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Introduction

1. The LSC issued an Interim Audit Code of Practice (‘the interim code’) under Circular 03/04.  This document sets out proposed changes to the code resulting mainly from the introduction of plan-led funding and the LSC’s commitment to reducing bureaucracy.  Some minor changes to the code are likely to arise as a result of the internal reorganisation of the LSC. The document asks for responses by interested parties to a number of questions the LSC wishes to consult on.  Responses to these questions, which are summarised at annex B below, should be returned to the LSC by Thursday 26 August 2004.

2. The interim code was issued in March 2003 and contained requirements that applied to FE colleges with effect from 1 August 2002.  In issuing the interim code, the LSC highlighted that the accountability arrangements expressed in the interim code were changing and would continue to change as the LSC harmonised its terms and conditions of funding.  The circular covering the interim code also noted the LSC’s work to that date in reducing bureaucracy.  Since the interim code has been issued, the LSC has made major changes to its FE funding methodology.  These changes permit and require major changes to the LSC’s audit requirements of FE colleges.

Context

Reduction in Bureaucracy

3. The LSC has made significant progress in reducing bureaucracy in colleges in the past two years.  Following the publication of the Bureaucracy Task Force’s report Trust in the Future, and the LSC’s subsequent response, 20 pilot colleges were taken out of full funding audit in respect of 2002/03.  In respect of 2003/04 a further 97 pathfinder colleges have not been subject to a full funding audit.

4. Moving forward under plan-led funding bureaucracy is expected to reduce significantly with the cessation of funding audit in 2004/05 and the introduction of regularity audit.  This will be far less onerous on providers both in terms of direct audit time, but also the time saved by colleges not being required to service a detailed funding audit.  These savings both in terms of time and cost will be available for learning.

5. In summary, the advent of plan-led funding means that funding audit will cease and will be replaced by a regime including:
· Regularity audit

· Enhanced relationship management between Local LSCs and colleges

· A cyclical, risk-based programme of work on learner existence and eligibility

· Additional internal audit days

· Cyclical data quality reviews.
6. The introduction of this new assurance regime will continue to reduce bureaucracy on providers by ensuring that audit work is effectively targeted towards risk.  Claw back and funding audit will cease to be automatic annual processes. 

7. The LSC recognises that the new assurance regime represents risks to both itself and to colleges that problems may arise in future and control through increased audit may be reintroduced.  The LSC sees the Bureaucracy Task Force’s principal recommendation, in its May 2004 report, that colleges regulate themselves as the key to preventing such a re-imposition of control.  Self-regulation is by definition something that the LSC cannot and should not try to do to colleges; it is for colleges themselves to do this. The LSC can, and will, support self-regulation and make further reductions in audit in line with its introduction.

8. In other areas, and in respect of other funding streams the LSC will continue to strive to reduce bureaucracy on providers.

Charitable Status
9. The Draft Charities Bill 2004, which is currently progressing through Parliament, potentially places further requirements on the LSC as regulator for the sector of exempt charities and colleges themselves.  In particular the draft bill highlights the requirement for colleges, and the LSC as regulator, to be concerned with the application of assets of a charity regardless of their source.  This reflects the ethos in paragraph 19 of this document that there should be no distinction in the sources of income when considering how a college spends its funds.  This is unlikely, therefore, to have a significant impact on the scope of regularity audit work as the proposals cover all expenditure, regardless of the source.  If the bill progresses to statute the LSC will be formally concerned that the regulatory framework embraces college funds from all sources.

FE Colleges’ Current Financial Accountability to The LSC

10. All the LSC’s audit requirements are a product of either Parliamentary expectations of the LSC, or of the LSC’s terms and conditions of funding of its providers.  The LSC funds colleges under a model inherited from the Further Education Funding Council. This model held colleges financially to account in two ways. These were for what colleges:

· Earned

· Spent.

11. The LSC also holds colleges accountable for a whole range of other performance indicators. Most of these are derived from colleges’ key data return to the LSC, the individualised learner record (ILR).

Earnings

12. Colleges’ earnings are calculated from the sum of the value of all of the learning activities delivered by the college, or in some cases the actual costs the college incurred. Colleges’ total earnings are reconciled at the year-end to the LSC’s allocations. Where colleges do not earn their allocation, the LSC claws the shortfall back. The LSC also pays for some additional learning delivery through responsive growth.

13. Under reconciliation and claw back, the LSC has to audit colleges’ earnings. This is because any claw back repaid to the LSC, or any additional payments by the LSC, directly affect the LSC’s own financial statements.  The LSC has to have proof that it has accurately measured adjustments to its payments to colleges, if the LSC is to show its own financial statements are true and fair.

