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Councillor Kevin Keenan
Councillor Richard McCready
Bailie Derek Scott

Councillor Fraser Macpherson
Councillor Bob Duncan

Bailie Willie Sawers
Councillor Craig Melville
Councillor Stewart Hunter

All other Members

Agenda and papers for information

Dear Sir or Madam

SCRUTINY COMMITTEE

Please attend the SCRUTINY COMMITTEE to be held in Committee Room No 1, 14 City
Square, Dundee on Wednesday, 26th October, 2011 at 2.00 pm. Substitute members are allowed.

Yours faithfully
DAVID K DORWARD

Chief Executive

Members are reminded that, in terms of The Councillors Code, it is their responsibility to make
decisions about whether to declare an interest in any item on this agenda and whether to take part in
any discussions or voting.

This will include all interests, whether or not entered on your Register of Interests, which might be
perceived as influencing your opinion/vote on any matter.

1 INTERNAL AUDIT REPORTS

(Report No 479-2011 by Chief Internal Auditor enclosed).
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2 INTERNAL AUDIT REPORTS - SUMMARY OF PROGRESS ON THE IMPLEMENTATION
OF RECOMMENDATIONS

(Report No 480-2011 by Chief Internal Auditor enclosed).

3 EXTERNAL AUDIT REPORT - CORPORATE GOVERNANCE ARRANGEMENTS
(Report No 485-2011 by Senior Audit Manager, attached).

4 PERFORMANCE REPORT 2011

(Approved by the Policy and Resources Committee on 26th September, 2011 and is referred to the
Scrutiny Committee for its consideration).

(Report No 427-2010 by the Director of Finance enclosed).
5 SCOTLAND'S PUBLIC FINANCES - ADDRESSING THE CHALLENGES

(Report No 457-2011 by Director of Finance enclosed).



REPORT TO: SCRUTINY COMMITTEE - 26 OCTOBER 2011

REPORT ON: INTERNAL AUDIT REPORTS

REPORT BY: CHIEF INTERNAL AUDITOR

REPORT NO: 479-2011

1.0 PURPOSE OF REPORT
To submit to Members of the Scrutiny Committee a summary of the Internal Audit Reports
finalised since the last Scrutiny Committee.

2.0 RECOMMENDATIONS
Members of the Committee are asked to note the information contained within this report.

3.0 FINANCIAL IMPLICATIONS
None

4.0 MAIN TEXT

4.1. The day-to-day activity of the Internal Audit Service is primarily driven by the reviews
included within the Internal Audit Plan. Broadly, on the completion of a specific review, a
report which details the audit findings and recommendations is prepared and issued to
Management for a formal response and submission of Management’s proposed action plan
to take the recommendations forward. Any follow-up work subsequently undertaken will
examine the implementation of the action plan submitted by Management.

4.2. Executive Summaries for the reviews which have been finalised in terms of paragraph 4.1
above are provided at Appendix A. Within each Executive Summary the prime aim is to
provide both Members and Management with key information which includes the reason for
undertaking the review, summary financial data and statistics, the areas encompassed
within the review and specific areas which were excluded, the principal audit objectives, an
audit opinion on the adequacy of the systems and control framework of the area reviewed,
the key conclusions based on the audit findings and recommendations and a summary of
Management’s response to the audit report. The full reports are available to Members on
request.

5.0 POLICY IMPLICATIONS
This report has been screened for any policy implications in respect of Sustainability,
Strategic Environmental Assessment, Anti-Poverty, Equality Impact Assessment and Risk
Management. There are no major issues.

6.0 CONSULTATIONS
The Chief Executive, Depute Chief Executive and Director of Finance have been consulted
on the content of this report.

7.0 BACKGROUND PAPERS
None

Sallie Dailly, Chief Internal Auditor DATE: 10 October 2011

479-2011
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Appendix A
i) INTERNAL AUDIT REPORT 2010/13

Department City Development

Subject Greenmarket Car Park

Introduction

A review of Greenmarket car park (Greenmarket) was part of the planned internal audit work.

Dundee City Council provides twenty city centre car parks for residents and visitors whilst a further five
are provided by other operators. Council car parks are classified as long stay, short stay or variable
stay, determining the lengths of stay on offer and charges in force. Disabled person badge holders
can park free of charge and without time limit in any Council car park. Monthly car park permits can
be purchased for some of the Council car parks, including Greenmarket, offering regular users a
cheaper and more convenient way to pay. These permits can be purchased online and at Gellatly
Street and Greenmarket car parks. The standard charge for a monthly car park permit is £77 per
month.

Greenmarket is a comparatively new variable stay, multi-storey, Pay on Foot (POF) car park (i.e. users
obtain a ticket on entry to the car park and pay for their parking at a machine prior to departure park)
with 550 spaces. The car park utilises an integrated parking solution supplied by Affiliated Computer
Services Inc. (ACS). The ACS system comprises equipment, such as POF machines, and a
computerised car park management system. It was reported to the City Development Committee on
28 March 2011 that the same POF system will be introduced at the new East Marketgait multi-storey
car park due to open in Autumn 2012.

During the 2010/11 financial year, income generated by Greenmarket was in the order of £450,000.

Scope and Objectives

The overall objective of this review was to carry out a high level review of the parking system in place
at Greenmarket car park, including examination of working practices and procedures operated in
respect of income collection.

Conclusion

The principal conclusion drawn from this review is that there are weaknesses in the system which
should be addressed.

The main areas highlighted in the report are as follows:

e In order to establish whether or not the ACS system has met its objectives, is delivering the level of
benefits anticipated and been set up in the most appropriate way for Greenmarket, a full post
implementation review should be carried out. As part of this, to ensure that the ACS system is
being fully utilised and duplication of effort in maintaining subsidiary manual systems is minimised,
a comprehensive review of working practices should undertaken. In addition, detailed operational
procedures for the ACS system and other office duties should be compiled in line with best
practice and issued to key members of staff.

Management Response to the Audit Report

The audit findings and recommendations were formally reported to the Director of City Development
and appropriate action agreed to address the matters raised.

479-2011 26-10-11



Appendix A (cont'd)
ii) INTERNAL AUDIT REPORT 2010/33

Department Social Work

Subject Contracting and Payments

Introduction

A review of contracting and payments within the Social Work Department was part of the planned
internal audit work.

In order to meet the needs of citizens within Dundee, the Social Work Department purchases services
from a number of external bodies. These organisations provide services to many sectors of the
community including children, the elderly and clients with disabilities. Historically some organisations
were given grants whilst others were engaged on a contractual basis. The Social Work Department
took the decision about two years ago that it would be more appropriate to have all providers engaged
on a contractual basis. As a result a significant exercise has been undertaken to achieve this.

The Department uses a model contract document which covers all the key areas such as time period,
fees, the level of service being contracted, financial matters including insurance levels and monitoring
arrangements. One of the benefits of the model contract is that it can be adapted to reflect the
requirements of each particular arrangement. The Department's Contract staff are responsible for
monitoring the various contracts in place and for ensuring that the Council is receiving value for money
and the service specification is being met.

For the 2010/11 financial year approximately 80 external organisations delivered of the order of 170
social work related projects. Budgeted expenditure and actual expenditure for this period was of the
order of £23.1m with actual expenditure of £23.4m respectively.

Scope and Objectives

The overall objective of this review was to examine the procedures and the effectiveness of the
controls operated in respect of contracting and payments within the Social Work Department.

Conclusion

The principal conclusion drawn from this review is that whilst there is basically a sound system of
control there are some areas where it is viewed improvements can be made.

The main areas highlighted in the report are as follows:

e To improve assurance, the approval process for external organisations providing services on
behalf of the Social Work Department should be completed as soon as possible.

e To ensure that all arrangements are legally binding, Social Work staff should ensure that a formal
contract with all external providers is completed and signed by the date on which the contract
becomes effective.

Management Response to the Audit Report

The audit findings and recommendations were formally reported to the Director of Social Work and
appropriate action agreed to address the matters raised.

479-2011 26-10-11



Appendix A (cont'd)
iii) INTERNAL AUDIT REPORT 2011/06

Department City Development

Subject Residential Parking Permits

Introduction

A review of the systems in place for residents parking permits was part of the planned internal audit
work.

The Road Traffic Regulations Act 1984 gave local authorities the power to put in place Traffic
Regulation Orders (TROs) for controlled parking zones within their areas. The Council currently
operates residents parking permit schemes for the Central (City Centre), Menzieshill and Broughty
Ferry areas. The City Centre and Menzieshill schemes are administered via discrete Controlled
Parking Zone TROs whilst the Broughty Ferry scheme is provided for at Article 17 of the Off-Street Car
Parks Order with specific reference to the terms of the City Centre TRO.

City Development's Parking Division is responsible for administering the application process and
issuing residents parking permits under each of the schemes. To qualify for a residents parking
permit, applicants must reside at an eligible address and own a passenger or small goods vehicle.
With the exception of Broughty Ferry, which utilises off-street parking, these permits allow on-street
parking, and parking in the nearest Council car park, without time restriction or further payment.

Residents parking permits are valid for a year from date of issue and currently cost £70 for the City
Centre, £50 for Broughty Ferry and £5 for Menzieshill. In 2010/11, the total number of resident's
parking permits issued was approximately 780 of which 56% related to the City Centre, 2% to
Broughty Ferry and 42% to Menzieshill. The income generated from these permits was in the order of
£33,000.

Scope and Objectives

To assess the adequacy of the processes and controls in place surrounding the Council's three
residents parking permit schemes. A review of individual applications for residents parking permits
was also carried out as part of this exercise.

Conclusion

The principal conclusion drawn from this review is that there are weaknesses in the system which
should be addressed.

The main areas highlighted in the report are as follows:

e |n order to reduce the risk of error, potential fraud and misappropriation, a comprehensive review
of the Council's residents parking permit schemes including TROs and working practices should be
carried out. Following the review, the TROs should be revised and detailed operational
procedures compiled and issued to key members of staff. In addition, parking permits should be
held securely at all times with stock control being introduced for unused permit stationery. A full
reconciliation should be carried out regularly between the number of parking permits sold /
cancelled / destroyed and the income received.

e In order to maximise the Council's income, City Development should ensure that the permits
identified during the audit fieldwork as requiring to be revoked, are cancelled immediately in line
with Section 24 (2) of the TROs.

Management Response to the Audit Report

The audit findings and recommendations were formally reported to the Director of City Development
and appropriate action agreed to address the matters raised.

479-2011 26-10-11



Appendix A (cont'd)
iv) INTERNAL AUDIT REPORT 2011/11

Department Corporate

Subject Procurement

Introduction

A review of the Council's arrangements to achieve sustainable procurement was undertaken as part of
the planned internal audit work.

In 2006 McClelland reported upon his Review of Public Procurement in Scotland. This report
highlighted that "the balancing of the most fundamental criteria of quality, price, timeliness and other
interests such as corporate and social responsibilities within a supplier contract is a vital but
challenging goal for management to execute". In October 2009 the Scottish Government launched the
Scottish Sustainable Procurement Action Plan (SSPAP) which had been compiled to assist the public
sector build sustainable procurement into their corporate culture, take proper account of sustainability
in procurement activity and enable organisations to be able to demonstrate how this is achieved.

Sustainable procurement is defined in the SSPAP as "a process whereby organisations meet their
needs for goods, services, works and utilities in a way that achieves value for money on a whole life
basis and generates benefits not only to the organisation, but also to society, the economy and the
environment." In practice the potential benefits arising from such an approach include a reduction in
costs and carbon emissions and also delivery of other environmental benefits such as cutting waste to
landfill and contributing to climate change targets. Scotland Excel, the Centre of Procurement
Expertise for Scotland's local government sector, is also responsible for actively promoting and
encouraging improvement in sustainable procurement through a number of measures, including
completion of the Procurement Capability Assessment (PCA).

The SSPAP is being taken forward for Dundee City Council on a collaborative basis via the Tayside
Procurement Consortium (TPC) which is a shared service initiative for procurement between Angus,
Dundee City and Perth and Kinross Councils, in association with Tayside Contacts. The consortium
has been assigned the strategic lead role on procurement for the partner councils, including delivery of
the SSPAP.

Scope and Objectives

The focus of this audit was to review the Council's procurement arrangements against the actions
included in the SSPAP and assess whether or not the Council was on target to achieve the
requirements detailed in the plan. A self assessment checklist was specifically developed for the
purposes of this exercise.

Conclusion

The principal conclusion drawn from this review is that whilst there is basically a sound system of
control, there are some areas where it is viewed improvements can be made.

The main area commented upon in the report is as follows:

e Dundee City Council has demonstrated, through its collaboration with the other TPC member
Councils, that positive steps have been taken in its approach to sustainable procurement. In
addition, a reasonable degree of assurance can taken from its actions to date that it is committed to
implementing the SSPAP. Going forward, the Council should keep a watching brief to ensure the
planned implementation of the SSPAP continues in line with the revised TPC SSPAP Delivery Plan
and full implementation is achieved by 31 March 2012. It is acknowledged that the extend and pace
of implementation will depend upon the availability of resources, including the formation of local
Sustainable Procurement Policy Advisory Groups (SPPAGS).

Management Response to the Audit Report

The audit findings and recommendations were formally reported to the Director of Finance and
appropriate action agreed to address the matters raised.

479-2011 26-10-11



Appendix A (cont'd)
v) INTERNAL AUDIT REPORT 2011/24

Department Corporate

Subject Winter Maintenance - Communication

Introduction

A review of the arrangements in place for communicating the Council's winter maintenance policy was
part of the planned internal audit work.

