 1 0
Total 22 23 31

The “other” category includes issues relating to governance, fraud, employment law, and non-compliance with VAT

27 NAO Local Authority accounts: A guide to your rights https://www.nao.org.uk/code-audit-practice/wp-

uid,e-to,—vpgt;rights.pdf
o7

content/up|oads/sites/29/2015/03/Council-accou?Jlga-g

e Jyor
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8.4.9

One authority had a PIR issued for all three years for failure to produce an annual
return or annual governance and accountability returns (AGAR), and a further seven
authorities had a PIR issued in two of the three years for the same reason. Failure to
produce an AGAR from 2017/18 triggers a statutory recommendation to the authority
from the external auditor that it should submit an approved AGAR within 42 days. A
public interest report is then issued if the authority fails to do so.

8.4.10 Out of the six PIRs issued in 16/17 that were not due to a failure to produce an annual

return, four of them related to work carried out by auditors in response to objections
raised by a local elector. In one authority’s case, it received objections on a multitude
of issues with one issue (ineffective internal audit and other governance failings)
receiving a number of objections.

8.4.11 If a smaller authority chooses not to engage with external audit recommendations or

8.5
8.5.1

8.5.2

8.5.3

8.5.4

8.5.5

PIRs, there is no mechanism, other than through local elections, to hold smaller
authorities to account. The LGSCO investigates complaints against larger local
authorities, but this does not extend to Parish Councils. If MHCLG wishes to devolve
more powers to smaller authorities or smaller authorities increase their spending
considerably, MHCLG should consider further accountability arrangements for
smaller authorities.

Financial Reporting in Smaller Authorities

Smaller authorities that are able to declare that they have had had no financial
transactions in the year of account do not need to prepare accounts. Instead they
can send a declaration that they are exempt to their auditor.

Smaller authorities that cannot declare themselves exempt have to prepare an Annual
Governance and Accountability Return (AGAR). The AGAR, which is freely available
and updated annually is prepared by an organisation known as the Joint Panel on
Accountability and Governance (JPAG).

JPAG is responsible for issuing proper practices about the governance and accounts
of smaller authorities. Its membership consists of sector representatives from the
National Association of Local Councils, the Society of Local Council Clerks and the
Association of Drainage Authorities, together with stakeholder partners representing
MHCLG, the Department of Environment, Food and Rural Affairs, CIPFA, the NAO
and a representative of the external audit firms appointed to smaller authorities.

The AGAR has a number of sections. In order these are:

a. Guidance notes on how to complete the template and what information
needs to be published on the authority’s website.

b. The Annual Internal Audit Report.

c. Section 1: The Governance Statement.

d. Section 2: The Accounting Statement, which is prepared on a receipts and
payments basis.

e. The External Auditor Report and Certificate.

Each non-exempt smaller authority is required to complete parts b, ¢, and d of the
AGAR and send it together with a bank reconciliation and an explanation of any
variances between the budget and the outturn to the auditor. The template itself is
quite short, but fairly busy, with detailed guidance included in each section.
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8.5.6 Under the Accounts and Audit Regulations 2015, authorities must publish the
following information on a publicly accessible website. Before 1 July, smaller

authorities must publish:
¢ Notice of the period for the exercise of public rights and a declaration that the

accounting statements are as yet unaudited,;
e Section 1 - Annual Governance Statement, approved and signed; and

e Section 2 - Accounting Statements, approved and signed.

8.5.7 Not later than 30 September, smaller authorities must publish:
¢ Notice of conclusion of the audit;
e The External Auditor Report and Certificate: and
e Sections 1 and 2 of AGAR including any amendments as a result of the
limited assurance review.
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9.1

Conclusions

During the course of this Review it has become increasingly apparent that the current
local audit arrangements fail to deliver, in full, policy objectives underpinning the 2014
Act. As a result, the overriding concern must be a lack of coherence and public
accountability within the existing system. For local audit to be wholly effective it must
provide a service which is robust, relevant, and timely; it must demonstrate the right
balance between price and quality; and be transparent to public scrutiny. The
evidence is compelling to suggest that the current audit service does not meet those
standards.

Key Factors Determining the Outcomes of The Review

9.2 In reaching the outcome and recommendations for this Review the following key
factors have been taken into account:

e providing clarity of purpose in local audit;

e giving emphasis to performance and accountability in local audit framework;

¢ maintaining and improving the stability of the local audit market;

¢ reaffirming the importance of the auditing and accounting staff having the
requisite skills, training and experience to fulfil their roles;

e improving and strengthening the governance arrangements underpinning
effective local audit;

e developing coherence and coordination in the procurement and effective
delivery of audit performance within a clear and consistent accountability
framework;

e engaging key stakeholders in regular dialogue as an aid to maintaining an
effective local audit service; and

e providing transparency in financial and external audit reporting to reinforce
public accountability.

Local Audit

9.3  As currently configured the local audit market is vulnerable, due in no small part to the
under-resourcing of audit work required to be undertaken within the contract sum. In
addressing this weakness, a fundamental review of the fee structure is necessary.
Evidence suggests that audit fees are at least 25% lower than is required to fulfil
current local audit requirements effectively. Concerns reported about variable levels
of knowledge and experience of local government finance and accounting
demonstrated by auditors must also be addressed. The skills and competencies of
auditors must also be paramount if the full extent of audit requirements are to be
delivered satisfactorily. The current audit deadline of 31 July is viewed as unrealistic
and in the light of the evidence presented by the Call for Views, there is a compelling
argument to change this date to 30 September. The procurement arrangements must
acknowledge these factors and it is essential that the audit performance regime offers
assurance to the public that true accountability has been served.

9.4  Attention has been given to whether the existing local audit framework might be

improved to achieve these objectives. The roles and responsibilities of all relevant
bodies should be reviewed to respond to the concerns expressed in this report.
However, the key challenge is the underlying weakness of the current arrangements
where there is no coordination and regulation of local audit activity. This is a role best
discharged by a single overarching body.
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9.5

9.6

9.7

9.8

9.9

9.10

A single body would embrace all aspects of local audit incorporating procurement,
contract management, the code of local audit practice, accountability for performance,
oversight and regulation. Clarity of purpose, consistency and public accountability
would be essential features of this approach and the expertise and skills of those
currently providing these services would be harnessed and maintained in the new
body.

The Review has highlighted a potential weakness in the way in which audit outcomes
are considered and presented to both the local authority and the public. The ability of
Audit Committees, which mostly lack independent, technically qualified members, to
consider, effectively, audit reports has been challenged in responses to the call for
views. In addition, transparency and accountability of audit reports, from a public
perspective is lacking and there is considerable scope for the Key Audit Partner to
present a report on the principal issues arising from the audit to Full Council at least
annually.

The situation facing PCCs and FRAs is many ways similar to those for principal
councils in that audit quality and price are in need of review. Governance here,
however, is somewhat different in terms of reporting lines and public accountability as
these are currently more transparent than those applying in Principal Authorities.

Parish Councils, Meetings, IDBs and other smaller authorities operate on a much
smaller scale and procurement/contractor arrangements are overseen by SAAA
where no serious concerns have been identified. However, there is scope here to
improve public reporting of local audit outcomes and attention should be given to
‘turnover’ thresholds in order to ensure a proportionate level of resource is utilised in
fulfilling audit requirements.

An area that has generated considerable comment is the perceived gap between the
reasonable expectations of many stakeholders and what auditors are required to do
relating to the financial stability and resilience of local authorities. There is a
compelling argument to extend the scope of audit to include a substantive test of
financial resilience and sustainability. The scope of this audit needs to be clearly
defined and focused to ensure there is a balance between cost and the potential
benefits of such additional audit coverage and reporting. This would represent a
genuine demonstration of public accountability.

The new NAO code includes a revised narrative audit opinion and sets out three
reporting criteria relating to financial sustainability, governance and improving
economy, efficiency, and effectiveness. This approach, once fully established, will
provide a very important statement to stakeholders regarding a local authority’s
financial health. In effecting this scrutiny of financial sustainability, the auditor would
also undertake an assessment of the risks identified in the CFO’s annual Section 25
report of the budget. This could be further assisted by a review of the local authority’s
observance of CIPFA’s Financial Management Code which provides a set of
statements including value for money and financial resilience. To ensure that the
Auditor’s work is genuinely transparent and accessible to local taxpayers an Auditor's
Report should be presented to the first Full Council meeting after 30 September every
year, irrespective of whether the financial accounts have been certified.
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Transparency of Financial Reporting

9.11

9.12

9.13

This report has highlighted the inability of the general public to understand the annual
statutory accounts presented by local authorities. The technical complexity of the
accounts means that service users/council taxpayers have little or no opportunity to
comprehend what is being said or to challenge expenditure and income relating to a
specific service and how the local authority has performed.

Three options have been explained in this report as a possible response to this
problem. A review of the existing IFRS based accounts could be undertaken, but,
given the requirement to observe international reporting standards, it may not yield
the simplicity in presentation and terminology that is sought here. An alternative
detailed in this report would entail adapting the existing narrative report produced by
local authorities as an addendum to the statutory accounts where discretion would be
afforded to each local authority regarding style, content and presentation. The third
and final option relates to a new simplified statement of service information and costs
as a means of enabling each local authority to communicate, in a standardised format,
the key information relating to the budget and council tax setting compared to actual
financial performance. If transparency and consistency of financial reporting are to be
achieved this last option best meets these objectives although the experience
developed in the production of narrative reports may be beneficial in its design.

A draft of a simplified statement is included as an annex to this report which
incorporates the key features of simplicity and transparency. Observance of IFRS
based accounts remains an important ingredient in ensuring proper accountability for
financial performance, so the current statutory accounts should still be produced. This
requirement is underpinned by a Code of Accounting Practice produced by CIPFA.
Many local authorities have not purchased the most recent copy of the Accounting
Code. Consideration should be given to this being freely available, given its
importance in the construction of statutory accounts.
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10.