14. When it audits earnings, the LSC is looking at four ways in which those earnings might be inaccurate. The earnings may be overstated because:

· Learners simply did not exist – this is the common sense test of ‘reasonableness’ that would be recognised by all

· Learners existed, but the LSC does not have the legal powers to fund their learning. The simplest examples of this are some classes of overseas learners

· Learners existed and were within the LSC’s legal powers, however the learning did not comply with the LSC’s detailed funding guidance.

15. The fourth reason for auditing earnings is that colleges may have under-claimed for valid learning they have delivered. In practice this inaccuracy is much less common.

Spending
16. When colleges were incorporated in 1993, they moved into an uncertain position between the public and the private sectors.  Colleges are classified as private sector bodies for accounting and borrowing reasons. They are treated as public sector bodies in most other senses.

17. The Further Education Funding Council’s (FEFC) financial accountability model initially treated colleges as being mostly in the private sector.  Colleges were encouraged to think of their income as being sourced from either the public sector or private sector.  The FEFC held colleges to account mainly for what they had earned, and whether those earnings were in accordance with the FEFC’s legal powers and detailed funding rules.

18. However, the FEFC also required colleges to make regular use of LSC funds. From the beginning, colleges were subject to a regularity audit with a two-part opinion on colleges’ use of funds. This sat uneasily with the idea of a private and a public pound.

19. During the 1990s, colleges’ public nature was confirmed through the work of the Committee on Standards in Public Life and other routes.  The only hearing by the Committee of Public Accounts (PAC) in 1999, on Halton College, confirmed the absolute expectation that colleges behave as public institutions in their spending of any funds available to them.  PAC did not recognise distinctions between Halton College’s various sources of income in considering how Halton had spent its funds.

20. The financial accountability model described in this section was one of heavy emphasis on accountability through colleges’ earnings and relatively little focus on accountability through colleges’ spending. It is worth noting that this dual financial accountability, for both earnings and spending, is almost unique in the public sector.  The whole concept of earnings accountability, even with tolerances and safety nets, is also an extremely harsh means of enforcing value for money. Again it may be without clear parallels in the public sector.

Data

21. The LSC also needs data for a wide variety of purposes other than calculating colleges’ earnings.  The ILR is the principal source of this data. The funding auditors audit some, but by no means all, of the fields on the ILR back to sources of prime evidence.  The LSC also carries out a range of data validation and consistency checks.

Changes to Financial Accountability Under Plan-Led Funding

Colleges Eligible for Plan-Led Funding and Funding Reconciliation and Audit

22. Where colleges are eligible for plan-led funding, as defined in the LSC’s Funding Guidance 2004/05 paragraphs 30 and 31, the need for a funding audit of compliance with the detailed funding methodology is removed.

23. The LSC can declare that it will not act financially, through pound-for-pound recovery in respect of each year, against colleges that do not apply the detail of its funding methodology.  This is a key proposal under plan-led funding.  The LSC will for 2004/05 end reconciliation and claw back of funding not earned against the LSC’s detailed funding methodology.  For those FE colleges in a trust relationship with the LSC, as defined in Circular 04/02, and therefore eligible for plan-led funding as defined in the Funding Guidance 2004/05, the LSC will no longer normally make such recoveries.  The LSC will however continue to make such recoveries from those FE colleges not yet eligible for plan-led funding.

Verifying Earnings For Colleges Eligible for Plan-Led Funding

24. The LSC will no longer commission a funding audit of colleges’ annual earnings for 2004/05 onwards for those colleges eligible for plan-led funding.  The LSC’s existing contracts with its appointed funding auditors will end after 2003/04.  This measure was announced in Circular 04/02.

25. Although the LSC will no longer require reconciliation and audit against its detailed funding methodology, the LSC does not however have the power to waive its legal responsibilities; nor can it ignore common sense tests of existence. The LSC has to continue to address risks of misapplication of funds against these two tests.

26. The LSC has much experience of assessing these risks, from its operation of the funding audit it commissioned between 2000/01 and 2003/04, and from earlier years of funding audit required by the FEFC.  This experience strongly suggests that these risks are lowest where colleges:

· Deliver direct provision using their own staff and resources, rather than using sub-contractors or any other arrangement where the college pays others to deliver the provision

· Deliver to groups whose eligibility is in little doubt.

