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Introduction

This report serves two broad purposes:

e it constitutes our “annual report” on the audits for 2000-01
of the Crown and its sub-entities — mainly as reflected in
the Financial Statements of the Government of New Zealand for
the Year Ended 30 June 2001 (parliamentary paper B.11,2001);
and

e it brings to attention a number of other matters (related
both directly and indirectly to events occurring in the
financial year 2000-01) that we believe warrant consider-
ation by Parliament.

Part One deals with the Government’s Financial Statements
as audited and presented to the House (pages 9-15). Specific
topics addressed include:

¢ recognition of urban state highways as an asset;

¢ valuation of student loan debt;

® recognition of certain assets of the conservation estate;
* new financial reporting standards; and

¢ preparation for full consolidation.

Part Two deals with the results of our audits of government
departments for the year ended 30 June 2001 (pages 17-26).
We include our usual:

* commentary on the audit opinions issued on the
departments’ financial statements; and

* assessments of the departments’ financial and service
performance management.



The other parts of the report deal with a variety of topics,
relating to subject areas such as:

e Parliamentary control of expenditure —

Part Three on forecasting capital expenditure (pages
27-33);

Part Seven on accountability for health sector
expenditure (pages 69-79); and

Part Eight on adjustments to appropriations and
estimates (pages 81-87).

® Departmental and Crown entity management —

Part Four on risk management policies and practices
in government departments (pages 35-46);

Part Five on the Accident Compensation Corporation’s
investment policies and practices (pages 47-61); and

Part Six on purchase agreements between depart-
mental chief executives and their responsible
ministers (pages 63-68).

® Governance and accountability issues affecting the
Maori Trustee (Part Nine, pages 89-103).

® The financial condition of tertiary education institutions
(Part Ten, pages 105-127).

¢ Certain arrangements being entered into by school
boards of trustees with professional fund-raisers (Part
Eleven, pages 129-136).
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THE 2000-01 AUDITED FINANCIAL STATEMENTS

OF THE GOVERNMEN

The Audit Office issued its audit report on the Financial
Statements of the Government of New Zealand for the Year
Ended 30 June 2001 (the Financial Statements) on 7 September
2001. This is the same date on which the Treasurer and
Minister of Finance, and the Secretary to the Treasury,
signed their Statement of Responsibility for the Financial
Statements.

Unqualified Opinion Issued

1.2

1.3

14

The audit report appears on pages 18-19 of the Financial
Statements. The report includes our unqualified opinion
that those statements:

e comply with generally accepted accounting practice; and
o fairly reflect —

e the results of operations and cash flows for the year ended
30 June 2001; and

e the financial position as at 30 June 2001.

As in previous years, the Treasury has provided a
comprehensive commentary on the financial performance
and position, which is presented on pages 6-16 of the
Financial Statements.

In addition to that commentary, we draw attention to the
following significant items reflected in the reported results.

L
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Recognition of Urban State Highways

1.5

1.6

Urban state highways have been recognised in the
Financial Statements at a depreciated replacement cost of
$1,650 million. This initial recognition (with which we
concur) has been made with effect from 1 July 2000 and
treated as an adjustment to the opening equity balance in
accordance with the transitional provisions of Financial
Reporting Standard Number 3: Accounting for Property,
Plant and Equipment (FRS-3). (See pages 24 and 77 of the
Financial Statements.)

Before this recognition, urban state highways were not
accounted for in the Financial Statements, nor accounted for
by local authorities. The local authorities’ view was that the
Crown should have accounted for urban state highways
because Transit New Zealand fully funds the state highway
network and has control of the asset.!

Valuation of Student Loan Debt

1.7

1.8

1.9

1.10

For several years we have raised concerns about the
methodology for valuing the outstanding balance of student
loan debt.

An inter-departmental working group, including Treasury
representatives, has considered this matter recently.
While we are pleased to report that some progress has been
made, it is disappointing that the work was not fully
completed in time for any potential consequential
adjustment to be included in the Financial Statements.

We understand that this matter will be resolved before
30 June 2002 and a revised methodology will be used as a
basis for the financial information in the 2001-02
Financial Statements. It is essential that this milestone is
achieved in order to avoid any reconsideration of our audit
opinion in 2002.

Outstanding student loan debt is a significant asset for the
Crown that has grown rapidly, as illustrated in Figure 1.1 on
the opposite page.

1 Wereported on this subject in our Fifth Report for 1999 (parliamentary paper B.29[99¢],
pages 13-14) and our report Central Government: Results of the 1999-2000
Audits (parliamentary paper B.29[00c], 2000, pages 11-12).
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Figure 1.1
Student Loan Debt 1995-2001
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111  Figure 1.1 above presents student loan debt in net terms,
after providing for bad and doubtful debts. Total loans
outstanding at 30 June 2001 were $4,655 million and
provisions were $512 million — giving a net loan asset value
of $4,143 million.

1.12 The movement in the debt and further information on the
provisions is outlined on page 64 of the Financial Statements.

Conservation Estate

1.13 A large number of ‘visitor assets’ (such as tracks and huts)
are not currently recognised within the valuation of
$1,507 million for National Parks, Forest Parks and
Conservation Areas. We have agreed with the Treasury
that an adjustment will be made to recognise these assets
as at 30 June 2002.

13
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1.14

The transitional provisions of FRS-3 can be used to report
the adjustment through the Statement of Movements in
Equity — the same approach as for the initial recognition of
the urban state highways (see paragraph 1.5 on page 12).

New Financial Reporting Standards

1.15

1.16

We reviewed the Financial Statements against recently issued
financial reporting standards that will apply to the 30 June
2002 financial statements for the first time. The new standards
are:

e FRS-3: Accounting for Property, Plant and Equipment; and

e FRS-15: Provisions, Contingent Liabilities and Contingent
Assets.

In relation to FRS-3, we believe that a number of issues
need to be resolved — both in the context of FRS-3 and in the
adoption of full line-by-line consolidation of SOEs and
Crown entities. A review of valuation issues has been in
train for some time, but they will now need to be resolved
by 30 June 2002 in order to ensure compliance with FRS-3.
The issues include:

* the different bases of valuation being applied throughout
the Crown reporting entity;

® the new requirement for capitalisation of borrowing
costs; and

® valuation of heritage assets.

In relation to FRS-15, before the end of the financial year
we carried out a review to satisfy ourselves that individual
entities:

¢ understood the implications of FRS-15 (not just as it
pertains to environmental obligations but all provisions,
contingent liabilities, and contingent assets); and

® would be in a position to comply with the standard when
it takes effect for the financial statements for the year
ending 30 June 2002.
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As a result of our review, we recommend that proper
consideration be given to potential environmental liabilities
faced by the Crown. We believe that entities in the Crown
estate have given insufficient consideration to this issue.
We will now focus particularly on entities that are more
likely to have environmental liabilities and we recommend
that the Treasury also gives consideration to a similar
approach to this problem — which must also be resolved by
30 June 2002.

Preparation for Full Consolidation

1.19

The Financial Statements of the Government will be
prepared on a fully consolidated basis for the year ending
30 June 2003. The Budget for 2002-03 will also be prepared
on a fully consolidated basis. The Treasury is making
good progress in working through the issues arising and
establishing the mechanics of how it will be done.

B.29[01b]
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2.1

This article reports on the results of the 2000-01 audits of
44 government departments.! Its purpose is to inform
Parliament of the assurance given by the audits in relation
to:

¢ the quality of financial reports; and

¢ the financial and performance management of depart-
ments.

Audit Opinions Issued

22

2.3

2.4

The Public Finance Act 1989 (the Act) specifies departments’
responsibilities in fulfilling the requirements for general
purpose financial reporting. Sections 344(3) and 35(3) of the
Actrequire departments to prepare their financial statements
in accordance with generally accepted accounting practice.?

The Act also sets out the responsibility of the Audit Office
to issue an audit opinion on the financial statements of
each department (section 38).

To form an opinion on the financial statements of
departments, we conduct our audits in accordance with
generally accepted auditing standards together with our
own additional standards appropriate to public sector
audits. We plan and perform the audits so as to obtain
all the information and explanations we consider necessary
in order to provide us with sufficient evidence to give
reasonable assurance that the financial statements are free
from material mis-statements, whether caused by fraud or
error. In forming our opinion, we also evaluate the
overall adequacy of the presentation of information in the
financial statements.

1 Comprising the 47 Offices of Parliament and Departments listed on page 96 of the
Financial Statements, excluding the Audit Office (which does not audit itself) and
the two Security and Intelligence Departments.

2 “Generally accepted accounting practice” is defined in section 2(1) of the Public
Finance Act 1989.

GOVERNMENT DEPARTMEN;I'S -
RESULTS OF THE 2000-01 AUDIT
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2.5  All of the 44 government departments received audit
reports containing an unqualified audit opinion. See Figure
2.1 below.

Figure 2.1
Analysis of Audit Opinions 1997-2001

Year Ended 30 June 2001 2000 1999 1998 1997

Unqualified opinions 44 43 42 44 42

Qualifications regarding
statements of service
performance - - - - 1

Qualifications regarding
other issues - - - - 3

Total audit opinions
issued 44 43 42 44 46

2.6 This is the fourth successive year of unqualified opinions
for all departments — a pleasing situation for all concerned.

Financial and Service Performance
Management

2.7 In 1994, we began reporting our assessments of certain
aspects of management to the chief executive and to
stakeholders in each department (such as the responsible
minister and the select committee which conducts the
financial review of the department).

2.8 While conducting the annual audit, our auditors examine
aspects of financial management and service performance
management. The purpose of this exercise is to identify
specific areas of management where there are weaknesses,
and to make recommendations to eliminate those weaknesses.



Financial Management

2.9

We assess the following aspects of financial management:

Financial control systems — the systems for monitoring
expenditure and the management of assets.

Financial management information systems — the systems
for recording, reporting and protecting financial
information.

Financial management control environment — management’s
attitude, policies and practices for overseeing and
controlling financial performance.

Service Performance Management

2.10

Aspects of the management of service performance that
we assess and report fall into two broad areas:

Service performance information and information systems —
This covers the adequacy of monitoring and control
systems for service performance information, the
accuracy of the information produced by those systems,
and whether the performance measures in the statement
of service performance are being used as a management
tool.

Service performance management control environment —
This covers the existence of quality assurance procedures,
the adequacy of operational policies and decisions, and
the extent to which self-review of non-financial
performance is taking place.

GOVERNMENT DEPARTMEN;I'S -
RESULTS OF THE 2000-01 AUDIT
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The Rating System

211 The rating system we use is as follows:

Excellent Works very well. No scope for
cost-beneficial improvement
identified.

Good Works well; few or minor

improvements only needed to rate as
excellent. We would have
recommended improvements only
where benefits exceeded costs.

Satisfactory Works well enough, but
improvements desirable.
We would have recommended
improvements (while having regard
for costs and benefits) to be made
during the coming year.

TWO

Just Adequate Does work, but not at all well.
We would have recommended
improvements to be made as soon as
possible.

Not Adequate Does not work; needs complete
review. We would have
recommended major improvements
to be made urgently.

Not Applicable Not examined or assessed.
Comments should explain why.