Tayside Contracts is responsible, through a Road Maintenance Partnership, for co-ordinating the
maintenance (including winter maintenance) of 550 kilometres of adopted roads and 900 kilometres of
adopted footways in Dundee. The winter maintenance service in Dundee is determined by the City
Development Department's Winter Gritting and Snowclearing Services Policy (the Policy), which is
revised annually following an internal winter maintenance review and approved by the Council's City
Development Committee. The 2010/11 winter service review identified a number of areas requiring
improvement, including communication. The Scottish Salt Group, formed in January 2010 by Scottish
Government, also identified that better communication is required nationally with the Scottish public to
ensure that consistent advice is issued about conditions of roads and footways.

The current Policy, including level of service, was approved at the City Development Committee on 26
September 2011. The 2010/11 winter service review was also reported to the same committee and
Elected Members were asked to note the proposed improvements to the winter service provision.

Transport Scotland is responsible for appointing operating companies to maintain Scotland's
motorways and trunk road network. Bear Scotland Limited is the trunk road operator for the North
East.

The Council's winter maintenance budget for 2011/12 is in the order of £1,500,000.

Scope and Objectives

The overall objective of this review was to carry out a high level review of the arrangements in place
for communicating the Council's winter maintenance policy, including the issue of advice to the public
on the condition of roads and footways.

Conclusion

The principal conclusion drawn from this review is that there are weaknesses in the system which
should be addressed.

The main areas commented upon in the report are as follows:

e In order to reduce the risk of elected members, staff, businesses and members of the public not
being adequately informed about winter maintenance and assist in general with ensuring that the
community becomes more resilient, steps should be taken to address the specific areas identified
as requiring improvement under the following key themes: Agreeing Priorities, Service Provision,
Customer Services, Internal Communication and External Communication.

e In order to benefit from the national "winter preparedness" drive, the Council should consider
planning a number of local community initiatives to run in parallel with the Scottish Government's
"Ready for Winter" week, commencing 24 October 2011.

Management Response to the Audit Report

The audit findings and recommendations were formally reported to the Chief Executive and Director of
City Development and appropriate action agreed to address the matters raised.

479-2011 26-10-11



REPORT TO: SCRUTINY COMMITTEE - 26 OCTOBER 2011

REPORT ON: INTERNAL AUDIT REPORTS - SUMMARY OF PROGRESS ON THE

IMPLEMENTATION OF RECOMMENDATIONS

REPORT BY: CHIEF INTERNAL AUDITOR

REPORT NO: 480-2011

1.0

2.0

3.0

4.0
4.1

4.2

4.3

5.0

6.0

7.0

PURPOSE OF REPORT

To submit to Members of the Scrutiny Committee an update on the progress in implementing
internal audit recommendations previously reported to and agreed by Management.

RECOMMENDATIONS
Members of the Committee are asked to note the information contained within this report.

FINANCIAL IMPLICATIONS
None

MAIN TEXT

The 2006 CIPFA Code of Practice for Internal Audit in Local Government in the United Kingdom
states that “Management has responsibility for ensuring that agreed actions are implemented”
and “internal audit should obtain assurances that actions have been implemented”. The Code
also states that it is the responsibility of the Head of Internal Audit to determine the need for
and the form of follow-up action”.

The Internal Audit Annual Plan includes a specific allocation for follow-up reviews through which
the Chief Internal Auditor can assess the extent to which the agreed recommendations have
been implemented within the given timescales. The outcomes of such reviews are formally
reported to Management and the Executive Summaries are subsequently included in the
Internal Audit Reports which are a standing item on the Scrutiny Committee agenda.

However, it is not possible to carry out follow-up reviews for all areas previously audited as this
would diminish the Internal Audit Service’s ability to provide coverage over a wide range of
projects and departments. In order to overcome this limitation, assurances are formally sought
from management by means of Progress Reviews in which they are required to provide an
update of action taken in respect of recommendations previously made. Some of these will be
subject to a specific follow-up review as mentioned in paragraph 4.2 above, depending upon
management responses, the area under review and the resources available. Attached at
Appendix A is a schedule which details the progress reviews which have been undertaken
during 2010/11 by the Internal Audit Service and also summarises progress made towards
implementation of the agreed recommendations.

POLICY IMPLICATIONS
This report has been screened for any policy implications in respect of Sustainability, Strategic
Environmental Assessment, Anti-Poverty and Equality Impact Assessment and Risk
Management. There are no major issues.
CONSULTATION
The Chief Executive, Depute Chief Executive and Director of Finance have been consulted on
the content of this report.

BACKGROUND PAPERS

None

Sallie Dailly, Chief Internal Auditor DATE: 10 October 2011
480-2011 06-10-11



APPENDIX A

INTERNAL AUDIT REPORTS — SUMMARY OF PROGRESS ON THE IMPLEMENTATION OF RECOMMENDATIONS

Number of
. Other Comments
neport Department Subject Recommendations
0. Due to be | Implemented
Implemented in full
Outstanding actions relate to the automation of interdepartmental
2009/05 |Corporate Debtors / Debt 6 4 invoices and compilation of guidance notes. These have been
P Management significantly progressed and the automation of interdepartmental
invoices is scheduled to be live by the end of October 2011.
Information Payment Card Industry -
2009/07 Technology Data Security Standard 1 1
The report on Monitoring of Internet Usage, which is key to taking
Monitoring of Internet forward the report's original recommendations, was approved by the
2009/13 | Corporate Usage 2 0 Council's Strategic Management Team at the end of September 2011.
Briefings are now planned to cascade information to staff.
The outstanding actions primarily focus on the improved use of
2009/14 | City Development Property Management 3 1 technology within working practices and system interfaces. These
areas are still relevant and are being progressed.
Due to resource availability and increasing workloads the outstanding
. . recommendations, which essentially relate to reviewing operational
2009/21 | City Development Car Parking Income 4 1 practices, have not yet been progressed. A revised target date of 31
March 2012 has been set for completion of all outstanding matters.
. Accounting and
2009/25 |City Development Budgetary Control 1 1
2009/26 Leisure and Monitoring Public Use of 1 ”

Communities

Internet Facilities

480-2011
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APPENDIX A (cont’d)

INTERNAL AUDIT REPORTS — SUMMARY OF PROGRESS ON THE IMPLEMENTATION OF RECOMMENDATIONS

Number of
. Other Comments
Report | hovartment Subject Recommendations
No. Due to be | Implemented
Implemented in full
Work to progress a benchmarking exercise of payment services
2009/28 |Finance On-line Payments 2 0 providers, review procedures and key responsibilities is ongoing and
scheduled for completion by the end of December 2011.
The areas for improvement commented upon in the original report
. . related to the contract, service provision agreements and the
2009/30 | Social Work Meals Service 3 0 limitations of the database. The actions agreed with management in
relation to these areas are currently being progressed.
2009/32 |Finance Revenues Housing Benefit 2 2
Overpayments
. General Ledger -
2009/34 | Finance Authority Purchasing 2 2
Work to review the overall cash imprest system, which includes
2009/35 |[Social Work Cash Imprests 5 3 guidance for staff, is ongoing and scheduled to be complete by the
end of the current financial year.
2009/36 |Education School Transport 4 4
2009/37 |Corporate Sundry Payments 4 4

480-2011

26-10-11




APPENDIX A (cont’d)

INTERNAL AUDIT REPORTS — SUMMARY OF PROGRESS ON THE IMPLEMENTATION OF RECOMMENDATIONS

Number of
. Other Comments
Report | hovartment Subject Recommendations
No. Due to be | Implemented
Implemented in full
Information Intrusion Detection and
2009/38 Technology Prevention Systems 1 1
Dundee Contract ,
2009/39 Services Major Contracts 1 1
The outstanding area relates to the utilisation of 3D secure payments.
Information . This has been considered and will be taken forward by the end of the
2009/44 Technology On-line Payments 3 2 financial year but requires work from the Council's payment service
provider for it to be implemented.
Follow-up Review of
2010/01  [Education Nursery Fees 2 2
2010/04 |[Housing Rent Recovery 2 2
Whilst progress is being made in terms of improving the capture of
2010/06 |Corporate gizﬂglﬁe;sigﬁzgﬂs 2 1 key "personal and post" data for the payroll system this exercise has
been impacted upon due to resource availability.
Business credit cards are currently being replaced with Government
. . Procurement Cards (GPCs). The outstanding recommendation,
2010/07 | Corporate Business Credit Cards 2 1 compilation of user guidance, will now be addressed in terms GPCs
and actioned by the end December 2011.

480-2011

26-10-11




APPENDIX A (cont’d)

INTERNAL AUDIT REPORTS — SUMMARY OF PROGRESS ON THE IMPLEMENTATION OF RECOMMENDATIONS

Number of
. Other Comments
Report Department Subject Recommendations
No. Due to be | Implemented
Implemented in full
. Assessment of Debtors'
2010/08 | Finance Income and Expenditure 1 1
2010/09 |Finance Benefits Sanction Policy 1 1
The audit recommendation sought to introduce a practicable solution
2010/14 | Finance Authority Purchasing - 1 0 within the ledger to improve control over committed expenditure. Post
General Ledger audit a potential solution which requires implementation of "alerters"
has been identified. This is currently being taken forward.
2010/25 |[Education Establishment Reviews 1 1
2010/26 |Finance BACS 5 5
480-2011 26-10-11




REPORT TO: SCRUTINY COMMITTEE - 26 OCTOBER 2011

REPORT ON: EXTERNAL AUDIT REPORT- CORPORATE GOVERNANCE
ARRANGEMENTS

REPORT BY: ALASDAIR CRAIK, SENIOR AUDIT MANAGER

REPORT NO: 485-2011

1 PURPOSE OF REPORT

1.1

2.1

3.1

3.2

3.3

3.4

3.5

To submit to Members of the Scrutiny Committee the External Audit Report
on Corporate Governance arrangements.

RECOMMENDATIONS

Members of the Committee are asked to consider the report and to note the
agreed action plan.

BACKGROUND

The report summarises the findings from the external audit reviews of
corporate governance arrangements and from the testing of high level
controls upon which we plan to place reliance for our audit of the financial
statements.

Overall we were satisfied that the level of internal control was good and we
were able to place reliance on them for final accounts purposes.

The report also summarises the council’s progress in addressing the finings
of Audit Scotland’s national report “Improving public sector procurement”, and
the arrangements for the creation of a new data centre in Dundee House.
Overall we were satisfied by the arrangements in place in both areas.

Where we have felt that risk remains we have advised management of the
risks and their responses are included as part of the action plan.

External audit have recently concluded the audit of the council’s statement of
accounts which was completed by the target date of 30 September. The final
report to members is expected to be submitted by the target date of 31
October.

Alasdair Craik
Senior Audit Manager
10 October 2011
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Corporate governance
Introduction

1. Our 2010/11 Annual Audit Plan highlighted that we would undertake a review of the council’s corporate
governance arrangements in a number of key areas. This report summarises the findings from our
review of corporate governance arrangements and from the testing of high level controls upon which

we plan to place reliance for our audit of the financial statements.
Internal control systems

2. Internal control systems are the means by which management manages the risks inherent in key
financial systems. Our responsibilities under the Code of Audit Practice require us to identify the

council’s key financial systems and assess the systems of internal control. The key systems that we

seek to place reliance on for the 2010/11 financial statements are set out below.

Key System Reliance on Review by
Internal Audit External Audit
Accounts payable partial yes
Payroll - yes
General ledger - yes
Accounts receivable - yes
Cash management - yes
Capital accounting - yes
Non-domestic rates billing and collection - yes
Council tax billing and collection - yes
Housing rents billing and collection - yes
Treasury management - yes
Housing benefit/council Tax benefit - yes

3. Auditing standards require internal and external auditors to work closely together to make optimal use
of available audit resources. We seek to rely on the work of internal audit wherever possible.
However, in recent years, the council’s internal audit section, in common with internal audit sections of
other Scottish local authorities, has moved to a wider risk based approach that considers areas other
than financial risk. A consequence of this has been a reduction in the level of work undertaken on key
financial systems. This has resulted in external auditors taking less assurance from internal audit
work, and increased the risk that internal audit may not be able to provide comprehensive assurances

over the adequacy and effectiveness of the council’s internal financial control systems.

Key risk area 1



/
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Other internal control systems

Dundee Contract Services ledger

4. A separate ledger has been operated for Dundee Contract Services (DCS) for some time. This system
tries to perform some of the reporting functions of main ledger, such as calculating balances with
customers and suppliers. Configuring it to stay up to date with changes to codes is time-consuming
and results in regular postings to various suspense accounts. The system objective for DCS of
keeping a parallel ledger leads to inefficiencies and should be reviewed.

Key risk area 2

Architects fees

5. The future of the Architects Fees system is being reviewed. One of the options is terminating the
system. This would mean that instead of billing fees according to time recorded fees would be billed
at a percentage rate. For architects, it will mean less time-recording. It is also expected to lead to an
efficiency gain, with posts removed from the establishment. Although termination could lead to greater
efficiencies, it is not without risk.