27. A key part of these residual risks is where colleges choose to subcontract or otherwise devolve their internal control over learner records to other parties in return for payment.  This is a key risk as it is also where college and LSC funding leaves the ‘public’ domain of colleges, where it can be accounted for through spending, into the ‘private’ domain of bodies other than colleges. Since the LSC, and in most cases colleges, do not restrict these other bodies’ spending of LSC funding, subcontracted provision is effectively outside the scope of regularity audit.  Some of the techniques of the current funding audit will still apply to this provision.

28. Where delivery is through others, or to groups with less clear-cut eligibility, the LSC (and the FEFC) before it can and have suffered significant financial loss.  The LSC cannot fail to continue to act in response to this risk.  The LSC’s national audit committee has reinforced the NAO’s advice that the LSC proceeds very carefully in maintaining the assurances available to it under plan-led funding.

29. The LSC will need to devise a programme of work to tackle the residual risks of learner non-existence and ineligibility.  These risks are clustered around much simpler tests than the detail of the LSC’s funding methodology.  The work the LSC needs to do can be correspondingly simple and will be a “lighter-touch” audit than work with a similar scope under the present funding audit.

30. The timing, frequency and extent of learner existence and eligibility work will also be in direct and marked proportion to risk.  The current funding audit is necessarily an annual coverage of the whole of the LSC’s funding methodology, legal powers and common sense tests (although the level of testing in funding audit is already risk-based).  .  Under plan-led funding, those colleges that engage in low risk provision will only need minimal and infrequent coverage of residual risks to existence and eligibility.  HEFCE practice suggests this might be on a five or seven year cycle.  Where the LSC identifies higher risk provision at a college, this provision will be subject to more frequent audit, possibly as frequently as annually for the highest risk provision.

31. The LSC is well aware that much sub-contracted and partnership provision currently addresses the learning needs of minority groups.  The LSC is already working to ensure that there is no bias in that work.

32. The LSC’s audit of learner existence and eligibility will not be intended to lead to automatic claw back of funds identified as at risk by the audit as the LSC will no longer require automatic claw back.  The LSC will evaluate the results of the audit for the materiality of the funds spent by the college on the non-existent or ineligible provision.  For example, a very few learners in a large group of learners may be ineligible for LSC funding.  It is then likely that the college’s marginal spending on these few learners will also be very low and hence an immaterial misapplication of LSC funds.  No recovery would then be appropriate.  Where a high proportion of learners in a group were ineligible, the LSC may consider that some proportion of its funds spent on that learning should be recovered.

Q: The LSC intends to cover the risks of non-existence and ineligibility through a risk based programme of work.  Please comment on the implementation of this approach.

Assurance Over Spending By Colleges 

33. As noted above, colleges have been tasked with double financial accountability to the LSC that is certainly rare in the UK public sector.  For colleges eligible for plan-led funding, accountability for earnings against the LSC’s detailed funding methodology effectively ends with the end of reconciliation and claw back. Moving forward, for all colleges there is a need to ensure that colleges spend their funds in a way that would be acceptable to PAC, on the advice of the National Audit Office.

34. The LSC wishes to develop further the trust relationship it has with colleges.  College governors and managers have the first responsibility to the LSC for their use of LSC and other funds with propriety and regularity.  Evidence of the work of college auditors is already only a part of the assurance governors and managers gather to discharge this responsibility.  Colleges’ corporate governance, internal control and risk management are at least as important sources of evidence as colleges’ audit arrangements.

35. The LSC therefore wishes to ask, as part of colleges’ corporate governance statements, for assurance that colleges have spent their funds with propriety and regularity.  This assurance will be included within colleges’ existing corporate governance responsibility statements for 2004/05 onwards.

36. The LSC is developing an annual self-assessment that will be offered to colleges as an opportunity for colleges to evaluate their regularity and propriety in the use of LSC and other sources of funding.  This self-assessment will form part of the regularity audit process, would be considered by colleges’ audit committees and made available to the colleges’ auditors for use as part of their audit work.  This would minimise potential duplication of work.  The LSC will also be able to use this document to avoid covering the same ground during their financial management and governance reviews and the number of areas covered in the self-assessment aide-memoire would be reduced.

37. The draft regularity audit self-assessment questionnaire covers areas and collects information that is already covered by financial statements auditors in their true and fair work on the financial statements audit.  Additional information requests over and above that which is already collected will be clearly identified on the document.  

38. Where colleges do not complete the self-assessment element of the regularity audit approach additional work is likely to have to be performed by colleges’ financial statements and internal auditors.  The LSC would also need to extend their work on financial management and governance.