22
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2.14

2.15

2.16

We assessed management in each of the 44 departments.
A summary of the assessments (220 in total — 5 for each
department) is given in Figure 2.2 on the next page.

The 85 assessments of “ Excellent” (39%) show a continuation
of improvement in recent years, and indicate commendable
achievement by the departments concerned.

However, the combined total of 186 assessments (84%) that
were either “Excellent” or “Good” is almost identical with
the previous year. This could indicate that, after marked
improvements in 1998-99 and 1999-2000, the standards
of management and performance being assessed are
approaching a level from which further improvement will
be slight.

Four assessments of “Just Adequate” were issued. This was
a little disappointing, after there had been none in the
previous year. The two assessments relating to Financial
Control Systems and Financial Management Control
Environment reflect shortcomings that are capable of
being remedied quickly. In respect of the other two
assessments, relating to Service Performance Information
Systems, our auditors have specified what needs to be
done to improve these assessments.

We compared our assessments for 2000 and 2001 for each
of the 43 departments where the comparison is possible.
The overall results for those 43 departments are
summarised in Figure 2.3 on page 25.

ITS
J i
B.29[01b]
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Figure 2.3
Assessments for 2001 Compared to 2000

Aspects Assessed' Higher Same Lower Total

FCS 5 37 1 43
FMIS 6 35 2 43
FMCE 5 37 1 43
SPIS 4 35 4 43
SPMCE 3 39 1 43
Totals 23 183 9 215
% 11 85 4 100

1 See Figure 2.2 for key to abbreviations.

217

2.18

219

The noteworthy features of the results shown in Figure
2.3 are:

® A significant majority (85%) of the assessments were
maintained at the level of the previous year. This mirrors
the virtually unchanged proportion of assessments that
were either “Excellent” or “Good” referred to in
paragraph 2.14 on page 23.

e 23 of the assessments (11%) were higher in 2001 than in
2000.

® 9 of the assessments (4%) were lower than in 2000.

The fact that 23 assessments got better in the 2000-01 year
compared with 9 that were lower points to overall
improvement in departments. As we observed last year,
the ongoing trend to higher assessments restricts the
scope for improvements of the same magnitude as
previously.

The theoretical possibility of all departments attaining
an assessment of “Excellent” for all aspects assessed, for a
variety of reasons, is a practical impossibility. Such reasons
may include:

® periodic restructuring;
¢ complexity of departmental operations; and

® sheer size of operations.

B.29[01b]
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2.20

2.21

222

Our auditors will nevertheless be continuing to assist and
encourage departments to make improvements, through
recommendations made in management letters. For their
part, chief executives and their staff will no doubt be
motivated to continue striving for improvements.

We have now reported our assessments of management
performance to Parliament and its select committees for
each of the past eight years. Our assessments have often
been of considerable interest to select committees when
conducting their financial reviews of departments.

Departments vary greatly in terms of size and organisational
structure. When we first reported results of the assessments
to select committees, we took care to alert committees to
those differences and urged them not to make comparisons
between departments without being mindful of consider-
ations (such as those mentioned in paragraph 2.19 on
page 25) which could explain reported differences in
performance. Caution should continue to be exercised
in using the assessments.
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For several years, we have expressed the view that Parliament
needs better information about demands and forecasts for capital
expenditure.

Demands for capital expenditure continue to grow — with changing
demographics, ageing or obsolete equipment and the impact of
new technologies. In addition, the Government is making strategic
investment decisions — which involve new capital needs.

Effective parliamentary scrutiny of capital expenditure forecasts
will only be achieved when the Government improves the scope and
reliability of its long-term financial planning for capital.

3.1 The Public Finance Act 1989 currently refers to seven
different categories of expenditure, which comprise
operating expenditure and capital expenditure.

3.2  Operating Expenditure consists of expenditure on:
® outputs;
® Dbenefits and other unrequited expenses;
® borrowing expenses; and
® other expenses.
3.3  Capital Expenditure consists of expenditure on:

® capital contributions;

¢ purchase or development of capital assets; and
® repayment of debt.

3.4 The quality of forecasting for operating expenditure is well
developed. Parliamentary scrutiny of planned and actual
performance of operating expenditure is similarly well
developed. By contrast, the quality of forecasting and
reporting of capital expenditure is, in our view, not of the
same standard.

29
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3.5

We have commented on the quality of capital forecasting
on three occasions recently:

Third Report for 1999: The Accountability of Executive
Government to Parliament!

In that report we advocated the need for better information
on capability expenditure and risk and risk management.
We defined capability expenditure to be that which the
Government must incur in order to establish or extend
an entity’s ability to produce outputs.

Central Government: Results of the 1999-2000 Audits?

In that report we said that, in order for Parliament to
properly consider appropriations for defence capital
equipment, it needs information about:

* the capability of the New Zealand Defence Force —
especially in relation to its capital equipment needs;

e the fiscal risks attaching to capital equipment purchases;
and

e the funding requirements (in the form of appropriations)
to pay for the purchases.

Ministry of Defence: Acquisition of Light Armoured Vehicles
and Light Operational Vehicles®

In that report we stated that the Defence Planning System
(DPS — which underpins planning of defence capability)
needs improvement. An output of the DPS is the
Defence Long-term Development Plan, which in turn
results in 5-, 10- and 20-year estimates of capital
expenditure.

1
2
3

Parliamentary paper B.29[99c].
Parliamentary paper B.29[00c], 2000.
August 2001, ISBN 0477 02883 7.
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The Crown’s Competing Demands for Cash

3.6 All expenditure — whether operating or capital — requires
funding. The various means of funding available to the
Government are:

® operating revenues —
¢ direct and indirect taxation;
* interest;

e profits and dividends from SOEs and Crown entities;
and

e sales of goods and services;
® proceeds of asset sales;
® domestic or foreign debt financing; and
® off-balance-sheet financing — lease deals for capital assets.

3.7 Since 1994, there has been a consistent pattern of fiscal
surpluses which, together with the proceeds of asset sales,
have enabled the Crown to fund both capital acquisitions
and the repayment of debt (resulting in a declining net debt
position).

3.8 This pattern seems likely to change. Pressures on the
Government’s operating expenditure remain as strong
as always, but a range of capital expenditure requirements*
is now apparent. Some examples are:

® new prisons;

¢ changing demographics and new technologies affecting
health and education;

® new transport infrastructure — particularly roads, but now
also railways;

® capital equipment to meet the Government’s new defence
priorities;

® building an innovative society — e.g. the Government’s
new $100 million venture capital fund and funding
e-government initiatives;

4 For which appropriations will be needed to the first two categories listed in
paragraph 3.3.

31
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3.9

3.10

3.1

3.12

¢ refinancing Housing Corporation of New Zealand and
District Health Board debt from the private sector to the
public sector;

® contributions to the Government’s proposed New Zealand
Superannuation Fund;

® student loans; and

¢ investing in Air New Zealand Limited.

These examples contain a number of common threads:
¢ responding to changing demographics;

* replacing old or obsolete equipment;

® the impact of new technologies; and

® strategic investment decisions by the Government.

In order to fund these capital demands, the Crown is
reliant on cash from either:

® operating cashflows;
® borrowing; or
® asset sales.

Alternatively, the Crown may consider leasing or other
private sector financing arrangements for the provision of
assets or services.

The 2001 Budget Policy Statement states that there are a
number of issues we need to address to improve the
Government’s framework for capital expenditure decisions.’
We also acknowledge that the Treasury has undertaken
preliminary work to address these issues.

5 Parliamentary paper B.1, 19 December 2000, page 8.
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3.13  However, in our view, Parliament needs better information
on these emerging capital expenditure needs and the
options available to fund them (particulary to the
extent that funds are not available from accumulated
depreciation). In order to achieve this, there need to be
more comprehensive and reliable forecasts of capital
requirements, so that Ministers have the information on
which to base choices. This will necessarily require
enhanced long-term financial planning capability (with an
emphasis on capital), which in our view requires a central
initiative as the most realistic means of achieving progress.

3.14  Capital expenditure provisions in the Budget have been
increasing over the last three years. While some information
on the emerging pressures for capital expenditure is
presented in the Budget, we believe there should be
better linkage between these pressures and the amounts
provided for capital expenditure. The competing demands
for capital invariably result in trade-offs being made —
which are the prerogative of the Government. However, we
see potential for Parliament to be also better informed —
in terms of future demands and actual trade-offs made.

33
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RISK MANAGEMENT POLICIES AND PRACTICES
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The quality of risk management varies between government
departments and (generally) needs to improve. Some departments
have not identified the scope of their risks to encompass the full
range of stakeholders and breadth of issues.

Departments are experiencing practical difficulties in
communicating within their organisation the need to be aware of
risks, and in monitoring and managing risks. Balancing risk and
innovation takes careful management. As discussed at the recent
Public Service Senior Managers’ Conference, departments need to
be ‘risk aware’, not ‘risk averse’.

Background

4.1 The management of risk in government departments is of
critical importance to the Government. In our 1999 report
The Accountability of Executive Government to Parliament!, we
identified the need for departments to provide better
information on risks and risk management to Parliament.

42  Earlier — in 1997 — to promote risk management by
government departments the State Services Commission
(SSC) developed a set of expectations based on the risk
standard AS/NZS 4360. The SSC communicated these
expectations to departmental chief executives in a June 1997
document entitled Responsibility and Accountability Standards
Expected of Public Service Chief Executives.

43  As part of our 2000-01 annual audit of government
departments, we asked each department six questions
(based on the SSC letter) relating to their current risk
management polices and practices, with the aim of:

¢ obtaining a stock-take of departments’ risk management
policies and practices; and

® assessing the extent to which departments had met
the expectations set out by the SSC.

1 Third Report for 1999, parliamentary paper B.29[99c].
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What We Asked

44 We asked each of 44 departments whether:

it had a current risk management policy statement issued
by the Chief Executive;

the need for awareness of risks and risk management
was incorporated into regular communication with all
staff in the department;

risk management was integrated within strategic and
operational planning and decision making throughout
the department;

it adopted a positive and forward-looking approach to
risk management which involved identification and
ongoing review of risks;

it had a communications framework — comprising
strategies for consultation and communication with
different stakeholders; and

its senior management reviewed the risk management
policy.

Current Chief Executive Risk Management
Policy Statement

45  Of the 44 departments:

37 had a current risk management policy statement signed
by the Chief Executive;

6 had no such policy statement; and

1 had a “draft” that was not yet finalised.

46  The 37 policy statements varied widely in scope. One of
the more exhaustive was 34 pages long and included:

definitions of risk and risk management;
key elements of the risk management framework;
the categories of risk;

the ownership of risk management;



4.7

4.8

49

4.10

4.1

® a process for identifying risks;
® arisk response strategy; and
® a summary of roles and responsibilities.

By contrast, another policy statement simply recorded the
Chief Executive’s commitment to reducing risk.

Financial risks were the most common type of risk covered,
but that was not always the case. For example, one statement
covered strategic, operational, financial, infrastructure,
human resource, reputational, and political risks. At the
other extreme, one policy statement was limited to
reducing the risk of injury and loss to personnel, visitors,
and the department itself.