Key risk area 3

6. In general we found a good level of control to be in place although some lower level risks were noted.
Consideration should also be given to addressing the areas highlighted in Appendix B to further
improve the control environment. These areas relate to checks and authorisations not performed or
evidenced as performed, lack of reconciliations, weaknesses in procedural documentation and a

variety of matters arising over payroll, non-domestic rates and tangible assets.
Procurement

7.  The joint Accounts Commission / Auditor General for Scotland report .Improving public sector
purchasing. (July 2009) examined the progress and impact of the Public Procurement Reform

Programme introduced in 2006. In brief, the report found:

= the public sector in Scotland was improving its purchasing and making some savings. However
some expected savings had been delayed and there was uncertainty about how future savings

would be made, measured and reported.

= more widely, the procurement reform programme had improved cross-sector working and helped
purchasing activity on a number of levels — from promoting and developing purchasing skills and

awareness to increasing the use of electronic purchasing. The scale of improvement however was
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difficult to quantify and there was wide variation across public bodies in the quality of purchasing

data, practice and skill levels.

= Best Practice Indicators (BPIs) to help improve purchasing had been agreed but many public

bodies were still in the process of completing and using them.

= overall there was potential for the public sector to buy goods and services more efficiently and

deliver more significant savings through increased collaboration and better management.

In July 2009, the Scottish Government introduced a new assessment tool, the procurement capability
assessment (PCA), to monitor how far public bodies adopt good purchasing practice and as a basis
for sharing best practice and promoting continuous improvement across the public sector. In
summary, the PCA process is an annual evidence-based assessment to drive continual improvement

in purchasing practice.

The Scottish Government reported the outcome of the first round of PCA assessments to the Public
Procurement Reform Board in June 2010. In summary, while the results indicated instances of best
practice throughout the Scottish public sector, they also confirmed a real need for improvement in
practice in many bodies. Consequently, public bodies have developed high-level procurement
improvement targets at sector level and (where required) individual improvement plans. The aim is to
ensure all bodies can be assessed as at least “conformant” (i.e. operate essential good purchasing

practice and control) by the next round of assessments.

As well as savings, good purchasing practice is important to ensure that resources are used
effectively, that spending is well directed and controlled and that overall public bodies secure value for
money. Given the level of spending by public bodies there may be a broader expectation that auditors

satisfy themselves that public bodies are effectively controlling purchasing activity.

As part of our 2010/11 audit work we have undertaken a follow-up study to assess the council’s
progress in addressing the findings of the national report.

Overall, we found that progress has been made from the position we reported in 2009/10, with e-
procurement being embedded across the council. A report detailing the progress of the procurement

programme was presented to the Policy and Resources Committee in August 2010. We note that:

= the council’s PCA score has improved from 23% (non-compliant) in 2009 to 33% (conformant) in
2010. The council’s target for 2011 is a PCA score of 50% (improved performance). This
demonstrates the council’s commitment to delivering continuous improvement in procurement and

securing value for money.

= the council aims to cascade PCA objectives down into the personal development plans for officers

in the procurement team.

= the council has historically followed a devolved approach to procurement, operating a central

procurement team with procurement officers in departments. Steps are being taken to centralise
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14.

15.

16.
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control over procurement, e.g. strengthening the links between departments and the council’s

procurement section, to improve accountability to the Head of Procurement.

» the council plays an active part in “Tayside Procurement Collaborative Opportunities”, a local
scheme to take advantage of cross-sectoral procurement opportunities in collaboration with other

public sector bodies in Tayside

In some areas, however, there is further scope to improve processes and support the delivery of

efficiencies through improved procurement practices.

Identified procurement savings opportunities for 2009/10 and 2010/11 were reported to the Policy and
Resources Committee. From 2011/12 onwards, budgets will be reduced (by £387,000 for 2011/12) to
take account of identified procurement savings opportunities. However, systems have not been
developed to monitor and report actual savings achieved and compare these with planned

procurement savings.

Key risk area 4

A corporate approach to procurement improvement has been adopted, with the procurement project
forming part of the Changing for the Future project and project management arrangements. However
we note there is no formal monitoring of actual timescales against planned timescales for procurement

projects.

Key risk area 5

The council participates in the Tayside Procurement Consortium (TPC), in partnership with Perth &
Kinross and Angus Councils and Tayside Contracts. We noted that the draft TPC strategy for 2011-
2014 has clear objectives aligned with the PCA criteria. However, there is no documented action plan
to facilitate the delivery of the TPC procurement strategy in Dundee City Council, thereby also formally

addressing the findings of the PCA process locally.

Key risk area 6

New data centre

17.

18.

As part of our audit work we conducted an overview of the council’s arrangements for the creation of
its new data centre in Dundee House. Our work included a review of the project documentation, a visit
to the new data centre and a meeting with key project staff. At the time of our visit on 5 May 2011, the

data centre had yet to be handed over to the council.

The new data centre is a core element of the council’s long term plan to increase the resilience and
efficiency of its information systems. The completion of a second modern data centre should greatly

reduce the risk that physical damage disrupts core information systems, representing a strategic asset
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programme, was on track at the time of our audit and was professionally managed by the council with

for the council. The data centre project is an independent component of the Dundee House

an appropriate level of outside support. We would draw attention to two risks

19. Although council officers are experienced in project management, the project team were unable to
provide us with a comprehensive document setting out the scope, objectives, methodology and
timings of the data centre project. Furthermore, no written memorandum of the objectives and
procedures for testing was available during the audit. While we recognise that preparing
documentation takes time, the council needs to consider the benefits of having robust, well-
maintained documentation in place. For example:

= using checklists to ensure that all hardware tests are complete helps to ensure consistency of
approach and demonstrate work done to management

= developing and reviewing test plans can improve testing by ensuring appropriate test coverage

= written test plans and the recording of test results can assist the correction of any faults
encountered

» detailing the planned infrastructure set-up within the data centre could, in the long term, save time
in locating software or cables.

In addition, formal review of plans and results can improve the quality of the work performed.
Key risk area 7

20. The business aim of the new data centre is to improve resilience. Regular updates to the council’s
computer service disaster recovery plan were suspended while project work was in progress, and with
the completion of the new data centre, the current plan will become out-of-date. Documented plans
are essential to respond appropriately to incidents, both at the high level of responsibility and
management, and at the detailed level of technical counter-measures and procedures. Major changes

to ICT infrastructure should always result in a review of affected business continuity plans.

Key risk area 8
Acknowledgements

21. The issues identified in preparing this report are only those which have come to our attention during
the course of the review and are not necessarily, therefore, all the risk areas that may exist. It
remains the responsibility of management to determine the extent of the internal control system
appropriate to Dundee City Council. We would stress, however, that an effective system of internal

control is an essential part of the efficient management of any organisation.

22. The assistance and co-operation we received during the course of our work is gratefully

acknowledged.
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Appendix A — Risk summary and
action plan

Responsible

Response and Target date

officer

agreed action

Internal control systems

In recent years, the council’s internal audit Chief The comments made Ongoing
section, in common with internal audit Internal by Audit Scotland are
sections of other Scottish local authorities, Auditor acknowledged.
has moved to a wider risk based approach Cognisance will
that considers areas other than financial continue to be taken of
risk. A consequence of this has been a the assessed risk in
reduction in the level of work undertaken deciding the extent of
on key financial systems. inclusion of reviews on
key financial systems
. . . in the planning of
Rlsk._ internal audit may not be able to internrfl audit \gxlvork.
provide comprehensive assurances
over the adequacy and effectiveness of
the council’s internal financial control
system.
Other internal control systems
A separate ledger has been operated for Head of A joint-review will be 30 June
Dundee Contract Services (DCS) for Support undertaken to identify 2012
some time. This system tries to perform Services whether a more

some of the reporting functions of main
ledger, such as calculating balances with

(DCS) / Head
of Information

customers and suppliers. Configuring itto | T€chnology /

stay up to date with changes to codes is |—_|ead 9f

time-consuming and results in regular Financial
Services

postings to various suspense accounts.

Risk: financial or information loss due
to unnecessary complexity and
inefficiency.

suitable system is
available.




Responsible

Response and

Target date

officer agreed action
The future of the Architects Fees system City Staff time will still be 30 June
is being reviewed. One of the options is Architect recorded against each 2012
terminating the system. This would mean capital project and
that instead of billing fees according to charged on a quarterly
time recorded fees would be billed at a basis.
percentage rate. For architects, it will
mean less time-recording. It is also
expected to lead to an efficiency gain, with Projects will be
posts removed from the establishment. assessed for their level
Although termination could lead to greater of completion at the
efficiencies, it is not without risk. year-end to ensure 31 March
accurate recording. 2013
Risks: . - . Actual costs will be
e the basis for billing architects . .
L monitored against the
fees becomes more subjective
percentage fee
and hence more prone to .
. allocation on a
misstatement at the year end
quarterly and annual
e the department fails to spot basis.
projects where it is not
recovering its costs, resulting
in budget over-runs.
Procurement
Identified procurement savings Corporate | Regular tracking report | 31 January
opportunities for 2009/10 and 2010/11 Procurement to be developed to 2012
were reported to the Policy and Manager monitor both planned

Resources Committee. From 2011/12
onwards, budgets will be reduced (by
£387,000 for 2011/12) to take account of
identified procurement savings
opportunities. However, systems have not
been developed to monitor and report
actual savings achieved and compare
these with planned procurement savings.

Risk: in the absence of an adequate
monitoring process the council may
fail to achieve the desired level of

and actual procurement
savings achieved by
each department. Itis
envisaged this new
system will be deployed
early next year.




Responsible
officer

Response and
agreed action

Target date

savings.

The council participates in the Tayside Corporate TPC Strategy 2011- |31 December
Procurement Consortium (TPC), in Procurement 2014 approved. 2011
partnership with Perth & Kinross and Manager Cascade of strategy
Angus Councils and Tayside Contracts. and objectives to be
We noted that the draft TPC strategy for made via Procurement
2011-2014 has clear objectives aligned Implementation Team.
with the PCA criteria. However, there is Decision to be taken
no documented action plan to facilitate on best approach
the delivery of the TPC procurement following feedback on
strategy in Dundee City Council, thereby Procurement
also formally addressing the findings of Organisation proposal
the PCA process locally. meeting to be held in
September 2011.
Risk: the delivery of the TPC
procurement strategy within Dundee
City Council is not adequately
managed with a consequent reduction
in the efficiencies achieved.
A corporate approach to procurement Corporate Procurement project | 30 September
improvement has been adopted, with the Procurement | dates will be refreshed 2011
procurement project forming part of the Manager based on current
Changing for the Future project and resource capabilities.
project management arrangements.
However we note there is no formal
monitoring of actual timescales against
planned timescales for procurement
projects.
Risk: procurement improvements are
not delivered, or are not delivered
timeously.
ICT
Test plans and checklists to ensure that Head of Project was completed 31 March
hardware tests are sufficient and complete | Information | on time with minimal 2012
are still to be prepared. A more rigorous Technology | unplanned downtime.
approach to documentation would assist Review of test plans
problem resolution and controlled change, estp
! . and checklists for
increase transparency, and reduce project . acts will be
risk. Documented plans increase the major projects
likelihood of a successful migration of data undertaken.
and systems to the new premises.
Risk: gaps in the documentation of
data centre configuration and testing
may affect the success of the project.
The business aim of the new data centre Head of When Tayside House 31 March
is to improve resilience. Regular updates Information | data centre is fully de- 2012
to the council’'s computer service disaster Technology | commissioned,

recovery plan were suspended while
project work was in progress, and with the
completion of the new data centre, the

suspension of updates
will be removed.




Responsible
officer

Response and
agreed action

Target date

current plan will become out-of-date.
Major changes to ICT infrastructure
should always result in a review of
affected business continuity plans.

Risk: a disaster recovery plan that is
out-of-date may adversely affect
business continuity should a risk event
occur.

Full update of
Discovery Recovery

plans to be completed.

10
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Appendix B

Findings from 2010/11 audit testing of internal control systems

Checks and authorisations not performed or evidenced as performed

These increase the risk of financial loss if input errors are not detected or incorrect financial
information is reported to management and members:

1. Payroll: 30% of Education temporary variation forms (R12) tested lacked an approval/verification
signature. As these forms are used to process temporary variations such as overtime and travel and
subsistence payments this increases the risk of incorrect or unauthorised payments being made.

The responsibility for Education payroll has now been transferred to Finance Department. In future
checks will be made to ensure all forms processed include appropriate approval / verification
signatures.

2. Accounts receivable: only one department (Leisure and Communities) filled out an invoice request form
which showed the invoice had been authorised by a second individual. The sales ledger requires a
raised invoice to be authorised on the system, however, in most instances the authoriser is the same
person who raised the invoice. From discussion with sales ledger staff it was noted that they used to
require authorisation from a second individual but this lead to delays in processing invoices and this
practice was ceased.

We are satisfied that current authorisation procedures with regard to this item are adequate

3. Accounts receivable: only one department (Social Work) filled out an authorisation for credit note form
which showed the credit note had been authorised by a second individual. The sales ledger requires a
raised credit note to be authorised on the system, however, in most instances the authoriser is the
same person who raised the credit note.

Development of system authorisation process for credit notes is currently being investigated by Sales
Ledger Manager.

4. Cash management: in 5 out of 30 (16%) cases the daily cash book input sheet had not been initialled
as agreeing to the Money Manager cash book.

This documentation is now stored electronically and authorisation check should always be completed.
Lack of reconciliations

These increase the risk that accounting errors are not timeously corrected, leading to incorrect
financial information reported to management and members:

5. Non-domestic rates billing and collection: the weekly reconciliation between the Assessors systems
and the DCC i-world system was not carried out throughout the year.

