AUDIT COMMITTEE AGENDA

HARTLEPOOL
BOROUGH COUNCIL

Wednesday 25 January 2012
at9.00am

in Committee Room C, Civic Centre, Hartlepool

MEMBERS: AUDIT COMMITTEE:

Coundillors C Akers-Belcher, Hall, Hill, J W Marshall, Preece, Rogan and Wells.

1. APOLOGIES FORABSENCE

2. TORECHVEANY DECLARATIONS OF INTEREST BY MEMBERS

3. MINUTES
3.1 To confirmthe minutes of the meeting held on 1 December 2011
4. ITEMS FOR DISCUSSION/DECISION
4.1 Treasury Management Strategy 2012/2013 — Chief Finance Officer

4.2 Update on Proposed New Local Audit Arangements — Chief Finance Officer

5. ANY OTHERITEMS WHICH THE CHAIR CONSIDERS ARE URGENT
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AUDIT COMMITTEE

MINUTES AND DECISION RECORD

1 December 2011

The meeting commenced at 9.00 am in the Civic Centre, Hartlepool

Present:

Coundillor  Christopher Akers-Belcher (In the Chair)

Councillors Gerard Hall, Arthur Preece and Ray Wells
In accordance with Council Procedure Rule 4 (ii) Councillor Ann
Marshall was in attendance at substitute for Councillor J W
Marshall

Officers: Nicola Bailey, Acting Chief Executive
Chris Little, Chief Finance Officer
Noel Adamson, Head of Audit and Governance

Denise Wimpenny, Vicky Bosley, Democratic Services Team

Audit Commission Representatives:
Diane Harold, Kathy Eddowes and Mark Kirkham

18. Apologies for Absence
Apologies for absence were submitted on behalf of Councillor J W Marshall.
19. Declarations of interest by members

None

20. Confirmation of the minutes of the meeting held on
23 September 2011

Confimed.

21. Audit Commission Report — Annual Audit Letter (Chief
Finance Officer)

Purpose of report

To inform members of the Audit Committee that arrangements have been
made for representatives from the Audit Commission to be in attendance at
this meeting to present the content of the Audit Commission’s Annual Audit
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Letter.
Issue(s) for consideration by the Committee

The Chief Finance Office introduced Mark Kirkham from the Audit
Commission who had recently replaced Lynn Snowball.

The representative from the Audit Commission presented the findings from
the 2010/11 audit. It included messages arising from the audit of financial
statements and the results of work undertaken to assess arrangements to
secure value for money in the use of resources. Members were referred to
the key messages from the work carried out, as detailed in Appendix 1 to
the report.

It was noted that there were several significant errors in the draft financial
statements. However, these had no impact on the General Fund balance.
Work had been undertaken with officers to improve the financial statements
for the following year. No weaknesses were identified in the Council's
control arrangements. In relation to Value For Money (FFM), the Council
had arrangements in place to maintain financial resilience, responding
quickly and effectively to reductions in Government funding and other
financial pressures.

The Council faced a number of major challenges in the coming years
arising from the economic climate and significant reductions in Government
funding, as detailed in the report. The Council were rising to the challenge
and exploring new ways of working. The Coundil’s financial position was
sound and this together with the delivery of planned savings should
continue to be regularly monitored.

Following the Boundary Commission’s Review, there would be a significant
reduction in the number of councillors in May 2012 as well as ward
boundary changes. The Council would need to consider the impact of
these changes, streamlining committee structures to reflect the reducing
resource base whilst ensuring effective member oversight.

In relation to financial statements, a Member commented that members of
the public may not appreciate the positive findings of the audit resulting in
no impact on general fund balances.

Members were pleased to note the positive outcome of the audit. The
Chair commented on the need to be mindful when restructuring committees
of progress made to date in this area.

Decision
That the report of the Audit Commission, be noted.
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22.

23.

Treasury Management Strategy Update 2010/2011
(Chief Finance Officer)

Purpose of Report

To update the Members on matters relating to the Treasury Management
Strategy approved on 10 February 2011.

Issues for Consideration

The Chief Finance Officer presented the report which provided details of
Treasury Management activity for the year to date in relation to the
following areas -

Economic Outlook and Interest Rates
Borrowing Strategy

Investment Strategy and Counter Party Risk
Prudential Code Monitoring

Members were reminded that there had been no change to the Strategy this
year. In relation to the Investment Strategy the Council took a cautious
approach as to who it invested with and had a restricted list with only
specified institutions. Building societies and foreign banks continued to be
excluded from the list.

In response to a request for clarification, the Chief Finance Officer outlined
the short and long termm borrowing arrangements emphasising that
monitoring of interest rates on a daily basis continued to be a high priority.

Decision

That the contents of the report and the continuation of the Treasury
Management Strategy, be noted and referred to Council.

Internal Audit Plan 2011/12 Update (Head of Audit and

Governance)

Purpose of report

To inform members of the progress made to date completing the internal
audit plan for 2011/12.

Issue(s) for consideration by the Committee

Members were reminded that Appendix A of the report detailed the pieces
of work that had been completed. Internal Audit staff had also been
involved with the following working groups :-

Information Governance Group
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Procurement Working Group
Performance and Risk Management Group

The Audit Section had received data matches from the Audit Commission in
relation to the National Fraud Initiative for 2010/11 and along with the
Benefit Fraud Team were currently investigating any anomalies identified.

Appendix B to the report detailed the audits currently ongoing. The work
completed and currently ongoing on the audit plan was in line with
expectations at this time of year and audit coverage to date had allowed the
Audit Commission to place reliance on the scope and quality of work
completed when meeting their requirements under the Audit Code of
Practice.

With regard to a recent auditin relation to attendance management and the
recommendation that policy/procedures should be established for
managers/employees for the awarding and monitoring of annual leave, a
Member queried why the recommendation had not been agreed. The Head
of Internal Audit advised that managers had indicated that different
approaches within depariments were required to meet individual service
needs.

Members discussed the Selective Licensing Audit as well as the remit of
Internal Audit to which the Head of Audit and Governance outlined the
process in relation to implementation of audit recommendations. The Chair
raised concerns regarding the abolition of landlord forums as well as the
implications of this decision and suggested that the importance of effective
communication with landlords should be included in audit
recommendations.

Reference was made to the location of the Housing Options Centre and a
recommendation, as part of the previous budget consultation, that the
centre should be located within the Civic Centre. The Chair emphasised the
need to re-examine the feasibility of this suggestion as the current location
continued to remain a problem for some residents within the town. The
Chief Finance Officer indicated that the department had accepted all of the
recommendations arising from the audit.

The Chair referred to an audit conducted in 2002 in relation to private sector
housing and expressed concems that no progress had been made in
relation to raising the profile in this area. In response, the Head of Audit
and Governance stated that this area would be reviewed as part of the
following year's audit plan. It was requested that feedback in relation to
the outcome of the audit be provided to a future meeting of this Committee

Decision

(i) That the contents of the report and comments of Members, be
noted.
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24,

(ii) That feedback in relation to the outcome of the audit of private
sector housing be provided to a future meeting of this Committee

Audit Commission Member Information (Head of Audit and
Governance)

Purpose of report

To provide Members of the Audit Committee advice received from the
Better Governance Forum in respect of partnerships and how the Audit
Committee could address any challenges that may arise in this area.

Issue(s) for consideration by the Committee

The Better Governance Forum had provided briefing papers for Audit
Committee Members in public sector bodies, attached at Appendix A and
included background information and questions relevant to the role of
Members in the area of partnerships. The Head of Audit and Governance
referred Members to additional questions relevant to the role of Members in
the area of partnerships, a copy of which was tabled at the meeting.

The Chair commented on the benefits of examining examples of good
practice with other partnerships as well as undertaking an analysis of how
positive other peoples’ experiences had been. The Acting Chief Executive
added that the ongoing work on the 2013/14 budget induded consideration
of alternative methods of service delivery with other public sector bodies
including external partnership working options.

The Committee discussed the definition of partnership working, the case
study by Rotherham Council's Audit Committee which demonstrated how
the Audit Committee had worked with members of audit committees of
partner organisations, the opportunity for the Council as well as the Audit
Committee to take a lead role and work with partners in a co-ordinated way
to develop initiatives and widen the scope of the Audit Committee.
Members highlighted the importance of ensuring the necessary assurances
were in place and that the governance and risk arrangements required for
all the various types of partnership activity were fit for purpose.

Members requested that evidence in relation to future partnership working
be collated for consideration at a future meeting of this Committee prior to
any decisions being taken in this regard.

Decision

(1) That the contents of the report, be noted.

(ii) That an update report in relation to future partnership working
proposals be submitted to a future meeting of this Committee for
consideration .
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The meeting closed at 9.50 am.

CHAIR
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AUDIT COMMITTEE 4

W
25" January, 2012 <=

HARTLEPOOL
BOROUGH COUNCIL

Report of: Chief Finance Officer

Subject: TREASURY MANAGEMENT STRATEGY 2012/2013

1. PURPOSE OF REPORT

1.1  To enable the Audit Committee to consider the proposed Treasury
Management Strategy for 2012/2013 prior to the strategy being referred to
Council in February 2012.

21 BACKGROUND

2.1 The Local Government Act 2003 requires the Council to ‘have regard to’ the
CIPFA Prudential Code and to set prudential indicators for the next three
years to ensure that the Authority's capital investment plans are affordable,
prudent and sustainable.

2.2 The Act therefore requires the Council to set out its Treasury Management
Strategy for borrowing and to prepare an Annual Investment Strategy, which
sets out the Authority's policies for managing its investments and for giving
priority to the security and liquidity of those investments. The Secretary of
State has issued Guidance on Local Government Invesiments which came
into force on 1% April, 2004. This guidance recommends that all Local
Authorities produce an Annual Investment Strategy that is approved by full
Coundil, which is also included in this report.

2.3 The Council is required to nominate a body to be responsible for ensuring
effective scrutiny of the Treasury Management Strategy and policies, before
making recommendations to Council. This responsibility has been allocated to
the Audit Committee. Training was provided to Members in October 2010 to
enable better scrutiny of the Treasury Management Strategy.

24 Revised editions of the CIPFA Prudential Code and CIPFA Treasury
Management Code of Practice were issued in November 2011. The main
changes arising from the new guidance were technical changes to the
presentation of long-term borrowing and the requirement to produce high level
borrowing and investment policies, which the Authority already included in its
strategy.
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2.5 This report outlines the Authority's proposed Treasury Management Strategy
for 2012/2013, which includes Prudential Indicators for 2012/2013 -
2014/2015. The report also sets out the expected treasury operations for this
period. It fulfils four key legislative requirements:

e The reporting of Prudential Indicators based on expected capital activities.

e The Authoritys Minimum Revenue Provision (MRP) Policy, which sets out
how the Authority will pay for capital assets through revenue each year.

e The Treasury Management Strategy Statement which sets out the
planned borrowing and investment strategies and the limitations on
treasury activity by the use of prudential treasury indicators.

e The Investment Strategy which sets out the Authority's criteria for
investment counterparties and limiting exposure to the risk of loss. This
strategy is in accordance with the Department of Communities and Local
Government (CLG) Investment Guidance.

2.6 The above policies and parameters provide an approved framework within
which officers undertake the dayto day capital and treasury activities.

2.7  This report covers the following areas:

Economic Background and Outlook for Interest Rates;
Prudential Indicators;

Capital Financing Requirement;

Borrowing Strategy;

Investment Strategy;

Treasury Management Limits on Activity; and,
Treasury Management Advisors

3. ECONOMIC BACKGROUND AND OUTLOOK FOR INTEREST RATES

3.1 In broad tems the global and UK economic outlook remains uncertain and
this has a several key treasury mangement implications:

e The Eurozone sovereign debt difficulties, most evident in Greece, provide
a clear indication of much higher counterparty risk. This continues fo
suggest the use of higher quality counterparties for shorter time periods
for investments;

e Investmentreturns are likely to remain relatively low during 2012/13;

e Borrowing interest rates are currently attractive, but may change quickly if
the financial markets become concerned at the overall UK debtlevel. The
timing of any borrowing will need to be monitored carefully to ensure that
it remains affordable on an ongoing basis.
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3.2

3.3

3.4

3.5

3.6

3.7

3.8

Global Economy

The outlook for the global economy remains douded with uncertainty. At the
centre of much of the uncertainty is the ongoing Eurozone sovereign debt
crisis which intensified, rather than dissipated throughout 2011. The main
problem has been Greece, where, even with a Eurozone/ International
Monetary Fund (IMF) / European Central Bank (ECB) bailout package and the
imposition of austerity measures aimed at deficit reduction, the lack of
progress and the ongoing deficiency in addressing the underlying lack of
competitiveness of the Greek economy, has seen an escalation of their
problems. These look certain to resultin a default of some kind but it currently
remains unresolved if this will be either “orderdy’ or “disorderly.” Ultimately
Greece could also include exit from the Euro.

There has also been growing concern about the situation in Italy and the risk
that contagion has not been contained. ltaly is the third biggest debtor country
in the world but its prospects are limited given the poor rate of economic
growth over the last decade and the lack of political will to address the need
for fundamental refoms in the economy. The Eurozone now has a well
established track record of always doing too little too late to deal with this
crisis; this augurs poorly for future prospects, especially given the rising level
of electoral opposition in northern EU countries to bailing out profligate
southern countries.

The US economy offers little stimulus to the wordd economy. With the next
Presidential elections due in November 2012, the current administration has
been hamstrung by political gridlock with the two houses split between the
main parties. In quarter 3 the Federal Reserve started “Operation Twist” in an
effort to re-ignite the economy in which growth is stalling. High levels of
consumer indebtedness, unemployment and a moribund housing market are
weighing heavily on consumer confidence and so on the abiltity to generate
sustained economic growth.

Hopes for broad based recovery have, therefore, focussed on the emerging
markets but these areas have been struggling with inflationary pressures in
their previously fast growth economies. China, though, has maintained its
growth pattern, despite tightening monetary policy to suppress inflationary
pressures, but some forward looking indicators are causing concem that there
may not be a soft landing ahead, which would then be a further dampener on
world economic growth.

UK Economy

The Government's austerity measures, aimed at reducing the public sector
deficit over the next four years, have yet to fully impact on the economy.
However, coming at a time when economic growth has virtually flatlined and
concerns at the risk of a technical recession (two quarters of negatibe growth)
in 2012, it looks likely that the private sector will not make up for the negative
impact of these austerity measures given the lack of an export led recovery
due to the downturn in our major trading partner — the EU. The housing
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3.9

3.10

3.11

3.1

3.12

3.13

market, a gauge of consumer confidence, remains weak and the outlook is for
house prices to be little changed for a prolonged period.

Economic Growth — GDP (Gross Domestic Product) growth has flatlined since
the election of 2010. The economic forcecasts for 2012 have been revised
lower as the UK recovery has stalled. With fears of a potential retum to
recession the Bank of England embarked on a second round of Quantitive
Easing to stimulate ecomnomic activity.

Unemployment — With the impact of the Government's austerity strategy
impacting the trend for 2011 of steadily increasing unemployment, there are
limited prospects for any improvement in 2012 given the deterioration of
growth prospects.