Departments obtained commitment to their policy statements
in varying ways:

¢ Most commonly, the Chief Executive signed the statement.

® One Chief Executive required all General Managers to
also sign the statement.

¢ In another instance, responsibility was delegated to
General Managers to develop their own risk management
policy statements that were then incorporated into their
performance agreements.

There was no universal form for the statements. Some were
separate documents; some were incorporated in business
plans or in strategic documents; and at least one was
included in documents articulating the role and values
associated with the department.

There was also variation in how frequently departments
reviewed the policy statement. Some were reviewed every
year and many were subject to biennial reviews. In some
cases the statements had become outdated because they had
never been reviewed.

RISK MANAGEMENT POLICIES AND PRACTICES

B.29[01b]
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In summary, we found that:

most government departments had a policy statement
on risk management;

the scope of the statements varied, as did the risks
covered;

Chief Executives used various ways to obtain wider
commitment to the statements;

there was no universal form of policy statement; and

there were varying degrees of review of the statements.

Clearly, departments generally need to put more effort
into developing a comprehensive and broadly based risk
management policy statement.

Risk Management Culture

4.14

4.15

We were interested to find out departments’ views on
whether:

they had established a risk awareness culture;

risk management was a feature of regular communication
with staff;

and, if so, to what extent, they had developed a sense of
commitment to staff managing risks — including raising
awareness of risks and risk management.

All departments said that they had established a culture of
risk management, but some identified impediments to the
establishment of such a culture:

individual employees were sometimes reluctant to take
responsibility for risks and to embrace the risk
management concept;

establishing an appropriate culture was more difficult in
larger departments — suggesting that larger departments
need to work harder to establish the appropriate culture;

it was sometimes difficult to get employees to concentrate
on non-financial risks; and
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® it was hard to get employees to concentrate on risks that
they may not be directly responsible for, but that could
adversely affect the department.

416 Departments agreed that regular communication of risks
and risk management processes was important, and they
used a variety of means to do so — including through:

® an intranet;

¢ project briefings and de-briefings;
® branch/division meetings;

® senior management briefings;

* monthly reports; and

* targeted risk management training.

417 However, communication was not always reliable in
practice. For example, one department posted risk
management policies and procedures on its intranet but
not all employees read and/or applied them.

418  Other problems we observed were:

® communication of risk was limited to senior managers
and managers, with other staff having only a compliance
role;

® communication did not always filter downwards and
was not always reliably transferred upwards;

® systems were not always in place to consolidate risks; and

¢ there was no co-ordination of risks across groups
within the department.

419  In summary, we found that:

¢ departments believed that they had established a
culture of risk management, but that there were some
impediments to the establishment of such a culture;
and

¢ departments communicated risks by a variety of
methods — which cannot be assumed always to be
reliable.
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Positive Approach to Risk Management

4.20

4.21

4.22

4.23

4.24

4.25

All but two departments said that they adopted a positive
approach to risk management.

There were clearly varying degrees of development in
departments’ approaches to managing risks. For example,
one department:

¢ undertook an annual risk management exercise that
included describing the risk, establishing the means
to manage the risk, and assessing the probability of
the risk occurring and the potential impact on the
department’s business; and

¢ produced quarterly monitoring reports for the manage-
ment group and identified new risks during the year
as they arose or were identified.

One department had no formal process for identifying,
monitoring and managing risks.

Three other trends were apparent. First, risk identification
was generally a department-wide exercise. This occurred
in a variety of ways — including;:

® business unit meetings;

® project reviews;

¢ strategic and annual planning exercises;
¢ department-wide risk assessment;

® communication plans; and

¢ regular updating of risk registers.

However, it was clear that not all risks were considered or
reviewed. For example, some departments limited risk
reviews to risks associated with particular projects, and
others limited reviews to financial risks.

Secondly, there was an increasing use of audit and risk
committees and corporate and assurance boards to oversee
the strategic monitoring of risks. This was not always the
case, with some departments devolving this responsibility
to discrete business units.
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4.26  Thirdly, some of the larger departments have dedicated
risk managers to monitor and manage risks.

4.27 In summary, we found that:

¢ departments believed they adopted a positive approach
to risk management;

® some departments had well-developed processes to
manage risks;

¢ risk identification was generally a department-wide
exercise; and

® there was an increased use of specialists to identify
risk and oversee risk management.

Risk Management Communications
Framework

428 Departments had a communications framework that
comprised strategies for consultation and consultation with
different stakeholders. Internal stakeholders and the
Responsible Minister were seen as the two most important
stakeholders, but stakeholders were not limited to these
two. Other stakeholders mentioned were external agencies
and the wider community.

4.29 Departments saw clear advantages in having an effective
risk communications framework, including:

¢ strengthening relationships;
® mitigating a particular risk;
® obtaining a better understanding of the risks; and

® being able to better assess the potential risks and
opportunities in strategic issues.
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4.30

4.31

4.32

4.33

There was clear focus on having a specific communications
framework for major projects. This was seen as a key
strategy which supported the underlying project and
allowed the department to:

e address issues of concern that its staff had about the
project; and

¢ deliver to those concerned about the project the key
messages of the organisation.

It was also noteworthy that at least one department had
established a communications planning group to co-
ordinate the risk communications strategy.

Problems identified with communications strategies were:

¢ internal communication on risks was not always effective
— risk notification did not always flow up or down in
the department;

¢ internal and external communication was not always
co-ordinated,;

® inconsistency existed between the communication
strategy and actual implementation; and

® communications were not always consistent with the
department’s goals.

In summary, we found that:

®* many departments had a risk communications frame-
work;

® there was a clear focus on having a communications
framework for specific projects; and

* some problems with communications strategies
existed that may undermine the effectiveness of the
communication.



RISK MANAGEMENT POLICIES AND PRACTICES

L
B.29[01b]

Senior Management Review of Policies

4.34  We were interested to know whether senior management
regularly reviewed risk management polices to ensure the
policies’ effectiveness.

435 All departments except one said they carried out regular
review of policies. However, some departments indicated
that, although they had implemented risk management
policies, they had not formally reviewed them.

4.36  Review processes took many forms — including:

® reviews by the senior management team at regular
intervals throughout the year;

® reviews as part of business or strategic planning;

® reviews by an internal auditor or designated risk manager;
or

¢ reviews by audit and risk committees and/or advisory
boards.

437 The advisory board concept is an interesting one. For
example, its role is to assist the chief executive to ensure
that the department’s risk management policies are
operating effectively. The board provides an ongoing
review mechanism as to the effectiveness of the risk
management policies.

4.38 In summary, we found that:

® departments generally reviewed their risk management
policies and procedures as well as regularly updated
their risk profiles; and

® specialised bodies were now being used to undertake
the reviews.
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Conclusions

4.39

Asking the questions was a useful exercise in that it
allowed us to obtain a better understanding of how
departments were approaching risk management. The
answers showed that:

Risk management practices varied between departments.
Some (but not many) departments had extremely well-
developed risk management strategies and plans,
whereas others carried out very little risk management.

Some departments are making more use of specialised
boards and managers to monitor their risk profile and
strategies — such as audit committees, advisory boards,
and risk managers. However, other departments
manage risk on an unstructured or informal basis.

Generally, in our opinion, departments need to do more
to develop their risk management strategies and to
manage their risks.
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ACCIDENT COMPENSATION CORPORATION -
INVESTMENT POLICIES AND PRACTICES

This article describes the arrangements under which ACC manages
its investments.

ACC'’s investments earned $223 million of income in 2000-01, and
ACC had $3,400 million invested as at 30 June 2001. The amount
of investments is expected to increase significantly over the next
few years (to over $8,000 million) as ACC mowves to fully fund its
long-term claims liabilities.

It is important that:

® the risks associated with ACC’s management of its funds are
mitigated;

® the Responsible Minister is fully informed of the funds’
performance and any policy changes; and

® the ACC Board explicitly acknowledges the Crown’s interests.

Sound arrangements are currently in place to ensure that this
happens.

How Much Is Invested

Current Investments

5.1 As at 30 June 2001, the Accident Compensation Corporation
(ACC) had $3,400 million worth of investments, and it
generated $223 million of investment income (after
investment expenses of $4 million) during the year to that
date.

5.2  Figure 5.1 on the next page shows the growth in ACC’s
investments over the last five years.

L
B.29[01b]
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Figure 5.1
Total Investments 1997—-2001
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53 Figure 5.1 shows that investments have increased from
$1,700 million at 30 June 1997 to $3,400 million at 30 June
2001. The decrease in 1999 was due to closure of the
Employers” Account for 12 months as a result of the
Accident Insurance Act 1998 that removed ACC from the
provision of accident insurance in the workplace.

Future Growth

54  ACC’s investments are expected to increase significantly
over the next 10 years — to over $8,000 million. There are
three reasons for this projected increase:

o ACC cover is a time-related form of insurance. That is,
rather than paying all claims out as lump sums,
many claims result in payments over future years — for
example, rehabilitation, medical care, and earnings
replacement costs. Accordingly, ACC premiums cover
the costs of an accident in the year it occurs and the
future costs arising from the accident. ACC invests
the proceeds of premiums not immediately required to
help fund those future costs.
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® ACC now collects sufficient premiums each year to pay
for all costs associated with injuries — regardless of
whether the costs of the injury are incurred in the short
or long-term. This is known as a fully-funded regime.

® ACC is collecting a residual levy to bring the previous
schemes to a fully-funded position by 2014.

Comparative Fund Size

55  The amount of ACC’s investments is comparable with
other major New Zealand institutional investors, as shown
in Figure 5.2 below.

Figure 5.2
Comparable Institutional Investors

Total Investments
$million

AMP Henderson 9,500
Tower Asset Management 5,000
Armstrong Jones 4,000
ACC 3,400
AXA Insurance 3,100
Bank of New Zealand 2,500
Bankers Trust 2,400
Arcus Investments 1,800
Source: ACC
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Where the Funds Are Invested

56  Figure 5.3 below sets out where ACC has invested its
funds.

Figure 5.3
Investment Portfolio

n
>
LL

Investment Portfolio as at 30 June 2001 ($ million)
NZ Government
securities 1,060

B NZ Equities 460
Australian Equities
220

B NZ discounted
securities 410

Other NZ fixed
interest securities
550

Overseas fixed

interest securities
180

B Other overseas
equities 340

B NZ deposits at call
180

57  Compared to other institutions, ACC invests a larger
portion of its funds in New Zealand investment markets.
ACC’s 2000-01 Annual Report (page 71) cites four reasons
for this approach:

® New Zealand investment markets match ACC’s claims
liabilities better than offshore markets (i.e. New Zealand
domestic bonds and equities are more sensitive to New
Zealand interest rates than offshore investments and
provide a better natural hedge to ACC’s claims liability).

¢ Internal management and custody costs of ACC’s New
Zealand investments are lower than management and
custody costs for offshore investments.

® ACC expects slightly greater long-term returns from
New Zealand markets than from offshore (due to higher
yields).
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® ACC has greater confidence of outperforming market
benchmarks in the New Zealand market than offshore.