Q: Do you agree that regularity audit should be based on a college self-assessment process that can then be used to contribute to other audit work, minimising the duplication of audit work and associated costs? 

Q: Do you agree that colleges should, as part of their corporate governance responsibility statements, give the LSC assurances on the colleges’ proper and regular use of funds based on all evidence available to the college (including the regularity audit self-assessment)?

Enhancement Of Regularity Audit
39. As noted above, the funding audit currently provides the LSC with much ancillary evidence on regularity and propriety in the use of LSC and other funding.  Colleges eligible for plan-led funding will see from 2004/05 the end of the annual funding audit and this will remove much of the assurance over regularity and propriety.  

40. The LSC will have available to it the results of the existing regularity audit, performed by colleges’ financial statements auditors.  With the funding audit in place, the LSC has however in the past not chosen to set out its expectations of regularity auditors in giving their opinions.  The LSC views this non-intervention as an unacceptable risk, at least in the period following the end of funding audit, and the uncertainty relating to the level and standard of work that financial statements auditors currently perform.

41. The LSC therefore intends to put in place standards for the work of regularity auditors.  The LSC will produce audit programmes for regularity audit work and these will be updated annually as appropriate.  The LSC believes these standards are necessary to promote the reliability and consistency of regularity audit opinions to the LSC.  Without these standards, the LSC would effectively be in the position the FEFC was before it introduced the funding audit, in that the LSC would be entirely relying on these firms to devise approaches that would meet LSC requirements.  The evidence of the Committee of Public Accounts’ hearing into Halton College, and ministerial direction to the FEFC after that hearing, is that this degree of reliance in the work of audit firms was not justified.

42. The LSC intends to monitor the standard of regularity audit work.  This is to satisfy itself that the work done is of a sufficient standard to be relied upon.  The LSC will keep the policy of setting standards and reviewing against them, under review in the light of the standard of regularity audit performed. If colleges and regularity auditors demonstrate in future that, through effective self-regulation, standards of regularity audit are being maintained, the LSC will cease to set such standards itself.

Extent Of Regularity Audit

43. Assurances on regularity are designed to tell the LSC whether colleges have spent any part of their funds, from whichever source, that:

· Avoids personal gain through distribution of college funds to third parties, or to staff or governors outside their agreed remuneration packages

· Is reasonable and proportionate, in a way that could be accepted by PAC as conduct expected of public servants.

44. This would not stop colleges spending their funds on costs needed to support the activities that generated those funds.  For example, the following would be regular spending:

· An agricultural college with a commercial farm operation will need to meet the running costs of the farm, including investment in equipment

· A college may offer self-financing courses to overseas learners and need to spend money overseas to generate interest in the courses.

45. There is a very large body of precedent through PAC hearings into what is considered proper and regular spending.  This precedent is summarised in a Treasury guide on regularity and propriety.

46. The NAO have offered early advice to the LSC on the likely scope and extent of regularity audit.  Their advice is that a college that spends on solely salaries and learning resources would need a regularity audit of a few days’ duration.  The NAO’s assessment is borne out by the report of the LSC’s consultants appointed to develop regularity audit.  This proposal would mean a potential reduction in annual audit days of typically 80% for most colleges, comparing funding audit with regularity audit.  The planned piloting of the approach will confirm this.  Further, money the LSC does not spend on funding audit will then be available to fund learning.

47. In addition to the direct cost of audit days to learning, there will be savings of other costs associated with servicing the work of the funding auditors.  Comments made to the Bureaucracy Task Force have consistently suggested that colleges devote considerable resources to servicing the funding audit.  The Bureaucracy Task Force has commissioned a report into the savings colleges will realise from cuts in bureaucracy made through the work of the Bureaucracy Task Force.  This report, which will be made to the Bureaucracy Review Group, will identify actual and anticipated savings to colleges’ administrative costs from the end of funding audit.

48. The LSC will not specify the number of audit days required for regularity audit of each college.  It will be for colleges and their auditors to best assess the need and for colleges to control the additional cost to them of this work. It is important to recognise that colleges have been required to commission, and pay for, regularity audit since 1993. The LSC is seeking to enhance regularity audit and is not adding a new requirement for this work.

49. Colleges may choose to gain assurance on learner numbers through commissioning additional internal audit days at their cost.  The extent of this will depend on the assessment of risk for each college.

50. The LSC recognises that there are additional costs to colleges resulting from the end of claw back and funding audit. The LSC however believes that the benefits of ending claw back and funding audit far outweigh any increase in the cost of regularity and internal audit.