Inflation and Bank Rate — For the last two years, the MPC’s contention has
been that high inflation was the outcome of temporary external factors and
other one offs (e.g. changes in VAT); that view remains in place with CPI
inflation standing at 5.2% at the start of quarter 4, 2011. The Bank of England
remain of the view that the rate will fall back to, or below, the 2% target level
within the two year horizon. On this basis the Bank of England have kept the
bank rate at an historically low level.

AAA rating — The ratings agencies have recently reaffirmed the UK’s AAA
sovereign rating and have expressed satisfaction with Government policy at
deficit reduction. They have, though, warned that this could be reviewed if the
policy were to change, or was seen to be failing to achieve the Governments
deficit reduction plan. This credit position has ensured that the UK
government is able to fund itself at historically low levels and with the safe
haven status from Eurozone debt also drawing in external investment the
pressure on rates has been down. This could change very quickly if market
sentiment changes.

The table below provides the latest interest rate forecasts provided by Sector.

Annual Bank Money Rates PWLB Rates
Average % | Rate
3 month 1 year 5year 25year | 50 year

March 2012 | 0.50 0.70 1.50 2.30 4.20 4.30
June 2012 0.50 0.70 1.50 2.30 4.20 4.30
Sept 2012 0.50 0.70 1.50 2.30 4.30 4.40
Dec 2012 0.50 0.70 1.60 2.40 4.30 4.40
March 2013 | 0.50 0.75 1.70 2.50 4.40 4.50
June 2013 0.50 0.80 1.80 2.60 4.50 4.60
Sept 2013 0.75 0.90 1.90 2.70 4.60 4.70
Dec 2013 1.00 1.20 2.20 2.80 4.70 4.80
March 2014 | 1.25 1.40 240 2.90 4.80 4.90
June 2014 1.5 1.60 2.60 3.10 4.90 5.0

The most important factor for the Councils Treasury Management Strategy is
the level of longer tem interest rates (i.e. for loans of 25 and 50 years) as
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3.14

3.15

4.1

4.2

4.3

4.4

4.5

4.6

these are the rates of interest which detemine the borrowing costs in the
medium term. The key issue for the Council will be locking into these rates at
an affordable level. This issue is covered in detail in paragraph 6.4.

Growth in the UK economy is expected to be weak in the next two years and
there is a risk of a technical recession (i.e. two quarters of negative growth).
The Bank of England Interest Rate (Bank Rate), currently 0.5%, underpins
investment returns and is not expected to start increasing until quarter 3 of
2013 despite inflation currently being well above the Monetary Policy
Committee’s inflation target. Hopes for an export led recovery appear likely to
be disappointed owing to the Eurozone sovereign debt crisis depressing
growth in the UK’s biggest export market. The Comprehensive Spending
Review, which seeks to reduce the UK’s annual fiscal deficit, will also depress
growth during the next few years.

Fixed interest borrowing rates are based on UK gilt yields (i.e. interest paid on
Government debt). The outlook for borrowing rates is currently much more
difficult to predict. The UK total national debt is forecast to continue rising
until 2015/16; the consequent increase in gilt issuance is therefore expected
to be reflected in an increase in gilt yields over this period. However, gilt
yields are currently at historically low levels due to investor concerns over
Eurozone sovereign debt and have been subject to exceptionally high levels
of volatility as events in the Eurozone debt crisis have evolved. This position
could change very quickly if market sentiment changes its view of the UK.

PRUDENTIAL INDICATORS

The Local Government Act 2003 requires the Council to adopt the CIPFA
Prudential Code and set prudential indicators. Each indicator either
summarises the expected capital activity or introduces limits upon that activity.

Details of the proposed prudential limits are set out in the following sections.
The specific prudential indicators relating to the Capital Financing
Requirement, Borrowing Strategy and Investment strategy are described and
detailed in sections 5,6 and 7.

CIPFA Treasury Management Code of Practice

The first prudential indicator is confimation that the Authority has adopted the
CIPFA Treasury Management Code of Practice.

Capital Expenditure

A certain level of local authority capital expenditure was previously supported
by the Government through supported prudential borrowing. These allocations
will now all be funded from capital grants. This avoids future budget
pressures as the Council does not need to make provision for corresponding
loan repayment costs. New capital expenditure funded by unsupported
prudential borrowing (i.e. borrowing not supported by the Government) will
now be limited to schemes with a spedific business case that demonstrates
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borrowing is affordable and in line with the Council’s strategic goals. However
new borrowing may be required to fund the Council's existing borrowing
requirement for capital expenditure incurred in previous years, this is covered
in more detail in section 5 below.
4.7 The Council needs to have regard to the following when approving
unsupported prudential borrowing proposals:

Service objectives (e.g.strategic planning);

Stewardship of assets (e.g. asset management planning);

Value for money (e.g. option appraisal);

Prudence and sustainability (e.g. implications for external borrowing and
whole life costing);

o Affordability (e.g. implications for the Council Tax);

e Practicality (e.g. the achievability of the forward plan).

5. CAPITAL FINANCING REQUIREMENT

5.1 The Authoritys Borrowing Strategy is driven by the Capital Financing
Requirement (CFR) and the Authority's view of interest rates. The CFR is
simply the total outstanding capital expenditure which has not yet been paid
for from revenue budgets. It is essentially a measure of the Authority's
underying borrowing need based on capital programmes approved by the
Council in previous years. At 31 March 2011 the Authoritys CFR was
£92.207m, which includes £7.875m in respect of self funded schemes.

5.2 Following accounting changes the CFR now includes any other long tem
liabilities such as finance leases. Whilst this increases the CFR, and therefore
the borrowing requirement, these types of schemes include a bomrowing
facility and so the Council is not required to separately borrow for these
schemes. As at 31 March 2011 the CFR included £0.472m that related to
finance leases.

5.3 As part of the Medium Temm Financial Strategy the Council is required to
approve the 2012/13 capital programme as summarised below.

Capital Expenditure 2011/12 2012/13 201314 2014/15
Revised Estimate Estimate Estimate
£'000 £'000 £'000 £'000
New Approved Capital Expenditure 21,650 10,300 6,392 6,096
Rephased Capital Expenditure approved 17,530 10,948 8| 0
IN_previous years
Capital Expenditure for the Year 39,180 21,248 6.39@ 6,09 6}
Financed by:
Capital grants and contributions 17,739 6,654 4,466 4191
Capital Receipts 0 1,000 0 0
Revenue 600 628 628 628
Rephased Capital Resources 17,530 10,948 0 0
Prudential Borrowing:
Capital Expenditure to be funded from 3,311 2,018 1,298 1,277
New Prudential Borrowing
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The estimated Capital Finance & Borrowing Requirement is shown in the table

below.

Capital Financing & Borrowing 2011/12 2012/13 2013/14 2014/15

Requirement Revised Estimate Estimate Estimate
£'000 £'000 £'000 £'000

CFR at 1st April 92,207 96,311 95,545 92,835

Capital Expenditure Financed by New 3,311 2,018 1,298 1,277

Borrowing

Repashed Capital Expenditure Financed 5,341 1,451 0 0

by Borrowing

Less MRP/VRP and other financing 4,548 4,235 4,008 3673

movements

CFR at 31st March 96,311 95,545 92,835 90,439

Less assets held under Finance Lease 425 378 331 284

Borrowing Requirement 95,886 95,167 92,504 90,155

5.4 The Authority is required to pay off an element of the CFR each year through

a revenue charge called the Minimum Revenue Provision (MRP).
5.5 CLG Regulations require the Council to approve an MRP Statement in
advance of each year. This will detemine the annual loan repayment charge
to the revenue account. The budget strategy is based on the following MRP
statement and Council is recommended to formally approve this statement:

e For capital expenditure incurred before 1%t April, 2008 the Council’'s MRP
policy is to calculate MRP in accordance with foomer CLG Regulations.
This is 4% of the Capital Financing Requirement except where the
Council makes Voluntary Revenue Payments for Departmental Prudential
Borrowing, which is in excess of the amount required by these
regulations, based on asset life.

e From 1% April, 2008 the Council calculates MRP based on asset life for all
assets or where prudential borrowing is financed by a specific annuity
loan, MRP will be calculated according to the actual loan repayments.

5.6 Affordability Prudential Indicators

5.7 These indicators are detailed below and are intended to give an indication of

the affordability of the planned capital expenditure financed by borrowing.

Incremental Impact of Capital Expenditure on Council Tax

This indicator identifies the revenue costs associated with new schemes
included in the three year Capital Programme recommended in the budget
strategy report compared to the Authority's existing approved commitments
and current plans. The incremental impact of capital expenditure on Council
Tax is expected to reduce in line with the reduction of anticipated prudential
borrowing.
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Forward Forward Forward Forward
Projection Projection | Projection | Projection
2011/12 2012/13 201314 2014/15
£'000 £'000 £'000 £'000
CouncilTax- Band D £4 .62 £2.76 £1.78 £1.75

6.1

6.2

6.3

6.4

6.5

Ratio of Financing Costs to Net Revenue Stream

This shows the net cost of capital borrowing as a percentage of the net
budget, which is spent on servicing debt. Whilst the authoritys CFR is going
to fall as a result of reduced supported borrowing allocations this indicator is
expected to increase because of the decrease in the revenue budget owing to
Government grant cuts. This is effectively a technical change and will not
impact on the revenue budget as this includes provision for interest and
repayment costs remaining stable for the next three years.

% 2011/12 2012/13 2013/14 2014/15
Estimate Estimate Estimate Estimate
Ratio 7.10% 7.93% 7.92% 8.12%

BORROWING STRATEGY

As indicated earlier in the report the most important factor for the Council's
borrowing strategy is the level of long tem interest rates (i.e. loans of 25 and
50 years). The key issue for the Council will be locking into there rates at an
affordable level.

In the short tem it is proposed that the Authority will continue the use of its
balance sheet resources to net down investments and borrowing. This
reduces investment counterparty risk and shelters against the estimated low
level of investments returns. The ability to do this is limited by the level of
these resources which are temporaryin nature.

The key risk of deferring long term borrowing is that when the Authority does
need to borrow itis not attoo high a rate. Long-tem fixed interest rates are at
risk of being higher over the medium term, and short term rates are expected
to rise from the current historically low level. The Authority needs to ensure
that it achieves benefits from those historically low short termm rates whilst
retaining the flexibility to lock into longer termm rates before they rise
significantly. In these circumstance not only is the level of interest rate a
factor but the speed at which itis changing. If any of the Authoritys LOBOs
(Lenders Option Borrowers Option loans) are recalled they will need to be
refinanced which will also be from internal resources in the first instance (if
available) and then temporary loans until the Authority is confident that the
timing is right to obtain long term borrowing.

In order to mitigate the above risks the Chief Finance Officer in the current
financial year, under delegated powers, has undertaken some long-tem
borrowing linked to the business case for self funded schemes i.e. the Social
Housing Scheme and the Photo-Voltaic (PV) Cells scheme. This locks the
interest rates for these schemes and keeps expenditure on servicing the loans
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within the costs established by the business cases. In relation to the Housing
Scheme this action will provide an ongoing revenue saving. The Medium
Term Financial Strategy to be reported to Council in February will propose
eamarking this saving to support further housing investment.

6.6  Further borrowing may be undertaken prior to the end of the financial year or
early in the new financially year to effectively limit under-borrowing at
2010/2011 levels further mitigating the above risks. Similary, borrowing will
be undertaken for specific business cases i.e. additional Housing Schemes (if
approved) and the replacement cremators to secure these business cases.

6.7 Debt and Investment Projections 2011/12 — 2013/14

6.8 The table below sets out the Authority's projected borrowing requirement and

level of debt.
Debt and Inve stment Projections 2011/12 2012/13 2013/14 2014/15
Revised Estimated Estimated Estimated
£'000 £'000 £'000 £'000

Long Term Borrowing 1 April 46,821 51,133 56,133 61,133
Expected change in Long Term Debt 4,312 5,000 5,000 5,000
Debt at 31 March 51,133 56,133 61,133 66,133
Borrowing Requirement 92,955 95,886 95,167 92,504
Under Borrowing (41,822)| (39,753) (34,034) (26,371)

6.9 The table shows that the authority can temporarily defer long term borrowing
by continuing to use its balance sheet resources and use short term
borrowing. Scope to continue this strategy reduces in future years. Though
this reduces investment counterparty risk and shelters against the low
investment retums, further borrowing may be undertaken to mitigate the risks
outlined above.

6.10 Limits to Borrowing Activity

6.11 Within the prudential indicators there are a number of key indicators to ensure
the Authority operates its activities within well defined limits.

6.12 The Authority needs to ensure that its total borrowing net of any investments,
does not, except in the short term, exceed the total of the CFR in the
preceding year plus the estimates of any additional CFR for 2012/2013 and
the following two financial years . This allows some flexibility for limited early
borrowing for future years, but ensures that borrowing is not undertaken for
revenue purposes. The table below demonstrates that net borrowing will not
exceed the CFR.

Extemal Debt 2011/12 2012/13 2013/14 2014/15
Revised Estimated Estimated Estimated
£'000 £'000 £'000 £'000
Gross Borrowing 51,133 56,133 61,133 66,133
Inve stments 19,616 13,648 11,330 10,956
Net Borrowing / (Investment) 31,517 42,485 49,803 55177
Borrowing Requirement 92,955 95,886 95,167 92,504
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The table below shows two key limits for the monitoring of debt. The
Operational Limit is the likely limit the Authority will require and is aligned
closely with the actual CFR on the assumption that cash flow is broadly
neutral. The Authorised Limit for External Debt is a further key prudential
indicator to control the overall level of borrowing. This represents a limit
beyond which external debt is prohibited, and this limit needs to be set or
revised by the Council. In practice it needs to take account of the range of
cash flows that might occur for the Authority in addition to the CFR. This also
includes the flexibility to enable advance refinancing of existing loans.

Borrowing Limits

2011/12
Revised
£'000

2012/13
Estimated
£'000

201314
Estimated
£'000

2014/15
Estimated
£'000

Operational Limit

102,000

105,000

105,000

102,000

Authorised limit

112,000

115,000

115,000

112,000

6.14

6.15

6.16

6.17

6.18

6.19

The Chief Finance Officer reports that the Authority complied with these
prudential indicators in the current year and does not envisage difficulties for
the future.

Borrowing in Advance of Need

The Authority has some flexibility to borrow funds for use in future years. The
Chief Finance Officer may do this under delegated power where, for instance,
a sharp nse in interest rates is expected, and so borrowing early at fixed
interest rates will be economically beneficial or meet budgetary constraints.
Whilst the Chief Finance Officer will adopt a cautious approach to any such
borrowing, where there is a clear business case for doing so borrowing may
be undertaken to fund the approved capital programme or to fund future debt
maturities. Any borrowing in advance of need will be reported to the Coundil in
the next Treasury Management report. This is unlikely to happen in 2012/13
given the current interest rates.

Debt Rescheduling

Debt rescheduling is where the authority may redeem existing loans early at a
premium (cost) and take out new replacement loans. The reasons for any
rescheduling to take place will include;

the generation of cash savings and/or discounted cash flow savings,
helping to fulfil the treasury strategy, and

o enhance the balance of the portfolio (amend the maturity profile and/or
the balance of volatility).

For debt rescheduling to take place the interest rates of the Council's existing
loans need to be compared to the current rates. The situation will be
monitored and any rescheduling of debt will be reported to the Council in the
next Treasury Management report. Given current interest levels it is not
expected that there will be any opportunities for debt rescheduling in 2012/13.