List of Annexes

. What are auditors required to do?
. Roles and duties of Statutory Officers
. Functions of the Office of Local Audit and Regulation

. lllustrative Simplified Financial Statements

a. District Council
b. Fire and Rescue Authority
c. Police and Crime Commissioner

d. Unitary Authority

. Potential impact of recommendations made by other reviews of audit
. Approach of other state auditors to performance audit
. Terms of Reference

. Call for Views respondents
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Appendix — Glossary of Key Terms, Acronyms and
Abbreviations

ACCA - Association of Chartered Certified Accountants
Professional accounting body offering the Chartered Certified Accountant qualification

Accounting Officer

Normally the Permanent Secretary of a government department who is personally responsible for
the regularity and propriety of expenditure, robust evaluation of different mechanisms for delivering
policy objectives, value for money, the management of risk, and accurate accounting for the use of
resources

Accounts and Audit Regulations 2015

Statutory Instrument that sets the deadlines for publishing unaudited local authority accounts for
inspection and for publishing audited local authority accounts; requires local authorities to have an
internal audit; and details the information that must be included in local authority annual report and
accounts.

Adverse Opinion

An audit opinion - a conclusion that an authority’s accounts are not true and fair/proper
arrangements to secure the economy, effectiveness and efficiency of service delivery are not in
place.

AGN - Auditor Guidance Notes

Guidance produced by the National Audit Office to support external auditors in their work and to
facilitate consistency of approach between auditors of the same types of entity. These have the
same status as the NAO Audit Code of Practice

ALB — Arm’s Length Body

A body which has a role in the processes of national government but is not a government
department or part of one, and which accordingly operates to a greater or lesser extent at arm’s
length from ministers.

Annual Audit Letter — also known as Audit Completion Report or ISA260 Report
The annual audit letter summarises key findings from the auditor’s yearly audit; often includes
management recommendations.

AQR - Audit Quality Review team

The part of the Financial Reporting Council that monitors the quality of the audit work of statutory
auditors and audit firms in the UK that audit Public Interest Entities (PIEs). Since 2018-19 AQR has
been responsible for the quality assurance of larger local authority audits.

ARGA — Audit, Reporting and Governance Authority

A planned independent regulatory body to replace the Financial Reporting Council. This was
recommended by Sir John Kingman in his review of the Financial Reporting Council and supported
by Sir Donald Brydon in his review into the quality and effectiveness of audit

Audit Commission

A now disbanded independent public corporation that had the responsibility for appointing auditors
to a range of local public bodies in England. They set the standards for auditors and had oversight
their work
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Audit Scotland
The body responsible for supporting the Auditor General for Scotland in providing independent
assurance to the people of Scotland that public money is spent properly, efficiently and effectively.

BEIS — Department for Business, Energy & Industrial Strategy
Has policy responsibility for statutory audit, including taking forward the recommendations made by
the Kingman and Brydon reviews.

Best Value

A local authority should make arrangements to secure continuous improvement in the way in which
its functions are exercised, having regard to a combination of economy, efficiency and
effectiveness. Under the Duty of best value, therefore, authorities should consider overall value,
including economic, environmental and social value, when reviewing service provision. Central
government may use its best value powers to intervene in a local authority in exceptional cases
where that best value duty has not been met.

Brydon Review
Independent Review into the Quality and Effectiveness of PIE Audits led by Sir Donald Brydon
(published December 2019).

C&AG — Comptroller and Auditor General

An independent officer of the House of Commons who leads and is supported by the National Audit
Office. Has the statutory authority to examine and report to Parliament on whether departments and
the bodies they fund have used their resources efficiently, effectively and with economy.
Responsible for preparing, maintaining, and developing the Code of Audit Practice for local
authority auditors (the Audit Code).

Capital Finance and Accounting Regulations 2003 (as amended)
Regulations governing local authority capital finance and investment. Include the statutory
overrides to GAAP that local authorities in England are required to apply.

Category 1 Authority

A relevant authority that either: (a) is not a smaller authority; or (b) is a smaller authority that has
chosen to prepare its accounts for the purpose of a full audit in accordance with regulation 8 of the
Smaller Authorities Regulations. All local authorities with income or expenditure of more than
£6.5m are Category 1 authorities. The Council of the Isles of Scilly and Shire Districts with income
and expenditure of less than £6.5m are also Category 1 authorities.

Category 2 Authority
A relevant authority that is a smaller authority (that is a parish council, parish meeting or internal
drainage board) and has annual income and expenditure of less than £6.5m

CFO - Local Authority Chief Financial Officer / Head of Finance (also referred to as the S151
Officer)

A local authority officer, who has statutory responsibility for the proper conduct of that local
authority’s financial affairs.

CIAA - Chartered Institute of Internal Auditors
A representative body of internal auditors

CIPFA — Chartered Institute of Public Finance and Accountancy
A professional public finance accountancy body. Maintains four statutory codes that local
authorities are required to ‘have regard to’.
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Clean opinion — also known as an “unqualified opinion”
An audit opinion — that the accounts are true and fair, free from material misstatement and have
been properly prepared in accordance with the applicable accounting framework.

Code of Audit Practice

The “Audit Code” sets out what local auditors are required to do to fulfil their statutory
responsibilities under the Local Audit and Accountability Act 2014. The Comptroller and Auditor
General is responsible for the preparation, publication and maintenance of the Code of Audit
Practice.

Code of Practice on Local Authority Accounting

Public sector organisations responsible for locally delivered services are required by legislation to
prepare their accounts in accordance with the Code of Practice on Local Authority Accounting in
the United Kingdom (the Accounting Code)

CIPFA/LASAAC

A partnership between CIPFA (England, Northern Ireland and Wales) and the Local Authority
(Scotland) Accounts Advisory Committee (LASAAC). Responsible for preparing, maintaining,
developing and issuing the Accounting Code.

CMA — Competition and Markets Authority
A non-ministerial government department responsible for strengthening business competition and
preventing and reducing anti-competitive activities

CMA Markets Study - Audit
The CMA carried out a study into the statutory audit market, to see if the market is working as well
as it should. (published October 2018)

County councils — also known as Shire Counties
Upper tier authority responsible for services across the whole of a county such as: education;
transport; planning; social care.

CQC - Care Quality Commission
An executive non-departmental public body responsible for monitoring, inspecting and regulating
health and social care services.

DHSC - Department for Health and Social Care

District Audit Service

Set up in 1844, and originally part of HMT, was the Audit Commission’s in-house audit practice until
all local authority audits were outsourced for the 2012-13 financial year. Most staff working in the
DAS at that time transferred to the private sector accountancy firms who took on responsibility for
local authority audits.

District Council — also known as Shire District
Lower tier authority, responsible for services over a smaller area than county councils such as:
rubbish collection; recycling; Council Tax collections; housing; planning applications

EFA - Expenditure and Funding Analysis
Summarises the annual expenditure used and funded by the Council together with the adjustments
between the funding and accounting basis to reconcile with the CIES
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Except for opinion

An audit opinion - a conclusion that in all material respects the accounts are true and fair/proper
arrangements are in place except for the matters detailed in the audit certificate and report OR a
conclusion that the supporting evidence provided by the authority is so deficient that the auditor is
unable to conclude whether one or more material items in the accounts are true and fair/a material
element of proper arrangements are in place

Financial Reporting

Financial reporting uses financial statements to disclose financial data that indicates the financial
health of an entity over during a specific period of time. These reports provide information to people
who wish to understand the performance of an entity

FRA - Fire and Rescue Authority

A supervisory body which ensures that a local fire service performs efficiently and in the best
interest of the public and community it serves. FRAs can be part of a another type of local authority
or can be stand-alone entities.

FRAB - Financial Reporting Advisory Board

The role of the board is to ensure that government financial reporting meets the best possible
standards of financial reporting by following Generally Accepted Accounting Practice as far as
possible.

FRC - Financial Reporting Council

An independent regulatory body which regulates auditors, accountants and actuaries and sets the
UK'’s Corporate Governance and Stewardship Codes. Currently transforming into a new body the
Audit, Reporting and Governance Authority.

FReM - UK Central Government Financial Reporting Manual

The technical accounting guide to the preparation of financial statements, prepared after
consultation with the Financial Reporting Advisory Board. It complements guidance on the handling
of public funds published separately by the relevant authorities in England and Wales, Scotland and
Northern Ireland

General Fund
The main revenue account that local authorities are required to maintain. The majority of income
goes into the general fund account and most service expenditure is funded from it.

General Power of Competence

Introduced by the Localism Act 2011 and took effect in February 2012. In simple terms, it gives
councils the power to do anything an individual can do provided it is not prohibited by other
legislation. Most wholly-owned local authority companies are set up under the General Power of
Competence.

Generally Accepted Accounting Practice/Principles (GAAP)

A collection of commonly-followed accounting rules and standards for financial reporting. The
acronym is pronounced "gap." GAAP specifications include definitions of concepts and principles,
as well as industry-specific rules.

Going Concern Test

An element of the audit report certifying that readers of a set of accounts are entitled to assume a
business will continue in the future, unless there is evidence to the contrary. Going concern
reporting is very specifically about ensuring that the correct accounting basis is being used, not
about confirming whether an authority is running out of resources.
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Greater London Authority (GLA)

A type of local authority. The GLA regional authority, with powers over transport, policing, economic
development, and fire and emergency planning in Greater London. The GLA is unique in the
British devolved and local government system, in terms of structure elections and selection of
powers.

Head of Paid Service

The Head of Paid Service has statutory responsibility for the management and coordination of the
employees appointed by the Council. Although the roles are separate, frequently the Chief
Executive or Managing Director of a local authority.

HMICFRS - Her Majesty's Inspectorate of Constabulary and Fire & Rescue Services
Inspectorate responsible for independently assessing the effectiveness and efficiency of police
forces and fire & rescue services.

HMT — Her Majesty's Treasury

HOFMCP - Home Office Financial Management Code of Practice
The financial management code of practice provides clarity around the financial governance
arrangements within policing

Housing Revenue Account

Legislation prohibits social housing expenditure from being subsidised by general fund expenditure
and vice versa. Therefore, local authorities with social housing stock are required to maintain a
separate “housing revenue account”, which must be self-financing.

ICAEW - Institute of Chartered Accountants of England and Wales

A professional membership organisation that promotes, develops and supports chartered
accountants and students in the UK, Wales and globally. Responsible for maintaining the register
of firms and KAPs qualified to sign off audits of local authority accounts.

ICAS - Institute of Chartered Accountants of Scotland
A professional membership organisation that promotes, develops and supports chartered
accountants and students in Scotland.

IFRS - International Financial Reporting Standard (set by the International Accounting Standards
Board)

A public interest organisation which has developed and maintains a single set of globally accepted
accounting standards.