At annual billing, a reconciliation is undertaken between the two systems. The reconciliation is normally
undertaken on a monthly basis but due to the move to Dundee House, this reconciliation did not occur
on a regular basis. The move having been completed, the reconciliations will again but undertaken on a
monthly basis.

6. Housing and council tax benefits: there is no reconciliation undertaken between the amounts posted in
the benefits system and amounts shown in the financial ledger.

Whilst it is acknowledged that this was agreed as part of the year end procedures, it has not yet been

possible to undertake a reconciliation of these items. The existing Council Tax and Housing Benefit
system does not currently have the capacity to generate the reports that would allow us to reconcile

11
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these amounts effectively. Northgate Public Services have committed to providing us with
improvements to this function although to date no further progress has been made. Any further
progress on the reconciliation will be delayed until these improvements are complete.

Weaknesses in procedural documentation

These increase the risk of errors or non-performance of tasks when certain staff members are
absent:

7. Payroll: although the payroll section has improved in recent years in relation to procedural manuals, a
formal and structured approach to procedural manuals is not in place. There is no formal procedure
manual covering all aspects of payroll operations. Document control should be improved (eg identifying
the "owner" of the procedure, the date of issue and date for review, standardised format, and
accessibility on the intranet). While a good selection of desk procedures has been drafted, there are
risks that the present approach results in procedures not covering all processes, being up-dated and
being available to all staff.

Now that the payroll team has been further centralised various procedural documents will be
consolidated into a dedicated folder. Guidance will continue to be developed and reviewed as part of
a wider training programme.

8. Cash management: although there are instructions for some parts of the cash process available, there
is not a formal set of procedural instructions covering all cash processes to be followed. The risk is
mitigated to some extent by staff rotation through the various processes but a formal system would
lead to a better understanding by staff of the overall system.

Procedural guidance for Cash Management will continue to be developed and reviewed to reflect
changes arising from move to the new Council headquarters at Dundee House.

9. Capital accounting: the council’s fixed asset register is maintained by one staff member who is
experienced in the AIRS system and the complexities of capital accounting. However, we noted that
there are no formal procedures, specific to the council, showing how the fixed asset register is
maintained and the procedural controls in place.

The complexities of capital accounting are understood by more than one person in the Finance
department, whilst there is an on-going exercise to train someone else on the use of the AIRS system.
AIRS is an "off-the-shelf" system and is operated in accordance with the systems manual. There is a
robust series of checks and balances in place to ensure that the system is accurate.

10. Housing rents: there is a lack of formal desk instructions supporting the day to day procedures within
rent accounting. Process flow charts and instructions should be formalised and be available to all staff
by means of Plone.

Procedures are in place for the majority of key tasks within the rent accounting department. These
have been developed over the past year whilst reviewing procedures for efficiencies and as part of the
implementation of the CERDMS. These procedures are to be reviewed continually. Staff have access
to these procedures through the public data server drive whilst the housing intranet site is being
developed.

Payroll

11. Segregation of duties: there are 4 payroll staff who have access to the Human Resources module as
well as the payroll module of Resourcelink. We understand that this arrangement is in place so that
senior payroll staff can timeously amend and update personnel records. There is a risk of financial loss
if staff have the ability to create posts, amend pay details and administer pay.

These 4 senior staff require this access for the efficient administration of the system. All posts created
should be checked by a second member of Payroll staff.

12
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12. The council uses unique post numbers to ensure that every person paid forms part of the agreed staff
establishment. However, generic post numbers are used within Education for supply teachers and
within DCS for temporary workers. The use of generic post numbers increases the risk of bogus
employees on the payroll.

It has been identified that some generic posts are required to reduce the administrative burden.
Monthly lists of starters and leavers are provided to departments to verify changes.

13. We found no evidence that the payroll suspense account is regularly cleared. The balance as at
28/01/11 was £9.4m. This increases the risk that accounting errors are not timeously corrected, leading
to incorrect financial information reported to management and members.

The balance noted above was prior to the month-end cash book entries being processed, which
significantly reduced the unallocated amount. This amount has since been fully reconciled and is now
been maintained on a monthly basis.

Non-domestic rates

14. We noted that the timetable for review of reliefs is not being met in certain areas, such as SBBS
(25%,50% and 100%), sports clubs (100%) and disabled relief. There is an increased risk of financial
loss if reliefs continue to be awarded after circumstances change.

Prior to the introduction of SBBS, a review was undertaken of all cases in receipt of SBBR and records
amended in line with SBBS. Legislation states that the local authority should carry out a periodic
review at their discretion. A review was due to be undertaken in early 2011 but due to other priorities,
this was not possible. The review will now be undertaken in January 2012. Any changes in SBBS are
being actioned and relief amended as necessary.

Sports clubs and disabled relief cases are reviewed every two years but any notified change of
circumstances will be actioned and relief amended as necessary.

Tangible assets

15. There is no exercise undertaken to ensure assets on the asset register are still in existence. There is a
risk that the asset register does not accurately reflect the assets which the council owns, leading to
incorrect financial reports.

The asset register is not intended to represent a definitive list of the Council's assets - there are various
systems in place across departments for this purpose. Nevertheless, there is robust series of checks
and balances in place to ensure that AIRS is accurate including third party verification and
reconciliations to other systems.

13



REPORT TO: POLICY AND RESOURCES COMMITTEE - 26 SEPTEMBER 2011

REPORT ON: PERFORMANCE REPORT 2011

REPORT BY: DIRECTOR OF FINANCE

REPORT NO: 427-2011

1.1

2.1

2.2

3.1

4.1

4.2

4.3

5.1

5.2

427-2011

PURPOSE OF REPORT

To inform Elected Members of the Council's performance for the financial year
2010-2011.

RECOMMENDATIONS

Elected Members are asked to note:

The Council's performance for 2010-2011 as set out in the attached report.

The Council is required to report performance by 30th September 2011 and this will be
done through the Annual Performance Report which will be published on the internet.

Excerpts from the report will also appear in the Evening Telegraph, and be distributed
throughout the Council to the main customer contact points.

FINANCIAL IMPLICATIONS

There are no financial implications.

BACKGROUND

The Council uses data published by the Accounts Commission to assess its
performance compared to the past and compared to other authorities.

The Council is required to report performance by 30 September each year. Based on
the Council's own Corporate Performance Self-Assessment which includes the
indicators specified by Audit Scotland in the Annual Direction 84% of the statutory
performance indicators either maintained or improved performance level.

The report also contains an Efficiency Statement for the Council. This identified savings

of £4.5 million in the 2010/11 financial year bringing the cumulative figure to £18.2
million since 2006/07.

POLICY IMPLICATIONS

This report has been screened for any policy implications in respect of Sustainability,
Strategic Environmental Assessment, Anti-Poverty, Equality Impact Assessment and
Risk Management.

There are no major issues.



6 CONCLUSION

6.1 The Council's performance compared to the previous year has been maintained at a
high level. Performance levels compared to the other main cities also continue to be
very good.

7 CONSULTATION

7.1 The Chief Executive and the Depute Chief Executive have been consulted on the
contents of this report.

8 BACKGROUND PAPERS

None.

MARJORY STEWART
DIRECTOR OF FINANCE 19 OCTOBER 2011

427-2011



REPORT TO: SCRUTINY COMMITTEE - 26 OCTOBER 2011

REPORT ON: SCOTLAND'S PUBLIC FINANCES - ADDRESSING THE CHALLENGES
REPORT BY: DIRECTOR OF FINANCE
REPORT NO: 457-2011

4.1

4.2

PURPOSE OF REPORT

To provide elected members with a summary of the above national study that has recently been
issued by Audit Scotland on behalf of the Auditor General for Scotland and Accounts Commission.

RECOMMENDATIONS
It is recommended that elected members:

a note the information contained within this report and the attached national study including
the self assessment checklist.

FINANCIAL IMPLICATIONS

There are no direct financial implications arising from this report.

MAIN TEXT

As part of its National Programme of Performance Audits for 2011/12, Audit Scotland carried out a
review of public sector finances. The findings of this review were published in a report entitled
Scotland's public finances - Addressing the challenges. The report provides an overview of the
financial environment facing the public sector in Scotland and the cost pressures currently faced. It outlines
what the public sector is doing to respond to current and future budget reductions, and highlights a number
of key risks and issues that the public sector needs to manage in responding to the challenges.

The report is divided into the following areas:

Summary
This section provides general background information and summarises the main financial

challenges facing the Scottish public sector. Details of the Scottish Government's response to
reducing spending are outlined including the commissioning of an Independent Budget Review
Panel to inform the 2011/12 budget process. This section summarises the findings made by the
above panel together with the Government's response to each of the key recommendations made.
The summary also includes the key messages of their review (detailed separately in paragraph 4.3)
together with a summary of the key risks that public sector bodies will require to consider and
manage in addressing these challenges.

Part 1 - The current financial climate

This section considers the current financial environment and reviews the main changes to the Scottish
Government’s 2011/12 budget as compared to 2010/11. The report outlines that the cuts in public sector
are significant although the reductions are not uniform across all areas of spend.

Part 2 - Cost pressures in the public sector

This chapter summarises the main cost pressures facing the public sector. The main cost pressures,
which are not mutually exclusive, are categorised into six key areas including demand, financial,
workforce, investment, asset maintenance and environmental pressures.

Final457-2011-Scrutiny-261011



4.3

4.4

4.5

Part 3 - Addressing the challenges

This part of the report provides an overview of how public bodies are planning to address the financial
challenges outlined in Parts 1 and 2, and some of the key issues and risks that public bodies must
address. In addition it also highlights that, monitoring how public bodies are managing with reduced
budgets, will be a key area for external audit to review over the next few years.

The key messages included in the report are as follows:

the budget reductions affect revenue and capital expenditure differently with the capital budget taking
the largest cut in percentage terms. Traditional public spending on capital projects such as new
hospitals, roads and prisons will reduce by £1.2 billion (36 per cent) to £2.1 billion in 2014/15. This
compares to an 8 per cent reduction in revenue spending which will fall by £2.1 billion to £23.8 billion
over the same period.

all parts of the public sector have less to spend in 2011/12 than in 2010/11, although the level of budget
reduction varies significantly amongst spending areas. Scottish Government funding to the health and
local government sectors has reduced by 0.3 per cent and five per cent respectively, while central
government funding has reduced by 12 per cent. Most bodies surveyed have been able to agree a
balanced budget for 2011/12. However, there is a risk that savings needed may not be realised during
the year. There is also a risk that unforeseen pressures will emerge during the year, which may reduce
further the ability to generate savings.

public bodies are finding it difficult to plan beyond 2011/12, as they do not have a clear view of their
budgets beyond 2011/12. The Scottish Government plans to publish detailed spending plans for years
2012/13 to 2014/15 in September 2011, which should establish a framework that bodies can use to
make decisions about future spending plans.

public bodies currently face increasing demand and cost pressures for their services and this is likely to
continue in the future. An ageing population, the effects of the recent recession and the heightened
expectations of the public, all increase the demand for public services. These, together with cost
pressures such as maintenance backlogs and existing financial commitments such as annual payments
for revenue-financed capital projects, place an additional burden on the capacity of public bodies to
provide efficient and quality services at a time when budgets are reducing.

the need to reduce costs provides public bodies with an opportunity to reform and streamline public
service delivery. However, in doing so, bodies must focus on long-term financial sustainability. This
requires a clear understanding of the organisation’s costs, including how different activity levels affect
costs, and a clear methodology for setting budgets based on priorities and the outcomes to be achieved.
Strong leadership and governance are vital if actions are to be successful.

pay restraint and reducing workforce levels are the most common approaches being taken by public
bodies to reduce costs over the next few years. Many bodies have already reduced staff levels through
recruitment freezes or voluntary early release schemes and further reductions are planned. Good
workforce planning is necessary to ensure that the right people and skills are available to deliver
effective public services in the future.

public bodies are considering how they can work better together as a way to reduce costs. While a
number of initiatives are being planned to increase working together by sharing resources and involving
voluntary and private organisations, progress to date has been limited. It is likely to be a number of
years before cost savings are realised.

The methodology adopted by Audit Scotland in undertaking their review was initially based on a
information collated through a data survey of 47 public sector bodies (including Dundee City
Council) that requested summary information on budget reductions, proposed action, consultation
and governance arrangements. Further details of this methodology, including details of the public
sector bodies surveyed are included in Appendices 1 and 2 of the report.

In addition, the report includes a self assessment checklist for chief officers and elected members to
help identify key issues and risks that will require to be considered and managed. A copy of this
checklist included in Appendix 4 to the report.

Final457-2011-Scrutiny-261011



5 POLICY IMPLICATIONS
This report has been screened for any policy implications in respect of Sustainability, Strategic
Environmental Assessment, Anti-Poverty, Equality Impact Assessment and Risk Management.
There are no major issues.

6 CONSULTATIONS

The Chief Executive and Depute Chief Executive (Support Services) have been consulted on the
content of this report.

7 BACKGROUND PAPERS

None.

MARJORY M STEWART
DIRECTOR OF FINANCE 18 OCTOBER 2011
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Auditor General for
Scotland

The Auditor General for Scotland is the Parliament’s watchdog for helping
to ensure propriety and value for money in the spending of public funds.

He is responsible for investigating whether public spending bodies achieve
the best possible value for money and adhere to the highest standards of
financial management.

He is independent and not subject to the control of any member of the Scottish
Government or the Parliament.

The Auditor General is responsible for securing the audit of the Scottish
Government and most other public sector bodies except local authorities and fire
and police boards.