How Investments Are Chosen

Liquidity and Reserve Accounts

58  ACC chooses investments to meet both short and longer-
term liquidity requirements.

59  Funds of the Liquidity Account are for short-term cash flow
requirements and are invested in a cash portfolio. Funds
not expected to be required in the short-term (i.e. to meet
the future costs of claims) are held in Reserve Accounts
and are invested in reserves portfolios.

510  From 1999, ACC changed from having one reserve account
for all funding accounts (Motor Vehicle, Earners, Residual,
Self-employed, Employers, and Medical Misadventure) to
a dedicated reserve account for each funding account.

511  Investments chosen for the Reserve Accounts are tailored to
the specific future funding requirements of the related
funding account. For example, ACC can take into account
the different funding positions, different projected growth
rates, and different claims liability characteristics of the
funding account when making investment decisions.
In this way, ACC aims to match the future income and
liabilities of each funding account.

Choosing Individual Investments within
an Asset Class

512 ACC has an Investment Manual that comprehensively sets
out the objectives, risk measures, authorised investments,
and dealing limits for each asset class (such as New Zealand
equities or Australian equities).
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5.13  For example, the objective of the ACC manager responsible
for managing the New Zealand equity portfolio is to match
or better the performance of the NZSE-40 Gross Index.
The Investment Manual also sets out a series of rules within
which the New Zealand equity manager must make
investments.

W
2
L

The Returns from Investment

5.14  Given that investment markets are volatile and unpredictable,
ACC’s practice is not to set a specific monetary level of
return on investments. Rather, relative performance is
measured by reference to a recognised market benchmark.

5.15  Broadly, a market benchmark gives a nominal return for a
selected group of investments. The aim of the fund manager
is to match or better the returns achieved by the market
benchmark. For example, ACC measures actual returns of
the New Zealand equity portfolio by reference to the
NZSE-40 Gross Index benchmark.

5.16  Figure 5.4 on the opposite page sets out ACC’s investment
returns measured against the relevant benchmarks.

517 ACC’s investment returns have generally exceeded
benchmark rates of return.

518 ACC’s target was to achieve at least benchmark rates for
returns for 2000-01 and for the average of the previous
three years. Returns exceeded target for nine out of ten
benchmarks for the current year, and for six out of eight
benchmarks for the average of the last three years.

519 Of note are ACC’s returns on the New Zealand equity
portfolio. In 2000-01 the New Zealand equity portfolio
returned 17.72%, exceeding the market benchmark of
4.92%. The portfolio also returned an average of 19.84% for
the previous three years compared to the market benchmark
of 6.6%.

520 ACC attributes that performance to holding higher-than-
index weights in companies that performed better than the
NZSE-40 Gross Index, and holding lower-than-index
weights in companies that performed worse than the NZSE-
40 Gross Index.
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Managing the Investments

Management Structure

521 Figure 5.5 below shows ACC’s internal and external
LLl investment management structure.
LL Figure 5.5

Investment Management Structure

ACC Board

t

—

Board | it C

t

General Manager Scheme

Performance
In-House External
Fund Managers Allocate Fund Managers
« Equity Manager « J P Morgan
« Fixed Interest Manager « Merrill Lynch
. Report o
« Investment Strategist « Fidelity
« Settlement Staff
* Investment Accounting
Manager
* Investment Analyst
Manage/Allocate Manage
| ] | | | ]
Australian NZ Nz NZ Overseas Overseas Australian Emerging
large bonds property equity equities fixed small markets
capitalisation investment capitalisation
equities and resource
equities
522 ACC’s in-house investment unit directly manages

its investments in New Zealand investment markets.
An equity manager is responsible for the $466 million
New Zealand share portfolio, while a fixed interest manager
is responsible for the New Zealand fixed interest portfolios
worth $2,100 million.
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5.24

5.25

5.26

An investment strategist provides advice on benchmark
asset allocation (what amount of funds should be invested
in New Zealand equities, New Zealand bonds, overseas
equities, or other securities) and allocates funds within a
range around these benchmarks.

ACC cites the following reasons for managing its New
Zealand investments in-house:

® it has sufficient economies of scale to achieve a lower
internal management cost than would be charged by
external fund managers;

¢ internal management ensures that the investment
process is closely aligned with ACC’s investment
objectives, rather than the business objectives of an
external fund manager; and

¢ there is no reason why ACC should not be able to at least
match the performance of external fund managers, so
long as high-quality staff can be employed.

ACC does not have the necessary expertise to manage
non-Australasian investments, so it gives the job to overseas
sector specialists. For example, ACC has contracts with:

¢ | P Morgan and Co, and Fidelity and Co, to manage
overseas equity investments; and

¢ Merrill Lynch Mercury Asset Management, to manage
overseas fixed interest investments.

Australian equity investments are managed by a combination
of in-house investment staff (who are responsible for
investments in large capitalisation companies in the
industrial sector) and external fund managers (who are
responsible for investments in small capitalisation companies
and companies in the resources sector).

ACCIDENT COMPENSATION CORPORATIé)N -
INVESTMENT POLICIES AND PRACTICES
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How External Fund Managers Are Selected
and Reviewed

527 ACC selects external fund managers based on its
assessment of who is most likely to achieve the best
returns for any type of investment.

528 External fund managers are reviewed every two years.
The review covers:

W
2
L

¢ the achieved returns relative to the appropriate bench-
marks and a comparison to other comparable managers;

¢ an outline of the decision-making process of the manager;
and

® an update on the investment methodology of the manager,
including an attempt to ascertain whether ACC’s
performance and positions have been consistent with
the stated investment strategy.

529 In addition to these two-yearly reviews, an external fund
manager is reviewed whenever its ownership changes,
senior managers leave, or the portfolio it manages under-
performs over a four-quarter period.

Governance

530 Figure 5.6 on the opposite page shows ACC’s internal
reporting and governance arrangements.

Board Oversight

5.31  ACC’s Board of Directors has established an Investment
Committee (comprising a number of members of the Board)
and delegated certain responsibilities to the Committee.
The Investment Committee’s primary responsibilities are:

® setting investment strategy;

® monitoring and reporting on fund performance;
¢ setting and monitoring trading limits; and

¢ appointing managers, bankers and consultants.

5.32 The Investment Committee meets monthly and provides
its minutes to the ACC Board. There is a standard ACC
Board agenda item covering the investment of funds.
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Figure 5.6
Internal Reporting and Governance Arrangements

ACC Board

Provision of
minutes and
monthly report.

ACC Board Investment
Committee

Monthly
reporting.

[ ACC Management ]

Reporting to the Investment Committee

5.33  ACC managers provide the Investment Committee with the
following information each month:

® investment activity report;

¢ investment portfolio as at the end of the month;
® details of daily exception reports;

* monthly performance figures;

® transaction summary;

® brokerage figures; and

¢ any other significant matters.

5.34  The investment unit produces a daily compliance report,
and any breaches of the Investment Manual are
immediately reported to the Chief Executive and the
Chairperson of the Investment Committee.
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Reporting to the Department of Labour and
the Minister of Accident Insurance

5.35

W
2
L

5.36

5.37

For 2001-02, Parliament is being asked to appropriate
$3.438 million to enable the Department of Labour to
provide the Minister of Accident Insurance with policy
advice, analysis, evaluation, research, monitoring, and
purchase advice in respect of the ACC.!

ACC provides both financial and non-financial information
to the Department of Labour on a monthly and quarterly
basis.

® Monthly financial information on funds management
includes:

* year-to-date net investment income;

e performance (for the month and the year to date) of
particular investments classes (New Zealand equities,
NZ bonds, etc); and

e brief explanations clarifying any trends or variations.

¢ Quarterly reports (required under the Service Agreement
with the Minister of Accident Insurance) provide further
detail about ACC’s funds management.

The Department of Labour reports quarterly to the Minister
of Accident Insurance, summarising the information
provided by ACC. This information is usually limited to
a description of how investment returns compare to their
relevant benchmarks over a one-year and a three-year
period.

60
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Our Overall Observations

538 ACC’s investments are a significant asset of the Crown.
The funds will continue to increase over the next ten years
(from $3,400 million to, perhaps, over $8,000 million) as
ACC moves to fully fund its future claims liabilities. ACC
has a very active approach to managing investment of its
funds, compared to other funds held by the Crown — for
example, the Earthquake Commission or the Government
Superannuation Fund.

539 ACC’s active approach has resulted in strong investment
returns over the last four years. The pursuit of higher
returns through an active approach invariably presents
greater risks. To date, ACC appears to have managed these
risks well, and has provided good information on invested
funds and their performance to the Department of Labour
and to the Minister of Accident Insurance.

540 We note that the Crown is now moving to a more active
approach to investment management in two other funds:

¢ the Earthquake Commission — by allowing a portion of
its funds to be invested in overseas equities; and

¢ the Government’s proposed New Zealand Superannuation
Fund.

541 These new, growing, and more actively managed funds
will present greater challenges for their managers
and monitors. As their auditor, we will maintain an
active interest in how they are managed.
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TIMING OF PURCHASE AGREEMENTS

Purchase agreements are a well-established part of the account-
ability relationship between a minister and a departmental chief
executive. To be most effective, a purchase agreement should be
agreed and signed by both parties before the start of the financial
year to which it relates.

Of the 49 purchase agreements for the 2001-02 year that
we looked at, 24 had not been signed before 1 July 2001, and some
had not been signed three months into the 2001-02 year.

6.1

6.2

6.3

Purchase agreements have been a key document for
intra-executive accountability since 1993, when they were
incorporated into the performance agreements between
ministers and chief executives of government departments
for the 1993-94 year.

Purchase agreements are an administrative rather than a
statutory requirement. Their use was an outcome of a
Cabinet decision following the recommendations of an
interdepartmental working party on output definition in
1992. The working party recommended that:

® a clear purchase phase be incorporated into the budget
process;

¢ decisions by Ministers on the outputs to be purchased
be documented in a purchase agreement with each
chief executive; and

¢ the agreement be updated regularly if what was agreed
between the Minister and the chief executive changed.

A purchase agreement sets out the outputs to be delivered
by the department during the year. These outputs are often
specified in considerably more detail than in the
department’s forecast report, in terms of:

® volume;
® price;
® timeliness; and

® quality.

B.29[01b]
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6.4

A chief executive generally provides the Minister with
quarterly reports of achievements against the targets
specified in the purchase agreement. The agreement may
also provide the basis of the work programme that drives
individual employee performance agreements in the
department.

An Alternative to the Purchase Agreement

6.5

6.6

6.7

More recently, in the Capability, Accountability and
Performance pilot project (CAP pilot) being led by the
State Services Commission, a small number of departments
have replaced:

¢ the purchase agreement with an output agreement; and

¢ the forecast report with a statement of intent (some
departments have incorporated the output agreement
into the statement of intent).

The CAP pilot draft evaluation paper notes that purchase
agreements had previously suffered from a lack of
impetus and central agency attention. Incomplete coverage
and weak performance measures have been part of the
problem.

One aim of the output agreement in the CAP pilot was to
provide more of a context for outputs — thereby helping to
link outputs with outcomes and strengthening accountability
for outputs actually delivered.