Internal Drainage Board

A type of local authority which is established in areas of special drainage need in England and
Wales with permissive powers to undertake work to secure clean water drainage and water level
management within drainage districts. The area of an IDB is not determined by county or
metropolitan council boundaries, but by water catchment areas within a given region.

ISA - International Standards on Auditing

Standards for audits of financial statements, which include objectives for the auditor, together with
requirements and related application and other explanatory material. ISAs(UK) are issued by the
FRC.

KAP — Key Audit Partner
A senior member of staff within an audit firm who is registered to sign off a set of local authority
accounts. Does not need to be a partner in the firm.
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Kingman Review
Independent Review of the Financial Reporting Council led by Sir John Kingman (published
December 2018). Included commentary and recommendations for local audit.

KPI — Key Performance Indicator
A performance measurement which helps evaluate the success of an organisation or of a particular
activity in which it engages.

LGA - Local Government Association
The national membership body for local authorities.

LGSCO - Local Government and Social Care Ombudsman
A service that investigates complaints from the public about councils, registered adult social care
providers and other select bodies providing public services in England

Limitation in Scope

An audit opinion - a conclusion that the supporting evidence provided by the authority is so deficient
that the auditor is unable to conclude whether the accounts are true and fair and/or proper
arrangements are in place to deliver economy, efficiency and effective services.

Local Audit and Accountability Act 2014
Abolished the Audit Commission and established the current arrangements for the audit and
accountability of the local public audit system

Local Audit Delivery Board

Consultative board chaired by MHCLG, which compromises of representatives of relevant
departments and framework bodies to facilitate sharing of information about the operation of the
local authority accounting framework. Meetings are held in private and it has no formal powers
or remit.

Local Government Act 2000
An Act to make provision with respect to the functions and procedures of local authorities

London Borough

A single tier of local authority that provides all the services that a county and district/borough/city
council would usually provide. Some services, like fire, police and public transport, are provided
through the Greater London Authority.

Mayoral Combined Authority

A type of local authority created in areas where they are considered likely to improve transport,
economic development and regeneration. MCAs are led by metro mayors who make decisions
about policy and spending in conjunction with council leaders from each constituent council. Both
the metro mayor and each of the council leaders have a single vote and must approve or oppose
decisions.

Metropolitan borough — also known as Metropolitan District

A single tier of local authority that provides all the services that a county and district/borough/city
council would usually provide. Some services, like fire, police and public transport, are provided
through ‘joint authorities

MHCLG - Ministry of Housing, Communities and Local Government

The government department with policy responsibility for the local audit framework.
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MIRS - Movement in Reserves Statement

Shows how the movement in reserves in the Balance Sheet is reconciled to the CIES deficit and
what adjustments are required to be charged to the general fund balance for Council Tax setting
purposes

Monitoring Officer

A local government officer with three main roles: to report on matters he or she believes are, or are
likely to be, illegal or amount to maladministration; to be responsible for matters relating to the
conduct of councillors and officers; and. to be responsible for the operation of the council's
constitution.

NAO - National Audit Office

The UK’s independent public spending watchdog. The NAO support Parliament in holding
government to account and they work to improve public services through their audits. They are led
by the Comptroller and Auditor General

NHSI(E) — NHS England and NHS Improvement

The umbrella body for the NHS in England. From 1 April 2019, NHS England and NHS
Improvement have worked together as a new single organisation to better support the NHS to
deliver improved care for patients.

Ofsted - Office for Standards in Education

Office for Standards in Education, Children’s Services and Skills. Inspect services providing
education and skills for learners of all ages. Also inspects and regulate services that care for
children and young people including those delivered by local authorities.

Parish Council — can also be known as community councils

A civil local authority found in England and is the lowest tier of local government. They are elected
corporate bodies, have variable tax raising powers. Responsibilities of parish council’s vary
considerably but can include allotments, bus shelters, burials and maintenance of common land
and rights of way.

Parish Meeting

A meeting to which all the electors in a civil parish are entitled to attend. In some cases, where a
parish or group of parishes has fewer than 200 electors, the parish meeting can take on the role of
a parish council, with statutory powers, and electing a chairman and clerk to act on the meeting's
behalf.

PCC - Police and Crime Commissioner
An elected official in England and Wales charged with securing efficient and effective policing of
a police area. Commissioners replaced the now-abolished police authorities.

PIE — Public Interest Entity

A listed company or an entity with listed debt. Under EU Law, entities are designated by Member
States and are usually defined as having undertakings that are of significant public relevance
because of the nature of their business, their size or the number of their employees.

PIR — Public Interest Report

When an Auditor considers there to be a matter that is sufficiently important enough to be publicly
brought to the notice of the council or the public they can make a report in the public interest.
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PSAA - Public Sector Audit Appointments Ltd

Public Sector Audit Appointments is a company limited by guarantee wholly owned by the Local
Government Association. PSAA are specified as an appointing person for local authority under
provisions of the Local Audit and Accountability Act 2014. The functions of PSAA are specified in
statute.

Qualified Audit Opinion

When an external auditor concludes that financial records have not been maintained in accordance
with the Generally Accepted Accounting Principles. There are three types of qualified opinion; an
except for; adverse; and limitation in scope opinion

SAAA - Smaller Authorities' Audit Appointments Ltd
The sector-led limited company appointed as the specified person to procure and appoint external
auditors to smaller authorities and to manage the ongoing smaller authority audit contracts.

SERCoP - Service Reporting Code of Practice

A statutory code that sets out the proper practices with regard to consistent financial reporting for
services; all local authorities in the UK are expected to adopt its mandatory requirements and
recommendations and use them when reporting statistical data to central government.

Smaller Authorities - parish, community and town councils and internal drainage boards
These operate at a level below district and borough councils and in some cases, unitary authorities.
They sometimes deliver additional services on behalf of the district council.

SOLACE — Society of Local Authority Chief Executives
Members' network for local government and public sector professionals throughout the UK

TUPE - Transfer of Undertakings (Protection of Employment)

Regulations to protect employees if the business in which they are employed changes hands. The
two types of transfer protected by TUPE regulations are business transfer and service provision
changes

Unitary Authorities
A single tier of local authority that provides all the services that a county and district/borough/city
council would usually provide.

Unqualified Audit Opinion
When an external auditor concludes that the financial statements of an entity present fairly its
affairs in all material aspects

VfM Conclusion — Value for Money Conclusion

A requirement that external auditors undertake sufficient work to be able to satisfy themselves as to
whether the audited body has put arrangements in place that support the achievement of value for
money. In carrying out this work, the auditor is not required to satisfy themselves that the audited
body has achieved value for money during the reporting period

Welsh Audit Office

The Wales Audit Office provides staff and other resources for the Auditor General’s work, and
monitors and advises the Auditor General for Wales.
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Agenda item 6
AGS/78/20

Report title: Internal Audit and Counter Fraud Progress Report

Report to: Audit, Governance and Standards Committee

Report author: Paula Clowes — Head of Assurance

Date: 28 September 2020 For: Discussion

Enquiries to: Paula Clowes — Head of Assurance paula.clowes@essex.gov.uk

County Divisions affected: All Essex

1. Purpose of Report

1.1 This report provides the Audit, Governance and Standards Committee with
the current position regarding Internal Audit and Counter Fraud activity in
relation to the 2020/21 Internal Audit Plan (approved by the Audit,
Governance and Standards Committee in July 2020). It reflects the situation
as at 31 August 2020.

2. Recommendation

2.1  That the report be noted.

3. Key Issues
3.1 The following matters are of particular note:

e No reports with ‘no assurance’ have been issued during the period

e One audit has been completed that received limited assurance —
Accounts Receivable. This report has been issued to members in full
and the service will attend the committee to provide explanation and an
update.

e As at 8 September 2020 there were four Critical and fifteen Major
recommendations open, of which six Major recommendations have
moved beyond their latest agreed due date.

e Fraud Referrals are significantly lower than the same period last year,
due to the Covid-19 pandemic.

e Using the NFI data hub £185,054.23 has been recovered related to
overpayments to Residential Care Homes.

4, Details of Internal Audit and Counter Fraud Activity

4.1 Final Internal Audit Reports Issued

4.1.1 When Internal Audit issues a report it gives an overall assurance rating which
is either ‘Good’ ‘Adequate’ ‘Limited’ or ‘No’ Assurance. The final reports
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issued since the March 2020 Audit, Governance and Standards Committee
are listed below.

Executive Summaries for those reports receiving ‘Limited Assurance’ are set
out in Appendix 1.

Full internal audit reports are available to Members on request.

e Accounts Receivable
Limited > ¢ IT Major Incident Management — follow up review

Control Account Reconciliations

Cyber Security

Journals and Virements

Supplier Resilience

Risk Management — follow up review
Deprivation of Assets and Deferred Payments
Schools Income

South East Local Enterprise Partnership
Coroners

Office 365

Payroll

The Corporate System (TCS) — Change Management
Country Parks Income

Satisfactory >

Troubled Families Grant

EU Interreg Grant — SPONGE (preventing flooding)

EU Interreg Grant - PROFIT (promoting tourism to the Essex coast)
EU Interreg Grant - EMPOWER

SELEP Growth Hub Grant

Covid-19 Bus Services Support Grant

DfT Blue Badge New Criteria Implementation (No 31/2936)

M11 Junction 7A Business Case Costings

Ongoing support to the Oracle Fusion Programme

Other >
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4.2 Implementation of Internal Audit Recommendations

42.1

4.2.2

4.2.3

4.2.4

4.2.5

4.3

43.1

4.3.2

Whenever any recommendations are made in an audit report, Managers are
asked to agree what activity they will undertake to address the
recommendations and to agree timescales for implementation.

Progress on the implementation of recommendations is monitored by the
Internal Audit service.

Critical or Major recommendations which have not been implemented within
the agreed timescale are reported to the Audit, Governance and Standards
Committee. Outstanding recommendations are provided to Functional
Leadership Teams (FLT) quarterly.

As at 8 September 2020 there were 4 Critical and 15 Major recommendations
open, of which 6 Major recommendations have moved beyond their latest
agreed due date. See Appendix 3 for further detail.

The current assessment rationale for grading the priority of recommendations
made and the level of assurance (audit opinion) for each individual audit
review is attached at Appendix 2.

Counter Fraud Activity

The Counter Fraud Team has a remit to prevent, detect and investigate fraud.
This includes proactive work utilising data matching and analytical work. In
some cases we will pursue sanction through the civil or criminal courts and
where possible seek to recover lost/stolen monies.