The following bodies fall within the remit of the Auditor General:

directorates of the Scottish Government

government agencies, eg the Scottish Prison Service, Historic Scotland
NHS bodies

further education colleges

Scottish Water

NDPBs and others, eg Scottish Enterprise.

The Accounts Commission

The Accounts Commission is a statutory, independent body which, through the
audit process, requests local authorities in Scotland to achieve the highest
standards of financial stewardship and the economic, efficient and effective use
of their resources. The Commission has four main responsibilities:

 securing the external audit, including the audit of Best Value and
Community Planning

following up issues of concern identified through the audit, to ensure
satisfactory resolutions

carrying out national performance studies to improve economy, efficiency and
effectiveness in local government

issuing an annual direction to local authorities which sets out the range of
performance information they are required to publish.

The Commission secures the audit of 32 councils and 45 joint boards and
committees (including police and fire and rescue services).

Audit Scotland is a statutory body set up in April 2000 under the Public
Finance and Accountability (Scotland) Act 2000. It provides services to the
Auditor General for Scotland and the Accounts Commission. Together
they ensure that the Scottish Government and public sector bodies in
Scotland are held to account for the proper, efficient and effective use of
public funds.
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Summary

The scale of budget cuts brings immediate
challenges for the Scottish public sector
to reduce expenditure but also to ensure
long-term sustainable public services.




Introduction

1. The financial challenges facing

the Scottish public sector are well
documented. In October 2010, the
UK government outlined spending
reductions in almost every area of

the public sector over the next four
years. As Scotland receives most of its
funding from the UK government, the
reductions will have a significant impact
on the amount of money available

to the public sector in Scotland. The
Scottish Government estimated in
October 2010 that its budget for day-
to-day spending and running costs will
fall by £3.3 billion in real terms (11 per
cent) from £29.2 billion in 2010/11 to
£25.9 billion in 2014/15. The overall
decrease is most pronounced in
2011/12 as the budget falls by

£1.7 billion in real terms (six per cent)
to £27.5 billion.

2. The scale of budget cuts brings
immediate challenges for the
Scottish public sector to reduce
expenditure but also to ensure long-
term sustainable public services. The
purpose of this report is to provide

an overview of how public bodies are
beginning to respond to the challenge.
However, it is clear that public bodies
will not be able to deliver the savings
and reforms needed overnight.

This report provides a snapshot of
progress as at January—April 2011
and we plan to publish further reports
over the next few years looking in
more detail at how public bodies are
managing with reduced budgets.

3. This is not the first time we have
reported on such issues. In November
2009, we published Scotland’s public
finances: preparing for the future
which provided an overview of the
financial environment in Scotland at
that time and looked at the challenges
facing the public sector.' At the

time of our last report, the scale of
budget reductions was not yet clear.
However, we underlined how vital it
was for the Scottish Government and
other public bodies to manage the
risks effectively to ensure the delivery

of high-quality, sustainable public
services, now and in the future. We
also posed some key questions for
the Scottish Government, the Scottish
Parliament and the wider public
sector to consider when planning the
delivery of public services in a time of
severe budget constraints.

4. Similarly, the challenges facing the
public sector have been outlined in a
number of our reports. For example,
Financial overview of the NHS in
Scotland 2009/10 and An overview
of local government in Scotland
2010, published in December 2010
and January 2011 respectively,
commented on the financial
challenges facing the NHS and local
government and highlighted some
of the key issues which need to be
addressed, including:

e Strong leadership to drive the
necessary changes forward and
good governance arrangements.

e Better information on cost, activity,
quality and productivity of services
delivered.

e Good information about service
users’ current and future needs to
enable decision-makers to make
informed decisions about priorities.

e (Consideration of alternative ways
of providing services including
working with other parts of
the public sector, the private
sector and the third sector, and
consideration of how service
changes may impact on
different groups.

e Effective engagement with local
communities to obtain views and
support for proposed changes to
service delivery.

e Accurate workforce planning to
ensure staff resources are in
the right place to deliver priority
services.

1 Scotland’s public finances: preparing for the future, Audit Scotland, November 2009.

Summary 3

Responding to reduced budgets

5. In February 2010, the Scottish
Government commissioned an
independent review of public
expenditure in Scotland to inform
the 2011/12 budget process. The
Independent Budget Review Panel
(the panel), published its report

in July 2010 making a number of
observations about the options for
delivering public services within

a constrained public spending
environment:

All possible avenues should be
pursued to sustain borrowing and
capital investment as this can
create jobs and drive economic
growth.

The rationale for protecting major
blocks of expenditure, particularly
in the context of integrated
services and early intervention
programmes, is unclear and could
place an additional burden on non-
protected areas to make savings.

A reduction in public sector
employment appears inevitable
although this could be mitigated
against by measures including pay
restraint, recruitment controls and
revised working arrangements.

The McClelland Review of
purchasing, the Crerar Review

of scrutiny and regulation and

the Arbuthnott Review of shared
services in the Clyde Valley area
suggest there is scope to make
further public sector efficiency
savings but the funding gap
currently faced is unlikely to be
bridged by efficiency savings alone.

A debate is required about
whether those who can afford to
pay for universal services such as
concessionary travel, prescription
charges, free personal and nursing
care and tuition fees might be
invited to do so.



For a small country, Scotland has
many public bodies including

32 local authorities, 23 NHS bodies,
eight police forces, 20 universities
and over 100 other public bodies.
The number of public bodies needs
to be considered as an integral part
of a strategic review of the future
delivery of public services.

The financial challenges are

likely to persist beyond the UK
government’s current Spending
Review period 2011/12 to 2014/15.

This makes it imperative to
establish a more strategic longer-
term perspective based on the
transformation of the organisation
and delivery of public services in
Scotland to meet future needs.

Taking immediate action is
important. Public sector managers
expect strong leadership from

the Scottish Government and the
Scottish Parliament in terms of
early identification of key priorities.
They are also looking for an

outcomes-based, rather than an
input-based, approach to tackling
the challenges ahead.”

6. In addition to these observations,
the panel made a number of
recommendations. The Scottish
Government has responded to some
of the panel's recommendations in
the 2011/12 budget and in wider
government initiatives (Exhibit 1).

In particular, in June 2011, the
Commission on the Future Delivery
of Public Services, established by the

Exhibit 1

The Scottish Government'’s response to the Independent Budget Review Panel’s key recommendations
Some of the panel’'s recommendations were taken into account in the Scottish Government's 2011/12 budget.

Key panel recommendations

Undertake comparative prioritisation in the
allocation of resources rather than ring-fencing
certain areas of the public sector so that they
were protected from budget cuts.

The current council tax freeze should be
removed.

Build assumed efficiency savings into budgets
as a means of reducing future budget allocations
and ensure that future targets are not less than
two per cent.

Reduce further the number of public bodies
and consider the remaining scope for merging
different scrutiny bodies as part of the
Simplification Programme.

Mainstreaming the role of the private and
voluntary sectors as collaborative partners in the
delivery of public services.

Reduce the public sector pay bill through
pay freezes and reductions in public sector
employment.

Review the case for free or subsidised universal
services such as national concessionary

travel, free personal and nursing care and free
prescription charges.

Change the status of Scottish Water to allow the
release of capital funds for other projects, while
enabling the attraction of private investment.

Source: Audit Scotland from Independent Budget Review Panel

Scottish Government response

The Scottish Government outlined a cash terms increase to the
NHS budget for 2011/12 following a similar decision by the UK
government. This was the only area of the public sector to receive
a cash terms increase.

The Scottish Government has kept the council tax freeze in place
for 2011/12 and has plans to extend this over the next spending
review period.

Efficiency savings are treated as a contribution to the overall
budget reduction in 2011/12 where an average target of three per
cent efficiency savings was set. The Scottish Government stated
the efficiency target for 2012/13 to 2014/15 would be two per
cent each year.

The Scottish Government already has plans to reduce the number
of public bodies in Scotland by 25 per cent in 2011 against a
baseline of 199. As at April 2011, there were 147 public bodies in
Scotland.

No central policy on this. Each individual public body is responsible
for the level of engagement with other sectors in the delivery of
services.

The Scottish Government and the NHS have implemented a

pay freeze for most staff in 2011/12. Local government has
implemented a two-year pay freeze for staff to 2012/13. Many public
bodies are reducing the workforce by implementing recruitment
freezes and voluntary early severance or retirement schemes.

The Scottish Government has reaffirmed its coommitment to free
universal services and provided for these in the 2011/12 budget.

The Scottish Government plans to retain Scottish Water's public
status.

2 Independent Budget Review: The Report of Scotland’s Independent Budget Review Panel, July 2010.



Scottish Government in November
2010, found that a number of broad
priorities are required for long-term
public service reform.® Priorities
include building public services
around people and communities;
prioritising preventative spending
measures; maximising all available
resources including those from the
public, private and third sectors; and
reforming public services based on
outcomes, improved performance
and cost reduction. The Scottish
Government has welcomed the
findings of the report and has
established a Cabinet subcommittee
to take forward plans for public
service reform.

7. At the same time, a number of
other initiatives are being taken
forward, which are intended to
change the shape of the public
sector landscape leading to reduced
expenditure or providing the potential
to increase government revenue. For
example, the Scotland Bill, currently
going through the legislative process
in the UK Parliament, proposes
providing greater powers to the
Scottish Parliament to set an income
tax for Scottish taxpayers. If enacted,
this will abolish the terms of the
Scotland Act 1998 where the power
to vary income tax is confined to a
maximum of three per cent more or
less than the UK basic rate of income
tax. The Bill also proposes providing
the Scottish Parliament with powers
to set taxes on transactions involving
interests in land and disposals to
landfill, and giving Scottish ministers
new borrowing powers to fund
capital projects.

8. This is a time of great uncertainty.
Public bodies currently face a range
of cost pressures which are likely

to continue for a number of years
(Exhibit 2). But their ability to address
these pressures may be hindered
because, apart from only indicative
figures published by the Scottish
Government, public bodies lack a
clear view of their budgets beyond
2011/12. The Scottish Spending

Exhibit 2

Summary 5

Cost pressures currently facing the public sector
The public sector currently faces a range of cost pressures which are likely

to continue into the future.

Category of
cost pressure

Demand

Examples of cost pressures

The consequences of an ageing population which is likely
to increase demand for health and social care services.

The continuing need to deliver efficiency savings,

Financial

higher than expected inflation rates and reduced

income from asset sales.

Workforce

Rising staff and pension costs. Reduced workforce to

meet increased demand.

The need to invest in new roads, railways, schools and

Investment

hospitals to support existing services and economic

growth. Also, the long-term revenue commitments
arising from using private finance to fund investment.

Maintaining
assets

Environmental
targets.

Source: Audit Scotland

Review, to be conducted by the new
Scottish Government and to report
in September 2011, provides an
opportunity to provide public bodies
with greater certainty about future
years' budgets which will assist in
longer-term planning.

About this report

9. The report provides an overview

of the financial environment facing
the public sector in Scotland and

the cost pressures currently faced.

It outlines what the public sector is
doing to respond to current and future
budget reductions, and highlights a
number of key risks and issues that
the public sector needs to manage in
responding to the challenges. Most of
the fieldwork for the audit was carried
out between January and April 2011,
at a time when public bodies were still
finalising their 2011/12 budgets. The
report is organised into three parts:

e |n Part 1 we consider the current
financial environment and review

3 Commission on the future delivery of public services, Christie Commission, June 2011.

Significant costs for backlog maintenance and repair to
the public sector estate.

Rising energy and fuel costs, emission reduction

the main changes to the Scottish
Government's 2011/12 budget
compared to 2010/11.

e |n Part 2 we review the main cost
pressures facing the public sector.

e |n Part 3 we focus on how the
public sector is planning to reduce
their costs and make savings and
is based on information obtained
from a sample of 47 public sector
bodies covering local authorities,
health and central government.

All budget figures in the report,
unless stated, are quoted in real
terms (at 2010/11 prices) using the
GDP deflator applied at the time of
the UK Spending Review (October
2010) and draft Scottish budget
(November 2010). HM Treasury
has since published revised figures
for the GDP deflator, which show
an increase in the inflation rate for
2011/12. We comment on the effect
of this in paragraph 40. Appendix 1
provides further information on our



methodology. Appendix 2 provides a
list of bodies included in our sample.
Appendix 3 provides details of our
project advisory group.

Key messages

e The budget reductions affect
revenue and capital expenditure
differently with the capital
budget taking the largest cut in
percentage terms. Traditional
public spending on capital
projects such as new hospitals,
roads and prisons will reduce
by £1.2 billion (36 per cent) to
£2.1 billion in 2014/15. This
compares to an eight per cent
reduction in revenue spending
which will fall by £2.1 billion
to £23.8 billion over the
same period.

e All parts of the public sector
have less to spend in 2011/12
than in 2010/11, although the
level of budget reduction varies
significantly among spending
areas. Scottish Government
funding to the health and
local government sectors has
reduced by 0.3 per cent and
five per cent respectively, while
central government funding has
reduced by 12 per cent. Most
bodies surveyed have been
able to agree a balanced budget
for 2011/12. However, there
is a risk that savings needed
may not be realised during
the year. There is also a risk
that unforeseen pressures will
emerge during the year, which
may reduce further the ability to
generate savings.

e Public bodies are finding
it difficult to plan beyond
2011/12, as they do not have
a clear view of their budgets
beyond 2011/12. The Scottish
Government plans to publish
detailed spending plans for
years 2012/13 to 2014/15
in September 2011, which
should establish a framework

that bodies can use to make
decisions about future
spending plans.