Delivery Of Regularity Audit Assurances

51. The LSC has considered who is best placed to deliver assurance to colleges, and to the LSC, on the regularity and propriety of the use of LSC and other funds.  The options are: colleges’ financial statements auditors; other auditors appointed by colleges or by the LSC for regularity audit work; or college internal auditors.

52. College financial statements auditors already deliver regularity opinions to colleges.  Appointing them to deliver enhanced regularity opinions will be an extension rather than an addition to their work.  There is also considerable synergy and overlap between their financial statements audit and the future scope of regularity and propriety audit work.  The cost of regularity audit would be borne by the college on the basis that the funding previously retained by the LSC to finance the funding audit will be released back into the sector and be available for learning.  Colleges will also experience cost savings through no longer having to service a detailed funding audit.

53. The role of college internal auditors is to advise on corporate governance and to give annual assurance to colleges over their systems of internal control that secure regularity and propriety.  This work has significant differences to regularity audit.  Combining regularity audit with internal audit role risks confusing the two roles and may interfere with the independence of internal audit in delivering their main remit.  Again the cost of regularity audit would be borne by the college.  Internal auditors performing the work is unlikely to be cost effective as financial statements auditors would have to look at some of the same areas for their true and fair opinion on the financial statements.

54. The LSC could, or require colleges to, appoint some other auditors to deliver regularity audit opinions.  This would go against the LSC’s commitment to reducing bureaucracy in colleges by reducing the numbers of different auditors colleges have to deal with. If the LSC were to fund regularity audit work, this would continue to be a cost to learners, and reduce funds available to colleges.

55. The LSC believes that colleges’ existing financial statements auditors should deliver annual assurance on colleges’ regular and proper use of LSC and other funds.

Q: Do you agree that college financial statements auditors should deliver annual independent assurance on colleges’ regular and proper use of LSC and other funds?  If not, which is your preferred option?

Regularity Auditors’ Duty Of Care

56. Currently, colleges’ financial statements auditors’ duty of care to the LSC for their regularity audit opinions is debateable.  The LSC believes that it is important for whoever is appointed to perform regularity audit to have a clear and unambiguous duty of care to the LSC.  Without such a duty of care the LSC would have to consider the direct appointment of regularity auditors to secure the duty of care required. 

57. The LSC intends to be a party to the engagement between colleges and their financial statement auditors for that part of the engagement leading to the opinion on colleges’ regular and proper use of LSC and other funds.  As a party to the engagement, the LSC would be able to set standards for regularity audit work and monitor compliance with the standards.  Monitoring compliance would as far as possible make use of peer review between firms, as successfully operated by the LSC and firms appointed by the LSC to carry out funding audit.

58. The LSC proposes that this duty of care would be through a three-way letter of engagement between the audit firm, the LSC and the college.  The LSC’s discussions with audit firms indicates that it would suffice to have one enabling letter of engagement between each audit firm and the LSC for all of that firm’s appointments to colleges.  The letter of engagement would not need annual reconfirmation, except to deal with changes to the terms and conditions, agreed between colleges, the LSC and the firm.  Early consultation with colleges and auditors on this issue indicated support for the proposal. The LSC is also seeking the co-operation of the Institute of Chartered Accountants in England and Wales, so that all members of the Institute are able to use this letter of engagement without further negotiation.

Q: Do you agree that the LSC should secure its duty of care for regularity audit opinions by becoming a party to the letter of engagement between colleges and their financial statements auditors?
Timing Of Regularity Audit Opinions

59. Currently regularity audit opinions are given to funding years ending 31 July.  This coincides with the opinion on colleges’ annual financial statements and there is considerable overlap between the two areas of audit work.

60. As noted in Circular 03/15, the LSC in common with all public bodies is subject to HM Treasury’s Faster Closure agenda.  This agenda requires the LSC to place its audited annual financial statements before Parliament before Parliament rises for its summer recess typically in July each year.  The new reporting timetable will apply to the LSC’s financial year ending 31 March 2006.

61. The NAO, as the LSC’s financial statements auditors, have agreed that the LSC’s annual financial statements for 2005-06 will be based on timely assurances in relation to the LSC’s funding of all providers.  The NAO’s expectation is that the LSC will have these assurances to 31 March 2006.  This compares with the LSC’s current reporting, which relies on assurances from FE providers that are to the previous July funding year-end.