Fraud Referrals

During the 6 month period 1 March 2020 to 31 August 2020, 59 referrals were
received (including blue badge referrals). The table below shows how this
compares to the same period last year and demonstrates that the number of
referrals received this year is lower than the same reporting period last year
(128 referrals were received during the same period last year). This is largely
due to the impact of the Covid-19 pandemic, the fact that blue badge
enforcement was suspended for the first 3 months of the reporting period and
referrals in relation to social care were reduced as Adult Social Care re-
prioritised their resources during the pandemic. Face to face monitoring
reviews have been suspended; although a new team, the Direct Payment
Monitoring Team, has been established who will review Direct Payment
accounts. It is envisaged that referrals in relation to adult social care will
increase once this team is fully operational.
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4.3.3 The bar chart below demonstrates the type of referrals received, with a
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4.3.4

4.3.5

4.3.6

Internal Data Matching

The Counter Fraud team now includes a Data and Intelligence Specialist.
Data matching / analytical work has been completed during the 6 month
period in the following areas:

e payroll and expenses to identify potential erroneous, duplicate or
fraudulent or unusually high payments;

e adult social care, predominantly to cleanse data between the social
care case management system and the payment system. The latest
review resulted in some 79 records being highlighted for update.

e Adult social care — an analysis of care packages to identify where
domiciliary and residential care packages overlap and may not have
been fully closed down on the system — testing is currently underway.

Essex Council Tax Data Matching Initiative

The Council is supporting an Essex-wide data matching project that involves
all councils providing data to ensure that income received from council tax is
maximised. ECC provides data sets to support the data matching which is
now undertaken on a monthly basis and the Counter Fraud Team provides
support to districts in dealing with the output. Total cumulative savings
recorded as at August 2020 (from July 2017) are £1,943,529.

National Fraud Initiative Data Matching Exercise and NFI Fraud Hub

The National Fraud Initiative is a biennial exercise overseen by the Cabinet
Office. This is a mandatory exercise which all public sector bodies participate
in, submitting prescribed data sets to the Cabinet Office to facilitate a national
data matching exercise to be completed. The Counter Fraud Team are due to
submit datasets to the Cabinet Office in October 2020. Matches are
scheduled to be returned for investigation during February and March 2021.

4.3.7 In addition to the mandatory data matching, the Counter Fraud Team

subscribed to the NFI Fraud Hub in March 2020. Discretionary data matching
is permitted on an ad hoc basis, using the same prescribed data sets as
submitted as part of the national exercise. Data sets relating to Adult Social
Care and Pensions have been uploaded and matched to the mortality listing.
These matches have been investigated and where ECC had not been notified
of the respective death, records have been updated and further payments
have been prevented. This reduces the reputational damage to ECC by
making payments after the date of death and also trying to pursue monies
paid in error. The following savings to ECC during the last 5 month period:
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Data Set Number Financial Savings
of
matches
Residential Care Home to 47 £185,054.23 - all
Deceased recovered
Personal Budgets to Deceased 4 £19,404.24 — (recovery
not yet calculated)
Pensions to Deceased 73 £57,040.88
(£35,107.38)

Note — the Cabinet Office are currently investigation the legislation regarding
patient data. We are unable to submit adult social care datasets for matching
purposes pending the results of this review.

Cifas Pilot

4.3.8 ECC joined the Cifas data matching pilot in early 2019. To date, data sets
from ECC have been submitted for matching in relation to adult social care,
pensions and insurance claims. Although several matches to mortality records
were identified, there has been limited use in the service. We are currently in
negotiation with Cifas regarding the future of the scheme.

Fraud Awareness Training

4.3.9 At present, 85% of all ECC staff have completed the e-learning modules
relating to:

¢ Anti-fraud and corruption
e Anti-bribery and money laundering.

4.3.10 In addition, the Counter Fraud Team have completed bespoke fraud
awareness sessions for the following:

e Direct Payment Monitoring Team
e Social Work Team — Local Delivery South

4.3.11 During the Covid-19 pandemic, the Counter Fraud Team have worked with
several service areas to provide advice and guidance as new processes and
procedures were put in place to deal with changing circumstances and the
need to distribute additional funding to providers in a prompt and efficient
way, whilst still maintaining a robust control framework with minimal
exposure to fraud and error. The Counter Fraud Team have supported the
following functions during this period:

o ELS Deputyship Service — procedures to send cash to clients

o Operation Shield — procedures to distribute supplies and support
to Essex residents

o Procurement — distribution of Adult Social Care (ASC) funding
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Outcomes

4.3.12 During the period 1 March to 31 August 2020, the following outcomes and
sanctions have been achieved:

Outcome Type
March to March to
August 2019 August 2020

Prosecutions 2 0
Dismissals 1 0
No fraud established 14 14
Phishing / Referred to third party 0 1
Blue Badges — Misuse letter issued 11 0
Blue Badges - Seized 15 1
ASC - Financial recovery 10 9
ASC - PB terminated 2 6
*Other 14 10

*Qther outcomes include:

o Referrals to the Deputyship Team where Power of Attorney not in place,

e Revision of financial assessments where non-disclosure of assets or deprivation of
assets identified,

e Additional guidance & support provided where potential misuse of personal budgets,

e Reduction of Personal Budgets.

Financial Recoveries

4.3.13 In addition to the savings identified during the data matching exercise, this
period, the following financial outcomes have been achieved:

Financial Outcomes

300,000.00
200,000.00
000 [ ] I
Monies Recovered Monies in Future Losses Estimated Losses
Recovery Prevented

March to August 2019 B March to August 2020

The future losses prevented mainly related to personal budgets (adult social
care) which have been reduced or terminated during the year due to fraud or
misrepresentation of circumstances, such as care needs have been
overstated, misuse of funds, deprivation of assets. Future losses are
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estimated as the annual value of a personal budget (i.e. the cost to ECC if the
personal budget had continued to be paid until the next social care review).

4.3.14 In addition, notional savings of £575 have been identified as 1 expired blue
badge has been taken out of circulation, each badge being attributed a value
of £575 (figure determined by the Cabinet Office).

Annual Assessment against the Fighting Fraud & Corruption Locally
(FFCL) Checklist

4.3.15 The Counter Fraud Team have completed an annual assessment of the
Councils position in relation to the robustness and effectiveness of their fraud
arrangements and culture, using the revised FFCL Checklist. The checklist is
attached at Appendix 4 and demonstrates that ECC is almost 95% compliant.

5. Financial Implications

5.1 There are no financial implications as the Internal Audit and Counter Fraud
activity 2020/21 will be met within existing resources.

6. Legal Implications

6.1 Internal Audit is a key way in which councillors can be assured that the
Council is using its resources effectively and that the Council is discharging its
fiduciary duties concerning taxpayers’ money. It helps services to design
systems which have appropriate controls and also helps identify and respond
to breaches if they occur. This report seeks to update the Audit, Governance
and Standards Committee on the activities of the Council’s Internal Audit and
Counter Fraud service for the purposes of providing further assurance.

7. Equality and Diversity Implications

7.1 Section 149 of the Equality Act 2010 creates the public sector equality duty
which requires that when ECC makes decisions it must have regard to the
need to:

(@) Eliminate unlawful discrimination, harassment and victimisation and
other behaviour prohibited by the Act

(b) Advance equality of opportunity between people who share a protected
characteristic and those who do not

(c) Foster good relations between people who share a protected
characteristic and those who do not including tackling prejudice and
promoting understanding.

7.2 The protected characteristics are age, disability, gender reassignment,
pregnancy and maternity, race, religion or belief, gender and sexual orientation.
Equality and diversity matters have been considered in the production of the
progress report.

Page 121 of 157



8. List of Appendices

Appendix 1 Executive Summaries for Limited Assurance Reports

Appendix 2 Current assessment rationale for grading the priority of
recommendations in Internal Audit reports.

Appendix 3 Critical and Major Recommendations which are overdue for
implementation as at 31 August 2020

Appendix 4 Completed Assessment against the Fighting Fraud and Corruption
Locally Checklist

0. List of Background Papers

Internal Audit reports
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Appendix 1

Accounts Receivable 2019/20
Final Internal Audit Report

Audit Plan Ref: CC1

Date Issued: 8 July 2020
Function: Finance and Technology
Audit Sponsor: John Delgado — Head of Finance, Transactional Services

Distribution List: Nicole Wood — Executive Director, Finance and Technology; Stephanie Mitchener — Director,
Finance; John Delgado; Bola Odunsi — Service Manager (Income and Assessments); Gavin Jones — Chief Executive;
Clir. Finch — Leader of the Council; Cllr. Whitbread — Cabinet Member for Corporate, Customer, Culture and
Communities; Barry Pryke — External Audit; Neil Woodcock — Senior Finance Officer; Jo Cook — Senior Finance

Officer, Vicky Hotson — Service Manager; Mark Hibbitt — Financial Analyst Jp—
Ay
Page 123 of 157 LAYy,

Accounts Receivable 2019/20 (CC1) Essex County Council



\[e}

Satisfactory

Assurance

Opinion

Good Critical Major Moderate
Number of 5
|SSU€S But one - risk 5
tolerated

Audit Objective

Key Messages

Direction of

Travel

The objective of the audit was to assess whether an
adequate control framework is in place to ensure debt
collection activity is:

e correct
e complete

e authorised

e valid
e timely
o efficient

Scope of the Review and Limitations

The scope of the review covers the processes only to
chase both Adult Social Care (ASC) and sundry debts
once they are past the due date.

This review covered the period 2019/20 to January 2020
and so was conducted prior to Covid - 19.

The processes around deprivation of assets and
deferred payments has been reviewed separately (ECC
1920 CC6) and is not in the scope of this audit.

There has been close oversight of debt management and a sustained focus on
improving collection processes and outcomes, supported by senior management
and Members.

It has been acknowledged by management that throughout 2019/20 the income
recovery processes have needed further improvements as in particular the
current IT systems do not currently have some key functionality to provide
consistent, timely and easy to produce assurance over the end-to-end debt
collection process. Work was planned with Fujitsu to improve this, but given cost
and resources to do so and the time until the new corporate systems are
implemented, this risk will be tolerated until then.