4.1 Audit Committee 12.01.25 - TreasuryManagament Strategy 2012-2013
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7.1

7.2

7.3

7.4

7.5

INVESTMENT STRATEGY

The primary objectives of the Authority's investment strategy in order of
importance are:

e safeguarding the re-payment of the principal and interest of its
investments on time;

e ensuring adequate liquidity;

e investmentreturn.

In the current economic climate, the currentinvestment strategy has one over-
riding risk consideration which is safeguarding the principal investment. As a
result of these underlying concems the existing investment strategy nets down
investments and borrowing. It also tightens the controls already in place in
the approved investment strategy. This strategy restricts both the institutions
the authority will invest in and the period of Investment. It is recommended
that the authority continues to invest on a short tetmm basis (i.e. up to 100
days) and restricts counterparties to the current investment list as detailed
later in the report.

Investment Counterparty Selection Criteria

The Authority's criteria for providing a pool of high quality investment
counterparties uses the credit rating information produced by the 3 major
ratings agencies (Fitch, Moody's and Standard & Poors) and is supplied by
our treasury consultants. All active counterparties are checked against criteria
outlined below to ensure that they comply with the criteria. Any counterparty
failing to meet the criteria would be omitted from the counterparty list. Any
rating changes, rating watches (notification of a likely change), rating outlooks
(notification of a possible longer term change) are provided to officers almost
immediately after they occur and this information is considered on a daily
basis before investments are made. For instance a negative rating watch
applying to a counterparty at the minimum Authority criteria will be suspended
from use, with all others being reviewed in light of market conditions.

The lowest common denominator method of selecting counterparties and
applying limits is used. This means that the application of the Authority's
minimum criteria will apply to the lowest available rating for any institution.
For instance if an institution is rated by two agencies, one meets the
Authority's criteria, the other does not, the institution will fall outside the
lending criteria. This is in compliance with a CIPFA Treasury Management
Panel recommendation in March, 2009 and the CIPFA Treasury Management
Code of Practice.
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7.6 The table below shows the proposed limits in 2012/13 for the Council:

Category Fitch Moody’s Standard Counterparty Time
& Poors Limit Limit
A F1+/AA- | P-1/Aa3 A-1+/AA- £10.0m 1 Year
B F1/A- P-1/A3 A-1/A- £3.0m 1 Year
C Unrated bank subsidiaries and £1.5m 6 months
building societies w ith assets
over £1bn
D Debt Manage ment Office £20m 1 Year
E Nationalised Banks and Banks £10m 1 Year
covered by UK Government
Guarantee
F Other Local Authorities £15m 1 Year
Individual Limits per Authority:
e £4m County, Metropolitan or
Unitary Councils
e £1m District Councils, Police
or Fire Authorities.
G The Council's Ow n Bank £3.5m 1 Year

7.7 The above limits set the overall framework for investment in “nomal” market
circumstances. In practice the Chief Finance Officer uses his delegated
powers to set operational limits which further tighten the lending criteria as
necessary in response to developments caused by the Global ‘credit crunch’.
These actions reflect the Chief Finance Officer's assessment of risk which is
particularly important as credit ratings are not a guarantee of an organisation’s
financial strength and can only provide a starting point for assessing risk. This
flexibility is needed to take advantage of opportunities arising where maximum
security can be obtained to reduce the risk of financial loss, while still
benefitting from competitive rates of return.

7.8 Following the increased risk and uncertainty arising from the unprecedented
recent economic crisis the Chief Finance Officer has continued to adopt an
even more vigilant approach resulting in what is effectivelya ‘named’ list. This
consists of a very select number of counterparties that are considered to be
the lowest risk. This has involved the Council temporarily suspending making
new deposits with all building societies except the Nationwide, which has a
financial standing rating equivalent to the major clearing banks.

7.9 The Councils approach of suspending building societies from the
counterparty list has proven prudent as the ratings for all building societies
have been downgraded owing to continuing concerns about their financial
stability and exposure to property loans.

4.1 Audit Committee 12.01.25 - TreasuryManagament Strategy 2012-2013
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7.10

7.11

712

713

714

7.15

7.16

747
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Note that the above criteria only includes UK institutions and therefore has
never included Icelandic banks, owing to the risk that if these banks ran into
financial difficulties the Icelandic Government may not have been able to
underwrite depositors funds. The Authority has also continued to exclude all
foreign banks, including Irish banks from the investment list owing to the Chief
Finance Officer's assessment of risk. Again this action has proven
appropriate as evidence by the downgrading of the countries sovereign rating.

Specified and Non-Specified Investments

CLG regulations classify investments as either Specified or Non-Specified. A
Specified Investmentis Sterling denominated with maturities up to a maximum
of one year whereas a Non-Specified Investment is any investment not
meeting the Specified definition.

The investment criteria outlined above is different to that used to define
Specified and Non-Specified investments. This is because it is intended to
create a pool of high quality counterparties for the Authority to use rather than
defining what its investments are. Further details of the Specified/Non
Specified criteria are contained at Appendix A.

In the nomal course of the Authority’'s cash flow operations it is expected that
both Specified and Non-specified investments will be utilised for the control of
liquidity as both categories allow for short term investments.

The use of longer tem instruments (greater than one year from inception to
repayment) will fall in the Non-specified investment category. These
instruments will only be used where the Authority's liquidity requirements are
safeguarded. This will also be limited by the longer termm investment limits.

Investment Projections 2012/13 — 2014/15

The table below sets out the estimates for the expected level of resource for
investment or use to defer long term borrowing.

2010/11 Year End Resources 2011/12 2012/13 2013/14 2014/15
Outturn Estimate Estimate Estimate Estimate
£'000 £'000 £000 £000 £'000

38.593|Balances and Reserves 35.000 30.000 25,000 20,000
3,200Q1Provisions 2,200 2,200 2,200 2,200
41,793|Total Core Funds 37,200 32,200 27,200 22,200
25 457|Working Capital* 24,238 21,201 18,16 15,127
67,250|Resources Available for Investment 61,438 53,401 45,36 37,327
(42,935 )1(UnderYover borrowing (41,822) (39,753) (34,034 (26,371)
24 ,315|Expected Investments 19,616 13,648 11,330 10,956

* The working capital balance is based on an estimate of debtors and
creditors at year end.

ategy 2012-2013
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719

7.20

7.21

7.22

7.23

7.24

7.25

7.26

Benchmarking

A requirement in the revised Codes and the CLG consultation paper is the
consideration and approval of security and liquidity benchmarks. Yield
benchmarks are currently widely used to assess investment performance.
Security and liquidity benchmarks are new requirements to the Member
reporting and benchmarks in these areas are significantly less developed.
The application of these is also more subjective in nature.

These benchmarks are simple targets (not limits) and so may be breached
from time to time, depending on movements in interest rates and counterparty
criteria. The purpose of the benchmark is to assist monitoring and illuminate
any changes to the strategy. Any breach of the benchmarks will be reported,
with supporting reasons in the Mid-Year or Annual Report.

The benchmark for monitoring security is based on the historical risk of default
associated with the credit rating of an organisation. The higher rated
counterparties have a lower rate of historic default.

The table below sets out the historic default percentages for each type of
credit rated institution and the period of deposit.

Maturity Period

Years 1 2 3 4 5

AAA 0.00% 0.01% 0.05% 0.10% 0.17%
AA 0.03% 0.06% 0.08% 0.14% 0.20%
A 0.08% 0.22% 0.37% 0.52% 0.70%
BBB 0.24% 0.68% 1.19% 1.79% 2.42%
BB 1.22% 3.24% 5.34% 7.31% 9.14%
B 4.06% 8.82% 12.72% 16.25% 19.16%
CCcC 24.03% 3191% 37.73% 41.54% 4522%

The Authority has an extremely cautious investment strategy and this has
avoided investment default. As a result the Authority has never suffered
investment loss as institutions such as Icelandic banks have not been on the
approved investment list. It is expected that the continuation of this investment
strategy will avoid investment default. However the Authority still needs to set
a fomal limit. It is therefore suggested that the Authority will aim to ensure
that the historic default probability of its investment portfolio will not exceed
0.2%.

An additional proposed benchmark is the average risk of default. This is
based on the historic risk of defaultmultiplied by the value of each invesiment.
It does not constitute the actual expectation of loss. Rather it is intended to
give a guide as to the relative security of investments. For the forthcoming
year this is expected not to exceed £100,000.

To ensure adequate Liquidity the Authority maintains a bank overdraft facility
of £1.5m. In addition the Authority will make use of call accounts to enable
cash to be obtained with immediate notice. The proposed benchmark for

4.1 Audit Committee 12.01.25 - TreasuryManagament Strategy 2012-2013
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7.27

7.28

4.1

monitoring liquidity is ‘Weighted Average Life’. This reflects the average
number of days to maturity for investments and therefore gives an indication
of the liquidity profile of investments held. For the forthcoming year because
of the lack of value obtainable for deposits exceeding 12 months and the need
to ensure maximum security this benchmark is expected to be 0.5 years, with
a maximum of 3 years.

Sensitivity to Interest Rate Movements

Sensitivity to Interest Rate Movements is a prudential indicator that the
Authority is required to disclose. Whilst most of the risks facing treasury
management activity are addressed elsewhere in this report (credit risk,
liquidity risk, market risk, maturity profile risk), the impact of interest rate risk is
discussed but not quantified. The table below highlights the estimated impact
of a 1% increase/decrease in all interest rates to the estimated treasury
management costs/income for next year. These forecasts are based on a
prudent view of a +/- 1% change in interest rates for the full CFR. Equally for
investments they are based on a prudent view of the total amount invested.
That element of the debt and investment portfolios which are of a longer tem,
fixed interest rate nature will not be affected by short interest rate changes.

Impact on Revenue Budgets 2012/13 201213
Estimated Estimated
1% -1%
£'000 £'000
Interest on Borrowing 952 (952)
Investment income (136) 136
Net General Fund Borrowing Cost 815|| (815)

8. TREASURY MANAGEMENT LIMITS ON ACTIVITY

8.1

8.2

There are four further treasury activity limits and the purpose of these are to
contain the activity of the treasury function within certain limits, thereby
managing risk and reducing the impact of an adverse movement in interest
rates. However, if these are set to be too restrictive they will impair the
opportunities to reduce costs/improve performance.

The limits are:

i) Upper limits on variable interest rate exposure — This identifies a
maximum limit for the percentage of the Authority's borrowing and
investments that are held with variable interest rates. The proposed
limits are detailed in the table below.

Limits on Variable Interest Rates 2012/13 2013/14 2014/15
Upper Upper Upper
£'000 £'000 £'000

Borrowing 75,000 75,000 72,000

Investments 30,000 25,000 20,000

4.1 Audit Committee 12.01.25 - Treas ury Managament Str.
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i) Upper limits on fixed interest rate exposure — Similar to the previous
indicator this covers a maximum limit for the percentage of the Authority’s
borrowing and investments that are held with fixed interest rates.

Limits on Fixed Interest Rates 2012/13 2013/14 2014/15
Upper Upper Upper
£'000 £'000 £'000

Borrowing 105,000 105,000 102,000

Investments 60,000 50,000 40,000

iii) Maturity structure of borrowing — this limit is detailed in paragraph 8.3
below.

iv) Maximum principal sums invested — this limit is detailed in paragraph 85

below.

8.3 Limits for the ‘Maturity Structure of Borrowing’ are intended to reduce
exposure to large fixed rate sums falling due for refinancing. In the opinion of
the Chief Finance Officer limits on fixed and variable rates for borrowing are
unhelpful and could lead to unnecessary higher costs of borrowing. Previous
experience has shown that it is possible to move from a position of
predominantly fixed rate borrowing to variable rate borrowing and then back to
fixed rate borrowing over a period of two years. In the Chief Finance Officer’s
opinion this proactive management of investments and borrowing continues to
provide the most cost effective strategy for the authority, whilst not exposing
the authority to unnecessary risk. The Authority should ensure maximum
flexibility to minimise costs to the revenue budget in the medium term. These
limits are detailed in the table below.

IMaturitv Structure of fixed interest rate borrowina 2012/13

2011/12 2011/12 2012/13 2012/13

£000 £000 £000 £000
Lower Limit | Upper Limit | Lower Limit | Upper Limit

Under 12 months 0 93,000 0 95,000
12 months to 2 years 0 102,000 0 105,000
2 years to 5 years 0 102,000 0 105,000
5 years to 10 years 0 102,000 0 105,000
10 years to 20 years 0 102,000 0 105,000
20 years to 30 years 0 102,000 0 105,000
30 years to 40 years 0 102,000 0 105,000
40 years to 50 years 0 102,000 0 105,000
50 years to 60 years 0 102,000 0 105,000
60 years to 70 years 0 102,000 0 105,000

8.4 The limits allow for borrowing up to the Capital Financing Requirement at
either variable or fixed rates. The intention is to move to fixed rate borrowing
when rates are at an appropriate level and may require the temporary use of
variable rate borrowing in the interim.

8.5 Total principal funds invested for greater than 364 days — These limits are set

with regard to the Authority’'s liquidity requirements and to reduce the need for
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8.6

8.7

9.1

9.2

10.

10.1

10.2

early sale of an investment and are based on the availability of funds after
each year-end.

' 1 year 2 years 3 years
£000 £000 £000
Maximum 0 0 0

Performance Indicators

The Code of Practice on Treasury Management requires the Council to set
perfomance indicators to assess the adequacy of the treasury function over
the year. These are distinct historic indicators, as opposed to the prudential
indicators, which are predominantly forward looking. The Authority will
produce the following performance indicators for information and explanation
of previous treasury activity:

e Average rate of borrowing for the year compared to average available
e Debt— Average rate movement year on year
e Investments — retums above the 7 day LIBID rate

TREASURY MANAGEMENT ADVISORS

The authority uses Sector as its treasury management consultants. The
company provides a range of services which incude:

e Technical support on treasury matters, capital finance issues and the

drafting of Member reports;

Economic and interest rate analysis;

Debt services which includes advice on the timing of borrowing;

Debt rescheduling advice surrounding the existing portfolio;

Generic investment advice on interest rates, timing and invesiment

instruments;

e Credit ratings/market infoomation service comprising the three main credit
rating agencies;

Whilst the advisers provide support to the internal treasury function, under
current market rules and the CIPFA Code of Practice the final decision on
treasury matters remains with the Authority. This service is subject to regular
review.

CONCLUSION

The report provides the Council with the proposed Treasury Management
Strategy for 2012/2013, as required by legislation.

The strategy proposed that the Council continues to net down investments
and borrowing as this is expected to provide the lowest cost and minimises
risk.

4.1 Audit Committee 12.01.25 - TreasuryManagament Strategy 2012-2013
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10.3 It is also proposed that for specific business cases the Council will take out
specific loans locking into the current low rates. This will ensure business
cases are sustainable and avoid risk falling on the general fund.

10.4 The strategy also proposes that if the interest outlook changes unexpectedly
the Chief Finance Officer may seek to undertake longer term borrowing to
protect the Authority's financial position.

10.5 Where invesiments need to be made the Council will continue to limit the
institutions the Council will invest with and the period of investment to 100
days orless.