Timeliness of Reaching Agreement

6.8

The purchase agreements are documents that set the basis
of accountability for actual performance compared with
intended performance. Consequently, the agreements
should be completed and signed before the start of the
year to which they apply. They can be altered throughout
the course of the year, as long as they continue to align with
the output class appropriations in the department’s forecast
report.



6.9

6.10

6.11

6.12

6.13

TIMING OF PURCHASE AGREEMENTS

We looked at the 2001-02 purchase agreements or output
agreements for all departments (including some with
multiple agreements for multiple votes) and found in only
25 cases out of 49 that the Minister had signed the
agreement before 1 July 2001. Some were still not signed
by 30 September 2001. We are concerned that many of these
agreements are not being prepared in a timely way - that
is, agreed with the Minister and signed before the
beginning of the financial year.

Several departments said that their as-yet-unsigned
agreements were the same as their forecast report or
statement of intent, which meant (in effect) that they had
a purchase agreement in all but name. One department
(which was participating in the CAP pilot) said that it had
neither a purchase agreement nor an output agreement,
but what would have been in the output agreement was
included in its statement of intent that had been signed.
We counted this department as “signed”.

Use of the purchase agreement as a management tool — as a
basis for work planning and performance agreements with
staff — is made inefficient by lateness.

Select committees routinely ask to see a department’s
purchase agreement — often because of paucity of
information in the department’s forecast report. But purchase
agreements are not always available as a source of fuller
information because they are not prepared in a timely way.

In our view, while the present arrangements continue,
departments (and their ministers) should strive to have a
signed purchase agreement or output agreement in place
before the beginning of the financial year to which it
relates.

B.29[01b]
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Future Direction

6.14

6.15

As we have described, accountability documents are
evolving and changing form. We understand that, at a
more fundamental level, the practical value of a purchase
or output agreement is being questioned. Particular
considerations are:

¢ the compliance costs involved in preparing and reporting
against the agreement; and

¢ the utility of the agreement — especially to the minister
(and the Government) whose concern is more
appropriately directed at the outcomes that the under-
lying policies are attempting to achieve.

A statement of intent may well be a better vehicle for
‘agreement’ between a minister and chief executive, with
its greater focus on outcomes and how outputs are intended
to contribute to them. A document equivalent to a
purchase agreement could act more as a departmental
management tool, and still be available to the minister
and the select committee if they want that information.
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The health sector is going through significant change, with the
establishment of District Health Boards (previously Crown
Health Enterprises and Hospital and Health Services) and the
absorption of the Health Funding Authority into the Ministry of
Health. A number of significant issues affecting funding,
financial condition, and financial planning in the sector need
urgent attention.

7.1 We have a number of concerns about the quality of the
accountability to Parliament for health sector expenditure —
including;:

® a lack of information about health activities funded
through non-departmental output classes in Vote
Health;

® poor alignment between the financial planning cycles of
the Government and District Health Boards (DHBs) —
leading to problems in producing planning information
on a timely basis;

¢ the use of ‘deficit funding’ — that is, meeting part of the
cost of health services by DHBs running down their
equity or borrowing — leading to a need for future capital
appropriations to redress the problem;

® the re-emergence of the need for the Crown to give
letters of support to enable DHBs in poor financial
condition to satisfy us that they have correctly prepared
their annual financial statements using the ‘going
concern assumption’.
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Lack of Information About Health Activities
Funded Through Non-departmental
Output Classes

7.2

7.3

7.4

7.5

The total of appropriations for non-departmental output
classes in Vote Health for 2001-02 is $7,104 million. That
total is approximately 95% of all appropriations for Vote
Health.!

Many of the appropriations for the non-departmental
output classes are described in terms that are high-level
or vague, and do not meet the requirements for output
class appropriations — that the output classes are groupings
of homogeneous sets of outputs. The Cabinet has been
advised that this is the case, but has accepted the
explanation that there is no better alternative appropriation
class. In December 2000, it agreed to one non-departmental
output class for each DHB.

Under new funding arrangements for the health sector,
responsibility for allocating funds for most personal health
services and some disability support services is devolved
to the DHBs. The single appropriation for each DHB
(output classes O1-O21) is entitled Health and Disability
Support Services — [name] DHB.?

The common description for those output classes says that
the personal and disability services to be provided may
include, but are not limited to:

® primary care;
e pregnancy and childbirth services;

e primary diagnostic and therapeutic support services
(including laboratory and pharmacy services);

e dental health services;
e secondary surgical and medical services;

e tertiary services;
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1 Estimates of Appropriations, parliamentary paper B.5 Vol 1, pages 588-591.
2 Ibid.
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* mental health services;
e forensic services; and
e services for individuals with psychiatric disabilities.®

However, no information is provided on how much
funding is allocated to each of these services, either
nationally or by district — although they are services at
which budget initiatives are targeted.

The Ministry of Health (the Ministry) forecasts and records
expenditure on public health and disability services that
are not separately appropriated — at service levels such as
elective surgery, mental health, services to Maori, and a
range of primary care items (e.g. pharmaceuticals,
laboratory costs, and payments to general practitioners).
However, such expenditure categories are neither forecast
nor reported in public accountability documents, with the
result that Parliament’s oversight of the largest part of
Vote Health is severely limited.

Notwithstanding an environment of devolution of funding
to DHBs, the Ministry still needs to collect this type of
service-level information for policy purposes.

The Ministry has told us that it intends to provide
information on expenditure within the health sector in an
annual report to Parliament. This report will be based on
information provided by DHBs in their monthly financial
returns to the Ministry. The Ministry’s information will
indicate actual expenditure by service category, as
proposed, and will be a helpful additional source of
information about actual expenditure — thus addressing
part of our concern.

However, in December 2000 the Cabinet decided that, with
effect from 2001-02, the Minister of Health will make
an annual report to Parliament of consolidated DHB
expenditure, based on the audited expenditure figures in
DHB annual reports. But those figures are not broken
down into the different services on which the expenditure
has been made.

3 Ibid., page 602.

B.29[01b]

73




SEVEN

; i

ACCOUNTABILITY TO PARLIAMENT FOR

HEALTH SECTOR EXPENDITURE
o ol W

74

7.1

712

713

7.14

The Ministry comments that the new arrangements
involve DHBs being given funding with which they have
discretion to fund services in various ways — as long as they
comply with service coverage requirements. Notwith-
standing that discretion, in our view information on how
DHBs expect to spend the funding that they are given
should be available at the time of the Estimates, in order to
enable more thorough scrutiny of the appropriations
sought.

For instance, when a new initiative is announced in mental
health, it should be possible to see what difference that
new expenditure is expected to make to the expenditure
trend in mental health. If new funding in mental health
results in DHBs switching existing mental health funding
to other activities (as happened with additional funding
for elective surgery services some years ago), Parliament
will want to know that this is happening. It will want to
see a national picture in relation to national policy issues,
rather than 21 individual district pictures.

The Ministry points out that the New Zealand Public
Health and Disability Act 2000 requires that DHBs” State-
ments of Intent (SOIs) are to be with the Minister by 31 May
each year (although see comments in paragraph 7.19
on page 76), and that this is too late for aggregation of
information for the Estimates. We agree that this is so, but
this does not preclude higher-level forecasting information
being provided — which may indeed vary from the aggregate
planning information subsequently supplied by the DHBs.

In our view, the Ministry needs to make public — in an
easily understood form — how it expects health service
funding to be spent. The figures should be the Ministry’s
best estimate at the time of the Estimates. When the
Government announces in the Budget more funding for,
say, mental health, elective services, or primary health care,
Parliament should be able to see how much was spent in
that area previously and what difference the new funding
is likely to make. This is not possible with current
arrangements.
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Given the Government’s policy document The New Zealand
Health Strategy,* we would expect there to be some means
of monitoring how funding may be changing in pursuit
of the strategy and its objectives. Parliament needs to see
how a strategy is given effect, and the way that the funding
follows the strategy.

We applaud current intentions to focus on achievement of
health outcomes and to measure indicators that are likely
to relate to those health outcomes. But we also advocate
more complete reporting of performance — including
inputs, activities, and outputs. Our July 2001 publication
Reporting Public Sector Performance explains the compre-
hensive model of performance reporting more fully.®

The Health Committee’s report on the estimates of Vote
Health for 2001-02 noted that:

We have encountered difficulties in scrutinising this vote.
There is a lack of clarity as to what is being provided by the
appropriations. There is insufficient information about which
health services are provided by particular appropriations.
Funding for health services is now voted either by DHB
or centrally funded, such as some public health and disability
services. It would be helpful to have these funding streams
clearly defined. Information has been provided regarding new
funding initiatives although no specific information regarding
how these funds are spent on these services across the nation
are provided.

The Ministry should make available sufficient information
to enable our and the Health Committee’s concerns to be
addressed at the time of the Estimates examination.

4 Available on the Ministry’s web site www.moh.govt.nz

5 ISBN 0477 02877 2 — available on our web site www.oag.govt.nz

B.29[01b]
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DHB Planning — Information and Timelines

7.19

7.20

7.21

7.22

7.23

The Ministry’s 2001-02 national-level planning for DHBs,
and planning by individual DHBs, has been delayed. At the
end of September 2001, no DHB’s annual plan had been
finalised; nor (consequently) their SOIs — which summarise
the annual plan and must be presented to the House.
The Minister initially granted an extension until 30 September
2001 for receipt of the SOIs, but has since agreed that the
deadline for receipt from each DHB is two weeks after the
annual plan has been agreed with the Ministry.

Experience to date with finalising annual plans suggests
that the House is likely to see many 2001-02 SOIs well
into the financial year and (possibly) some after the year
has ended. The causes of this situation could lie in both
the Ministry and the particular DHB — where there may be a
reluctance to amend plans in line with central requirements.

DHBs have not received information about their future
funding in a timely way to enable them to plan for the
2001-02 year. The Health Funding Authority used to
receive advice in October of the likely funding to be
appropriated in the following year’s Budget, and was able
to pursue purchase negotiations accordingly. For 2001-02,
DHBs did not receive information from the Ministry about
funding for their hospital services until March 2001.
We understand that this was the earliest that the Ministry
was permitted to give the DHBs the information, but in our
view that is too late for sound planning.

The DHBs have been receiving from the Ministry further
information about their newly acquired contracts with
regional health service providers as late as September 2001
(for implementation in October 2001). Some DHBs are still
negotiating with the Ministry on details of funding for current
service delivery contracts, although the Ministry tells us that
there are only a limited number of issues being worked
through.

The 2001-02 year has been one of transition — with decisions
about devolution of contracts requiring Cabinet approval —
which has suffered a number of delays. However, what
needs to be recognised is that a much longer planning horizon
is required for DHBs to function efficiently and effectively.
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During 2001-02, DHBs are required to undertake five-year
strategic planning — similar to local government long-term
planning. However, unlike local government, DHBs have
limited prospective funding information in order to
engage in meaningful consultation about their plans.
We understand that the Ministry is currently preparing
strategic planning guidelines for DHBs, which will include
a set of common assumptions to be used.

We recommend that the Ministry carry out advance
planning and forecasting for the needs of the health
sector, so that DHBs are in a position to consult their
communities on a meaningful basis. The forecasts should
have some status and national consistency — even though
they may not be binding.