There is limited assurance that the ongoing collection activity needed when
debts are not received by due dates is consistently happening as required by the
Income Recovery and Debt Collection Strategy and such actions are being
taken in the most effective and timely manner. During the year, additional and
improved manual processes and reporting have been introduced to direct and
oversee the performance of debt collectors but not all recommendations from
last year have yet been fully implemented.

Management information in the monthly income performance packs shows that
targets for collection of Adult Social Care debt within 60 and 90 days are
generally not being met (there is a good reported performance for sundry debts).
But there has been progress towards reducing the overall debtor balance,
particularly Adult Social Care debts during the year.

Given the Council’s wider financial pressures and need to find ongoing savings,
and the value of debts, the importance and benefit of effective debt recovery
action is increased.

>

The opinion is the
same as last
year.

There have been
some process
improvements
introduced, and
progress is being
made to address
the fundamental,
system-based
process
limitations

Accounts Receivable 2019/20 (CC1)
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Final Internal Audit report

Major Incident Management follow up
Audit plan ref: ECC 1920 CC10

Follow up results:

e Three recommendations have been implemented

e Three major recommendations are not yet fully implemented

Date Issued: 11 May 2020
Function: Finance and Technology
Audit Sponsor: Melanie Hogger, Director, Technology Services

Distribution List:

Tracey Kelsbie, Chief Operations Officer, Technology Services; Nicole Wood, Executive
Director, Finance and Technology (Section 151 Officer); Gavin Jones, Chief Executive;
ClIr. Finch, Leader of the Council; Clir. Barker, Cabinet Member for Corporate,

Customer, Culture and Communities; Barry Pryke (external audit) APy,
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1. Executive Summary

Number of recommendations followed up

Number of recommendations implemented

Number of recommendations with further actions required -

Follow up outcome
Critical ‘ Moderate

1

1

Review objective Key Messages

The Major Incident Management report issued in March 2019
gave a limited assurance opinion. This review’s objective is to
assess whether the six recommendations made have now been
implemented effectively and are now embedded as business as
usual.

Scope of the review

This review is limited in scope to following up the six
recommendations made in the March 2019 report.

As a follow up, this work did not assess the current design
and or operation of all controls previously identified or
present. Therefore, this follow up should not be taken as a
wider assurance over the overall control environment regarding
major incident management.

Three of the six recommendations are judged to be now implemented and therefore the identified
risks associated with those recommendations now satisfactorily managed. Two major priority
recommendations are partially implemented, and the associated risks remain at major. One
major priority recommendation is substantially implemented, and the associated risk is how low.

When fieldwork was completed at the beginning of March 2020, it was concluded more work was
needed to fully implement the major priority recommendation to ensure the major incident
management process aligns with, and meets the requirements of, an updated and corporately
agreed assessment of the most strategically critical technology and applications. This
recommendation is therefore dependent on the wider work to refresh the council’s business
continuity arrangements which is in progress.

Since the Covid-19 outbreak there has been a major incident as the network has again struggled
to cope with mass working from home which has impacted on the performance of a large number
of critical applications, including social care systems.

There has been an ongoing and significant major incident management response, and this has
accelerated the development of temporary capability to manage this type of incident to enable
priority users to access critical technology and restricting non-priority staff to applications which
are accessed through the internet rather than ECC network. This is very recent, and the ongoing
effectiveness of the new arrangements for all applications and all staff has not been fully
assessed.

More work is also needed to implement the major priority recommendation to improve the post-
inciderg iy @n 1Bgor incidents to provide clearer understanding and contextualise major
incidents (individually and collectively) to reduce the risk or severity of incidents in future.




Appendix 2
Current assessment rationale for grading the priority of recommendations in Internal Audit reports

Risk rating | Assessment rationale

® Critical and urgent in that failure to address the risk could lead to one or more of the following occurring:
. Significant financial loss (through fraud, error, poor value for money)
Critical = Serious safeguarding breach

. Life threatening or multiple serious injuries
= Catastrophic loss of service
. Failure of major projects
= Critical Information loss leading to Information Commissioner’s Office (ICO) referral
. Reputational damage — Intense political and media scrutiny i.e. front-page headlines, television coverage.
. Possible criminal, or high profile, civil action against the Council, Members or officers.
L] Intervention by external agencies
Remedial action must be taken immediately
Major in that failure to address the issue or progress the work would lead to one or more of the following occurring:
] High financial loss (through fraud, error, poor value for money)
Major =  Safeguarding breach
= Serious injuries or stressful experience requiring medical treatment, many work days lost.
= Significant disruption to service (Key outcomes missed, some services compromised. Management action required to overcome medium term difficulties)
L] Major Information loss leading to internal investigation
] Reputational damage — Unfavourable external media coverage. Noticeable impact on public opinion.
= Scrutiny required by external agencies
Remedial action must be taken urgently
Moderate in that failure to address the issue or progress the work would lead to one or more of the following occurring:
. Medium financial loss (through fraud, error or poor value for money)
Moderate = Significant short-term disruption of non-core activities
= Scrutiny required by internal committees.
. Injuries or stress level requiring some medical treatment, potentially some work days lost
L] Reputational damage — Probable limited unfavourable media coverage.
Prompt specific action should be taken

® Low in that failure to address the issue or progress the work would lead to one or more of the following occurring:
. Low financial loss (through error or poor value for money)
Low L] Minor errors in systems/operations or processes requiring action or minor delay without impact on overall service delivery schedule. Handled within normal day to day routines.

L] Reputational damage — Internal review, unlikely to have a wider impact.
Remedial action is required

Assurance Level | Description

Good Good assurance - there is a sound system of internal control designed to achieve the objectives of the system/process and manage the risks to achieving those objectives. Recommendations will
normally only be of Low risk rating. Any Moderate recommendations would need to mitigated by significant strengths elsewhere.

Adequate/ Adequate/satisfactory assurance — whilst there is basically a sound system of control, there are some areas of weakness, which may put the system/process objectives at risk. There are

Satisfactory Moderate recommendations indicating weaknesses but these do not undermine the system’s overall integrity. Any Critical recommendation will prevent this assessment, and any Major
recommendations relating to part of the system would need to be mitigated by significant strengths elsewhere.

Limited Limited assurance — there are significant weaknesses in key areas in the systems of control, which put the system/process objectives at risk. There are Major recommendations or a number of
moderate recommendations indicating significant failings. Any Critical recommendations relating to part of the system would need to be mitigated by significant strengths elsewhere.

No No assurance —internal controls are generally weak leaving the system/process open to significant error or abuse or reputational damage. There are Critical recommendations indicating major
failings
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Appendix 3

Overdue Critical and Major Internal Audit Recommendations as at 8 September 2020

Essex Child Children, Safeguarding: assurance 31/03/20 | No update provided since January 2020. Director, Strategic Major
and Family Families and reporting and escalation Commissioning & Risk
Well-being Education processes Policy
Service
(1819 CF4)
Building Place and Partner Organisation 31/08/19 | Update as at 6 January 2020: Contract Manager, Major
Security Public Health Leaver Process Suggestions put forward from the service to improve the control Corporate Risk
(1920 PPH5) weaknesses identified, these have recently been approved by

Internal Audit and are in the process of being implemented.
Facilities Place and Ongoing assurance 30/11/19 | Update as at 17 February 2020: Contract Manager, Major
Management | Public Health | reporting over Mitie's Procurement are currently in process of auditing Mitie's PMO Corporate Risk
(1819 1E5) procurement processes procurement process. Reverting back to the previous areas of

concern.
Absence Organisation Completeness of Return to | 09/03/20 | Update as at 29 July 2020: Head of People, Major
Management | Development | Work Action Reporting completed on a six monthly basis by exception. The Insight and Risk
(1718 CORS) | and People need for this to be automated has been fed into the Corporate Technology

Systems Programme which has now fully started, and we will know

more as this progresses. Oracle have confirmed that these

requirements can be delivered, should ECC select them.
Absence Organisation Notifications to Line 09/03/20 | Update as at 29 July 2020: Head of People, Major
Management | Development | Managers/ Management Absence management at Unit level upwards has continued to be Insight and Risk
(1718 COR5) | and People Information on part of the Management Information Tool sent to Managers. Technology

Compliance Reporting of individual employees reaching absence triggers

completed on a six monthly basis by exception. Line Managers

receive email notifications once their employee hits specific

absence triggers. The Corporate Systems Programme has now

fully started, and the need for this area to be automated has been

fed into the ODP requirements. Oracle have confirmed that these

requirements can be delivered, should ECC select them.
Accounts Finance and Management Information | 31 July None provided but audit only finalised in July 2020. Service Manager, Major
Receivable Technology does not help compliance 2020 Income

with the Collection
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Appendix 4

Fighting Fraud & Corruption Locally Checklist

\/ ECC fully compliant with this statement

ECC partially compliant with this statement

Statement

ECC Position - September 2020 review

<

The local authority has made a proper assessment of its
fraud and corruption risks, has an action plan to deal with
them and regularly reports to its senior Board and its
members.

Fraud Risks reviewed annually and Fraud Risk
Register updated accordingly. High risk areas are
identified and incorporated in annual Internal Audit &
Counter Fraud Plan which is presented to the Audit,
Governance and Standards (AGS) Committee for
approval.

The local authority has undertaken a fraud risk assessment
against the risks and has also undertaken horizon scanning
of future potential fraud and corruption risks. This
assessment includes the understanding of the harm that
fraud may do in the community.

An annual fraud risk assessment is completed, which
incorporates emerging risk areas and the potential
exposure to these risk areas.

There is an annual report to the audit committee, or
equivalent detailed assessment, to compare against FFCL
2020 and this checklist.

Annual assessment completed, using either the
CiPFA\FFCL checklist. Any areas to address are
identified and included in the progress reports
presented to the AGS committee

The relevant portfolio holder has been briefed on the fraud
risks and mitigation

Head of Assurance provides monthly reports to
Finance Portfolio holder.

The audit committee supports counter fraud work and
challenges the level of activity to ensure it is appropriate in
terms of fraud risk and resources

Annual report and quarterly progress reports presented
to AGS Committee. This includes details of resources.

ANANANANIRN

There is a counter fraud and corruption strategy applying to
all aspects of the local authority’s business which has been

Updated Counter Fraud Strategy in place, which is
reviewed biennially and presented to the AGS
Committee for approval.
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Statement

ECC Position - September 2020 review

communicated throughout the local authority and
acknowledged by those charged with governance.