11. RECOMMENDATIONS

11.1 It is recommended that Members consider the report and approve that it is
referred to Council for the approval of the following recommendations:

i) Approve the Prudential Indicators and Limits relating to Capital
Expenditure for 2012/2013 to 2014/2015 as detailed in sections 4 and 5.

i) Approve the continuation of the netting down of investment and
borrowing noting that specific loans will be taken out for schemes
approved on the basis of individual business cases.

iii) Approve the Treasury Prudential Indicators and the Minimum Revenue
Provision (MRP) Statementin section 6.

iv)  Approve Treasury Prudential Indicators in section 7.
v) Approve the Investment Strategy Counterparty Criteria contained in
section 7 and note that the operational limits will continue to be further

restricted.

vi)  Approve the Treasury Management Limits on Activity in section 8.

4.1 Audit Committee 12.01.25 - TreasuryManagament Strategy 2012-2013
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Appendix A

Credit And Counterparty Risk Management

The CLG issued Investment Guidance in 2010, and this forms the structure of the
Coundil’s policy below.

The key intention of the Guidance is to maintain the current requirement for
authorities to invest prudently and that priority is given to security and liquidity before
interest return. In order to facilitate this objective the guidance requires this Council
to have regard to the CIPFA publication Treasury Management in the Public
Services: Code of Practice and Cross-Sectoral Guidance Notes. This Council has
adopted the Code and applies its principles to all investment activity. In accordance
with the Code, the Chief Finance Officer has produced its treasury management
practices covering investment countemarty policy which requires approval each
year.

Annual Investment Strategy - The key requirements of both the Code and the
investment guidance are to set an annual investment strategy, as part of its annual
treasury strategy for the following year, covering the identification and approval of
following:

e The strategy guidelines for decision making on investments, particulady non-
specified investments.

e The principles to be used to detemine the maximum periods for which funds can
be committed.

e Specified investments the Council will use. These are high security (i.e. high
credit rating, although this is defined by the Council, and no guidelines are given),
and high liquidity investments in sterling and with a maturity of no more than a
year.

e Non-specified investments, clarfying the greater risk implications, identifying the
general types of investment that may be used and a limit to the overall amount of
various categories that can be held atanytime.

The strategy proposed for approval by Members is set out below.

Strategy Guidelines — The main strategy guidelines are contained in the body of the
Treasury Strategy Statement.

Specified Investments — These investments are stering investments of not more
than one-year maturity, or those which could be for a longer period but where the
Coundil has the right to be repaid within twelve months if it wishes. These are low
risk assets where the possibility of loss of principal or investment income is small.
These would include investments with:

1. The UK Government (such as the Debt Management Office, UK Treasury Bills or
a Gilt with less than one year to maturity).

2. Other Councils.
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3. Pooled investment vehicles (such as money market funds) that have been
awarded a high credit rating by a credit rating agency. This covers pooled
investment vehicles, such as money market funds, rated AAA by Standard and
Poor’s, Moody's or Fitch rating agencies.

4. A body that has been awarded a high credit rating by a credit rating agency
(such as a bank or building society. This covers bodies with a minimum rating of
A- (or the equivalent) as rated by Standard and Poor’s, Moody's or Fitch rating
agencies. Within these bodies, and in accordance with the Code, the Council
has set additional criteria to set the time and amount of monies which will be
invested in these bodies. This criteria is:

Category Fitch Moody’s Standard Counterparty Time
& Poors Limit Limit
A F1+/AA- P-1/Aa3 A-1+/AA- £10.0m 1 Year
B F1/A- P-1/A3 A-1/A- £3.0m 1 Year
C Unrated bank subsidiaries and £1.5m 6 months
building societies w ith assets
over £1bn
D Debt Manage ment Office £20m 1 Year
E Nationalised Banks and Banks covered £10m 1 Year
by UK Government Guarantee
F Other Local Authorities £15m 1 Year
Individual Limits per Authority:
e f£4m County, Metropolitan or
Unitary Councils
e £1m District Councils, Police or
Fire Authorities.
G The Council's Ow n Bank £3.5m 1 Year

Non-Specified Investments — Non-specified investments are any other type of
investment (i.e. not defined as Specified above). The identification and rationale
supporting the selection of these other investments and the maximum limits to be
applied are set out below. Non specified investments would include any investments
with:

e Building societies not meeting the basic security requirements under the
specified investments. The operation of some building societies does not
require a credit rating, although in every other respect the security of the society
would match similarly sized societies with ratings. The Investment Fund may use
building societies with assets over £1bn. These will be limited to £2.5m over 3
months.

e Anybank or building society that has a minimum long termm credit rating of A- for
deposits with a maturity of greater than one year (including forward deals in
excess of one year from inception to repayment).
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Category Fitch Moody’s Standard Counterparty Time
& Poors Limit Limit
A F1+/AA- P-1/Aa3 A-1+/AA- £10.0m 1 Year
D Debt Management Office £20m 1 Year
E Nationalised Banks and Banks covered £10m 1 Year
by UK Government Guarantee
F Other Local Authorities £15m 1 Year
Individual Limits per Authority:
e f£4m County, Metropolitan or
Unitary Councils
e £1m District Councils, Police or
Fire Authorities.

The Monitoring of Investment Counterparties - The credit rating of counterparties
will be monitored regulady. The Coundil receives credit rating advice from its
advisers, Butlers, on a daily basis, and as and when ratings change, and
counterparties are checked promptly. On occasion ratings may be downgraded
when an investment has already been made. The criteria used are such thata minor

downgrading should not affect the full receipt of the principal and interest.

counterparty failing to meet the criteria will be removed from the list immediately by
the Chief Finance Officer and if required new counterparties which meet the criteria

will be added to the list.
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AUDIT COMMITTEE

4.2

(e

B
25 January 2012 Py
Report of: Chief Finance Officer
Subject: UPDATE ON PROPOSED NEW LOCAL AUDIT
ARRANGEMENTS

1.1

2.1

3.1

3.2

PURPOSE OF REPORT

To update Members on proposals for new local audit arrangements
published by the Department for Communities and Local Government.

BACKGROUND

On 25 June 2010, the Government instructed the Audit Commission
and five other inspectorates to stop Comprehensive Area
Assessments. On 13 August 2010, the Government announced plans
to disband the Audit Commission. The Government has described
these decisions as being part of a fundamental shift in power away
from central government to councils and communities, overturning
decades of increasing central government control. On 4.1.12, The
Government published its proposals for the new arrangements for audit
of local public bodies. Following the decision to abolish the Audit
Commission, the Government sought views last year on a new, more
transparent and accountable local public audit framework that would
both reduce the cost of public audit and maintain high standards of
scrutiny over public money.

GOVERNMENT PROPOSALS

Attached as AppendixAis the Government response to the future of
local audit consultation. This document (the Government response)
sets out the keythemes and views which were raised during the
consultation and what the Government now proposes for the new
arrangements for audit of principal public bodies. The keyissues
detailed in the Government response are outlined below.

Regulation of Local Public Audit:
The Government considers that having a new and separate regulator

for local public audit would be inefficient and risks duplication and also
have an impact on fees. They consider that there should be a
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3.3

3.4

3.5

consistent regulatory regime for audit, covering the private sector and
the local government and health sectors. The Government considers
that, subject to Parliament’s agreement, the National Audit Office is
best placed to produce the Code of Practice which auditors will be
required to follow when auditing local public bodies.

Registration of Auditors:

Under the Companies Act 2006 the Professional Oversight Board, part
of the Financial Reporting Council, has statutory powers delegated to it
for the recognition and supervision of those professional accountancy
bodies responsible for supervising the work of auditors. Itis the
Governments intention that, as under the Companies Act 2006, the
Financial Reporting Council will be the overall regulator. The
Government is therefore proposing that the Secretary of State will have
powers which will allow him to authorise professional accountancy
bodies to act as Recognised Supervisory Bodies for local public audit.

Eligibility for Registration:

The Government considers that while itis important not to preclude
new entrants to the local public auditmarket, itis also vital that any firm
able to be appointed as a local public auditor has a number of suitable
individuals with the necessary qualifications and experience to
undertake local public audit work. Once enacted, legislation will provide
that Recognised Supervisory Bodies (subject to the Financial Reporting
Coundil’s oversight, and in line with any guidance which the Financial
Reporting Council produce) will be responsible for detemining the level
of expertise and experience necessary for any firm to be eligible to be
appointed as a local public auditor.

Monitoring and Enforcement:

The consultation proposed that the appropriate professional
accountancy bodies should act as Recognised Supervisory Bodies and
have responsibility for monitoring the quality of audits undertaken by
their members, as they do in the private sector. The Government
propose that, as under the Companies Act 2006, Recognised
Supervisory Bodies will have responsibility for monitoring the quality of
audits undertaken by their member firms. This work will fall under the
monitoring units of these bodies, and will include:

reviews of individual audit engagements

reviews of the policies, procedures and internal controls of those
firms licensed to carry out the public sector audits

reporting on the quality of audit to the registration body
investigating complaints or disciplinary cases, as well as issues
identified during their monitoring process

e removing a firm from the register of eligible local public auditors.
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3.6 Dutyto Appoint an Auditor:

The consultation proposed that all larger local public bodies (those with
income/expenditure over £6.5m) would be under a duty to appointan
auditor. The Government have reported that generally, audited bodies,
local authorities in particular, were against the idea of a majority
independent audit committee. Those from other sectors, such as audit
and accountancy firms and the professional bodies, were generallyin
favour of the proposals. About a third of respondents agreed that
Government proposals for audit committees provide the necessary
safeguards for the independence of the auditor, so it follows that two
thirds did not agree. Other comments to note were that the makeup of
the independent audit committee should be a local decision for each
audited body.

Despite these responses the Government have concluded that
requiring the appointment of an auditor to be undertaken by the full
council (or equivalent for non-local government bodies) on the advice
of an independent audit committee is the most practical and effective
way of ensuring independence of appointment. The Government state
that theylistened to the comments made by some local public bodies
about the constitution of their existing audit committees, and that it
might be difficult to find enough suitable independent members to
ensure a majority of independent members. In order to distinguish
between the existing traditional audit committees and the role the
Government propose forsuch a committee in the appointment process,
they intend that the advice on the procurement and appointment of the
auditor will be made by an independent audit appointment panel.

The Government therefore intends to legislate for a system of local
appointment under which the Council will be under a duty to appointan
auditor who must be on the register of local public auditors.
Responsibility for the final selection of the auditor and engagement of
the auditor on a contractual basis will rest with the local public body.
However, that appointment must be made by the full council on the
advice of an Independent Audit Appointment Panel, independently
chaired, with a majority ofindependent members. Where the body
already has an independent audit committee, the Government
concludes it may wish to use that committee to meet this requirement.

The Governmentintend to frame requirements in a way that will allow
local public bodies to share appointment panels (and therefore
independentmembers) to ease administration burdens and reduce
costs. Local public bodies will be able to choose the model which suits
their circumstances, and will have the flexibility to work with other
bodies to jointly procure an auditor and reduce the costs of meeting this
requirement.
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3.7

3.8

3.9

Role of the Independent Audit Appointment Panel:

The consultation proposed that the Independent Audit Appointment
Panel would have a keyrole in the selection of the auditor engaged by
the audited body, and monitoring the independence, quality and
performance of the external audit.

The majority of respondents indicated a preference for the appointment
of the auditor as the only mandatory duty for the Independent Audit
Appointment Panel, and any other roles or responsibilities would be a
local decision. The majority of respondents also felt that the process for
the appointment of an auditor should not be set out in legislation.

Despite this majority view, the approach that the Government intends
to take is to provide for a set of functions for the Independent Audit
Appointment Panel in legislation, around advising on auditor
appointment, independence, removal and resignation, and in relation to
public interest reports. The Government believe that such an approach
will provide flexibility for local public bodies to mould this requirement to
suit their own circumstances, and facilitate joint working and joint
commissioning between local public bodies.

The Government recognises that in circumstances where a local public
body will have both an audit committee (exercising the traditional
functions of such a committee) and an Independent Audit Appointment
Panel (whether shared or not) there may well be issues about the
demarcation of responsibilities between both groups. Theyintend to
work with the sector to produce guidance which would set out how the
responsibilities of the Independent Audit Appointment Panel could be
exercised (and how those responsibilities might interface with those of
a more traditional audit committee).

Rotation of Audit Firms and Audit Staff:

The Government intends to require that a local public body must run a
procurement competition every five years for its audit services. The
Independent Audit Appointment Panel would be required to provide
advice before any appointment. There would, however, be no bar on
the incumbent supplier being reappointed as a result of this
competition.

Scope of Local Public Audit:

The Government has considered the wide range of views expressed in
the consultation and intends to retain the current broad scope as set
outin the Audit Commission Act 1998 so that auditors of local public
bodies will continue to be required to satisfy themselves that:-
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e the accounts have been prepared in accordance with the
necessary directions or regulations and comply with relevant
statutory requirements;

e proper practices have been observed in the compilation of the
accounts; and

¢ the bodyhas made proper arrangements for securing economy
efficiency and effectiveness (value formoney) in its use of
resources.

The Governmentstate they want to put the responsibility for providing
the evidence in relation to value for money firmly in the hands of the
local public body, without introducing additional burdens by requiring
the production of additional reports or documents. The majority of
respondents to the consultation were not in favour of local public
bodies being required to set out performance and plans in an annual
report. One option the Governmentis considering is to ask local public
bodies to build on the information they already make available on their
arrangements for securing value for money - for example, through the
Annual Governance Statement. The Government has stated that it will
need input from a range of stakeholders to develop the value for money
element of audit fully before implementation.

3.10 Provision of Non-Audit Services:

The Government has stated that Auditors of local public bodies will be
required to continue to comply with ethical standards and other
applicable independence rules set by the regulator. The Government
therefore considers that the current ethical standards provide sufficient
safeguards for auditor independence and proposes to enable auditors
to provide non-auditservices to the audited body, subject to adhering
to the ethical standards produced by the Auditing Practices Board and
gaining approval to undertake the work from the Independent Auditor
Appointment Panel.

3.11 Grant Certification:

Following the Audit Commission's closure, grant paying bodies for new
grants will need to develop separate arrangements for grant
certification. This may require the grant paying body to define the
assurance requirements and certification instructions, and the local
body to procure the necessary certification from its auditor. Some grant
programmes may use self-certification to provide assurance which
would rely on the internal governance and controls of the grant
recipient and require the Chief Executive or Section 151 Officer to
certify the claim, usually through a standardised declaration. These
arrangements will be supported by Treasury guidance, to ensure
consistency of approach across Government grant programmes. For
existing grant programmes currently certified by the Audit Commission,
the Governmentis working with grant paying bodies to develop
transitional arrangements that provide the assurance required.
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3.12 Implementation and Next Steps:

The government plan to hold further discussions with local authorities
and other local public bodies, as well as audit firms, to flesh out the
underying detail of the framework, and how it might be implemented.
The Government will also work with key partners and the Audit
Commission to develop appropriate transitional arrangements.

The Government will bring forward legislation to close down the Audit
Commission and to putin place a new framework in line with the
proposals set outin its response as soon as Parliamentarytime allows.
Theyintend to publish a draft Bill for pre-legislative scrutiny in Spring
2012, which allows for examination and amendments to be made
before formal introduction to Parliament.