Multi-year appropriations (which are permissible under the
Public Finance Act 1989) would be a way of giving
DHBs firm indication of future funding that are reliable
enough to work with. Alternatively, DHBs could be given
(at the time of the Budget) the three-year forecasts of
their funding.

‘Deficit Funding’

7.27

7.28

A number of DHBs are in a situation of ‘deficit funding’,
whereby they are meeting part of the costs of the services
that they are providing out of their own or borrowed capital
in order to make up the difference between those costs and
the funding received from the Ministry.

We discussed this issue in our Second Report for 1998 under
the heading The Financial Condition of Crown Health
Enterprises.® Crown Health Enterprises (CHEs) needed
capital contributions from the Crown to redress their
deteriorating equity position that resulted from accumulated
operating deficits. Thus, the contributions were being
used not to expand the Crown’s investments in the CHEs,
but to provide working capital. This meant that Government
expenditure on health was understated because the capital
contributions were not part of Vote Health.

6 Parliamentary paper B.29[98b], pages 11-36.

B.29[01b]
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7.29

7.30

7.31

7.32

The aggregate of DHBs’ operating results for 2000-01 is not
yet publicly available. (The Ministry has given us an
unaudited figure of a deficit of $61.8 million. And we
cannot provide the information because — at the time of
writing — three DHBs had not presented their financial
statements to us for audit.) No firm forecast is available
but figures as high as $200 million are being mentioned for
the aggregate deficits that DHBs expect to incur in the
2001-02 year.

The Ministry has told us that additional funding available
to DHBs for their hospital services in the current year is
“very small”. DHBs have been unable to restrain costs to
manage within their funding. The Ministry is working
with DHBs to bring down deficits to the extent possible
through the annual planning processes. The Ministry’s
aim is to reduce the proposed DHB deficits without
reducing the levels of service to be provided, and it will be
looking to eliminate deficits over time. (This does not always
mean that previous deficits are recovered — rather, the DHB
will plan for a break-even result in two or three years time.)

A reliable forecast of aggregate deficits for 2001-02 will
not be available until the Minister has approved all SOlIs.
As we have already observed in paragraphs 7.19 and 7.20,
finalisation of an SOI is dependent on agreement between
the DHB and the Ministry on the annual plan, and all
SOIs might not be approved until near the end of the
financial year.

Our concern is that the deficits that have occurred in
2000-01 and the prospect of larger deficits in 2001-02
mean a return of:

® the ‘deficit funding’ issue; and

¢ greater expenditure on health services than the amount
reported as charged against the appropriations provided
in Vote Health by Parliament for the purpose.
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Letters of Support

7.33  Another consequence of the poor financial condition of
a number of CHEs that we reported on in 1998 was the
need for letters of support from the shareholding
Ministers so that the CHEs’ financial statements could be
prepared on the basis of the ‘going concern assumption’.’

7.34  The need has reappeared for the year ended 30 June 2001.
Letters of support have been required for (so far) 12 of the 21
DHBs so that the board members were able to prepare the
financial statements on a going concern basis.

7.35  Letters of support were in common usage between 1995-96
and 1997-98. In 1998-99 and 1999-2000 they were needed
less because of timely agreements about purchase contracts,
business plans, and (in some instances) new equity
contributions.

7.36  Re-emergence of the need for letters of support may also
reflect problems with the former policy of sustainable
funding path® — by which the Ministry had been pursuing
an approach to sector funding that took account of likely
cost increases and changing demographics. The Ministry
has told us that for 2001-02 there is no “sustainable funding
path” agreed within the health sector.

7.37 There has been an adjustment for the changing
demographic profile of the population, but funding for
hospital services was essentially unchanged between 2000-
01 and 2001-02 — despite considerable cost pressures and
the need to maintain service levels. While some efficiency
gains should always be sought, there are limits to the
extent that a funding shortfall can be expected to be met by
efficiency gains.

7 lbid., pages 22-25. The ‘going concern assumption’ is explained in paragraphs
10.13-10.14 on page 114.

8 Sustainable Funding for the Health and Disability Sector — An Overview: Ministry of
Health, April 1997.
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When Parliament is asked to agree to adjustments to appropriations
that it has already agreed to, it has a right to expect proper
explanation of why the adjustments are necessary.

In our view, the quality of the explanations being provided is
variable. Where the underlying reason for the adjustment rests
with the reliability of the forecast of the original appropriation, or
the quality of the controls over the expenditure incurred against
the appropriation, or both, this needs to be recognised and
addressed by the department responsible.

8.1 The purpose of this article is to discuss:

¢ the kind of information that we believe Parliament
should be given about the reasons for the need to
make adjustments (up or down) to estimates of
appropriations; and

¢ the circumstances that may give rise to the adjustments.

Providing Proper Explanations

8.2  When changes to appropriations are being sought, it
would be helpful to Parliament if the explanations
provided for variances matched the circumstances that
caused them. The Appendix on pages 86-87 sets out a
number of possible causes of variance.

8.3  Unless Parliament is provided with explanations for
variances that reflect the circumstances that gave rise to
them, Parliament cannot form a view about what action,
if any, it is appropriate to take in response. There is a
significant difference in the gravity of situations where
an appropriation breach resulted from an unforeseeable
forecast error and where it arose from a conscious
decision to disregard the terms of the appropriation.

8.4  In the context of the 2000-01 Supplementary Estimates, we
have observed that often there was a considerable range
in the quality of explanations provided to Parliament by
departments seeking adjustments in appropriations. In our

FORECASTING AND CONTRbL -
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8.5

view, not all of the descriptions given of the “Purpose of and
Reasons for Change” in the appropriations actually did so in
clear and understandable terms.

In future, we will be seeking to encourage a better
standard of explanations for adjustments to appropriations.

Adjustment Mechanisms

8.6

8.7

It is a truism that all forecasts, including financial forecasts,
are made in the context of some uncertainty about the
future. It follows that they may need to be adjusted in the
light of actual events. This truism is reflected in the existence
of pragmatic mechanisms for adjusting appropriations:

® Supplementary Estimates;

¢ the use of sections 5 (transfer of resources between output
classes) and 12 (unappropriated expenditure, expenses,
and liabilities) of the Public Finance Act 1989; and

¢ the Appropriation (Financial Review) Acts.

However, these mechanisms for adjusting appropriations
should not be thought of as convenient methods for “fixing
up” actual expenditure whenever and for whatever reason
that expenditure does not accord with appropriations. To
do so would tend to subvert Parliament’s control over
supply. When adjustments to appropriations are needed,
Parliament should receive sufficient information to justify
them.

Forecasts and Control

8.8

Forecasts are generally inter-related with controls. At one
extreme, a forecast may be made of events over which
there can be no effective control. At the other extreme,
a forecast may be made of events that are absolutely
controllable — in which case, the forecast is actually a
statement of intention. Most forecasts are made in
circumstances that fall somewhere in between.
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Where the events subject to forecast are not controllable,
the accuracy of the forecast depends on the quality of the
forecast model and the quality of the data applied in the
model. Where the events subject to forecast are completely
controllable, any variances will reflect either a failure of
control or an intentional deviation.

Reliability of Forecasts

8.10

8.11

8.12

8.13

Forecasts are generally made using:

® a model that reflects the way in which the world
behaves; and

e data that describes the state of the world at the time of
the forecast.

Forecast models are developed having regard to event
histories. They are an attempt to understand the way in
which the world will behave in the future based on
observations of how it did behave in the past. There is
an inescapable uncertainty in this — forecasters can never
be sure that the world will behave the same way in
the future.

Indeed, in relation to social and economic behaviour, it
very often doesn’t. As well, actual events may manifest
an element of “randomness”, which may be recognised in
the best available model but which nonetheless may see
actual events differing unpredictably from forecasts
derived from that model.

Like most activities, building a forecast model can be
done either well or badly. Both the Government and
Parliament are entitled to expect the job to be done well.
If forecasts are erroneously high, scarce resources may be
appropriated for a purpose for which they are not needed
and other worthwhile expenditure may not occur. If
forecasts are erroneously low, both the Government and
Parliament will be faced with having to provide for
expenditure that they did not expect.

B.29[01b]

85




EIGHT

86

5 i

FORECASTING AND CONTROL -

APPROPRIATIONS AND ADJUSTMENTS TO ESTIMATES
mE

Appendix
Why Estimates May Need Adjusting

Government Decision

® At a point in time after the enactment of the most recent
Appropriation Act, the Government makes a decision that
requires a new or an amended appropriation. This is
neither a forecast nor a control fault.

Pure Forecast Errors

® The forecast model did not adequately reflect the behaviour
of the real world. This is a forecast fault. The remedy is to
improve the forecast model.

¢ The forecast model was adequate, but the data applied in
the model was inaccurate or lacking. This is a data quality
fault. The remedy is to obtain more, or more reliable, data.

® The forecast model and data were both adequate, but
actual events differed from forecasts in a way that could
not have been foreseen. This is neither a forecast nor a
data fault. If the unexpected events were not simply
attributable to “randomness”, the forecast model should
be revised in the light of the new information.

Forecast and Control Errors

¢ The forecast model and/or the data were inadequate,
so actual events differed from expectations. Controls
available to the department were exercised in a way that
responded appropriately to actual events but differed from
forecasts. This is either a forecast model or a data fault (or
both), but not a failure of control. The remedy is to revise
the model and/or improve data reliability.
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® The forecast model and data were both adequate,
but actual events differed from expectations. Controls
available to the department were exercised in a way that
responded appropriately to actual events but differed
from forecasts. This is not a forecast or a data fault or a
failure of control. If the unexpected events were not simply
attributable to “randomness”, the forecast model should
be revised in the light of the new information.

The forecast model and data were both adequate, but
actual events differed from expectations. Controls
available to the department were not exercised in a way
that responded appropriately to actual events. This is not
a forecast or a data fault, but a failure of control. The
deficiency in controls should be remedied. Also, if the
unexpected events were not attributable to “randomness”,
the forecast model should be revised in the light of the new
information.

The forecast model and/or the data were inadequate, so
actual events differed from expectations. Controls available
to the department were not exercised in a way that
responded appropriately to actual events. This is either a
forecast model or a data fault (or both) and also a failure
of control. The remedy is to revise the model and/or improve
data reliability and remedy the deficiency in controls.

Control Errors

¢ The forecast model and data were both adequate but
controls available to the department proved inadequate
or were not exercised appropriately. This is a control fault
and the remedy is to improve the controls or the way in which
they are applied.

The forecast model and data were both adequate,
and actual events did not differ from expectations, but
controls available to the department were exercised
deliberately to pursue an outcome that differed from the
forecast. This is a decision fault, and represents a
fundamental and illegal breach of appropriation.

B.29[01b]
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MAORI TRUSTEE — GOVERNANCE AND ACCOUNTABILITY

B.29[01b]

In 2001 we assisted the Maori Affairs Committee in its inquiry
into the performance and current operations of the Maori Trustee.
Here we discuss further the issues affecting the Maori Trustee that
we raised with the Committee.

We consider that it is important — for both the clients of the Maori
Trustee and the Crown — that the issues of governance,
accountability, and accumulated liability to the Crown are resolved.

Who is the Maori Trustee?