The local authority has arrangements in place that are
designed to promote and ensure probity and propriety in
the conduct of its business.

The authority has a range of policies and procedures in
place underpinned by mandatory e-learning modules.

The risks of fraud and corruption are specifically
considered in the local authority’s overall risk management
process.

Partial Compliance - Fraud risks are considered by
each service and incorporated in the fraud risk
register as appropriate. Risk workshops are held with
service areas to review fraud risks and mitigation.

Counter fraud staff are consulted to fraud-proof new
policies, strategies and initiatives across departments and
this is reported upon to committee.

Partial Compliance - Internal Audit and Counter Fraud
are consulted on some new projects to advise on
fraud/control risks and mitigation.

Support provided is included in regular reports to AGS
committee.

Successful cases of proven fraud/corruption are routinely
publicised to raise awareness.

Partial Compliance - Consideration is given to
reporting\publicising all prosecuted case of fraud.
Outcomes of all investigations are reported to AGS
committee which is in the public domain.

The local authority has put in place arrangements to
prevent and detect fraud and corruption and a mechanism
for ensuring that this is effective and is reported to
committee.

These arrangements are considered as part of the
fraud risk assessment and internal control framework
which is subject to regular review and reported to the
AGS committee.

ANAN

The local authority has put in place arrangements for
monitoring compliance with standards of conduct across
the local authority covering:

— codes of conduct including behaviour for counter fraud,
anti-bribery and corruption

— register of interests

— register of gifts and hospitality

ECC has the appropriate policies in place including
register of interests and gifts and hospitality which are
subject to regular review and monitoring.
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Statement

ECC Position - September 2020 review

The local authority undertakes recruitment vetting of staff
prior to employment by risk assessing posts and
undertaking the checks recommended in FFCL 2020 to
prevent potentially dishonest employees from being
appointed.

Pre employment vetting undertaken as part of the
recruitment process

Members and staff are aware of the need to make
appropriate disclosures of gifts, hospitality and business.
This is checked by auditors and reported to committee.

All staff and members are prompted annually to make
the appropriate declarations and this process is subject
to regular review by internal audit. All audit reports are
reported to the AGS committee.

There is a programme of work to ensure a strong counter
fraud culture across all departments and delivery agents
led by counter fraud experts.

Annual programme of work approved by AGS
committee and mandatory online learning available to
all staff.

There is an independent and up-to-date whistleblowing
policy which is monitored for take-up and can show that

suspicions have been acted upon without internal pressure.

Whistleblowing policy in place and regularly reviewed.
Independent external whistleblowing hotline in place
which is routinely monitored on a monthly basis.

Contractors and third parties sign up to the whistleblowing
policy and there is evidence of this. There should be no
discrimination against whistleblowers.

Whistleblowing policy applies to contract staff. Third
party whistleblowing policy reviewed as part of the
procurement process.

Fraud resources are assessed proportionately to the risk
the local authority faces and are adequately resourced.

Regular benchmarking reviewed to ensure that fraud
resources are commensurate with other similar local
authorities.

There is an annual fraud plan which is agreed by
committee and reflects resources mapped to risks and
arrangements for reporting outcomes. This plan covers all
areas of the local authority’s business and includes
activities undertaken by contractors and third parties or
voluntary sector activities.

Annual Internal Audit & Counter Fraud plan is agreed
by AGS Committee and resources directed as
appropriate, considering the fraud risk assessment.

ANERNANANANANE NN

Statistics are kept and reported by the fraud team which
cover all areas of activity and outcomes.

Statistics maintained and reported to AGS Committee
guarterly.
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Statement

ECC Position - September 2020 review

Fraud officers have unfettered access to premises and
documents for the purposes of counter fraud investigation.

Unfettered access granted to internal audit & counter
fraud staff.

There is a programme to publicise fraud and corruption
cases internally and externally which is positive and
endorsed by the council’'s communications team.

Partial Compliance - All outcomes are reported to the
AGS committee and details are recorded on the ECC
intranet, which is accessible to the majority of ECC
staff.

All allegations of fraud and corruption are risk assessed.

All allegations assessed and actioned as appropriate.

The fraud and corruption response plan covers all areas of
counter fraud work:

— prevention

— detection

— investigation

— sanctions

— redress.

Incorporated in the annual internal audit and counter
fraud plan, counter fraud strategy. Agreed by AGS
committee and circulated to all senior staff.

The fraud response plan is linked to the audit plan and is
communicated to senior management and members.

See above

Asset recovery and civil recovery are considered in all
cases.

Recovery considered in all cases as appropriate.

There is a zero tolerance approach to fraud and corruption
that is defined and monitored and which is always reported
to committee.

The approach is documented within the Counter Fraud
strategy, and is reported to the AGS Committee.

ANAN)N) N NANESAN

There is a programme of proactive counter fraud work
which covers risks identified in assessment.

This is included in the annual internal audit and
counter fraud plan.
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Statement

ECC Position - September 2020 review

The counter fraud team works jointly with other
enforcement agencies and encourages a corporate
approach and co-location of enforcement activity.

The counter fraud team works jointly with other
agencies where appropriate.

The local authority shares data across its own departments
and between other enforcement agencies.

Data shared as part of local data matching initiatives
(pan Essex), and national exercised (NFI fraud hub
etc)

Prevention measures and projects are undertaken using
data analytics where possible.

Data analyst in the internal audit and counter fraud
team and annual fraud plan includes a program of
analytical work.

The counter fraud team has registered with the Knowledge
Hub so it has access to directories and other tools.

The members of the CFT are registered with the
knowledge hub.

The counter fraud team has access to the FFCL regional
network.

The CFT has access to the FFCL regional network

There are professionally trained and accredited staff for
counter fraud work. If auditors undertake counter fraud
work they too must be trained in this area.

All CFT staff are professionally trained. If auditors
undertake counter fraud work they are overseen by the
CFT.

The counter fraud team has adequate knowledge in all
areas of the local authority or is trained in these areas.

The CFT has a detailed knowledge of all areas of the
authority.

AN NN

The counter fraud team has access (through partnership/
other local authorities/or funds to buy in) to specialist staff
for:

— surveillance

— computer forensics

— asset recovery

— financial investigations.

The CFT has access to other specialist staff either in
house e.g. Financial Investigator or via external
contract.
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Statement ECC Position - September 2020 review

Weaknesses revealed by instances of proven fraud and Control weaknesses considered in all cases and
corruption are scrutinised carefully and fed back to recommendations made to improve control where
departments to fraud-proof systems. appropriate. All recommendations tracked and

reported to the AGS committee.
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Agenda item 7
AGS/79/20

Report title: Counter Fraud and Corruption Strategy

Report to: Audit, Governance and Standards Committee

Report author: Paula Clowes — Head of Assurance

Date: 28 September 2020 For: Decision

Enquiries to: Paula Clowes — Head of Assurance paula.clowes@essex.gov.uk

County Divisions affected: All Essex

1.

1.1

2.1

3.1

3.2

41

Purpose of Report

This report asks the Committee to adopt the new Counter Fraud and Corruption
Strategy which has been reviewed following the recent publication of a new
national strategy called ‘Fighting Fraud and Corruption Locally’.

Recommendation

That the Counter Fraud and Corruption Strategy is adopted in the form at
appendix 1.

Background

The Counter Fraud and Corruption Strategy is reviewed by the committee every
two years. The last review was in January 2020 but it was agreed that the
Strategy would be subject to further review once the revised national strategy
‘Fighting Fraud and Corruption Locally’ had been published.

The national strategy has now been published and a new draft of the ECC
Strategy has now been reviewed to align it with the national strategy. The
revised draft, which the Committee are asked to adopt, is at appendix 1.

Summary of Changes
The main changes resulting from the review are:

(a) The approach and principles have been revised, adding two further ‘pillars
of activity’, ‘govern’ and ‘protect’

(b) A section has been added to reflect the monitoring and review
responsibilities.

(c) The appendices have been removed and replaced with links to external
facing documents where appropriate (eg the Fraud Act 2006, FFCL
checklist)
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5.1

6.1

6.2

71

7.2

Financial Implications

Fraud losses to Local Authorities can be significant if prevention and detection
activity is not carried out appropriately.

Legal Implications

Counter Fraud and Internal Audit is a key way in which councillors can be
assured that the Council is using its resources effectively and that the Council
is discharging its fiduciary duties concerning taxpayers’ money. It helps
services to design systems which have appropriate controls and also helps
identify and respond to breaches if they occur.

The Council has a duty to consider the need to prevent and reduce crime in
the exercise of its functions under section 17 of the Crime and Disorder Act
1998.

Equality and Diversity Implications

Section 149 of the Equality Act 2010 creates the public sector equality duty
which requires that when ECC makes decisions it must have regard to the need
to:

(a) Eliminate unlawful discrimination, harassment and victimisation and
other behaviour prohibited by the Act

(b)  Advance equality of opportunity between people who share a protected
characteristic and those who do not

(c) Foster good relations between people who share a protected
characteristic and those who do not including tackling prejudice and
promoting understanding.

The protected characteristics are age, disability, gender reassignment,
pregnancy and maternity, race, religion or belief, gender and sexual orientation.
Equality and diversity matters have been considered in the production of the
progress report.

List of Appendices

Appendix 1: Updated Counter Fraud and Corruption Strategy.

List of Background Papers

e Fighting Fraud and Corruption Strategy
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Foreword — TO BE ADDED

Page 140 of 157




Whilst it is notoriously hard to quantify, fraud and corruption has been estimated by the
National Fraud Authority as costing UK Local Government at least £2.2 billion a year -
money which, today more than ever, is desperately needed to safeguard valuable frontline
services. This is why it is vital that as a leading Local Authority Essex County Council has a
comprehensive strategy in place to guide our Counter Fraud and Corruption culture,
prevention and response. Through its members and officers, the Council works hard to
establish a reputation as a responsible guardian of public funds, but we need to be vigilant
to ensure that this reputation is safeguarded.