The Audit Commission is currently in the process of outsourcing all the
audit work of its in-house practice The outsource contracts that the
Commission will put in place will start from 2012-13 and are expected
to run for three or five years giving local councils the time to plan for
appointing own auditors. Once the audits have been outsourced the
Commission will be radically reduced in size to become a small
residuary body responsible for overseeing the contracts and making
any necessary changes to the individual audit appointments during the
life of the contracts.

4 RECOMMENDATION

4.1 Itis recommended that Members note the contents of the report and
are kept fully appraised of any future developments in relation to the
provision of local audit arrangements.
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Executive Summary

Following the announcement of its decision to abolish the Audit Commission in
August 2010, the Government consulted on its proposals for a new local public
audit framework from 31 March to 30 June 2011. Those proposals were
designed to deliver the Government’s objective for a new local public audit
framework that places responsibility firmly in the hands of local bodies, giving
them the freedom to appoint their own auditors, with appropriate safeguards for
auditor independence, from an open and competitive market for local public
audit services. They were also designed with the fundamental principle of
accountability in mind — providing a system of local public audit that allows local
bodies to be held to account for the public money at their disposal, locally to
residents and service users, and also as part of a framework of accountability
that provides assurance to Parliament about the public money it votes to
Government departments and which is in turn devolved to the local level.

This document (the Government response) sets out the key themes and views
which were raised during the consultation and what the Government now
proposes for the new arrangements for audit of principal public bodies. The
response provides little detail on the audit arrangements for local health bodies.
The Department of Health is working through the implications of Monitor’s
changing role and the proposed establishment of the Clinical Commissioning
Groups, and will specify the detailed arrangements for audit of local health
bodies, under the new framework, in due course.

Key elements of the new local public audit
framework

The design principles of the new framework for local public audit are that it
should be localist and transparent, achieve a reduction in the overall cost of
audit, and uphold high standards of auditing, ensuring that there is effective and
transparent regulation of public audit, and conformity to the principles of public
audit. The key elements are:

Regulation

o There should be a consistent regulatory regime for audit, covering the
private sector and the local public bodies (paragraph 24).

. The National Audit Office is best placed to produce the Code of
Practice and supporting guidance for audit of local public bodies, subject
to Parliamentary approval. The National Audit Office will be required to
consult key partners in developing the Code (paragraph 26).

J The Financial Reporting Council will be the overall regulator, mirroring
its role under the Companies Act 2006. The Financial Reporting Council



will be responsible for recognition and supervision of Recognised
Supervisory Bodies (professional accountancy bodies responsible for
supervising the work of auditors, and for putting rules and arrangements
in place which their members must fulfil before they can be registered
auditors) and for Recognised Qualifying Bodies (professional
accountancy bodies responsible for awarding audit qualifications)
(paragraphs 31-32).

AUDITOR REGISTRATION
Mirroring the Companies Act 2006, Recognised Supervisory Bodies will:
@ have the roles of registration, monitoring and discipline for local
public audit
o) put in place rules and practices covering eligibility of firms to
undertake local public audit; and
o keep a register of firms eligible to undertake local public audit

(paragraphs 33-34).

MONITORING AND ENFORCEMENT

As under the Companies Act 2006, Recognised Supervisory Bodies will
monitor the quality of audits undertaken by their member firms, and
investigate complaints, disciplinary cases and issues identified during the
monitoring of firms on the register of local public auditors (paragraph 43).

The Accountancy and Actuarial Disciplinary Board (part of the Financial
Reporting council) investigates significant public interest disciplinary
cases and can impose sanctions on those auditors found guilty of
misconduct in both the companies and public sectors. We consider that
the Accountancy and Actuarial Disciplinary Board should continue to
have these powers for local public audit (paragraph 45).

There will be additional oversight and monitoring of the audits of
significant local public bodies (referred to as “Bodies of Significant Public
Interest”) - the Financial Reporting Council (through its Audit Inspection
Unit, or as appropriate through delegation to a Recognised Supervisory
Body) will monitor the quality of the audits of these bodies, mirroring the
arrangements for Public Interest Entities under the Companies Act
(paragraph 47).

Commissioning local public audit services
AUDITOR APPOINTMENT

Local public bodies will have a duty to appoint an auditor from the
register of local public auditors, on the advice of an Independent Auditor
Appointment Panel (paragraph 60).

The Independent Audit Appointment Panel will have an independent
chair and a majority of independent members (paragraph 60).



We intend to frame requirements in a way that will allow local public
bodies to share appointment panels (and therefore independent
members) to ease admin burdens and reduce costs (paragraph 61).

The Police and Crime Commissioner will make appointments for police
bodies; (paragraph 73).

The appointment process will be transparent. Local public bodies will be
required to publish details of the auditor appointment on their website
within 28 days of making the appointment, together with the Independent
Audit Appointment Panel’s advice and, if they did not follow that advice, a
statement explaining why (paragraph 63).

Where the local public body is not an elected body, the auditor
appointment will usually be made directly by the Independent Audit
Appointment Panel or its equivalent (paragraph 75).

ROLE OF INDEPENDENT AUDITOR APPOINTMENT PANELS

Government intends to prescribe specific functions to the Independent
Audit Appointment Panel limited to the external audit, including advising
on auditor appointment, independence, removal and resignation, and in
relation to public interest reports (paragraph 67).

The arrangements will allow local public bodies to share Independent
Audit Appointment Panels, and to expand on the remit of their Panel if
they wish, choosing a model which best suits their circumstances
(paragraph 67).

FAILURE TO APPOINT AN AUDITOR

Local public bodies will be required to appoint an auditor by 31
December in the year preceding the financial year to be audited, and
notify the Secretary of State if they have not done so. The Secretary of
State will be able to direct the local public body to appoint an auditor or
make the auditor appointment directly. In addition to meeting the cost of
the appointment the local public body could be subject to a sanction for
failing to make the appointment (paragraphs 79-80).

ROTATION OF AUDIT FIRMS AND AUDIT STAFF

Local public bodies will be required to run a procurement competition for
its audit services at least every five years (paragraph 86).

Auditors will have to comply with the standards and rules set by the
regulator. Applying the current standards means the audit engagement
partner will be able to undertake audit for a local public body for an initial
five years and be reappointed for a further two years. The audit manager
will be able to be appointed for a maximum of ten years. After these
periods, these key audit staff will not be able to work with the local public
body for a further five years (paragraph 85).



RESIGNATION OR REMOVAL OF AN AUDITOR

There will be rigorous, transparent processes for auditor resignation or
removal, designed to protect auditor independence, quality of audit, and
accountability to the electorate. These broadly mirror those in the
Companies Act, but are adapted to reflect the principles of public audit
(paragraphs 90-91).

AUDITOR LIABILITY

Auditor liability should be an issue to be dealt with in the contractual
negotiations between the auditor and audited body (paragraph 96).

SCOPE OF LOCAL PUBLIC AUDIT AND AUDITORS’ WORK

The scope of local public audit will remain broadly similar. As now,
auditors of local public bodies will be required to satisfy themselves that
the accounts have been prepared in accordance with the necessary
directions; proper practices have been observed in the compilation of the
accounts; and the body has made proper arrangements for securing
economy, efficiency and effectiveness in its use of resources (paragraph
99).

The detail of how auditors should fulfil these requirements will, as now,
be set out in a code of audit practice. The value for money component
should be more risk based and proportionate, with auditors basing their
assessment of risk on evidence of the local public body’s arrangements
for securing value for money provided by the local public body
(paragraph 100).

Public Interest Reporting: The duty for auditors of local public bodies to
undertake Public Interest Reporting will be retained, as will their ability to
charge audited bodies for reasonable work. The duty on audited bodies
to consider Public Interest Reports at a meeting within one month of the
report and to publish the details of the meeting will be retained. A new
duty will be placed on audited bodies to publish the Public Interest Report
(paragraphs 105-107).

Non-audit services: Auditors will be permitted to provide non-audit
services to the audited body, subject to adhering to the Auditing
Practices Board’s ethical standards and the Independent Auditor
Appointment Panel’s approval (paragraph 110).

Public interest disclosure: The local public auditor and the Independent
Auditor Appointment Panel will be defined as designated persons under
the Public Interest Disclosure Act, to enable individuals to make
disclosures under the Act (paragraph 112).

Transparency: The new framework will retain the rights of local electors
to make formal objections to the accounts, but give auditors greater
discretion regarding whether to pursue an objection (paragraph 115).



. Freedom of Information: The auditor’s public office holder functions will
not be brought within the remit of the Freedom of Information Act
(paragraph 118).

NON AUDIT FUNCTIONS OF AUDIT COMMISSION

. Proposed arrangements for Grant Certification: following the Audit
Commission’s closure, Government considers that for new grants, the
grant paying bodies should agree certification arrangements with grant
recipients and auditors (paragraph 122).

o National Fraud Initiative: Government proposes to continue the National
Fraud Initiative, and is discussing with partners and the local public
sector about how best to achieve this (paragraph 126).

. VFM studies regarding the local public sector: The Government
considers that there is scope for rationalisation in the number of these
value for money studies compared to the number previously undertaken
and would like to see a coherent and complementary programme of
offerings across all providers.

Implementation and next steps

Chapter 4 sets outs the next steps. In summary these are to:

e do some further work with smaller bodies and their representatives on
regarding audit arrangements for smaller bodies, to explore options for these
bodies before firming up proposals, and setting out our preferred approach
in Spring 2012;

¢ hold further discussions with local authorities, other local public bodies and
the audit sector to flesh out the underlying detail of the framework, and how
it might be implemented;

e publish a draft Bill for pre-legislative scrutiny in Spring 2012, which allows for
examination and amendments to be made before formal introduction to
Parliament; and in advance of introduction of an Audit Bill as soon as
Parliamentary time allows.

The Audit Commission is currently in the process of outsourcing all the audit
work of its in-house practice The outsource contracts that the Commission will
put in place will start from 2012-13 and are expected to run for three or five
years giving local councils and other public bodies the time to plan for
appointing own auditors. Once the audits have been outsourced the
Commission will be radically reduced in size to become a small residuary body
responsible for overseeing the contracts and making any necessary changes to
the individual audit appointments during the life of the contracts.
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CHAPTER 1
Background

On 13 August 2010, the Secretary of State for Communities and Local
Government announced plans to disband the Audit Commission, transfer the
work of the Audit Commission’s in-house practice into the private sector and put
in place a new local audit framework. Local authorities would be free to appoint
their own independent external auditors and there would be a new audit
framework for local health bodies. A new decentralised audit regime would be
established and local public bodies would still be subject to robust auditing.

In March 2011, the Government published the Future of Local Public Audit
consultation paper seeking views on proposals for how the new local audit
framework could work following the disbandment of the Audit Commission.
These proposals were developed by the Department for Communities and Local
Government following discussion with a wide range of partners and bodies that
would be affected by the changes. These included the Audit Commission, the
National Audit Office, the Financial Reporting Council, accountancy professional
bodies, local government, other local public bodies and Government
departments with an interest.

The consultation paper set these proposals within the context that the current
arrangements for local public audit, whereby a single organisation is the
regulator, commissioner and provider of local audit services is unnecessarily
centralised, and that there is a lack of transparency and clarity as well as
potential conflicts between the role.

The proposals in the consultation paper built on the statutory arrangements and
professional ethical and technical standards that currently apply in the
companies sector with adaptations to ensure that the principles of public sector
audit are maintained.

About the consultation

In total, 453 responses were received to the consultation. The majority of these
responses were from local government: parish and town councils, district
councils, county and unitary local authorities and their representative bodies.
Responses were also received from professional accountancy and regulatory
bodies, auditing firms and other audited public bodies and members of the
public. The majority of the members of the public who responded identified that
they had auditing/accounting experience or were involved directly with the
financial reporting for a council. A breakdown of the total responses can be seen
below:



Type of respondent Number of responses

Upper tier local authorities 91
Lower tier local authorities 117
Parish and town councils 134
Individual members of the public 30
(including 4
councillors)
Audit and accountancy firms 14
Professional auditing and 5
accountancy bodies (including Audit

Commission)

Other audited public bodies

Fire authorities 21
Police authorities 12
National Park Authorities 4
Probation Authorities 4
Pension authorities 2
Others 5
Non-categorised responses 14
Total 453

11. A summary of the responses to the consultation is available at:

www.communities.gov.uk/publications/localgovernment/localauditsummaryres
ponses
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Format of the Government response

Chapter 2 contains the Government response to the consultation. It is organised
into sections following the order in the original consultation document. We have
set out the proposals which the Government made, summarised the key themes
and views submitted in consultation responses, and presented the
Government’s response to these.

Chapter 3 covers other functions of the Audit Commission that were not dealt
with in the consultation. Chapter 4 covers next steps and implementation.
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CHAPTER 2
Consultation questions and government
response

Design principles

The consultation proposed that the new local public audit framework should be
based on the principles of localism and decentralisation, transparency,
continuing to ensure high standards of auditing, while opening up the market
and securing lower audit fees. Our aim is also to ensure the quality of audit by
having regard to the principles of local public audit:

e the independence of public sector auditors
e the wide scope of public audit
e good reporting arrangements to democratically elected representatives.

The vast majority of respondents agreed that the consultation document had
identified the correct design principles of:

e localism and decentralisation
e transparency

e |ower audit fees; and

e high standards of auditing.

Some respondents (including some professional auditing and accountancy
bodies), commented that they did not believe that the decentralised approach
outlined in the consultation document would achieve lower audit fees. Local
authorities exhibited less concern.

The Government’s response

The responses received to the consultation support the Government’s proposed
design principles. The proposals that are set out in this response and on which
we intend to legislate are all vital elements of a new local public audit framework
which is localist and transparent, and upholds high standards of auditing, where
audit remains independent, robust and efficient.

The Government is also committed to developing a new local public audit
framework where audit fees remain competitive, stripped of the need to cover
the central costs and overheads of the Audit Commission. Having a single body
that is regulator, commissioner and provider of local audit services provides a
unique monopoly position and weak incentives to drive down costs. The key
drivers of audit fees in the new local public audit framework (aside from
commercial and market considerations) will be the scope of audit (i.e. what
auditors are actually required to do) and regulation of the work of auditors. We
are working with our partners to ensure that these elements of the new
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framework do not add unnecessary cost into the new system. The streamlining
the Commission has done since the Government’s decision to abolish the
Commission is already resulting in lower audit fees for local bodies, with the
smaller overheads of the Commission enabling it to propose a 10% reduction in
fee scales for 2012-13" for the first year of audits done under outsourcing.

PROBATION TRUSTS

As the financial results of probation trusts are consolidated into the National
Offender Management Service accounts, which are audited by the Comptroller
& Auditor General, the consultation proposed that in future probation trusts
should be audited by the Comptroller & Auditor General. The audit of probation
trusts would therefore not fall under the new local public audit framework.

The maijority of those who answered this question (local authorities) agreed that
the audit of probation trusts should fall within the Comptroller & Auditor
General’'s regime. The four probation trusts that responded were evenly split as
to whether they should be included in the Comptroller & Auditor General’s
regime or not.