9.1 The Maori Trustee is a statutory body, constituted as a
corporation sole under the Maori Trustee Act 1953 (the Act).
Under the Act, the Chief Executive of Te Puni Kokiri (the
Ministry) must carry out the role of Maori Trustee.

9.2 The Chief Executive of the Ministry can confer the position
on another officer of the Ministry with the prior consent of
the State Services Commissioner.! Since 1995, the position
of Maori Trustee has been conferred on the Ministry officer
holding the position of General Manager of the Maori
Trust Office. Currently, that officer is also the Deputy Chief
Executive of the Ministry.

What does the Maori Trustee do?

9.3 The Maori Trustee (the Trustee) can:

® on behalf of Maori individuals or groups, hold land or
other property in trust and manage it on their behalf;
and

® manage estates of deceased Maori.

9.4  Given these powers, the Trustee’s clients comprise Maori
individuals, hapu, iwi, trusts, and incorporations whose
assets the Trustee administers. In exercising those powers,
the Trustee’s role is to manage the assets to the clients’ best
advantage.

1 Section 4(2) of the Act.
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9.5

9.6

9.7

9.8

Management of Maori land is a major activity for the
Trustee.> This is as a result of the multiple ownership
regime applying to Maori land, which can lead to Maori
land having many different owners. Because any descendent
of an owner is able to succeed to a share of their ancestor’s
land interests, the number of owners can increase over
time.

This fragmentation of land title creates administrative
difficulties, as beneficial owners can become dispersed and
difficult to locate. In addition, as the number of owners
increases, the size of individual land interests — and (hence)
an owner’s share of any income from the land — decreases.
This can create a disincentive for many owners to maintain
an active interest in management of their land.

Where these circumstances arise, the owners may prefer to
have the Trustee manage their land interests for them. As at
31 March 2001, the Trustee was responsible for managing
around 105,000 hectares of Maori land (7% of all land
owned by Maori), with an associated annual rental income
of $8.3 million.

The Trustee provides a variety of client services:

® Property Management Services — including, among
other things:

e arranging for clients’ land to be leased or utilised —
which might require calling meetings of owners to make
decisions on the future of the land;

e collecting rental income from people who lease Maori
land, or who may use other resources associated with
Maori land (for example, minerals or forestry cutting
rights); and

* monitoring lessees” compliance with the terms of the
lease.
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9.9

9.10

Client Funds Management — involving the investing of
clients” funds either in the Common Fund or in Special
Investment Accounts to earn interest (see paragraphs
9.9 and 9.10).

Other Management and Administration Services —
involving responsibility managing several trusts and funds
for the benefit of Maori, including —

¢ the Maori Soldiers Trust;
e the Ngarimu VC 28" Maori Battalion Scholarship Fund;
* the Maori Purposes Fund; and

¢ residual estates and disabilities trusts.

The Trustee manages the following separate funds or
accounts:

General Purposes Fund — the Trustee’s own account
containing all revenue earned by the Trustee, which is to
be used for certain purposes prescribed by the Act.

Common Fund - comprising all money held by the
Trustee in trust for clients.

Special Investment Accounts — the funds held by the
Trustee in Special Investments that enable the Trustee to
provide clients with access to wholesale financial
markets. The Trustee invests the clients’ funds under
their direction.

Figure 9.1 on the next page shows the funds and services
administered by the Trustee.

L
B.29[01b]
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Figure 9.1
Funds and Services Administered by the Maori Trustee

Maori Trustee

)
Directly invest Special _
Investment >
<< Accounts [ Commissions
. Interest after commissions
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Clients Purposes
Fund
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Directly invest Common :recelva B
Fund Interest
<= payable?
- y Land and interest income N >
after property costs® A I ——

Land Income

Notes

1 Under section 28(3) of the Act, all interest received from the investment of money
in the Common Fund is to be paid into the General Purposes Fund.

2 Common Fund investments earn interest at market rates. The Maori Trust Office
Regulations 1954 specify the interest to be paid to clients on Common
Fund investments. The Trustee retains in the General Purposes Fund the margin
between interest earned and interest paid, and pays the level of
interest specified by regulation to the clients through the Common Fund.

3 Property costs include commissions, rates, inspection fees, and taxes.
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How are the Trustee’s functions carried out?

9.11

9.12

9.13

9.14

The Trustee’s statutory functions can be performed by:
¢ the Trustee himself, acting as a corporation sole;

¢ the Deputy Trustee, acting under the control of the Trustee;
and

¢ staff of the Maori Trust Office (MTO), acting under
written delegation by the Trustee.

The MTO is an office of the Public Service, which exists
within the Ministry. All staff of the Ministry are also officers
of the MTO.

The Ministry provides — through the MTO — full office
support services, including financial and human resource
management services. These services were originally
provided under a service level agreement that took effect
on 1 July 1994, but the agreement expired on 30 June
1995. There has been no subsequent formal agreement,
although the terms of the 1994 agreement have been
adhered to.

Figure 9.2 on the next page depicts the nature of the
relationships between the Ministry, the MTO, and the Trustee.

B.29[01b]
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Figure 9.2
Organisational Relationships

The Maori Trustee Te Puni Kokiri — Government Department
An independent statutory Management Services Provides financial management, accounting
body constituted under the and human resource management services
Maori Trustee Act 1953 — to the Maori Trustee under a service level

exists to provide specified agreement.
services to Maori.

Assists the Maori Trustee to The Maori Trust Office

perfor hi statutory functions. Part of the Ministry, it exists to provide
office services to the Maori Trustee.
The Maori Trustee Act provides for all
officers of the Ministry to be officers of
the MTO. They exercise the Maori
Trustee’s functions and powers
under delegation by the Maori Trustee.

How is the Maori Trust Office funded?

9.15

9.16

The cost of the services provided by the MTO is funded
by an appropriation through Vote Maori Affairs, Output
Class D6: Services to the Maori Trustee. The appropriation
for 2001-02 is $4.2 million (GST inclusive).?

The Act prescribes the various purposes for which the Trustee
can disburse money. However, these purposes do not
include the costs of the services provided by the MTO.*
Instead, the Act provides for the Minister of Finance to
requisition the Trustee to pay an amount into the Crown
Bank Account (out of the General Purposes Fund) for the
purpose of recouping ... money paid out ... for salaries and other
expenses of the [MTO].5
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3 Estimates of Appropriations, parliamentary paper B.5 Vol. II, page 789.
4 Section 17(3) of the Act.
5 Section 41 of the Act.
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9.17 To expand on the relationships depicted in Figure 9.2 on
the opposite page, Figure 9.3 below illustrates the sources

of income generally and the flow of services between the
Ministry, the Minister of Finance, the Trustee, the MTO,
and Maori clients.

Figure 9.3

Financial and Service Relationships

Parliament l Minister of Finance

Appropriation through Vote Maori Affairs to Has power to requisition under section 41 .
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Issues Arising from These Relationships

9.18

Three main issues arise as a result of these financial and
service relationships:

® the governance and accountability arrangements
surrounding the Trustee, the MTO, and the Ministry;

¢ the Trustee’s accumulated liability to the Crown; and

¢ the long-running review of the role and functions of the
Trustee.

Governance and Accountability
Arrangements

9.19

Given the role, legal status, and financial/service
relationships affecting the Trustee, in our view the Trustee
should be:

¢ independent of influence from the Crown or other
parties that could affect the Trustee’s ability to act in the
best interests of clients;

® accountable to:

e clients, for the activities carried out on their behalf;
and

e Parliament and the Crown, for the costs of the MTO
that are met out of public money.

Governance

9.20

9.21

Because the Chief Executive of the Ministry is the Trustee,
potential conflicts of interest arise. Each role has a different
set of obligations to the Crown and to the clients of the
Trustee.

The Ministry is responsible for the proper administration
of the Act. In this role, the Chief Executive and Ministry
staff must provide free and frank advice to the Minister of
Maori Affairs on the appropriateness or otherwise of the
role, functions, powers and accountabilities of the Trustee,
as provided by the Act.
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9.22 The Chief Executive of the Ministry is also governed by
the State Sector Act 1988 and is therefore ultimately
responsible to the Minister of Maori Affairs.

9.23 In addition, the Government has indicated a focus on
addressing issues of Maori land fragmentation, multiple
ownership, and uneconomic interests. These are issues
that the Ministry advises on and are of concern to the Trustee.

9.24 However, the Trustee’s primary responsibility is to the
Maori clients whose assets the Trustee manages. In
discharging this responsibility, the Trustee must act
independently of the Ministry in such things as:

¢ the acquisition of land;

® jnvestments and divestments;

® the administration of estates; and
® advocacy on behalf of clients.

9.25 The Act attempts to manage these potential conflicts by
providing for the Chief Executive to confer the position of
Trustee on another Ministry employee (see paragraph 9.2).

9.26 However, this approach to managing the potential conflict
of interest is reliant on the person given the position of
Trustee having no involvement in the management of the
Ministry’s policy and operations. As already observed (in
paragraph 9.2), the current Trustee is the Deputy Chief
Executive of the Ministry.

Accountability

9.27 The arrangements described in paragraphs 9.11 to 9.13
mean that:

® the sole source of administrative resources for the Trustee
is the MTO; and

¢ the value of the services that the MTO can provide is the
amount appropriated for the purpose (paragraph 9.15);
but

¢ the discharge of the Trustee’s functions determines the
level of demand for the MTO’s services.
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9.28

9.29

9.30

9.31

The Act does not require the Trustee to prepare an annual
report and annual financial statements. Consequently,
there is no statutory requirement for presenting to the
House an annual report including audited financial
statements. However, the Trustee does present those things
to the House, and has done so for a number of years.

The annual financial statements include an amount for the
Trustee’s operating costs that includes the costs of the
services provided by the MTO. The Trustee does not
provide any other basis of accountability for either
financial or service performance in respect of this Crown
support.

The information in the Trustee’s annual report and financial
statements predominantly reflects the Trustee’s accountability
to clients for the activities of the Common Fund and the
activities of the Trustees” General Purposes Fund.

The Ministry, rather than the Trustee, is accountable to
Parliament for the Crown funding used by the MTO in
supporting the Trustee.

Accumulated Liability to the Crown

9.32

9.33

9.34

As at 30 June 2001, the Crown recognised a liability from
the Trustee of $34.8 million (GST-inclusive). The liability is
currently increasing by approximately $300,000 to $350,000
a month.

The liability is based on the Crown’s expectation that the
Trustee will reimburse the Crown for the expenditure of the
appropriation for services provided by the Ministry —
through the MTO - to the Trustee (see paragraphs 9.11 to
9.16). The expectation arises through past practice and the
existence of a legislative mechanism for obtaining reim-
bursement.

The Trustee is of the view that the Crown’s expectation is
unrealistic, given the limited funds available to the Trustee.
There is also a question whether the liability amounts to a
debt in the legal sense.
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History of the Liability

9.35  Until 1990, the revenue earned by the Trustee was sufficient
to meet the expenses of the MTO. However, since that time,
the Trustee has not been in a position to fully reimburse the
Crown for those expenses.

9.36 In 1993, the Minister of Finance requisitioned $7.4 million
from the Trustee under section 41 of the Act (see paragraph
9.16).