We will do our utmost to foster a culture in which fraud and corruption are kept to a
minimum, and any attempt to conduct illegal activity, either internally or externally, against
the Council will be robustly investigated. We have clear channels of reporting and
transparent procedures to ensure that anyone, whether members of the public or
employees, can have full confidence that any concerns raised, or reports made will be
treated promptly, thoroughly and appropriately. If fraud is detected, these policies will

/Introduction \

\ensure that internal controls are strengthened, safeguards are improved, and perpetrators /

an N [

Fraud can be broadly described Bribery and Corruption

as acting dishonestly with the The Bribery Act 2010 defines bribery

intention of making a gain for as “the inducement for an action

themselves or another, or which is illegal, unethical or a breach
inflicting a loss (or a risk of loss) of trust. Inducements can take the
on another; including: form of gifts, loans, fees, rewards or

e Dishonestly making a false other advantages whether monetary
representation or otherwise”.

e Dishonestly failing to disclose Corruption is the abuse of entrusted
to another person, power for private gain. It affects
information which they are everyone who depends on the
under a legal duty to disclose integrity of people in a position of

e Committing fraud by abuse authority.
of position, including any Section 7 of the Act created the
offence as defined in the offence of failure by an organisation
Fraud Act 2006 to prevent a bribe being paid for or

on its behalf. It is possible to provide a

The Fraud Act 2006 can be defence by implementing adequate

found here. procedures to prevent bribery

occurring within the organisation. If
these cannot be demonstrated and an
K j offence of bribery is committed

within the organisation senior officers
of the County Council can be held
accountable.
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Aim of the Counter Fraud and Corruption Strategy

The aim of this strategy is to protect the public purse, Essex residents and ECC assets
and ensure that fraud and corruption both within ECC and perpetrated against ECC
are kept to an absolute minimum. In instances where fraud and corruption cannot be
prevented, effective measures are taken to ensure that a consistent approach is
taken to tackling fraud and error. We aim to ensure that robust investigations are
conducted and where necessary appropriate sanctions are applied.

By adopting this strategy the council commits to:

e Develop and maintain a culture in which fraud and corruption are unacceptable

e Continually asses and monitor our fraud risks and control
framework

e Continually improve the effectiveness of fraud prevention
e Use technology in the fight against fraud

e Share information effectively via data matching and
analysis to help prevent and detect instances of fraud and
error

e Maximise the detection of fraud loss and robustly recover
losses

e Bring fraudsters to account quickly and efficiently

e Work collaboratively to safeguard vulnerable service users
who may be subject to financial abuse.
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Our Principles

In compiling the strategy, we have incorporated guidance and best practice in
combatting fraud within local government, devised from a number of different
sources, as follows:

e Fighting Fraud and Corruption Locally (FFCL) a strategy for the 2020s

¢ Ministry of Housing, Communities and Local Government - Review into the risks

of fraud and corruption in local government procurement

e The CiPFA Counter Fraud Centre

The FFCL strategy highlights the following pillars of activity that local authorities should
focus its efforts on to tackle the threat of Fraud.

Having robust Accessing and under- Making the best use
arrangements and standing fraud risks. of information and
executive support fechnology.

fo ensure anti-
[fraud, bribery and
corrupfion measures
are embedded Demonstrating that it Developing a more

Committing the right
support and tackling Enhancing fraud
fraud and corruption. confrols and processes.

throughout the has a robust anfi-fraud effective anti-fraud
organisation. response. culture.

Communicating the Communicating ifs’
risks to those charged activity and successes.
with Governance.

PROTECTING ITSELF AND ITS RESIDENTS

” Recognising the harm that fraud can cause in the community.
Protecting itself and its’ residents from fraud.

~

Protect

The Council takes the threat of fraud and bribery seriously, in that it has the necessary
dedicated and specialist resource, comprising of the Counter Fraud and Internal Audit team.
These teams are focused on coordinating the approach that the Council takes in protecting
its assets and finances from fraud and bribery. The Counter Fraud and Internal Audit teams
work closely together to ensure that the Council has a robust control framework in place to
reduce the risk of fraud and error.

The overarching objective of the strategy is to recognise the damage that fraud can do to
the Council and the residents it aims t68@@€l43dqrd8act. We are mindful that every pound
lost to fraud and error is one which cannot be spent on Essex residents. /



https://www.cifas.org.uk/insight/public-affairs-policy/fighting-fraud-corruption-local-authorities/FFCL-Strategy-2020
https://www.local.gov.uk/review-risks-fraud-and-corruption-local-government-procurement
https://www.local.gov.uk/review-risks-fraud-and-corruption-local-government-procurement
https://www.cipfa.org/services/counter-fraud-centre

Govern

The bedrock of the strategy is that those who are charged with governance
support the activity by ensuring that there are robust arrangements and
executive support to ensure counter fraud, bribery and corruption measures
are embedded throughout the organisation.

New staff are made aware at induction of their responsibilities and standards
of behavior required, which is documented within the Code of Conduct. The
Council also promotes the seven principles of public life put forward by the
Committee on Standards in Public Life and expect all our staff, contractors,
and councillors to make themselves aware of and to follow these principles
and all legal rules, procedures and practices, and to protect our legitimate
interests at all times.

The Council is committed to the highest ethical standards; high standards
of corporate and personal conduct are a requirement throughout the
Council. The three fundamental public service values are:

e Counter Fraud activity is reported to the Audit, Governanve &
Standards Committee on a quarterly basis. Effectiveness reviews

ACCO u nta bl I |ty of the counter fraud arrangements within the Council are also

considered and reviewed on annannual basis.

¢ Absolute honesty and integrity should be exercised in dealing with
P ro b It assets, employees, suppliers and customers. ECC maintains a Gifts

y & Hospitality Register and ensures that Declarations of Interest
are regularly captured and reviewed.

*The Council’s actions should be sufficiently public and transparent
O p enness to promote confidence between Essex County Council, our
employees and the public.

Staff are made aware of how to report concerns via the Whistle-blowing Policy.
Anonymous referrals may also be made via the Council’s external line, Expolink.
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Acknowledge

Anti-Fraud Response - Essex County Council accepts that no authority is
immune from the risk of fraud or bribery. It is for this very reason that we have
implemented a bespoke work programme based on an assessment of risk, to
undertake proactive work to protect the assets and finances of the Council.

Training and Awareness - the Council is also committed to providing all
employees with sufficient training to enable them to identify and report fraud in
a timely manner. This is achieved via e-learning modules at induction. The
Counter Fraud Team offer bespoke training packages for key staff within the
Council.

The Council also informs councillors of their responsibilities at the induction and
reminds them of their responsibilities and update them on developments
regularly. Details are also included within the documents published on the
Members’ portal. These include rules on declaring and registering any possible
areas of conflict between a councillor’s duties to the County Council duties and any
other area of their personal or professional life.

Understanding Fraud Risks - the Council regularly reviews its approach to
tackling fraud, with a focus on emerging risks and current themes and trends
which occur across the Council, or wider across other local government areas.
A fraud risk register is maintained and regularly reviewed by the Counter Fraud
team to identify the key fraud risks that the Council is exposed to.

Collaboration - The Counter Fraud Team liaise with colleagues from other
authorities to keep abreast of new challenges and emerging risk areas. The
Team work closely with service areas to understand fraud risks in their
operational areas. A fraud risk register is maintained and updated on an annual
basis and used to inform a schedule of proactive work.
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Prevent

Prevention is the best and most efficient way to tackle fraud and prevent losses to the
Council. Effective prevention will adopt a range of activities to achieve the best
outcome.

Enhancing fraud controls and processes - the Counter Fraud Team work closely with
Internal Audit colleagues to ensure that a robust control framework is in place within
the Council, and recommendations to rectify any system weaknesses are recorded and
monitored via our centralised tracking system.

Making the best use of information and technology - a collaborative approach is
adopted, working with colleagues in other authorities on data matching initiatives to
help prevent fraud throughout Essex. We participate in mandatory National initiatives,
for example the National Fraud initiative (NFI) on a biennial basis and also subscribe to
other data matching initiatives to help identify any errors or fraudulent activity.

Data analytics - the Counter Fraud Team has a dedicated Data Analyst who completes a
programme of internal data matching initiatives to help to identify erroneous or
fraudulent transactions and take remedial action as necessary.

Developing a more effective anti-fraud culture — the culture of an organisation can
represent one of its greatest defences against fraud and corruption. All Members and
employees have a responsibility for promoting a culture of good governance by
ensuring that effective measures are in place to prevent fraud and corruption and by
promptly identifying and reporting potential instances for investigation. We have a
Whistleblowing Policy in place to ensure that suspicions of fraud and error may be
reported and robustly investigated.

Communicating its activity & successes - The Council will make best use of its
communications strategy to highlight instances of fraud, for the purposes of seeking
the maximum deterrence effect. We proactively share with key staff fraud alerts and
emerging risks.
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Pursue

We have established a robust enforcement response to pursue fraudsters and
deter others.

Developing capability and capacity to punish offenders - The Counter Fraud Team
is fully resourced and staffed by qualified Counter Fraud Specialists. The team
works collaboratively with peers to keep abreast of emerging fraud risks. The
Counter Fraud Team also work closely with colleagues in Essex Legal Services to
pursue investigations to prosecution, where appropriate and proportionate.

Prioritise fraud recovery and use of civil sanctions - We are aware of and make the best
use of legislation, for example the Proceeds of Crime Act 2002, to ensure that funds
are recovered where possible by the Council.

Collaborating across geographical and sectoral boundaries - We will continue to work
with colleagues in other authorities to understand emerging fraud risk areas and,
where possible, take a proactive approach to tackling the risk of fraud and error.

Learning lessons and closing the gap - We will investigate how fraud and error has
occurred, understand where weaknesses exist in the system and consider where
improvements are required to strengthen the control framework and prevent or
reduce the risk of fraud and error reoccurring.

~

Staff and Stakeholders

Our staff are our first line of defence against most acts of attempts of fraud, corruption
or bribery. We expect and encourage them to be alert to the possibility of acts of fraud,
corruption or bribery and to raise any such concerns at the earliest opportunity.

Staff have a duty to protect the assets of the Council, including information, as well as
property. When an employee suspects that there has been fraud or corruption, they
must report the matter to the Counter Fraud Team.

The table below provides further details of these principles and responsibilities of
stakeholders.

J

10



Group/Stakeholder = Responsibility

Audit, Governance
and Standards
Committee

Approve the Counter Fraud Strategy and receive reports of the Counter Fraud activity

Approve the Internal Audit Plan (including counter fraud activity and resource)
Promotes the strategy and ensures that resources are focussed to the Councils high risk
areas.