The Government’s Response

The Government considers that it would be appropriate for the audit of probation
trusts to fall within the Comptroller & Auditor General’s regime. We intend to lay
an order before Parliament under the Government Resources and Accounts Act
2000 which — if approved by Parliament — would add an amendment to
Schedule 1 to the Offender Management Act 2007 and transfer responsibility for
the audit of probation trusts to the Comptroller and Auditor General from April
2012.

HEALTH BODIES

It is currently envisaged that the new local public audit framework outlined in this
Government Response will apply to Clinical Commissioning Groups. These are
new health bodies proposed in the Health and Social Care Bill. The precise
audit requirements for Clinical Commissioning Groups have not yet been
finalised and will depend on the passage of the Health and Social Care Bill. The
application of the new local public audit framework for Clinical Commissioning
Groups will be specified in due course.

The audit arrangements for Foundation Trusts were not included in the
consultation because they do not currently fall under the Audit Commission
regime. Under the current arrangements, a Foundation Trust’s board of
governors appoints their own auditor, on advice from an audit committee.
Monitor currently regulates the audits, including providing the Code of Audit
Practice and guidance. The audits include an opinion on the financial
statements and a conclusion on value for money. We intend that the audit
arrangements for Foundation Trusts will remain broadly the same, but some
changes will be necessary to reflect Monitor’s changing role.

! See http://www.audit-commission.gov.uk/audit-regime/audit-fees/201213/Pages/default.aspx
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Regulation of local public audit

The Government considers that having a new and separate regulator for local
public audit would be inefficient and risks duplication. This would also have an
impact on fees. We therefore consider that, to the extent possible, there should
be a consistent regulatory regime for audit, covering the private sector and the
local government and health sectors. The same arrangements for regulation
would apply for all local health bodies.

The consultation proposed that the National Audit Office would be responsible
for developing and maintaining the audit codes of practice which set out the
approach to audit that auditors must follow when auditing local public bodies.
Before preparing or altering a code applicable to any accounts, the National
Audit Office will be required to consult appropriate local public bodies and
professional accountancy bodies. The National Audit Office would also be
responsible for producing any supporting guidance. 93% of respondents agreed
that the National Audit Office is best placed to produce the Code of Audit
Practice and the supporting guidance.

The Government’s response

The Government considers that, subject to Parliament’s agreement, the
National Audit Office is best placed to produce the Code of Practice which
auditors will be required to follow when auditing local public bodies. We have
also discussed with the National Audit Office how it might support auditors in
fulfilling their responsibilities under the Code. The National Audit Office
recognises the need for annual and in-year guidance to promote consistency in
audit approach and is in principle committed to providing support to auditors
which is:

e principles-based not prescriptive;
e addresses key themes/issues (not every query);

e informed by technical forum of local auditors (led by the National Audit
Office); and

e leaves discretion for an auditor to agree local audit approach based on their
risk assessment.
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REGISTRATION OF AUDITORS

26. Under the Companies Act 2006 the Professional Oversight Board, part of the
Financial Reporting Council, has statutory powers delegated to it for the
recognition and supervision of those professional accountancy bodies
responsible for supervising the work of auditors, Recognised Supervisory
Bodies, or offering an audit qualification, Recognised Qualifying Bodies.
Recognised Supervisory Bodies are responsible for putting rules and
arrangements in place which their members must fulfil before they can be
registered auditors. People with responsibility for company audit work must also
hold a recognised qualification, awarded by a Recognised Qualifying Bodies.

27.  The consultation proposed that the Financial Reporting Council would oversee
the regulatory regime for local public audit, as it does for the statutory audit of
companies under the Companies Act 2006. The Financial Reporting Council
would share responsibility for registering statutory local public auditors and
monitoring the quality of their audits with Recognised Supervisory Bodies.

28. 88% of responses were in agreement that the Companies Act 2006 should be
replicated for local public audit. Some of the professional bodies responded that
there would need to be some adaptation for the system to work for public
bodies.

29.  Overall, respondents indicated preferences for one of the existing regulatory
bodies to take on the role for maintaining and reviewing the register of statutory
local public auditors.

The Government’s response

30. Itis ourintention that, as under the Companies Act 2006, the Financial
Reporting Council will be the overall regulator®. We are therefore proposing that
the Secretary of State will have powers which will allow him to authorise
professional accountancy bodies to act as Recognised Supervisory Bodies for
local public audit. In practice, the Secretary of State will delegate these powers
to the Financial Reporting Council/Professional Oversight Board. This mirrors
the arrangements under the Companies Act 2006.

31.  The effect of this is that the Financial Reporting Council will be able to::

o authorise existing Recognised Supervisory Bodies to have statutory
responsibilities in respect of local public audit, in addition to their
responsibilities for statutory audits of companies;

2. It should be noted that the Department for Business Innovation and Skills (BIS) and
the Financial Reporting Council (FRC) are currently consulting jointly on reforms to the
FRC's governance and structure. The consultation can be accessed at
www.frc.org.uk/about/frcreform.cfm and is due to close on 10 January 2012. Both BIS
and the FRC are working with DCLG to ensure the FRC has a proportionate role in the
regulation and oversight of local public audits, as envisaged under the local public audit
framework, in any revised structure for the FRC which results from the consultation.
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o authorise additional professional bodies to be Recognised Supervisory
Bodies with statutory responsibilities in respect of local public audit.

As under the Companies Act 2006, the Recognised Supervisory Bodies will
have the roles of registration, monitoring and discipline for local public audit, and
will be given delegated authority to put in place rules and practices covering:

e The eligibility of firms to be appointed as local public auditors (subject to the
Financial Reporting Council’s oversight, which might include guidance
produced by the Council); and

e The qualifications, experience and other criteria individuals must reach
before being permitted to carry out a local public audit and sign off an audit
report.

In line with the register of those eligible for appointment as auditor under Part 42
of the Companies Act 2006, all eligible local public auditors will be placed on a
register, which will be kept by the Recognised Supervisory Bodies. This register
will list:

¢ the audit firms that are able to undertake the audit of local public bodies;

e those individuals linked to each firm that are eligible to sign an audit report
on behalf of that firm and able to take responsibility for local public audit
work (though the names of individuals will not appear on the published
register).

ELIGIBILITY FOR REGISTRATION

The consultation document asked how the right balance could be struck
between requiring audit firms eligible for statutory local public audit to have the
right level of experience, while allowing new firms to enter the market. The
majority of responses suggested that firms should be required to demonstrate
their track record in public sector audit and/or their ability to source the
appropriate expertise. Other responses included the need to set proper high-
level criteria, including the correct skills and qualifications for firms and
individuals, but in a way that would not preclude new firms entering the market.

The Government’s response

The Government considers that while it is important not to preclude new
entrants to the local public audit market, it is also vital that any firm able to be
appointed as a local public auditor has a number of suitable individuals with the
necessary qualifications and experience to undertake local public audit work.
Once enacted, legislation will provide that Recognised Supervisory Bodies
(subject to the Financial Reporting Council’s oversight, and in line with any
guidance which the Council produce) will be responsible for determining the
level of expertise and experience necessary for any firm to be eligible to be
appointed as a local public auditor. We are confident that building on the rules
and arrangements these bodies already have in place under the Companies Act
2006, but tailored appropriately to meet the specific requirements of local public
auditors, will provide the right balance to ensure that an appropriate level of
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experience and expertise is maintained in the system, while not precluding new
firms from entering the market.

In order to ensure that individuals within firms are suitably qualified and have the
necessary levels of skills and experience, the Government considers that each
individual eligible to sign an audit report on behalf of the firm will need to:-

e hold an audit qualification (“appropriate qualification” in accordance with the
Companies Act 2006 [Section 1219]); or

e hold a corresponding qualification to audit accounts under the law of another
European Economic Area state; or

¢ hold a qualification from a body of accountants recognised by the Financial
Reporting Council as an appropriate qualification for local public audit;

and

e be approved under the rules of the Recognised Supervisory Body to take on
that role. In practice, we envisage that the Recognised Supervisory Body will
only approve someone where it judges that the individual has the necessary
level of skills and experience to take on the role.

The Financial Reporting Council will need arrangements to monitor the
continued appropriateness of qualifications that it recognises as appropriate for
local public audit.

MONITORING AND ENFORCEMENT

The consultation proposed that the appropriate professional accountancy
bodies should act as Recognised Supervisory Bodies and have responsibility for
monitoring the quality of audits undertaken by their members, as they do in the
private sector; and investigate complaints or disciplinary cases, as well as
issues identified during their monitoring process. They would also be able to
stop a firm being eligible for appointment as a statutory local public auditor, by
removing them from the register of eligible local public auditors.

The consultation said that the Government was considering whether the overall
regulator should have a direct role in assuring the quality and undertaking
independent investigation of the audits of some specified local public bodies, i.e.
those that might be considered analogous to Public Interest Entities under the
Companies Act 2006.
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The consultation also asked for views on the proposal that the overall regulator
would have powers to investigate and discipline in these cases. About a third of
respondents to the relevant question considered that all principal local
authorities should be considered as equivalent to public interest entities, with a
smaller number suggesting that all of the bodies currently audited by the Audit
Commission should be viewed as equivalent to public interest entities. Nearly
half of respondents suggested that regulation and monitoring arrangements
should be the same for audits of all local public bodies, with no specially defined
group to be subject to additional arrangements. The majority of respondents
considered that the role of the regulator in relation to disciplinary cases should
be the same for local public audit framework as it is under the Companies Act
2006.

The Government’s response

We propose that, as under the Companies Act 2006, Recognised Supervisory
Bodies will have responsibility for monitoring the quality of audits undertaken by
their member firms. This work will fall under the monitoring units of these
bodies, and will include:

e reviews of individual audit engagements

e reviews of the policies, procedures and internal controls of those firms
licensed to carry out the public sector audits

e reporting on the quality of audit to the registration body

e investigating complaints or disciplinary cases, as well as issues identified
during their monitoring process

e removing a firm from the register of eligible local public auditors.

The Recognised Supervisory Bodies will investigate complaints or disciplinary
cases, as well as issues identified during the monitoring of firms on the register.
Similarly, the Recognised Supervisory Bodies will be able to refer cases for
investigation to the relevant arm of the Financial Reporting Council (the
Accountancy and Actuarial Disciplinary Board).

The Accountancy and Actuarial Disciplinary Board investigates significant public
interest disciplinary cases and can impose sanctions on those auditors found
guilty of misconduct in both the companies and public sectors. The Government
considers that the Accountancy and Actuarial Disciplinary Board should
continue to have these powers for local public audit.

Under the Companies Act 2006 the overall regulator, through its Audit
Inspection Unit, is responsible for monitoring the quality of the statutory audit of
“major audits” which includes the audits of public interest entities. The
Professional Oversight Board is responsible for determining which audited
entities fall within the “major public interest” category (over and above those
prescribed in statute), and therefore within the scope of the Audit Inspection
Unit, and for approving the Audit Inspection Unit's work programme. The criteria
the Professional Oversight Board applies and a list of inspections are published
annually by the Board, following consultation with the professional accountancy
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bodies. This additional level of monitoring reflects both the size of the company
and the importance of that company to the public.

As under Companies Act 2006 audits, there will be an additional level of
oversight and monitoring for audits of significant local public bodies given the
very large level of taxpayers’ money at their disposal. We therefore intend to
give the Financial Reporting Council responsibility for monitoring (through the
Audit Inspection Unit or as appropriate through delegation to a Recognised
Supervisory Body) the quality of audits of these bodies (which we are referring
to as “Bodies of Significant Public Interest”).

We propose to include in legislation criteria to define which bodies will be
considered Bodies of Significant Public Interest and hence within the scope of
the Audit Inspection Unit. We propose that the Financial Reporting
Council/Professional Oversight Board will then, each year, decide after
consultation with relevant Government Departments whether any local public
bodies which are not Bodies of Significant Public Interest should also fall within
the scope of the Audit Inspection Unit, over and above those prescribed in
legislation. The Financial Reporting Council /Professional Oversight Board will
then decide which audits the Audit Inspection Unit will monitor. This is in line
with the process under the Companies Act 2006 for determining which audited
entities fall within the “major public interest” category, and therefore within the
scope of the Audit Inspection Unit.

As set out in paragraph 46 above, audits of bodies which do not fall within the
Audit Inspection Unit’s scope will be monitored by the relevant Recognised
Supervisory Body.

Commissioning local public audit services
DUTY TO APPOINT AN AUDITOR

The consultation proposed that all larger local public bodies (those with
income/expenditure over £6.5m) would be under a duty to appoint an auditor.
The auditor would need to be on the register of local public statutory auditors,
which should help to ensure that the quality of auditors is maintained.
Independence would be maintained in part through a new requirement for local
public bodies to put in place independent audit committees. The consultation set
out proposals for how such committees could be structured and proposals as to
how independence would be defined.

The consultation sought to set out proposals which would enable local public
bodies to co-operate to procure an external auditor.

Nearly three quarters of the responses agreed that the arrangements for audit
committees were flexible enough to allow joint appointments. Generally, audited
bodies, local authorities in particular, were against the idea of a majority
independent audit committee. Those from other sectors, such as audit and
accountancy firms and the professional bodies, were generally in favour of the
proposals.

About a third of respondents agreed that our proposals for audit committees
provide the necessary safeguards for the independence of the auditor
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appointment. With regard to the make up of the audit committee, of those who
indicated a preference, a minimum number of independent members was
favoured by a small majority. Other notable comments that arose were that the
makeup of the independent audit committee should be a local decision for each
audited body and that these arrangements were not suitable for the way police
authorities were structured.

The majority of respondents agreed that the correct criteria had been identified
in the consultation document to ensure the quality of independent members.
However, a sizeable minority disagreed. The main cause for disagreement was
that the criteria listed appeared more focussed on ensuring the independence of
members rather than their quality and capability. Local authorities thought that
having the overall necessary skills to perform the audit committee function was
important. Auditing and accountancy firms were more clearly in agreement with
the criteria identified in the consultation.

About half of the respondents considered that financial awareness or
experience was desirable, but not essential, for the independent members of an
audit committee. Many felt that if the overall skills of the audit committee as a
whole were appropriate for the tasks they had to perform, the financial expertise
did not have to rest with the independent members.

About half of those who responded indicated that they thought it would be
difficult to source independent members of a suitable calibre. Most respondents
agreed that remuneration would be necessary for the independent members but
responses were split with regard to what level, the most popular responses
being that the level should be locally determined and that only ‘reasonable’
expenses should be paid (similar to other committees).

The Government’s response

Local public bodies are already responsible for procuring large volumes of
goods and services in order to discharge their wider functions, e.g. local
government’s procurement totals around £50bn per annum according to the
Local Government Association. The Government considers there to be no
barriers in terms of expertise that would prevent local public bodies appointing
their external auditors, subject to appropriate safeguards to ensure
independence in the appointment process.

The Government has confirmed on several occasions its commitment to
maintaining auditor independence in the new local public audit framework. The
regulatory regime set out in the preceding chapter ensures the quality of audit
work is monitored effectively. We consider that requiring the appointment of an
auditor to be undertaken by the full council (or equivalent for non-local
government bodies) on the advice of an independent audit committee is the
most practical and effective way of ensuring independence of appointment.
Transparency in the appointment process will also be an important part of
ensuring auditor independence.