62. The LSC will therefore require regularity auditors to deliver an interim opinion to 31 March 2006 as well as a final opinion to 31 July 2006.  The regularity audit work needs to take place in two stages: an interim review when the financial statements auditors are planning the main college audit (to inform the audit of the LSC’s own financial statements), and a final review at the end of the year (to tie in with financial statements reporting).  This timing will ensure we meet the LSC’s own reporting requirements.
63. In summary, the timing of work would be as follows:
2004-05

· April/May 2005, regularity audit work takes place on period 1 August 2004 to 31 March 2005

· Late summer 2005, audit committee to consider interim regularity audit opinion

· Late summer 2005, interim regularity audit opinion submitted to LSC

· September/October 2005 financial statements auditors audit college financial statements for the year ended 31 July 2005
· November/December 2005, college corporation to consider financial statements
2005-06

· April/May 2006, financial statements auditors visit college to perform interim regularity audit work for the period 1 August to 31 March 2006
· May/June, college audit committee to consider interim audit opinion
· June 2006, interim audit report submitted to the LSC
· July 2006, LSC lay financial statements before Parliament, based on regularity audit work from 1 April 2005 to 31 July 2005 (work performed as part of financial statements audit) and from 1 August 2005 to 31 March 2006 (interim regularity audit work)
· September/October 2006 financial statements auditors audit college financial statements for the year ended 31 July 2006 and update regularity audit to 31 July 2006.

64. As noted earlier, the new timetables need to be in place for 2005/06.  In respect of 2004/05 the timetable for regularity audit will be slightly more relaxed; the LSC will be looking to receive the regularity audit opinion by summer 2005, as shown above.  Audit committees will therefore need to consider this in late spring/early summer.
65. From a college perspective the earlier assurances can be seen in the context of more timely financial management, which should contribute to the effective management of colleges.
66. It is expected that regularity audit will require some additional financial statements audit input, primarily as a result of undertaking work in two phases to provide an interim opinion.  As noted earlier, however, the reduction in additional days when compared with the current funding audit, indicates a significant reduction.
Data Quality

67. Both the National Audit Office and the Department for Education and Skills asked the LSC how it intended to ensure it continued to receive data that are fit for purpose once the audit of funding and the individualised learning record (ILR) was discontinued. 

68. Whilst it is the responsibility of college managers to ensure that data is accurate, the LSC acknowledges the need to enhance existing validation processes and supplement them with cyclical data reviews once funding audit ceases.

69. Throughout the development of the regularity audit approach the consultants have liaised with the consultants who have been assisting the LSC Data Collections Team in developing the framework for the cyclical data quality reviews.  This liaison has helped ensure that there is minimum duplication of work.  It is expected that the results of regularity audit will act as risk indicators when the level of data quality work is determined, and vice versa.

70. The work on data quality is likely to cover some areas relating to learner existence and eligibility.  However, as noted earlier, the LSC will need to ensure the risks of learner non-existence and ineligibility are fully covered by either the data quality reviews or are addressed as part of the assurance regime.

71. There may also be some scope for the data reviews to take account of internal audit work that has taken place over learner number systems.  The ability to rely on internal audit work may reduce the level of work undertaken by the LSC on ensuring the accuracy of data. 

72. Cyclical data reviews are expected to be phased in during 2004/05 but will not be fully operational until 2005/06.

The Role of Internal Audit

73. Under the interim code, college internal audit services are required to decide whether to place reasonable reliance on the work of the funding auditor, or to conduct work themselves to derive assurance on the college’s learner number system.  The arrangement reduced duplication and hence bureaucracy for colleges in that one auditor was able to make use of the results of another.  This arrangement will no longer apply for colleges eligible for plan-led funding and no longer subject to funding audit.

74. Colleges and the LSC will remain concerned about the soundness of internal control over their learner numbers systems.  For colleges eligible for plan-led funding, the LSC will no longer apply reconciliation and claw back to the financial values of the outputs of the learner number systems as calculated by the LSC’s detailed funding methodology.  However the financial values will be of great significance to the LSC, and to colleges, in measuring colleges’ performance against funding allocation in-year, and in determining future years’ funding allocations.

75. The interim code detailed in annex C the business areas that must be included within FE colleges’ internal audit plans.  It stated that one area to be included in strategic plans is learner numbers systems and funding claims, where the internal audit service and the audit committee decides not to accept the LSC [assurance] statement over funding audit or the LSC statement is not available.  It also states that other controls aspects of learner numbers systems and income streams should be included in internal audit plans where they are not covered by the funding auditor.