Public bodies currently face
increasing demand and cost
pressures for their services and
this is likely to continue in the
future. An ageing population,
the effects of the recent
recession and the heightened
expectations of the public, all
increase the demand for public
services. These, together

with cost pressures such as
maintenance backlogs and
existing financial commitments
such as annual payments

for revenue-financed capital
projects, place an additional
burden on the capacity of public
bodies to provide efficient and
quality services at a time when
budgets are reducing.

The need to reduce costs
provides public bodies with

an opportunity to reform and
streamline public service
delivery. However, in doing so,
bodies must focus on long-term
financial sustainability. This
requires a clear understanding
of the organisation’s costs,
including how different activity
levels affect costs, and a

clear methodology for setting
budgets based on priorities

and the outcomes to be
achieved. Strong leadership and
governance are vital if actions
are to be successful.

Pay restraint and reducing
workforce levels are the most
common approaches being
taken by public bodies to
reduce costs over the next
few years. Many bodies have
already reduced staff levels
through recruitment freezes

or voluntary early release
schemes and further reductions
are planned. Good workforce
planning is necessary to ensure
that the right people and skills
are available to deliver effective
public services in the future.

e Public bodies are considering
how they can work better
together as a way to reduce
costs. While a number of
initiatives are being planned
to increase working together,
sharing resources and
involving voluntary and private
organisations, progress to date
has been limited. It is likely to
be a number of years before
cost savings are realised.

Key issues and risks

10. There are few people working

in the Scottish public sector today
who have previously experienced
similar levels of budget reductions as
those currently faced. The need to
reduce expenditure while maintaining
service standards as far as possible

is a major test for managers, non-
executive directors and elected
members, that requires strong and
effective leadership and management.
There are a number of associated
risks and public sector managers are
responsible for identifying, monitoring
and managing these.

11. The table opposite outlines some
of the key risks and issues that public
bodies need to consider and manage.
Many of these risks are not new to
the public sector but the likelihood

of their occurrence has increased

as public bodies seek to implement
changes. Appendix 4 provides a
more detailed list of key questions
for public sector managers, non-
executives and elected members to
consider. External audit also has a role
to play in monitoring and reporting

on how public bodies are responding
to the risks and issues faced and in
supporting continuous improvement
by helping to disseminate examples
of good and innovative practice.



Key risks

Potential issues and risks for public sector leaders and elected members

Potential issues and risks Report Checklist
reference | reference

Reforming
public
services

Workforce
reductions

Financial
sustainability

Leadership
and
governance

Difficulties in measuring and assessing performance created by unclear Paragraphs
aims and objectives. 83 to 105

Focusing on dealing with current problems rather than longer-term
issues as a result of short-termism in decision-making.

Lack of commitment or constructive challenge to reform measures
caused by weak leadership or poor coordination between staff and other
stakeholders. This can also result in poor communication between
different parties.

Benefits of action may not be received for a considerable amount of
time as a result of uncertainty over time and cost commitments deterring
bodies from taking effective action.

Insufficient scrutiny and monitoring of risk, finances and performance
created by poor governance and accountability arrangements. Difficulties
in resolving differences or areas of conflict may also arise from this.

Weakened governance and accountability arrangements as a result of
poor planning and implementation of reforms.

Reduced leadership skills and professional competence as a result of Paragraphs
losing staff with essential skills and corporate knowledge. 73 to 82

Reduced quantity and quality of service delivery created by staff
shortages in key service areas caused by unmanaged workforce reductions.

Lower staff morale and increased sickness as a result of increased
workload and lower reward packages; and the negative impact on
remaining staff created by workforce reductions.

Delayed benefits as a consequence of having to re-train or re-deploy staff.

Failure to motivate remaining staff to innovate, change and do more
as a result of changes to reward packages.

Failure to deliver outcomes or budget reductions as a result of unclear ~ Paragraphs
priority budget-setting. 65 to 72

Saving plans not being delivered due to a lack of a risk and evidence-
based cost-reduction strategy. It may also result in inefficiencies remaining
within the system.

Spending commitments may exceed budgets due to over-optimistic
savings plans or unforeseen cost pressures.

Over-committing on levels of borrowing to finance current plans at the
expense of future plans when repayments are required.

Poor decision-making, unclear priorities or lack of direction and Paragraphs
ownership as a result of weak leadership. 106 to 110

Lack of accountability, scrutiny and challenge as a consequence of poor
governance arrangements.

Lack of transparency and openness as a consequence of unclear
decision-making processes and poor governance arrangements.

Summary 7

Questions
1108

Questions
910 13

Questions
14 to 20

Questions
21 to 26
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Part 1. The current
financial climate

-

L

.

The Scottish budget will reduce
significantly over the four years to
2014/15, with capital budgets facing
the largest reductions.




Key messages

e The budget reductions affect
revenue and capital expenditure
differently with the capital
budget taking the largest cut in
percentage terms. Traditional
public spending on capital
projects such as new hospitals,
roads and prisons will reduce
by £1.2 billion (36 per cent) to
£2.1 billion in 2014/15. This
compares to an eight per cent
reduction in revenue spending
which will fall by £2.1 billion
to £23.8 billion over the
same period.

e All parts of the public sector
have less to spend in 2011/12
than in 2010/11, although the
level of budget reduction varies
significantly among spending
areas. Scottish Government
funding to the health and
local government sectors has
reduced by 0.3 per cent and
five per cent respectively, while
central government funding has
reduced by 12 per cent. The
most significant reduction in
Scottish Government funding
relates to further and higher
education, which has fallen by
£245 million (14 per cent) to
£1.5 billion in 2011/12.

e Public bodies are finding
it difficult to plan beyond
2011/12, as they do not have
a clear view of their budgets
beyond 2011/12. The Scottish
Government plans to publish
detailed spending plans for
years 2012/13 to 2014/15
in September 2011, which
should establish a framework
that bodies can use to make
decisions about future
spending plans.

oo

Scottish public spending will reduce
significantly over the next four years

The UK budget will reduce by three
per cent in real terms to 2014/15
12. In October 2010, the UK
government published the results of
its Spending Review setting out the
UK's public spending plans for the
four years to 2014/15." It confirmed
that the total UK budget will reduce
by £23 billion (three per cent) to

£674 billion in 2014/15.°

13. The scale of the budget
reductions are, however, not uniform
across all areas of spend:

e The UK government decided to
protect spending in two areas:
health and international aid.
Consequently, other UK spending
areas, including the devolved
administrations, will experience
higher budget reductions,
averaging 14 per cent over the
four years to 2014/15.

e The total Departmental
Expenditure Limit (DEL) budget
- that is day-to-day spending
and running costs, which can be
planned with more certainty over
a number of years — will reduce
by £41 billion (ten per cent) to
£354 billion in 2014/15.

e (Capital budgets will be particularly
hard hit. The overall capital DEL
budget will reduce by £15 billion
(29 per cent) to £37 billion in
2014/15.

e The total Annually Managed
Expenditure (AME) budget — that is
expenditure in areas such as social
security benefits and pensions,
which are predominantly demand
led and therefore more difficult to
predict over the long term — will
increase by £18 billion (six per
cent) to £320 billion in 2014/15.

Spending Review 2010, HM Treasury, October 2010.
All budget figures in the report are quoted in real terms unless otherwise stated.
There are slight differences between the figures reported for 2010/11 by the Scottish Government and those reported by HM Treasury as part of the 2010
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The Scottish budget will reduce
significantly over the four years to
2014/15, with capital budgets facing
the largest reductions

14. As the Scottish Government
receives most of its funding from the
UK government, it will bear a share of
the UK budget cuts. According to the
Scottish Government, the total Scottish
DEL budget, for which it has discretion
over how it is spent, will reduce by
£3.3 billion (11 per cent) to £25.9 hillion
in 2014/15 (Exhibit 3, overleaf).? This
contrasts starkly with the first ten
years of devolution when the Scottish
DEL budget increased by an average
of over five per cent a year from

£19.1 hillion in 2000/01 to £29.7 billion
in 2009/10. The extent of the
reductions varies in the two main
components of the DEL budget:

e The revenue DEL budget will fall
by £2.1 billion (eight per cent) to
£23.8 billion in 2014/15. The most
significant reduction will occur in
the current year, 2011/12 — the
budget has reduced by £1.0 billion
to £24.9 billion (four per cent).

e The capital DEL budget is
expected to reduce by £1.2 billion
(36 per cent) to £2.1 billion
in 2014/15. Again, the most
pronounced reduction will occur in
2011/12 as the capital budget has
fallen by £0.8 billion to £2.5 billion
(24 per cent).”

15. The Scottish AME budget which
covers demand-led expenditure,

for example, mainly on NHS and
teachers’ pensions, remained at
£5.5 billion between 2010/11 and
2011/12. However, the Scottish
Government is only responsible

for administering the AME budget
and has no discretion over how it is
spent. The Scottish Government is
responsible for providing estimates
of AME spending but this requires
separate HM Treasury approval.

Spending Review. This is due to an agreement with HM Treasury that the Scottish Government could defer £332 million of planned UK budget reductions
in 2010/11 to 2011/12. In addition, the Scottish Government also incurred expenditure in 2010/11 which had been carried forward from previous years

under End Year Flexibility arrangements.

7 This excludes £100 million capital transferred from 2010/11 to 2011/12 as proposed in the draft Scottish Budget 2011/12. The DEL budget for 2011/12
totals £27.5 billion when the transfer is included. See Exhibit 5 on page 11.
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No estimates have been made for
the Scottish AME budget beyond
2011/12.

16. Overall, the Scottish public sector
is facing significant budget cuts

and these are in line with previous
worst case scenarios forecast by
independent commentators. In

our 2009 report, Scotland'’s public
finances: preparing for the future, we
highlighted analysis by the Centre

for Public Policy for Regions (CPPR).?
This looked at three possible budget
scenarios, ranging from a five per
cent real-term reduction in the DEL
budget over the three-year period
2011/12 t0 2013/14 (best case) to an
11 per cent real-term reduction over
the same period (worst case). It is
now clear that the scale of the budget
reductions facing Scotland over the
next few years is close to the CPPR'’s
worst case scenario (Exhibit 4).

Budget constraints are likely to
continue beyond the current
spending review period

17. The Scottish Government has
estimated that it may take until
2024/25 before spending levels return
to 2010/11 levels.® These estimates
depend largely on the outlook for

the UK economy as a whole and

the length of time it takes to recover
from the recent recession. They also
depend on UK government policy

on reducing national debt levels. The
magnitude of these reductions is
likely to significantly affect the ability
of public bodies to maintain and
deliver services and meet required
targets over the next spending review
period and beyond.

All parts of the public sector have
less to spend in 2011/12

18. In February 2011, the Scottish
Parliament approved the Scottish
budget for 2011/12.° The 2011/12
Scottish budget includes DEL

— © 0

Exhibit 3

The Scottish Government'’s revenue and capital budgets 2010/11 to 2014/15
Public spending will fall significantly over the four years to 2014/15 with
capital spending facing the largest percentage reductions.

2 29.2
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Year

Notes: 1. All figures are at 2010/11 prices.

2. Figures exclude £100 million of capital transferred from 2010/11 to 2011/12 as proposed in the draft
Scottish Budget 2011/12. The budget for 2011/12 totals £27.5 billion when the transfer is included. See
Exhibit 5.

Source: Comprehensive Spending Review, Scottish Government news release, October 2010

Exhibit 4

Scottish DEL budget reductions compared to CPPR projections, 2010/11
to 2014/15

The budget reductions facing Scotland are closest to the CPPR's worst case
scenario projections.

30
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£ billion

27
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25 1 1 1 1
2010/11 2011/12 2012/13 2013/14 2014/15

Year
== Spending Review 2010

== CPPR worst case scenario
(11 per cent reduction in DEL budget)

=@- CPPR middle case scenario
(seven per cent reduction in DEL budget)

O CPPR best case scenario
(five per cent reduction in DEL budget)

Source: Audit Scotland adapted from CPPR

Briefing Note, Centre for Public Policy for Regions, April 2009.
Outlook for Scottish Government expenditure, Office of the Chief Economic Adviser, Scottish Government, July 2010.
0 Budget figures for both 2010/11 and 2011/12 are taken from Scotland’s Spending Plans and Draft Budget 2071/12 published by the Scottish Government

in November 2010. The total budget for 2011/12, approved by the Scottish Parliament in February 2011 is £250 million higher than in the draft budget
document. This is largely attributable to technical accounting amendments as a result of the introduction of International Financial Reporting Standards and
the requirement of the Public Finance Accountability (Scotland) Act 2000 to present budgets of non-departmental public bodies to the Scottish Parliament
on a cash basis only. These changes have a neutral effect on spending power. A table outlining the reconciliation is included in the Budget (Scotland) Bill
Supporting Document, Scottish Government, January 2011.



expenditure of £28 hillion (83 per cent)
and AME expenditure of £5.6 billion

(17 per cent), of which £3.2 hillion
relates to teachers’ and NHS pension
costs and £2.2 billion is for non-domestic
rates income distributed to councils (all
cash terms).

19. Overall, the 2011/12 Scottish
DEL budget is £1.7 billion less in
real terms (six per cent) compared
to the 2010/11 budget. All Scottish
Government portfolios incurred
real-terms reductions in their DEL
budgets in 2011/12, with the largest
percentage reduction in the Justice

Exhibit 5

portfolio (E191 million, 13 per cent).
The Health and wellbeing and

Local government portfolios are
the only areas within the Scottish
Administration to have real-term
reductions of less than ten per cent
(Exhibit 5).