In reaching this conclusion we have listened to the comments made by some

local public bodies about the constitution of their existing audit committees, and
that it might be difficult to find enough suitable independent members to ensure
a majority of independent members. In order to distinguish between the existing
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traditional audit committees and the role we propose for such a committee in the
appointment process, we intend that the advice on the procurement and
appointment of the auditor will be made by an independent audit appointment
panel.

The Government therefore intends to legislate for a system of local appointment
under which all local public bodies with income/expenditure over a threshold
(currently £6.5m) will be under a duty to appoint an auditor who must be on the
register of local public auditors. Responsibility for the final selection of the
auditor and engagement of the auditor on a contractual basis will rest with the
local public body. However, that appointment must be made by the full council
(or its equivalent) on the advice of an Independent Audit Appointment Panel,
independently chaired, with a majority of independent members. Where the
body already has an independent audit committee, they may wish to use that
committee to meet this requirement.

Local public bodies have signalled to us that they are interested in undertaking
joint procurement exercises and sharing Independent Audit Appointment Panels
or independent members. We want to ensure the arrangements that we put in
place facilitate that. We intend to frame requirements in a way that will allow
local public bodies to share appointment panels (and therefore independent
members) to ease administration burdens and reduce costs. Local public bodies
will be able to choose the model which suits their circumstances, and will have
the flexibility to work with other bodies to jointly procure an auditor and reduce
the costs of meeting this requirement.

We intend to work closely with the sector, as we finalise the detail of these
proposals, so they are as administratively straightforward and practical as
possible.

To aid transparency in the appointment process the local public body will be
required to publish details of the auditor appointment on their website within 28
days of making that appointment, alongside the advice of the Independent Audit
Appointment Panel, subject to considerations of commercial confidentiality. If
the local public body did not follow the advice of the Independent Audit
Appointment Panel in making its appointment, it will be required to publish on its
website a statement setting out the reasons why it had chosen not to follow that
advice.

ROLE OF THE INDEPENDENT AUDIT APPOINTMENT PANEL

The consultation proposed that the Independent Audit Appointment Panel would
have a key role in the selection of the auditor engaged by the audited body, and
monitoring the independence, quality and performance of the external audit. It
proposed options for specifying in legislation some responsibilities that the
Panel should have in relation to the engagement of an auditor, and monitoring
the independence and quality of the external audit:-

e Only specify one mandatory duty for the local public body’s Independent
Audit Appointment Panel, i.e. to provide advice to the local public body on
the engagement of the auditor and the resignation or removal of an auditor.
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e Specify a more detailed role for the Independent Audit Appointment Panel.
This would provide more assurance about the independence of the
relationship between the audited body and its auditor, and would also ensure
that the Panel had a wider role in reviewing the financial arrangements of the
local public body.

The majority of respondents indicated a preference for the appointment of the
auditor as the only mandatory duty for the Independent Audit Appointment
Panel, and any other roles or responsibilities would be a local decision.
However, a significant number of responses felt that a more detailed mandatory
role for the Panel was preferable.

The maijority of respondents felt that the process for the appointment of an
auditor should not be set out in legislation. Guidance was preferable to a
statutory code of practice with the National Audit Office indicated as the
preferred provider.

The Government’s response

The approach that the Government intends to take is to provide for a limited set
of functions on the Independent Audit Appointment Panel in legislation, around
advising on auditor appointment, independence, removal and resignation, and in
relation to public interest reports. We believe that such an approach will provide
flexibility for local public bodies to mould this requirement to suit their own
circumstances, and facilitate joint working and joint commissioning between
local public bodies.

We also recognise that in circumstances where a local public body will have
both an audit committee (exercising the traditional functions of such a
committee) and an Independent Audit Appointment Panel (whether shared or
not) there may well be issues about the demarcation of responsibilities between
both groups. We intend to work with the sector to produce guidance which
would set out how the responsibilities of the Independent Audit Appointment
Panel could be exercised (and how those responsibilities might interface with
those of a more traditional audit committee). We would welcome a discussion
and views on the detailed issues raised by this approach to help shape and
inform the requirements and any future guidance issued.

INVOLVEMENT OF THE PUBLIC IN THE APPOINTMENT OF AN
AUDITOR

The consultation said the Government was considering how local people could
make representations about the specification designed by the audit committee
for the procurement of an auditor. The options we considered were:

e Pre-appointment - The public could make representations to the audited
body’s audit committee about any expressions of interest from audit firms for
the audit contract; or

e Post appointment — The public would be able to make representations at any
time to the local public body’s audit committee about issues relating to the
auditor.
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About equal numbers of respondents agreed as disagreed that this was a
proportionate approach to public involvement. Some respondents suggested
that public involvement be restricted to any undisclosed conflicts of interest on
the part of the auditor.

The Government’s response

The Government considers that its proposals to require — in the case of local
authorities — the appointment to be made by a full council meeting on the advice
of an independent auditor appointment panel; the requirement for that advice to
be published (and any departure from it publicly justified); and the other
measures we are proposing around transparency of the auditor appointment,
secure the necessary level of transparency for the public in the appointment
process.

APPLICABILITY TO OTHER SECTORS

The consultation recognised that the commissioning approach proposed for
local authorities might need to be tailored for other local public bodies. Nearly all
respondents indicated that the approach should be tailored as appropriate for
different local public bodies.

The Government’s response

The Government intends that in the case of police bodies that appointment
would be made by the Police and Crime Commissioner.

The table at Annex A details the different types of local public bodies to which
the new local public audit framework will apply and sets out the Government’s
proposals for how the auditor appointment will be made.

Where the local public body is not an elected body, then in most circumstances
that appointment should be made directly by the Independent Auditor
Appointment Panel (or its equivalent). There may be circumstances where it is
appropriate for a local public body’s board to make that appointment on the
advice of the Panel. However, where this is the case transparency (i.e.
publication of that advice) will be an important part of the appointment process.

FAILURE TO APPOINT AN AUDITOR

The consultation proposed that the audited body would be under a duty to
appoint an auditor. However, it also recognised that there could be some
instances under the new system where a body does not fulfil this duty. In these
circumstances we proposed that the Secretary of State would be able to direct
the local public body to appoint an auditor. Alternatively, where a local public
body does not fulfil its duty to appoint an auditor the Secretary of State could be
provided with the power to make the auditor appointment. In addition to meeting
the cost of the appointment the local public body could be subject to a sanction
for failing to make the appointment.

The maijority of the responses favoured the Secretary of State having a power to
make the auditor appointment. Most groups of respondents also suggested a
staged approach, i.e. where the Secretary of State would direct the public body
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to appoint an auditor and, should that fail, the Secretary of State would appoint
the auditor.

A small majority preferred that a local public body should only be required to
inform the Secretary of State in the case where it had failed to appoint an
auditor, rather than when they had made the appointment. Other responses
suggested that neither scenario warranted informing the Secretary of State as
this would go against the principle of localism.

The Government’s response

The Government considers it important, given the range of functions and legal
responsibilities of a local public auditor, that local public bodies are required to
appoint an auditor by a specified date in the financial cycle. We consider that
requiring an auditor to be appointed by 31 December in the year preceding the
financial year for which that auditor is to be appointed would fit with the annual
financial and accounting cycle.

We also consider that any local public body should be under a requirement to
notify the Secretary of State if they have not been able to make an appointment
by that date. We are proposing that the Secretary of State would then have
powers to either direct the local public body to make an appointment or make
that appointment directly himself. In addition to meeting the cost of the
appointment the local public body could be subject to a sanction for failing to
make the appointment.

ROTATION OF AUDIT FIRMS AND AUDIT STAFF

The consultation proposed that the rotation of staff within the audit firm would
need to be in line with the current ethical standards, but the audited body would
also be required to undertake a competitive appointment process within five
years. The audited body would be able to re-appoint the same firm for a
(maximum) second five year period, following competition.

The maijority of respondents were in favour of the proposal to limit a firm’s term
of appointment to ten years. However, some felt that there should be no limit on
the length of a firm’s appointment, e.g. it would be a barrier to new entrants.

The vast majority of responses agreed that the current ethical standards were
sufficient safeguard for rotation of audit staff.

The Government’s response

The Government considers that there is a balance to be struck between
providing enough incentive for audit firms to invest in medium term relationships
with local public bodies which would enable them to gain a thorough
understanding of that body’s operations, and ensuring that those undertaking
the audit maintain an appropriate degree of independence and objectivity from
the body being audited.

Paragraph 64 set out the government’s intention to require Independent Audit
Appointment Panels, to provide advice on the appointment of the auditor and to
have a key role in ensuring auditor independence. Taking this into account, the
Government considers that the ethical standards of the Auditing Practices Board
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around the rotation of key audit staff provide enough safeguards without the
need for mandatory rotation of firms. The ethical standards provide that the
audit engagement partner would be able to perform audit work in respect of a
local public body for an initial period of five years and then can only be
reappointed for a further two years. The audit manager can only be appointed
for a maximum of ten years. After these respective periods have elapsed, these
key audit staff would not be able to work with the local public body concerned
until a further period of five years had elapsed.

However, the Government is also convinced of the need to ensure local public
bodies are achieving value for money in procuring audit services. It therefore
intends to require that a local public body must run a procurement competition
every five years for its audit services. The Independent Audit Appointment Panel
would be required to provide advice before any appointment. There would,
however, be no bar on the incumbent supplier being reappointed as a result of
this competition.

RESIGNATION OR REMOVAL OF AN AUDITOR

The consultation envisaged that a body might wish to remove its auditor, or an
auditor might wish to resign, only in exceptional circumstances, for example, an
auditor being in breach of the ethical standards, or a complete breakdown in the
relationship between the auditor and audited body. It recognised the importance
of having stringent safeguards in place for the resignation and removal of an
auditor to protect the independence of the auditor and the quality of the audit. It
proposed safeguards that would broadly mirror those in the Companies Act
2006, but would be adapted to reflect the principles of public audit. The process
would be designed to ensure that auditors are not removed, or do not resign,
without serious consideration and through a process transparent to the public.

The maijority of responses received to this question agreed that these proposals
provide sufficient safeguard against the removal or resignation of the auditor.

The Government’s response

The Government considers that it is important that there is a fully transparent
process in place to deal with issues of auditor resignation or removal. We
consider that in the first instance it is vital that auditors and audited bodies try as
far as possible to resolve any difficulties or concerns (including through using
the mediation and conciliation services of the professional accountancy bodies if
appropriate).

However, if such differences become irreconcilable, in the case of auditor
resignation, we intend to:-

e Require the auditor to give 28 days written notice of his intention to resign to
the audited body and its Independent Audit Appointment Panel;

e Require the audited body to make a written response to the auditor’s written
notice, which it will be required to send with the auditor’s written notice, to its
members and the Independent Audit Appointment Panel,

e Require the auditor to then deposit a statement at the main office of the
audited body, and with the Independent Audit Appointment Panel, setting out
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the circumstances connected with the resignation of the office that are
relevant to the business of the audited body;

Require the audited body to publish the auditor’s statement on its website;

Require the Independent Audit Appointment Panel to investigate the
circumstances that led to the resignation and consider whether any action is
required; and

Require the auditor to notify the appropriate regulatory monitoring body of
his decision.

In the circumstance where a local public body wished to remove its auditor, the
process would be similar. We intend to:-

Require the audited body to give 28 days written notification of its wish to
terminate the contract, to the auditor and its Independent Audit Appointment
Panel;

Provide that the auditor will have the right to make a written response to the
notice, which the audited body will be required to send to its members and
the Independent Audit Appointment Panel;

Require the Panel to provide advice to the local public body within that 28
days notice period, having regard to any written response made by the
auditor;

Require the local public body to have regard to the advice of the
Independent Audit Appointment Panel before making a decision whether to
remove its auditor;

Following the 28 days notice period, require the audited body to put to a full
council meeting (or its equivalent) a resolution to remove the auditor (at
which both the auditor and a representative of the Independent Audit
Appointment Panel could speak if they wished);

Require that, if the audited body still wished to remove its auditor, it should
publish a statement of its decision on its website within 28 days of the
decision of the full council. If the local public body did not follow the advice of
the Independent Audit Appointment Panel, it will be required to explain in its
statement what that advice had been, and the reasons why it had chosen
not to follow that advice, subject to considerations of commercial
confidentiality; and

Require the audited body to notify the appropriate regulatory monitoring
body of its decision.

AUDITOR LIABILITY

In the private sector auditors are concerned about the consequences of the
risks of litigation. Auditors have sought to caveat their opinions by explicitly
limiting their duty of care and limit their liability. The Companies Act provides
that general provisions that protect auditors from liability are void, but:

does not prevent a company from indemnifying an auditor against any costs
incurred by him in defending proceedings in which judgment is given in his
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favour or in the granting of relief by the court in the case of honest and
reasonable conduct; and

e allows for a “liability limitation agreement” to be put in place if it is authorised
by the members of the company, provided it complies with the content
permitted in the Companies Act.

The consultation recognised that in the absence of a central body providing
indemnity to audit firms, it could be possible for audited bodies and auditors to
deal with auditor liability as part of their contractual negotiations. A legislative
framework, similar to that in the companies sector, could set out the process for
setting and agreeing liability limitation agreements. The majority of respondents
agreed with the proposals in the consultation document.

The Government’s response

The Audit Commission currently indemnifies auditors for the costs they incur
where they are engaged in litigation. In practice, calls on the indemnity are
infrequent. The Audit Commission informed the Communities and Local
Government Select Committee inquiry on the Audit and Inspection of Local
Authorities that, in the five years to 2010, it had been called upon only once.

Auditors from the Commission's in-house audit practice have also faced
litigation over the same five-year period. There have been three cases, all of
which the in-house auditor won. The costs of in-house auditors not recovered
from the other side are met by the Commission, and are also passed on to
audited bodies in audit fees, so in effect the indemnity is extended to the
Commission’s own auditors.

Without a liability agreement, audit firms may increase their fees to match the
increased risk they face in undertaking the work. Therefore, the Government
considers that auditor liability should be an issue to be dealt with in the
contractual negotiations between the auditor and audited body. The
Government will also consider the feasibility and necessity of a supporting
statutory framework which could set out the process for agreeing liability
limitation agreements.

Scope of audit and the work of auditors

SCOPE OF LOCAL PUBLIC AUDIT

The consultation asked for views on four options regarding the scope of future
audits for local public bodies. The narrowest option would comprise an opinion
on whether the financial statements give a true and fair view of the audited
body’s financial position and income and expenditure and a review of other
information included with financial statements. Wider options suggested
included an auditor’s conclusion on regularity and propriety, financial resilience
and value for money; and a further option of the auditor providing reasonable
assurance on an annual report prepared by the local body setting out its
arrangements for securing value for money, whether they had achieved
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economy, efficiency and effectiveness, regularity and propriety and financial
resilience.

The responses to the consultation were split between the options but indicated
a slight preference for leaving the overall scope of audit unchanged.

The Government’s response

The Government has considered the wide range of views expressed in the
consultation and intends to retain the current broad scope as set out in the Audit
Commission Act 1998 so that auditors of local public bodies will continue to be
required to satisfy themselves that:-

e the accounts have been prepared in accordance with the necessary
directions or regulations and comply with relevant statutory requirements;

e proper practices have been observed in the compilation of the accounts; and

e the body has made proper arrangements for securing economy efficiency
and effectiveness (value for money) in its use of resources.