76. With the cessation of funding audit for most colleges internal audit services will need to assess the risk associated with these systems, as with any other system, and reassess the level of work that needs to be performed.  Learner number systems are major systems in most colleges and will be the basis of monitoring plans and in that respect will be fundamental to the trust relationship.  Colleges can therefore expect to have more internal audit coverage than previously.    Colleges may seek to obtain assurance on learner numbers systems by means other than just internal audit.  The LSC does not intend to specify what level of coverage of learner number systems college internal audit services should adopt.

77. Where college internal audit services do continue to cover learner number systems, this will potentially reduce the scope of other review work of learner numbers by the LSC, in particular reviews of learner existence and eligibility, and data quality assurance.  In respect of regularity audit, financial statements auditors may also seek to rely on internal audit work on some of the key financial systems.  The LSC will be able to take comfort from the coverage achieved by internal audit.

Q: Do you think that the LSC should prescribe the level of coverage of colleges’ learner number systems by college internal auditors?

Q: Do you think the LSC should require annual coverage of learner numbers by internal auditors?

The Role of Audit Committees

78. The interim code set out the latest guidance on the role of audit committees.  As the main changes to the updated code are as a result of the introduction of plan-led funding and the cessation of the current funding audit regime, there are unlikely to be any major changes to this role.  However, when audit committees are approving internal audit plans they will need to consider whether the plans will give them the assurance they need over colleges’ internal controls systems.  Areas that will previously have been covered by the LSC’s funding auditors will no longer be covered in this way.

79. The interim code stated that colleges’ annual financial statements must be approved by the corporation on the recommendation of the audit committee, the finance committee, or both committees.  This would involve audit committees reviewing the colleges’ corporate governance statement.  Audit committees should be aware that this will be extended as a result of potential additional internal audit coverage of learner number systems.

80. A further impact on audit committees is likely to be the timing of the regularity audit opinions, discussed in paragraphs 59 to 66 above.  This is likely to have an impact on the cycle of audit committee meetings.   

Colleges Not Eligible for Plan-Led Funding
81. For 2004/05, a number of colleges have been determined by the LSC as not being eligible for plan-led funding.  These colleges will continue to have reconciliation and where appropriate claw back of unearned funds in relation to 2004/05 and future years when they remain ineligible for plan-led funding.  This reconciliation will be calculated on the LSC’s detailed funding methodology, as for 2003/04.

82. As stated above, all colleges will be subject to regularity audit from 2004/05.  For those colleges not yet eligible for plan-led funding the LSC will also continue to commission a funding audit, as for 2003/04.  The scope of the funding audit will be adjusted to changes in the LSC’s detailed funding methodology, as applied to all colleges through the LSC’s FE funding guidance for 2004/05.  In all other respects the process of the funding audit, and its relation to the work of internal audit, will remain the same as in the current interim code.

Other LSC Funding Of Colleges
83. The LSC funds FE colleges for many other activities apart from mainstream FE provision.  Many of these other forms of provision have been accounted for and reconciled within colleges’ main annual funding claim to the LSC.  Where this has been the case, this funding has also been audited through the funding audit, which will similarly cease for this funding for colleges in trust in 2004/05.

84. One major funding stream excluded from the main annual funding claim is colleges’ work based learning provision.  As part of the LSC’s commitment to reducing bureaucracy, the audit of colleges’ earning of work based learning funding will for 2003/04 be performed by the LSC’s appointed funding auditors rather than separately by the LSC’s in-house PFA teams.  This reduces the number of LSC audit contacts colleges have.

85. The LSC is considering the need to maintain a reconciliation and claw back regime for colleges’ work based learning, once this regime has been removed for the far higher value further education funding stream.  The LSC intends to pilot in 2004/05 at a number of colleges an end to reconciliation, claw back and funding audit of work based learning.  The lessons learned from this pilot will then be applied much more widely in 2005/06.  Colleges’ spending of work based learning funding will be subject to regularity audit in 2004/05.

86. The LSC will however require to gain assurance over its work based learning funding of colleges in 2004/05.  As long as the reconciliation and potential clawback regime exists in work based learning in colleges there will be a continuing requirement for this to be audited.  If colleges can move to a position of accurate forecasting of work based learning delivery it is possible that the LSC may move to a plan-led funding approach and hence the audit regime would be a lighter touch.

87. With the end of the further education funding audit, the LSC will have to put in place interim measures for audit of funding colleges’ work based learning for 2004/05.  This may involve work by auditors commissioned by the LSC or by the LSC’s in-house PFA teams.  At the same time the LSC will be reducing the extent of its audit of colleges’ work based learning funding in line with risk, as it is doing for its audit of other organisations work based learning funding.