20. The Scottish Government has
only published detailed budget plans
for the first year, 2011/12, of the
spending review period. Bodies,
therefore, lack a clear view of their
budgets beyond this period, which
may have limited the amount of
detailed planning undertaken to
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address the financial challenges. The
Scottish Government plans to publish
detailed spending plans for 2012/13

t0 2014/15 as part of a Scottish
Spending Review in September 2011.

21. Exhibit 6 (page 13) provides a
more detailed analysis of the changes
to portfolio DEL budgets between
2010/11 and 2011/12. This indicates
that there are some significant
differences in how the budget
reductions will affect different areas
of the public sector in Scotland.

Changes in DEL budgets 2010/11 to 2011/12 by Scottish Government portfolio
All Scottish Government portfolios have less to spend in real terms in 2011/12, with the largest percentage reduction

occurring in the Justice portfolio.

Portfollo

Budget

(Em

2011/12 restated
to 2010/11 prlces

Change between the 2010/11
budget and 2011/12 budget
restated to 2010/11 prices

D T e T

Finance and sustainable growth
Health and wellbeing

Local government

Education and lifelong learning
Justice

Rural affairs and the environment
Office of the First Minister
Administration

Crown Office and Procurator Fiscal

Directly funded bodies outwith
Scottish Administration

2,474 2,219
11,652 11,748 1
9,586 9,047
2,715 2,481
1,435 1,268
514 468
280 255
262 236
118 108
190 178

2,178 -296 -12
1,529 =128 =1
8,878 -708 =7
2,435 -280 -10
1,244 =1¢01 =13
459 515 -1
250 -30 -11
232 -30 -1
106 -12 -10
175 =115 -8

Total DEL budget

5,513 5,612

5,507

Total budget 34739 | 33620 32,993 1,746 _

Note: The 2011/12 budget figures are restated to 2010/11 prices by applying an inflation factor of 1.9 per cent. This is the same inflation factor applied at
the publication of the draft Scottish Budget in November 2010 although the level of inflation has increased since then. See paragraph 40 for details on the

impact of higher inflation on budgets.

Source: Scotland’s Spending Plans and Draft Budget 2011-12, Scottish Government, November 2010



The health sector’s DEL budget

has reduced by 0.3 per cent in real
terms in 2011/12

22. The Health and wellbeing portfolio
DEL budget, covering health, housing
and regeneration, has decreased by
£123 million (one per cent) to

£11.5 billion in 2011/12. Of this, the
health DEL budget has reduced by
£32 million in real terms (0.3 per cent)
to £11.1 billion in 2011/12. The budget
reduction is, however, confined to
special health boards, which have
received an average real-terms
reduction of three per cent in their
2011/12 budgets. Territorial NHS
boards have received an average
real-terms increase of 1.3 per cent

in the budget received from the
Scottish Government, with increases
ranging from 0.8 to 2.3 per cent in
individual boards."

23. Most of the increase in funding

to territorial NHS boards is associated
with the £70 million Change

Fund. The Change Fund has been
established to enable health and
social care partners to implement
local plans to make better use of their
combined resources for older people’s
services. It will provide bridging
finance to facilitate shifts in the
balance of care from institutional to
primary and community settings, and
should also influence decisions taken
on spend on older people’s care. A
further £57 million of the increase is
compensation paid in respect of the
full abolition of prescription charges.
This money has been allocated on the
basis of each board’s loss of income
and does not represent an increase in
overall spending on the NHS.

Scottish Government funding to
local government has reduced by
five per cent in real terms in 2011/12
24. The Scottish Government's

total funding of local government
comprises general grants and non-
domestic rates income paid from

the Local government portfolio and
specific grants, such as the police

grant, funded from other portfolios.
The Scottish Government'’s funding
to local government, including
non-domestic rates income, which

is treated as AME due to HM
Treasury reporting requirements, has
decreased by £654 million in real
terms (five per cent) to £11.3 billion
in 2011/12. All councils received a
real-terms reduction in both their
revenue and capital allocations

with revenue budgets reducing by
two to six per cent. Capital reductions
are more severe, ranging from 11 to
25 per cent."”

25. Scottish Government funding
accounts for around two-thirds of
local government income.™ It is the
responsibility of individual councils to
allocate this funding, as well as locally-
raised finance through council tax

or borrowing, in order to meet both
local needs and national priorities.

As part of the funding allocation, all
32 councils agreed to a package of
measures including maintaining the
pupil-teacher ratio for early primary
school years; maintaining police
numbers at current levels; agreeing

a council tax freeze for the fourth
successive year; and remaining
committed to the delivery of the
current Single Outcome Agreements.

Central government bodies’ DEL
budget has decreased by 12 per
cent in real terms in 2011/12

26. Central government's (including
the Scottish Government, its
agencies, non-departmental public
bodies and bodies directly funded
from the Scottish budget such as
the Scottish Parliamentary
Corporate Body) DEL budget has
decreased by £992 million in real
terms (12 per cent) to £7.2 billion in
2011/12. Areas of significant budget
reductions include:

e Transport programmes (net budget
reduction of £85 million or five per
cent in real terms).

e The withdrawal of support for
Scottish Water borrowing (budget
of £150 million in 2010/11).

e Housing and regeneration (net
budget reduction of £101 million or
21 per cent in real terms).

e The Scottish Prison Service
(overall revenue and capital budget
reduced by £111 million or 24 per
cent in real terms).

27. The biggest budget reduction has
occurred in the higher and further
education sector where overall
revenue and capital budgets fell
by £245 million (14 per cent) to
£1.5 billion in 2011/12. Revenue
funding for higher and further
education institutions has fallen
by eight per cent to £1.4 billion in
2011/12. The capital budget has
decreased by 57 per cent to

£89 million in 2011/12.

28. The UK government'’s decision

to remove the cap on tuition fees in
England and Wales may also result

in increased financial pressures for
Scottish universities and colleges.

A recent joint report by the Scottish
Government and Universities Scotland
estimated that the UK government’s
decision to remove the cap on tuition
fees in England and Wales may result
in a funding gap of between £97 million
and £263 million by 2014/15 between
Scottish and other UK universities.

In June 2011, as part of proposed
measures to reduce the gap, the
Scottish Government announced that
Scottish universities would be allowed
to charge fees for students from the
rest of the UK from 2012/13 onwards.
However, the Scottish Government is
committed to a policy of no tuition fees
for Scottish students and has tasked
the higher and further education sector
with achieving budget reductions
through greater efficiency and
collaborative working while at the same
time maintaining the number of college
and university student places.

11 Calculations based on Scottish Government initial revenue funding allocations to NHS boards. Taken from Scottish Government news release dated 11 February 2011.
12 Individual councils’ allocations taken from Local Government Finance Circulars 9/2010 and 4/20171, Scottish Government.
13 Anoverview of local government in Scotland 2010, Audit Scotland, January 2011. In 2009/10, Scottish Government funding for local government was

£11.8 billion, representing 66 per cent of total local government income (£17.9 billion).
14 Report of the Scottish Government — Universities Scotland technical working group on higher education, Scottish Government, February 2011.
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Exhibit 6

Scottish Government DEL budget changes 2010/11 to 2011/12

All portfolios have less to spend in 2011/12 than in 2010/11, although the level of budget reductions varies significantly

among spending areas.
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Part 2. Cost
pressures In the
public sector

Public bodies face a number of significant
cost pressures that will make it difficult
to reduce costs while maintaining service

standards.




Key messages

e Demand for public services
is increasing and this is likely
to continue in the future. An
ageing population, the effects
of the recent recession and
the heightened expectations
of the public all increase the
demand for public services.
This places an additional burden
on the capacity of public
bodies to provide efficient and
quality services at a time when
budgets are already stretched
and reducing.

e Public bodies face a number
of significant cost pressures
including increasing backlog
maintenance and repair costs
and rising energy costs. These,
together with existing financial
commitments such as annual
payments for revenue-financed
capital projects and rising
pension costs, will make it
difficult for public bodies to
reduce costs while maintaining
service standards.

29. This part of the report reviews
some of the cost pressures currently
facing public sector managers at a
time when budgets are reducing.

We have highlighted many of these
pressures in recent years in a number
of reports. The main cost pressures,
which are not mutually exclusive, can
be categorised into six key areas:

e Demand pressures — such as
the consequences of an ageing
population, which are likely to
increase demand for health and
social care services.

¢ Financial pressures — such
as reduced budgets and the
continuing need to deliver
efficiency savings.

e Workforce pressures — such as
rising pay and pension costs.

* |nvestment pressures — such as
the affordability of new capital
projects.

e Maintaining asset pressures —
such as addressing the rising cost
of backlog maintenance and repair.

e Environmental pressures — such
as the implementation of EU and
Scottish Parliament legislation to
reduce carbon emissions.

The demand for public services is
increasing

30. Many public services are demand
led and public bodies have limited
or no control over this demand. For
example, access to universal public
services such as free personal and
nursing care and concessionary
travel is open to all eligible people
and demand can only be influenced
through changes in government
policy. However, more control can
be exercised in other areas such

as access to further and higher
education, where demand can be
controlled through the number of
student places that universities and
colleges make available.

Changes to Scotland’s population
profile will increase the demand for
public services

31. There will be a significant

change in the demographic profile of
Scotland’s population over the next

25 years, which will increase demand
for public services in many areas.
Projections show that over the period
2008 to 2033 the number of people
aged 60 and over will rise by 50 per
cent from 1.17 million to 1.75 million,
with the number of people aged 75
and over set to almost double. The
number of people aged 16 to 59 will
decrease by six per cent from

3.09 million to 2.89 million (Exhibit 7)."

32. As a result of these demographic
changes, the ratio of older people to

those of working age is expected to

increase from the current 31 older

15 Projected Population of Scotland (2008 based), General Register Office for Scotland, October 2009.
16 Financial overview of the NHS in Scotland 2009/10, Audit Scotland, December 2010.

people per 100 workers to 40 older
people per 100 workers by 2033.
Having relatively fewer people of
working age to support older people
has a number of consequences
including:

e Fewer people to deliver public
services and care for others.

e Fewer people to contribute to
pensions putting strain on pension
funds.

e Fewer people paying national
insurance and tax, reducing tax
revenues.

e Larger proportion of working
people’s income needed for
pensions and national insurance
which reduces their disposable
income.

e A greater proportion of future
tax revenues generated from
the working population will be
required to pay for older people’s
health and social care needs and
pensions.

33. Demand for health and social
care services is particularly high
among older people, particularly those
aged 75 and over. An increasing
older population is likely to lead

to more people living longer with
health problems such as diabetes
and chronic obstructive pulmonary
disorder requiring ongoing care.'

At the same time, the public’s
expectations of services delivered by
the NHS have risen. For example, it
may be difficult to maintain recent
improvements in waiting times for
treatment when there is significantly
higher demand for these services.

The demand and cost of free
services continues to rise

34. The Scottish Government
remains committed to a number of
universal public services such as
free prescription charges, free eye
tests, concessionary travel and free



personal and nursing care where the
costs are increasing. These services
are demand led, making it difficult to
estimate their future costs. However,
given the expected rise in the number
of older people in Scotland, the
likelihood is that, unless changes

are made to areas such as eligibility
criteria, demand for these services
will increase costs.

35. In 2010/11, the combined cost

of free personal and nursing care,
free prescriptions, free eye tests

and the national concessionary travel
scheme cost around £870 million

and the costs are rising. The Scottish
Government has yet to take forward
the Independent Budget Review
Panel's recommendation that all
universal services should be reviewed
to see if they should be maintained

in their current form, focusing on
changes in eligibility criteria, the
introduction of charges and to ensure
that those who need these services
most are not disadvantaged.'” Our
report on the national concessionary
travel scheme stated that the scheme
cost £199 million in 2009/10 and

that costs are expected to rise.”® We
projected that, based on current levels
of concessionary journeys and a range
of fare increases, the uncapped costs
of the scheme could reach between
£216 million and £537 million by
2025."

Demand for further and higher
education places is rising

36. The recent recession has been
particularly difficult for young people.
In June 2011, over a quarter of claims
for jobseeker’s allowance came from
people in the 18-24 age group —
approximately 40,000 out of 140,000
claims.”® Within this age group, the
number of young people classed as
economically inactive rose from 23 to
26 per cent between 2006 and 2010.
This is due, in part, to an increase in
the number of students. The total

17 Independent Budget Review: The Report of Scotland'’s Independent Budget Review Panel, July 2010.
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Projected changes in the age structure of Scotland’s population 2008 to 2033
By 2033, Scotland will have significantly more older people, particularly in the

75 and over age group.
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October 2009

number of students studying in
Scotland reached 288,000 in 2009/10,
around 8,000 more than in 2008/09.

Assumed efficiency savings,
inflation and less income add to
the financial pressures faced

Public bodies may find it difficult to
continue to deliver efficiency savings
37. Public bodies have been required
to achieve annual targets of two per
cent efficiency savings since 2004
and have reported over £4 billion

in efficiency savings to the end of
2009/10.”'

38. In February 2010, Audit Scotland
concluded that, due to significant
weaknesses in the information
available and inconsistencies in
reporting, it was unable to provide
assurances on the level of efficiency
savings reported as part of the

2008 to 2011 Efficient Government
Programme.”” Many public bodies
were using existing processes and
systems to measure efficiency
savings that, for the most part, were

18  National concessionary travel, Audit Scotland, October 2010.

19  Our projections are based on recent trends in average adult single fares and inflation and on Transport Scotland’s estimate of a five per cent increase in
adult single fares each year. The range of projections are based on increases in fares of between 0% and 6.25%.