The latter element is commonly referred to as the Value for Money component
of the audit, which is a key difference between the scope of local public audit
and statutory audit for private sector companies. The Government considers
that the value for money component of the audit could be delivered in a more
risk based and proportionate way. This has the potential for a consequent
decrease or increase on the level of audit work some local public bodies might
see as a result, but we would not expect this in itself to result in an overall
increase in the total costs of audit.

The auditors will need to base their assessment of risk on evidence around the
local public bodies’ arrangements for securing value for money. We want to put
the responsibility for providing the evidence firmly in the hands of the local public
body, without introducing additional burdens by requiring the production of
additional reports or documents. The majority of respondents to the consultation
were not in favour of local public bodies being required to set out performance
and plans in an annual report. One option would be to ask local public bodies to
build on the information they already make available on their arrangements for
securing value for money - for example, through the Annual Governance
Statement. This would be consistent with the design principles of the new
framework, by enhancing transparency and delivering a localist approach which
shifts responsibility firmly onto local public bodies.

We will need input from a range of stakeholders to develop the value for money
element of audit fully before implementation. These would include: the National
Audit Office (given their envisaged role, subject to Parliament’s agreement, in
producing the Code of Audit Practice and associated guidance); the Chartered
Institute of Public Finance and Accountancy, Local Authority (Scotland)
Accounts Advisory Committee and the Society of Local Authorities Chief
Executives as the respective authors of the Code of Practice on Local Authority
Accounting and the Local Authority Governance Framework, and local public
bodies themselves.
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PUBLIC INTEREST REPORTING

The consultation proposed to retain existing duties for auditors around Public
Interest Reporting and asked whether the new processes for resignation and
removal of auditors would mitigate the risk that the introduction of local auditor
appointment would impact on the auditor’s ability or willingness to publish Public
Interest Reports.

The vast majority of responses agreed that the safeguards outlined in the
consultation document would allow the auditor to issue a public interest report,
but some had concerns that the safeguards may not work in practice.

The Government’s response

Government intends to retain the duty for auditors of all local public bodies to
undertake Public Interest Reporting under the new framework. As is the case
currently audited bodies will be charged for reasonable work involved in
undertaking a Public Interest Report. The new framework will also retain the
duty on audited bodies to consider Public Interest Reports at a meeting within
one month of the report and to publish the details of the meeting.

In addition, in order to improve transparency we intend to introduce a new
requirement for audited bodies to publish the Public Interest Report, as well as
the existing requirement to publish a notice of and agenda for the meeting at
which it will be discussed, but local bodies will in future be able to choose the
mode for publishing these.

However, we recognise the concerns expressed around the need for further
safeguards for Public Interest Reporting. We will work with partners to finalise
the details of these, in particular the role of the Independent Auditor
Appointment Panel, and arrangements for protecting auditors in undertaking
and receiving payment for Public Interest Reports, and how the publication of
Public Interest Reports may help to increase transparency and engage local
people.

PROVISION OF NON-AUDIT SERVICES

The consultation proposed that auditors would be able to provide non-audit
services to the audited body, with safeguards in the system to prevent any
actual or perceived threats to the auditor’s independence. It also proposed that
auditors should continue to adhere to the ethical standards produced by the
overall statutory regulator and permission should be sought from the audit
committee who would provide advice to the body on whether non-audit work
should be undertaken as well as continuing to monitor the relationship between
the auditor and the audited body.

The majority of respondents favoured the auditor being able to provide non-
audit services to the local public body in line with the regulator’s current ethical
guidelines and agreed that we had identified the correct balance between
safeguarding auditor independence and increasing competition.
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The Government’s response

Auditors of local public bodies will be required to continue to comply with ethical
standards and other applicable independence rules set by the regulator. ® The
Government considers that the current ethical standards provide sufficient
safeguards for auditor independence. We therefore propose to enable auditors
to provide non-audit services to the audited body, subject to adhering to the
ethical standards produced by the Auditing Practices Board and gaining
approval to undertake the work from the Independent Auditor Appointment
Panel.

PUBLIC INTEREST DISCLOSURE

The consultation proposed that the Audit Commission’s role in receiving,
acknowledging receipt of and forwarding the facts of disclosure should be
broadly transferred to the audit committee of the local public body. It also
envisaged that the statutory auditor and the audit committee of the local public
body would continue to be prescribed persons under the Public Interest
Disclosure Act and would continue with their role with no change from the
current system. The maijority of responses agreed that was appropriate.

The Government’s response

The Government considers it important that suitable mechanisms are in place to
enable individuals to make disclosures under the Public Interest Disclosure Act.
Having considered the responses received, we consider that it makes sense for
the auditor and the Independent Auditor Appointment Panel to be designated
persons under that Act and we intend to legislate accordingly.

TRANSPARENCY

The consultation proposed that the new framework for local audit would
modernise the way in which local electors’ objections would be considered. It
proposed that electors would retain the right to make representations and raise
issues and questions with the auditor (this does not apply to health bodies). It
also proposed to introduce discretion for the auditor to decide which
representations to follow up.

The overwhelming majority of respondents agreed that we should modernise
the way objections to the accounts are handled. However, whilst respondents
accepted that the auditor should have discretion as to whether to pursue
particular objections, it was also suggested that standard criteria should be
developed to help an auditor determine if he should investigate an individual
representation.

The Government’s response

The Government considers that the right of an elector to make an objection to
accounts is a long-established and beneficial principle. However, we note that
there are many more mechanisms now by which the electorate can hold local
public bodies to account than when the right to object to the accounts was

3 Those most applicable to provision of non audit services are http://www.frc.org.uk/images/uploaded/documents/ES5vprint.pdf
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introduced more than 150 years ago. Also the costs of auditors investigating
objections can be disproportionate to the sums involved in the complaint or to
the normal audit costs of the local public body. Auditors currently have little
discretion to refuse to investigate objections and the costs of investigating
objections are recovered from the local public body. We therefore intend to
legislate to provide a power to give the auditor discretion to reject vexatious,
repeated or frivolous objections. We would welcome a discussion on whether
guidance should be produced to help the auditor exercise that discretion.

FREEDOM OF INFORMATION

The consultation proposed that auditors of local public bodies should be brought
within the remit of the Freedom of Information Act to the extent that they are
carrying out their functions as public office holders, although recognised the
potential impact on audit fees and relationship between the auditor and audited
body.

Some respondents thought that this would be unnecessary as the information
would already be available under the Freedom of Information Act from the
audited body. All respondents thought that audit fees would increase, and there
were mixed views about the impact on working relationships.

The Government’s response

The Government does not see a compelling case to bring the auditor’s public
office holder functions within the remit of the Freedom of Information Act. The
information held by appointed auditors currently is not subject to the Freedom of
Information Act because appointed auditors are not currently 'public authorities'
for the purposes of the Freedom of Information Act. We consider that the
audited bodies being covered by the Freedom of Information Act and the
requirements around publication of the accounts, the auditor’s report and Public
Interest Report, provide sufficient and transparent access to key material for the
public. The inclusion of local public auditors within the remit of the Freedom of
Information Act would therefore add little, and has the potential to increase audit
fees.
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CHAPTER 3
Other functions of the Commission

There are a number of functions that are currently exercised by the Audit
Commission under the Audit Commission Act 1998, the future operation of
which were not covered in the consultation on the Future of Local Audit.
Government’s current thinking in relation to these functions is set out below.

Grant certification

The Audit Commission Act gives power to the Commission to make
arrangements for the certification of audited bodies' claims for grants and
subsidies from government departments, and charge authorities the full cost of
certification. Certification helps grant-paying bodies satisfy themselves that a
scheme is operating as intended. It is not an audit but is designed to provide
reasonable assurance to grant-paying bodies about an authority’s entitlement to
grant or subsidy, or about the information provided in a return. Specific
instructions or ‘Certification Instructions’ are developed for each scheme and
different levels of assurance arrangements are applied to different thresholds of
grant.

In 2010-11, certification arrangements were made for 20 schemes, and this has
reduced to 16 schemes in 2011-12. Government is reducing the number of
ringfenced grant programmes which will lead to a further reduction in the
number of grant schemes for the Commission to certify. However, it is expected
that a number of grant schemes will be live when the Audit Commission closes
— so new certification arrangements are required for these and any new grant
programmes.

The future arrangements for grant certification were not included in the
consultation. Following the Audit Commission's closure, grant paying bodies for
new grants will need to develop separate arrangements, either in the form of
free-standing tripartite agreements (between the grant paying body, the payee
and its auditor) or self-certification. Free-standing tripartite agreements would
require the grant paying body to define the assurance requirements and
certification instructions, and the local body to procure the necessary
certification from its auditor. Some grant programmes may use self-certification
to provide assurance: this relies on the internal governance and controls of the
grant recipient and requires the Chief Executive or Section 151 Officer to certify
the claim, usually through a standardised declaration. These arrangements will
be supported by Treasury guidance, to ensure consistency of approach across
Government grant programmes. For existing grant programmes currently
certified by the Audit Commission, we are working with grant paying bodies to
develop transitional arrangements that provide the assurance required.
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The National Fraud Initiative

The National Fraud Initiative is a secure, fully accredited, data matching service
operated by the Audit Commission under statutory data matching powers now
provided for in the Audit Commission Act 1998 with the purpose of protecting
the public purse from fraud. It is run by a small team of 8 data matching
specialists within the Commission.

The Commission’s data matching powers mandate those bodies that are
audited by the Commission to submit data for matching purposes. These
include local authorities, health bodies - including Primary Care Trusts, Health
Authorities, Foundation Trusts and Strategic Health Authorities - Housing
Associations, Police, Fire, and Civil defence and ambulance services,
Passenger Transport Executives and others.

The Commission currently runs a data-matching exercise every two years
(although it is working on proposals to develop the National Fraud Initiative into
a real-time data matching service). In 2008-09, it processed some 8,000
datasets from 1,300 organisations (including 100 voluntarily provided from the
private sector) and identified fraud, errors and overpayments with a value of
£215m. This brought the total value of detected fraud etc. since its inception in
1996 to £664m.

The Government is committed to the continuation of the National Fraud Initiative
and the Department for Communities and Local Government has been
considering the best way of securing that outcome. This has included talking to
other parts of Government — the Department for Work and Pensions and the
National Fraud Authority (an executive agency of the Home Office) — that are
interested in taking on operational ownership of the National Fraud Initiative
once the Commission is disbanded. We will be discussing these options further
with the local public bodies who submit data and use the National Fraud
Initiative.

Value for money studies

Section 33 of the Audit Commission Act 1998 gives the Audit Commission a
duty to promote or undertake comparative or other studies in local authorities
(including police authorities and fire and rescue authorities) so that they can
make recommendations to improve the economy, efficiency and effectiveness
of local public services, and the financial management of local public bodies.
Only the financial management element applies in relation to the health sector.
The Commission also has a duty to report on the effect of central government
regulation, legislation, and directions on the ability of local authorities to achieve
the 3Es (section 34). There is no equivalent power in relation to health. Before
undertaking or promoting any value for money study, the Commission has a
statutory requirement to consult with a range of parties as appropriate. It has
typically consulted both on its forward programme and on a study-by-study
basis.
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The Commission has a long history of publishing recommendations from its
national studies. Early reports looked at specific local government services, for
example seeking to drive improvement in subjects as diverse as vehicle
maintenance and social services for the elderly. The research was also used to
provide audit guides that were applied through the appointed auditors in
relevant local authorities. More recently, with local public bodies working
together across sectors and with a wide range of partners in the public, private
and voluntary sectors, the Audit Commission have examined how well that
collaboration has delivered efficient and effective outcomes.

The Government announced in August 2010 that the Commission's research
activities would stop and final reports remain to be published. We consider that
there is scope for rationalisation in the number of value for money studies
published relating to the local public sector compared to the number previously
undertaken. We would like to see a coherent and complementary programme of
offerings across providers including the National Audit Office, central
Government and the Local Government Association. This was a view supported
by the Communities and Local Government Select Committee inquiry into the
audit and inspection of local authorities.
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CHAPTER 4
Implementation and next steps

The preceding paras of this document set out the future proposals for principal
local public bodies, currently defined as those with gross revenue expenditure
over £6.5m. Under the Audit Commission regime there are different
arrangements for the audit of smaller bodies, with a more proportionate form of
scrutiny than a full audit (limited assurance audit), with the level of examination
based on the income or expenditure of the body. The consultation document
proposed different arrangements for smaller bodies would also apply in future. It
also recognised the burden on smaller bodies of the local auditor appointment
models and outlined different options for auditor appointment. We propose to
do some further work with the sector to explore and build consensus around
options for these bodies before firming up proposals and setting out our
preferred approach in Spring 2012.

Having set out the key elements of the arrangements for principal bodies, we
plan to hold further discussions with local authorities and other local public
bodies, as well as audit firms, to flesh out the underlying detail of the framework,
and how it might be implemented. We will also be working with key partners
and the Audit Commission to develop appropriate transitional arrangements.

The Government will bring forward legislation to close down the Audit
Commission and to put in place a new framework in line with the proposals set
out in this response as soon as Parliamentary time allows. We intend to publish
a draft Bill for pre-legislative scrutiny in Spring 2012, which allows for
examination and amendments to be made before formal introduction to
Parliament.

The Audit Commission is currently in the process of outsourcing all the audit
work of its in-house practice The outsource contracts that the Commission will
put in place will start from 2012-13 and are expected to run for three or five
years giving local councils and other public bodies the time to plan for
appointing own auditors. Once the audits have been outsourced the
Commission will be radically reduced in size to become a small residuary body
responsible for overseeing the contracts and making any necessary changes to
the individual audit appointments during the life of the contracts.

32



ANNEX A
How different types of local public bodies will
appoint their auditors

Directly Who Appoints
elected/
non-elected
A local authority (meaning a county Elected Full Council
council, district council, London borough
council).
A Joint authority (meaning an authority Non-elected IAAP
established by Part 4 of the Local
Government Act 1985).
The Greater London Authority Elected Mayor and London
Assembly
Mayor’s Office for Policing and Crime Elected Mayor and London
Assembly
Mayoral Development Corporation Non-elected IAAP
A functional body (meaning Transport for | Non-elected IAAP
London, the London Development Agency,
and the London Fire and Emergency
Planning Authority)
The London Pensions Fund Authority Non-elected IAAP
The London Waste and Recycling Board Non-elected IAAP
A committee of a local authority, including | Non-elected Full Council
a joint committee of two or more such
authorities
The Council of the Isles of Scilly Elected Full Council
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The Broads Authority

Non-elected

A national park authority

Non-elected

Police and Crime Commissioner and Chief
Constable

Elected

Police and Crime
Commissioner

A single purpose fire and rescue authority

Non-elected

IAAP

An authority established for an area in
England by an order under section 207 of
the Local Government and Public
Involvement in Health Act 2007 (joint
waste authorities)

Non-elected

An economic prosperity board established
under section 88 of the Local Democracy,
Economic Development and Construction
Act 2009

Non-elected

A combined authority established under
section 103 of that Act

Non-elected

The accounts of the collection fund of the
Common Council and the accounts of the
City fund

Elected

Full Council

The accounts relating to the
superannuation fund maintained and
administered by the Common Council
under the Local Government Pension
Scheme Regulations 1995

Elected

Full Council

Passenger Transport Executive

Non-elected
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