Councillors

Support and promote the ECC anti-fraud culture

Work within:
v' The rules around disclosable pecuniary interests in the Localism Act 2011 and associated
regulations.

v' The ECC Code of Member Conduct, the Regulations relating to disclosable pecuniary
interests; and our regulatory framework, including the Constitution, Financial
Regulations and Procurement Rules and Procedures.

Section 151 Officer

Has a statutory duty, under Section 151 of the Local Government Act 1972 to ensure that
there are proper arrangements in place to administer the Council’s financial affairs.

Monitoring Officer

Has a statutory duty, under section 5 of the Local Government and Housing Act 1989 to
report on unlawful activity by the Council.
Responsible for the Internal Audit and Counter Fraud Team

Head of Assurance

Responsible for the Internal Audit and Counter Fraud Team

Report the results of any fraud or bribery cases to the Audit, Governance and Standards
Committee

Act as the Bribery Act Compliance Officer

Act as the nominated Money Laundering Officer.

Senior Managers

Establish an anti-fraud culture in their functional area(s)

Ensure staff are aware of and promotion of all relevant policies and procedures relating to
anti-fraud and bribery, Code of Conduct etc

Adopting a robust control environment, ensuring all internal recommendations are
implemented promptly.

Counter Fraud Team

Deliver a quality investigative service with the objective of preventing, detecting and
deterring fraud throughout the Council, thereby securing the “public purse”.

Regularly report to the Audit, Governance and Standards Committee on the progress of
proactive work undertaken across the Council and on the investigation of actual or
suspected bribery;

Liaise with the Police and other enforcement bodies where appropriate and that relevant
crimes are reported to the appropriate body.

Ensure that the Council incident and losses reporting systems are followed;

Ensure that system weaknesses identified as part of any investigation are followed up with
management or Internal Audit and recommendations made to improve the control
framework.

Internal Audit

Developing an annual risk based approach to internal audit coverage (with
consideration of fraud risk)

Reviewing and appraising the adequacy, reliability and effectiveness of the Council’s
systems of internal control and reporting to Senior Managers

Following up internal audit recommendations to confirm that these have been
implemented by Senior Managers in accordance with agreed timescales

Ensure fraud risks are adequately considered in all internal audit assignments

Staff

Staff must work within:
v' the Code of Conduct for ECC Employees;
v' ECC regulatory framework including Financial Regulations and Procurement
v" Rules and Procedures (for buying any item or service); and
v'  relevant codes of conduct including the standards of appropriate professional
organisations and associations.
Have a responsibility to report suspicious of fraud or corruption via the appropriate
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Contractors

Must ensure they have adequate systems and controls to ensure the prevention and detection
of fraud and corruption.
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Monitoring & Review

This strategy will be owned and approved by the Audit, Governance and Standards Committee
on an annual basis.

The effectiveness of this strategy will be subject to regular review by the Head of Assurance
and the Audit, Governance and Standards Committee.

Progress reports of Counter Fraud activity will be presented to and monitored by the Audit,
Governance & Standards Committee. On an annual basis the effectiveness of the Counter
Fraud arrangements will be assessed against the following themes, utilizing tools such as the
Fighting Fraud and Corruption Locally Checklist. and the 6 themes (referred to as the 6 Cs)
identified in the FFCL strategy, which are:

e Culture
e  Capability
e (Capacity

e Competence
e Communication
e Collaboration
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This information is issued by
Essex County Council, Counter Fraud Team
You can contact us in the following ways:

By email:
counterfraud.team@essex.gov.uk

Visit our website:
WWW.essex.gov.uk

By telephone:
Counter Fraud Team - 033301 38917

By post:

Counter Fraud Team
Internal Audit E2 Zone 1
County Hall

Market Road
Chelmsford

Essex

CM1 1QH

Follow us on @Essex_CC

Find us on facebook.com/essexcountycouncil

The information contained in this document can be translated,
and/or made available in alternative formats, on request.

Published September 2020

(¥recycle

for Essex
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Agenda item 8

AGS/80/20

Report title: Task and Finish Groups

Report to: Audit, Governance and Standards Committee

Report author: Paul Turner, Director, Legal and Assurance

Date: 28 September 2020 For: Approval

Enquiries to: Paul Turner, paul.turner@essex.gov.uk or Paula Clowes — Head of
Assurance paula.clowes@essex.gov.uk

County Divisions affected: All Essex

1.1

2.1

2.2

3.1

3.2

Purpose of Report

As part of the effectiveness review undertaken by the Committee in March
2020, the Committee agreed to introduce the facility for it to operate using
task and finish groups. This report asks Committee to agree how an action
plan following the effectiveness review undertaken in March 2020.

Recommendation
Agree the protocol on the use of task and finish groups as at appendix 1.

Agree to establish a task and finish group to look at the transforming
corporate systems programme.

Background

As part of the effectiveness review undertaken by the Committee in March
2020, supported by the Chartered Institute of Public Finance and
Accountancy, the Committee agreed to introduce the facility for it to operate
using task and finish groups.

A protocol at appendix 1 has been developed which says At the last meeting
of the Committee, it was agreed that we would commission to support the
Committee to undertake a review of its effectiveness. This is in line with
recommended practice.
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3.2

3.3

3.4

3.5

3.6

3.7

41

Accordingly a CIPFA facilitator sent a questionnaire to all committee members
and attended County Hall to interview the Chairman, a member of the
committee and a number of ECC officers, including the Executive Director for
Corporate and Customer Services, the Section 151 Officer, the Monitoring
Officer and the Head of Assurance. He also listened to recordings of the
Committee meeting.

On 9 March 2020 a workshop took place facilitated by CIPFA. All members of
the committee were invited and eight members attended. Officers were not
present as it was agreed that it is important for the committee to say what they
want.

As a result of notes taken by the facilitator and the Chairman of agreed
actions, an action plan has been produced. This is appended to this report.

If adopted we will see changes to the operation of the committee. Given the
number of actions in the plan and that the implementation of some of them will
need detailed consideration by the committee, it is proposed to phase in the
actions over the next year or so.

One action is that covering reports will include a summary of key points. Key
items in the action plan include:

e A pre-meeting before every committee meeting so that members can plan
lines of enquiry etc

Briefings before each meetings on subjects of interest to the committee
An annual skills audit to be undertaken by the committee

The addition of a co-opted independent member of the committee

An effectiveness review to be undertaken annually

Short term working groups to look at particular topics in detail
Production of an annual report to council

Services which receive a ‘no assurance’ audit be automatically invited to
attend committee and services which receive a ‘limited assurance’ audit
will be considered for invitation by the Chairman

The commitment to undertake further effectiveness reviews provides a basis
for the committee to continue to reflect on its own performance and build on
and, if necessary, change what is being agreed today. It is important that the
committee ‘owns’ the action plan.

Financial Implications

It is likely that there will be an increased requirement for officer support to the
committee but officers believe that this can be met within existing resources.
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5.1

6.1

6.2

Legal Implications

The Audit Committee is a key way in which the Council provides assurance
that it is providing value for money and has proper systems of control.
Without effective assurance Councillors will not know that the Council is
effectively carrying out its statutory duties. Whilst the effectiveness review is
not a legal requirement it seems a good idea in order to maximise the
investment made by councillors into the work of the Committee.

Equality and Diversity Implications

Section 149 of the Equality Act 2010 creates the public sector equality duty
which requires that when ECC makes decisions it must have regard to the
need to:

(a) Eliminate unlawful discrimination, harassment and victimisation and
other behaviour prohibited by the Act

(b)  Advance equality of opportunity between people who share a protected
characteristic and those who do not

(c) Foster good relations between people who share a protected
characteristic and those who do not including tackling prejudice and
promoting understanding.

The protected characteristics are age, disability, gender reassignment,
pregnancy and maternity, race, religion or belief, gender and sexual
orientation. Equality and diversity matters have been considered in the
production of the progress report.

List of Appendices

Appendix: Draft action plan

List of Background Papers

None.
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Audit, Governance and Standards Committee — Work Programme 2020 - 2021

Meeting
16 November
2020

Topic
Internal Audit and Counter Fraud progress report

To Approve the Statement of Accounts 2019/2020 and the
Annual Governance Statement

2019/2020 Audit Completion Report for the Essex Pension
Fund (from external auditor)

2019/2020 Audit Completion Report for Essex County
Council (from external auditor)

Updating of Risk Management Strategy 2017-2021
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Author
Paula Clowes, Head of
Assurance

Nicole Wood, Executive
Director, Finance and
Technology and
Christine Golding, Chief

Accountant.

Nicole Wood, Executive
Director, Finance and
Technology and
Christine Golding, Chief
Accountant.

Nicole Wood, Executive
Director, Finance and
Technology and
Christine Golding, Chief
Accountant.

Paula Clowes, Head of
Assurance

Agenda item

AGS/81/20

Notes

Annual report

Annual report

Annual report

9



Meeting
22 March 2021

Annual Audit Letter — 2019/20

To formally present the External Auditor's Annual Audit Letter
for the year ending 31 March 2020

Annual report on the work of the AGS committee

The co-opting of at least one independent member to the
AGS Committee

To provide expertise and steer the members to ask the
challenging questions.

To note the inclusion of an AGS Page on the ECC Internet
To increase the committee’s visibility with officers and members
and provide guidance to auditees,

Topic
Internal Audit and Counter Fraud progress report

Arrangements for the closure of the 2020/2021 Accounts
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External Auditors Annual report

Paul Turner, Director, To thereafter be

Legal and Assurance reported to Council

Paul Turner, Director, Subject to Council

Legal and Assurance approval July 2020

Paul Turner, Director, The page to be on

Legal and Assurance the Intranet by the
date of this
meeting.

Author Notes
Paula Clowes, Head of
Assurance

Nicole Wood, Executive
Director, Finance and
Technology and
Christine Golding, Chief



2020/21 Audit Plans for Essex County Council and the
Essex Pension Fund

Regulation of Investigatory Powers Act 2000 - review of
activity on use of Directed Surveillance and Covert Human
Intelligence Sources (CHIS)

Approval of annual Internal Audit and Counter Fraud Plan
for 2021/22

Annual skills and knowledge self-assessment
To determine where skills and knowledge need to be enhanced
on an annual basis
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Accountant.

Nicole Wood, Executive
Director, Finance and
Technology

Paul Turner, Director,
Legal and Assurance

Paula Clowes, Head of
Assurance

Paul Turner, Director,
Legal and Assurance

No later than this
(March 2021)
meeting.
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