20  Labour market statistics: Scotland, Office for National Statistics, July 2011.

21  Efficient Government Efficiency Outturn Reports, Scottish Government, November 2009 and October 2010.

22 Improving public sector efficiency, Audit Scotland, February 2010.

not designed for the purpose. As a
result, there is a risk that reported
efficiency savings may actually be
cuts in services due to a lack of clarity
on the volume or quality of services
provided.

39. The Scottish Government'’s
2011/12 budget assumes that public
bodies will deliver three per cent
efficiency savings. It is likely that
public bodies will also be expected
to achieve a further two per cent
efficiency savings annually between
2012/13 and 2014/15. Given efficiency
targets have been in place for seven
years now, there is a risk that further
efficiency savings may be harder to
find without making fundamental
changes to the way public services
are organised and delivered.

Higher than expected inflation
will reduce the spending power of
future budgets

40. The level of inflation has a direct
bearing on the spending power

of future budgets because, if the
inflation rate is higher than forecast,



public bodies will have less money
in real terms to spend on goods

and services. Since the Scottish
Government outlined its spending
plans for 2011/12 in November 2010,
the level of predicted inflation, as
measured by the GDP deflator, has
increased from 1.9 per cent to

2.9 per cent in June 2011.”° This has
the effect of reducing the spending
power of the 2011/12 DEL budget
by around £267 million more than
anticipated in November 2010.

41. Some areas of the public sector
may experience inflation that is
significantly above the GDP deflator.
For example, approximately ten per
cent of the health budget is spent on
drugs, either administered in hospital
or issued through GP prescriptions.
In June 2010, some NHS bodies
forecast that expenditure on hospital
drugs would rise by between four
and 11 per cent between 2009/10
and 2010/11, while the cost of GP
prescribing was expected to rise by
between four and eight per cent.”*
This is significantly higher than

the most recent GDP deflator
estimates of inflation of between
2.5 and 2.9 per cent a year over the
next four years, and could put health

budgets under considerable pressure.

Other public sector income may be
less than forecast

42. The Scottish budget includes
assumptions about non-government
income which, although relatively
small at around £420 million in
2011/12, is used to support spending
across a number of areas. The
Scottish Government also assumes
that other public bodies, such as local

authorities, will also generate income,

which it considers when deciding
how much funding to allocate.
For example, in 2009/10, councils

generated £2.3 billion income from
user charges and fees for services
such as car parking, rent, waste
collection, licensing, planning, leisure
facilities and day care arrangements.

43. The level of income generated
can be influenced by a number of
factors, not all of which are in the
public sector’s control. For example,
councils often use income generated
from the sale of land and buildings
to finance new assets. However,

the downturn in the property market
has meant that councils have had

to revise their expectations of the
level of income generated from the
sale of land and property. In 2006/07,
councils funded £497 million of capital
expenditure from asset sales but this
fell to £234 million in 2009/10; and a
further fall to £147 million in 2010/11
was estimated. This places additional
pressures on already reducing
budgets.”

44. At the same time, it may be
difficult for public bodies to increase
income from other sources to fill the
gap caused by budget reductions.
While some increase in charges
may be possible, this needs to be
managed carefully to ensure it does
not adversely affect demand for

the service, particularly if there are
well-established social reasons for
providing the service, for example
respite care.

Workforce costs may continue to
rise without further action

Staff costs may continue to rise,
despite a pay freeze

45. In 2010/11, the devolved public
sector in Scotland employed around
493,000 staff, at a cost of

£15.2 billion (Exhibit 8). This
represents almost 60 per cent of

the Scottish revenue DEL budget.

As part of the 2011/12 Scottish
budget announcement, the Scottish
Government introduced a one-year
pay freeze for most staff working in
the Scottish Government, its agencies
and non-departmental public bodies.
This follows a similar policy introduced
by the UK government. It has also
been adopted by the NHS in Scotland.

46. However, pay costs will continue
to rise unless staff numbers are
reduced. The pay freeze policy only
applies to annual cost of living rises
but not increases between pay scale
points.”® In addition, staff earning
less than £21,000 will receive a
minimum pay increase of £250. All
public sector bodies under the policy
are also required to implement the
Scottish Living Wage, currently set
at a minimum of £7.15 an hour. The
Independent Budget Review Panel
found that if the same pay freeze
was applied across the whole of the
Scottish public sector, total staff costs
would still increase by £180 million in
2011/12 and £340 million (cumulative)
in 2012/13. However, the pay freeze
is likely to have saved the public
sector £240 million in 2011/12 and
£560 million (cumulative) in 2012/13.

23  The Gross Domestic Product deflator (GDP deflator) represents the change in prices of all goods and services produced within the UK rather than being
a representative ‘basket’ of goods used to determine other measures of price changes such as the Retail Prices Index (RPI) and the Consumer Prices

Index (CPI).

24 NHS bodies' submissions to the Health and Sport Committee as part of the Committee's inquiry into NHS boards’ revenue allocations, June 2010.

25 Anoverview of local government in Scotland 2070, Audit Scotland, January 2011.

26 Most public bodies operate a pay structure based on each grade below a certain level having a series of pay scale points. Assuming satisfactory
performance, staff who are not on the maximum pay for their grade will normally continue to receive a pay increase equivalent to one pay scale point.
Cost of living payments are amounts needed to sustain a certain level of living, covering basic expenses such as housing, food and clothing.



Exhibit 8

Scottish public sector staff numbers and costs 2010/11
The public sector in Scotland employed around 493,000 staff at a cost of

£15.2 billion in 2010/11.

37,100 staff
at a cost of
£1.2 billion

160,700 staff
at a cost of
£6.1 billion

B Local authority staff
NHS staff
B Central government staff
295,200 staff

at a cost of
£7.9 billion

Source: Public Sector Employment in Scotland, Scottish Government, March 2011 and

Independent Budget Review, July 2010.

47. Local authority employers,
including fire and the police, are
responsible for setting their own pay
levels and structures, independent
of the Scottish Government. In
August 2010, a two-year pay freeze
covering 2011/12 and 2012/13 was
implemented for local government
staff. It is similar to the central
government sector; in most cases pay
scale increments will still be paid and
lower paid staff will receive a cost of
living award. There is no agreement
to pay lower paid staff an additional
payment or to introduce the Scottish
Living Wage, though councils can
choose to do so according to local
circumstances. In April 2011, the
main teachers’ union in Scotland,
the Educational Institute of Scotland,
voted to accept new pay and
conditions terms, which included a
two-year pay freeze.

48. The pay freeze is designed

to act as a constraint on public
sector costs. However, pre-existing
pay agreements within the public
sector, the need to respond to other
employment regulations, as well

as the implementation of central

government policies mean it will
be difficult to contain staff costs
completely. For example:

e previous Audit Scotland reports
have highlighted the costs and
complexity of a number of NHS
pay agreements including the NHS
consultants’ contract, the General
Medical Services contract and
the use of locums in the NHS.
NHS bodies are also reporting
challenges in meeting the costs
associated with the European
Working Time Directive

e all councils have single status
agreements in place although a
number of equal pay claims have
still to be resolved. Up to the
end of March 2010, the cost of
meeting equal pay claims across
councils was around £420 million.
However, a large number of cases
remain at tribunal and councils
estimate that outstanding claims
may cost a further £180 million”’

e the Scottish Government's
policy to recruit and retain 1,000
additional police officers places

27  Anoverview of local government in Scotland 2070, Audit Scotland, January 2011.
28  The cost of public sector pensions in Scotland, Audit Scotland, February 2011.
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pressure on the ability of police
forces to reduce staff costs. Under
current legislation, police officers
cannot be made compulsorily
redundant. This means that any
reductions in staff numbers

are likely to be concentrated

on civilian staff employed in
support functions such as human
resources and finance, as well as
in contact centres and analysts.
This poses additional risks to the
police in terms of maintaining
support to front-line services.

Public pension schemes have
significant long-term cost pressures
49. \We recently reported that

public sector employers’ pension
contributions have increased by

19 per cent in real terms over the last
five years to £2.2 billion in 2009/10.%®
Significant cost pressures have built
up in all six of the main public sector
pension schemes in Scotland mainly
as a result of people living longer. A
number of pension reforms, such

as increases in retirement ages and
in employees’ contribution rates for
some schemes, were implemented
between 2006 and 2009 to help deal
with rising costs. However, many

of the reforms only affect new
members of schemes, or are being
phased in gradually.

50. Pension changes announced in
the 2010 UK Spending Review are
intended to ease cost pressures,
although by how much will not
become apparent until later in 2011
or 2012 when actuarial valuations
are completed. Changes include the
move from the Retail Price Index
to the Consumer Prices Index for
uprating public sector occupational
pensions and an increase of around
three per cent of pay in employees’
contributions.

51. Similarly, in March 2011, the
Independent Public Services Pensions
Commission (the commission)
published a review of public sector



pension schemes, which made

a number of recommendations
designed to reduce the cost of UK
public sector pensions. These included
introducing pensions based on an
employee’s average working life rather
than final salary, and an increase in the
retirement age. The UK government
announced it would accept the
commission’s recommendations as

a basis for a consultation and plans

to outline its proposals in autumn
2011. Therefore it is too early to
determine how these changes will
impact on Scotland. Overall, pension
contributions will remain a significant
cost for public sector employers for
the foreseeable future.

Spending plans on new capital
assets will increase pressure on
future budgets

52. The Scottish Government has
emphasised capital investment as
being a key strand to generating
economic growth and recovery
through its Government Economic
Strategy and subsequent Economic
Recovery Plans in recent years.”® With
the Scottish capital budget set to fall
by £1.2 billion (36 per cent) between
2010/11 and 2014/15, the Scottish
Government faces difficult decisions
about its investment programme.
The Scottish Government has around
182 maijor capital projects planned or
currently in progress, with a combined
estimated value of £13-£15 billion,
phased over a number of years. The
Scottish Government is unlikely to
be able to fund all of these projects
through its capital budget and
therefore reaffirmed its commitment
to use private finance using the Non-
Profit Distributing (NPD) method

to fund £2.5 billion worth of capital
projects. Some of the projects to

be funded through NPD include

the Scottish Schools for the Future
programme (£800 million), the Royal

Hospital for Sick Children/Department
of Neurosciences in Edinburgh

(£148 million) and Borders Railway
(£230-£290 million).

53. Despite its intention to use
alternative sources of finance, the
scale of the reduction in the capital
budget is still significant and the
Scottish Government is likely to

face difficult decisions about the
affordability of investment plans in the
future. Using private finance may be
attractive during periods of reduced
capital budgets as public bodies avoid
paying up-front construction costs.
However, this is offset by longer-term
public spending commitments in

the form of annual unitary payments
to the private sector provider to
cover up-front construction costs,
lifecycle maintenance and facilities
management.

54. In 2010/11, annual unitary
payments across the public sector

in Scotland were £838 million,

with £439 million of this relating

to local government projects. This

is equivalent to around three per
cent of the Scottish Government's
revenue budget. By 2024/25, annual
unitary payments for projects
completed and currently in progress,
will peak at over £1.1 billion in cash
terms. The increase in these annual
commitments will reduce the level of
funding available to spend on services
and activities in the future.

55. In January 2011, Audit Scotland
recommended that the Scottish
Government should set out an
overarching capital investment
strategy to help identify the long-
term needs and constraints and

to provide key information to help
Scottish ministers decide on priorities
within the capital programme.*
Such a strategy should include an
assessment of the private finance
options available to it.

56. In recent years, councils have
been borrowing more to fund

capital expenditure resulting in total
borrowing of £9.4 billion in 2009/10.”"
Between 2004/05 and 2009/10,
councils’ level of borrowing for
capital spending increased from

27 per cent to 63 per cent of annual
capital spending. There is wide
variation in the amounts borrowed
by individual councils, reflecting
different approaches to pay for
capital spending. Borrowing requires
the repayment of principal and
interest, and therefore has long-term
implications for council finances,

in particular, the affect increased
repayments have on future budgets.
Therefore, it is necessary that each
council assesses the long-term
financial sustainability of borrowing to
ensure that plans are affordable and
in accordance with professional good
practice.”

The level of backlog maintenance
and repair continues to rise

57. A number of Audit Scotland
reports have highlighted that there

is an urgent need to address the
increasing level of maintenance and
repair backlog in the public sector
estate. For example, the cost of
eliminating all defects in Scotland's
roads is estimated to cost at least
£2.25 billion. In our February 2011
report, Maintaining Scotland’s roads,
we reported that road construction
inflation, at around eight per cent a
year, was considerably higher than
general price inflation over the last five
years. This meant that the purchasing
power of the money available for
road maintenance had fallen. Given
that the price of oil has a significant
bearing on road construction costs,

it is reasonable to suggest that road
construction inflation will continue to
exceed general price inflation over the
next few years.

29  The Government Economic Strategy, Scottish Government, November 2007 and The Scottish Economic Recovery Plan, Scottish Government, February 2011.

30 Management of the Scottish Government's capital investment programme, Audit Scotland, January 2011.

31 Anoverview of local government in Scotland 2010, Audit Scotland, January 2011.

32  Councils are required to adhere to a professional code developed by the Chartered Institute of Public Finance and Accountancy in determining borrowing
levels relating to their capital investment programme.