88. Similar developments will be piloted in 2004/05 for those funding streams at colleges, other than further education and work based learning, that are now subject to separate reconciliation and funding audit.

89. Funding currently paid direct by the LSC to colleges in respect of learndirect branded learning will be subject to different audit arrangements in 2004/05.  The LSC is discussing with UfI Ltd (UfI) how UfI will assure the LSC over the use of the LSC’s funding, in accordance with the LSC’s financial memorandum with the UfI for 2004/05 onwards.

90. Funding paid to colleges by the LSC for European Social Fund Co-Financing projects is subject to the requirements of the European Commission and the Department for Work and Pensions.  Current reconciliation and funding audit arrangements for this funding are likely to continue as the LSC has little influence over these requirements.

Local Authorities
91. The interim code set out the arrangements for school sixth forms and adult and community learning.  There are no proposed changes for school sixth forms: the pupil number audit and spending based return will continue.  The joint working with local authorities has enabled the LSC to develop successful partnerships to make use of existing audit arrangements rather than introduce new ones.  Similarly, the audit of ACL funding will continue to be on a spending based return.
92. Circular 04/02 announced the intention to introduce the arrangements based on the trust relationship as widely as possible for institutions with a grant or grant-in-aid relationship with the LSC.  This includes local education authority (LEA) former external institutions (FEIs).  2004/05 will be a transitional year when around half of FEIs will no longer need a funding audit by the Audit Commission.  This represents a significant reduction in bureaucracy for these providers.  The LSC will be working with the sector to make sure that all aspects can be implemented from 2005/06 as widely as possible.

93. For those FEIs that will not require a funding audit, the spending return is to be retained and the submission date will become 31 March, in order to meet the reporting timetable of the LSC.

Other Providers and Funding Streams
94. The LSC operates a general approach to assurance on its funding of learning provision delivered by providers other than FE colleges or local authorities.  The LSC’s accountability and audit requirements are set out in the schedules of the funding agreement for that learning provision.  The funding audit, normally carried out by PFA, is the only LSC accountability for such commercial and voluntary providers.
95. As for work based learning provision within colleges, the LSC may introduce test bed pilot arrangements for 2004/05 regarding the end of the reconciliation and claw back regime for commercial and voluntary organisations as for colleges.  The intention would then be to roll this out further for 2005/06 depending on the outcome of the pilots.  These organisations would be responsible for ensuring the regular and proper use of LSC funds, and would be subject to an appropriate audit of this.

96. Some work based learning providers access FE funding for the delivery of certain NVQs.  In order to claim this funding the organisations complete an ILR and as such there is a requirement for a funding audit.  This work is currently performed by the funding auditors; for 2004/05 it is proposed that this work will be performed by regional PFA teams.   

Annex B

Responses to Consultation

Please complete and return to:

Mike Croker

Regional Audit Manager

West of England Learning and Skills Council

St Lawrence House

29-31 Broad Street

Bristol

BS99 7HR

Or email to mike.croker@lsc.gov.uk
By 26 August 2004 at the latest.  Early responses would be greatly appreciated.

Name of organisation (please print) 


Nature of organisation  _______________________________________________

Contact name for enquiries (please print) 


Tel 

 

Fax 


E-mail address 

 

Local LSC 

 


Space has been provided for any comments you wish to make.  

An additional space is provided at the end of this proforma for any other general comments you wish to make.

1
The LSC intends to cover the risks of learner non-existence and ineligibility through a risk based programme of work.  Please comment on the implementation of this approach.




 
Comments


2 
Do you agree that regularity audit should be based on a college self-assessment process that can then be used to contribute to other audit work, minimising the duplication of audit work and associated costs?





Comments


3
Do you agree that colleges should, as part of their corporate governance responsibility statements, give the LSC assurances on the colleges’ proper and regular use of funds based on all evidence available to the college (including the regularity audit self-assessment)?





Comments

4
  Do you agree that college financial statements auditors should deliver annual independent assurance on colleges’ regular and proper use of LSC and other funds?  If not, which is your preferred option?

Comments

5
Do you agree that the LSC should secure its duty of care for regularity audit opinions by becoming a party to the letter of engagement between colleges and their financial statements auditors?






Comments

6
Do you think that the LSC should prescribe the level of coverage of colleges’ learner number systems by college internal auditors?





Comments

7          Do you think the LSC should require annual coverage of learner numbers by internal auditors?     

Comments

General comments