9.37  In 1995, the Trustee and the Crown signed a Memorandum
of Understanding to clarify the arrangements relating to
the appropriated funds made available to the Trustee
through the Ministry. The Memorandum records that the
accumulated amounts of funds made available:

® before 30 June 1994 (totalling $10,038,795, after writing
off $4.144 million in 1992-93) were to be reimbursed to
the Crown once the proposed review of the Trustee was
completed and the future role and financial structure of
the Trustee ascertained;

® between 1 January 1995 and 31 March 1995 (totalling
$1,020,279) were to be reimbursed to the Crown in two
instalments, in April and May 1995; and

e after 31 March 1995, were to be reimbursed to the Crown
if the Trustee — using best endeavours — could do so.

Comment

9.38 Irrespective of whether the accumulated liability is a debt
recoverable by the Crown from the Trustee, the position is
unsatisfactory and needs to be addressed.

9.39 Clearly, the 1995 Memorandum of Understanding
anticipated that the issue would be addressed as part of the
arrangements to implement a new governance and funding
structure for the MTO following completion of the review.
However, the review has not been completed — and the
longer it remains uncompleted, the longer the matter
remains outstanding and the accumulated liability continues
to increase.
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Review of the Maori Trustee

9.40

9.41

9.42

Past Governments have intended to deal with the issues
we have outlined as part of a review of the role and functions
of the Trustee. A review started in 1992. The key agencies
currently involved in the review are the Ministry, the State
Services Commission, and the Treasury. The Crown Law
Office has provided legal advice from time to time.

These agencies have spent considerable effort in defining
policy and legal positions. However, little tangible progress
has been made. This appears to be due to a variety of factors
- including the complexity of the issues, staff turnover in
the agencies, and other competing policy and legislative
priorities.

We understand that there are two broad options currently
being considered to address the issues affecting the
Trustee:

® The Trustee and MTO could become a Crown Entity —
Under this option the Trustee would become a Crown
Entity with statutorily independent functions. The role
of the Trustee would transfer to the new entity and be
vested in the entity’s board. The entity would be
established as a statutory corporation. The Trustee
would be subject to the Public Finance Act 1989.

® The Trustee could remain a corporation sole, but with
enhanced governance and accountability arrangements
— Under this option the Trustee would remain a
corporation sole, and the General Manager of the MTO
would also be the Trustee. However, the Trustee would
not be able to hold any post in the Ministry. The Trustee
would -

* be directly funded by appropriation through a non-
departmental output class in Vote Maori Affairs;

* have a funding agreement with the Minister of Maori
Affairs; and

* have a service agreement with the Ministry for the
services provided by the MTO.
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These options focus on governance and accountability issues.
However, as noted above, resolution of the funding issue
is dependent on the outcome of the review.

Maori Affairs Committee Inquiry

9.44

9.45

9.46

The Maori Affairs Committee inquired into the performance
and current operations of the Trustee in April 2001. In its
report, the Committee expressed its concern that no obvious
progress had been achieved by the review. The Committee
also raised a number of issues — including (among other
things) the governance and accountability issues outlined
in paragraphs 9.19 to 9.31, and the accumulated liability
discussed in paragraphs 9.32 to 9.39.

The Committee recommended that the Government instruct
the agencies involved in the review to complete it by 31
December 2001. The Government, in response, agreed to
the recommendation of the Committee and instructed the
agencies to complete the review by 30 November 2001,
within the current priorities and resources of the
Government.

At the time of writing, we understand that the agencies
have completed the review and the Government is
considering their recommendations.

Comment

9.47

In our view, it is important for both the clients of the
Trustee and the Crown, that the governance, account-
ability and accumulated debt issues outlined above are
resolved as quickly as possible.

B.29[01b]

103







B.29[01b]

el
?Cﬁyt . Plea for funds
by university

105






5 i
FINANCIAL CONDITION OF TERTIARY
EDUCATION INSTITUTIONS

B.29[01b]

The overall financial condition of the tertiary education sector
has deteriorated since we last reported. A number of the tertiary
education institutions are under particular financial stress. For
various reasons, some struggle to maintain operating surpluses,
have poor financial positions, or have inadequate working capital
resources. As a consequence, we have seen delays in statutory
reporting and a range of costly measures as the Crown works
through options for the future of the institutions under stress.

Trends in Financial Performance

Past Experience (1994-1997)

10.1  In 1998, we reported on the financial performance of
tertiary education institutions (TEIs) from 1994 to 1997.!
We observed that the Crown’s principal expectation of
TElIs, rather than being centred on financial performance,
is that each TEI will deliver quality education. Nevertheless,
we believed that a TEI’s continuing ability to demonstrate
financial security and to offer high-grade facilities can be an
indicator of its success. In our opinion, the operating
results, working capital and equity position are key
indicators of a TEIs financial performance — with operating
results probably being the most critical of these.

10.2  We reported that the 1997 financial statements of all TEIs
complied with generally accepted accounting practice
(GAAP), and that aggregate operating results reflected
increased surpluses and improved equity positions.
Despite the aggregate operating surplus for 1997, however,
individual TEI results ranged from a deficit equal to 6.9% of
income to a surplus of 6.2% of income. Such variations
occurred within each of the sector subgroups: universities,
polytechnics, colleges of education, and wananga.

1 Tertiary Education Institutions: Financial Performance 1994 to 1997, Report of the
Controller and Auditor-General: Third Report for 1998, parliamentary paper B.29[98c],
pages 39-47.

2 Ibid, page 40.
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10.3

We found that all [39] TEIs were assessed as going concerns
in accordance with GAAP. However, 19 had negative
working capital at the end of the financial year.> Our analysis
indicated that TEIs had been funding building programmes
from working capital, rather than financing the cost of
infrastructural assets by selling longer-term investments
or raising long-term debt. (One TEI has since suggested to
us that some TEIs did not have the latter options readily
available to them - having little by way of longer-term
investments that could be realised, or the ability to arrange
debt security.)

Current Picture (1999 and 2000)

10.4

Since our 1998 report, the Ministry of Education (MoE) has
produced two reports on the tertiary sector.* The MoE’s
Tertiary Advisory Monitoring Unit (TAMU)® has also
recently presented to the Education and Science
Committee an overview of the tertiary sector.® TAMU
reported that (in aggregate) overall financial performance
of the TEIs was “relatively marginal”, although each sector
subgroup had a mix of strong and weak performances.
For the year ended 31 December 2000, TAMU reported
a number of key trends:

® negative working capital among polytechnics and
universities;

® inadequate cash cover in polytechnics — that is, cash
balances below TAMU’s recommended threshold of 8%
of operational outgoings (one month’s cover);

® inadequate operating surpluses of universities and
polytechnics — that is, surpluses below TAMU's
recommended threshold of 3% of income; and

® about one-third of all TEIs recording a net operating
deficit for 2000.

3 Ibid, page 47.
4 New Zealand'’s Tertiary Education Sector Profile and Trends 1998 and 1999.

5 Previously named (and referred to in our previous report as) the Tertiary Ownership
Monitoring Unit.

6 TEI Performance Trends 1996-2000, and Financial Trends and Performance in Tertiary
Education Institutions, Tertiary Advisory Monitoring Unit, 1 August 2001.
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10.5 The current picture is one of deteriorating financial
performance, more particularly in polytechnics. Table 10.1
on pages 124-125 shows the key information from TEI
annual financial statements for 1999 and 2000 (the audits of
which we are currently reporting on). The five figures on
pages 110-112 show our analysis of that information for
2000 compared with 1997 (the last year on which we
reported):

¢ There is an increasing incidence of operating deficits
in 2000 compared with 1997.7 Operating deficits were
incurred by 10 of 39 TEISs for the year ended 31 December
1997,10 of 38 TEIs® for the year ended 31 December 1999,
and 14 of 38 TEIs for the year ended 31 December 2000.
(See also Figures 10.1A and 10.1B on page 110.)

® In 2000 fewer universities and polytechnics recorded
operating surpluses that were above TAMU’s recom-
mended 3% of income. For 1997, three universities, nine
polytechnics, two of the four colleges of education, and
one of the three wananga had a surplus greater than
3% of income for the year.’ The figures for 2000 have
further deteriorated — two universities, six polytechnics,
three colleges of education, and one wananga. (See also
Figure 10.2 on page 111.)

® There were continuing instances of negative working
capital — 19 in 1997, 20 in 1999, and 17 in 2000. (See also
Figure 10.4 on page 112.)

10.6  Key issues associated with TEIs" deteriorating financial
performance are:

¢ Statutory reporting requirements have not been met,
with a considerable delay in the information about the
deteriorating situation being publicly available in some
cases.

7 It should be kept in mind that deficits can arise (as in the case of Waikato
Institute of Technology in 2000) because of a once-only circumstance, such as a
write-down in the value of fixed assets.

8 The number of TEIs decreased by one, due to the merger of Wellington Polytechnic
and Massey University.

9 B.29[98c], pages 51 and 52.
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Figure 10.1A
Operating Results (all TEls)
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Figure 10.1B
Operating Results (by type of TEI)
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Figure 10.3
Equity (by type of TEI)
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Figure 10.4
Working Capital (by type of TEI)
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® There has been significant financial stress in the most
critical cases — three involving the disestablishment/
merger of the TEI, and in all cases requiring significant
additional expenditure to effect adequate oversight.

Breach of Statutory Reporting Requirements

10.7  The annual reporting requirements for TEIs are specified
in the Education Act 1989 (the Act) and the Public Finance
Act 1989 (the PFA):

® each TEI is required to present its financial statements
for audit within 90 days of the end of the financial year;

¢ the audit is required to be completed within 30 days of
receipt of the financial statements; and

¢ audited financial statements are required to be presented
to the House of Representatives within six sitting days
of being returned by the auditor.

10.8 When TEIs meet these deadlines, the users of financial
statements are aware of the performance of the individual
TEIs and the sector as a whole, in a timely fashion.

10.9 For the year ended 31 December 1997 (when we last
reported), three TEIs failed to present financial statements
for audit within 90 days.

10.10 Table 10.2 on pages 126-127 sets out the date of receipt of the
financial statements for audit, in an auditable form, and the
date of the audit report for each of the TEIs for the 1999
and 2000 audits. It indicates that there were a high number
of breaches of either or both of the first two requirements
set out in paragraph 10.7 above, both in 1999 and in 2000.
Six of the TEIs were involved in breaches in both years.

10.11  The breaches were usually related to the financial condition
of the TEIs. In most cases the financial statements were
received late and/or the issuing of the audit report was
delayed while serious consideration was given to whether
or not the TEI was a going concern. In three cases, it
was over 12 months before audited financial statements
for 1999 were available.
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10.12

There are still two TEIs for which the 2000 audited
financial statements are not available. In one case the
financial statements have only recently been presented for
audit. In the other, the statements were presented,
incomplete, in April 2001, but with matters still to be
resolved.

What is the ‘Going Concern Assumption’?

10.13

10.14

10.15

10.16

An entity is assumed to be a going concern if it would
continue in existence for the foreseeable future and there
was no intention or necessity to liquidate or significantly
curtail the scale of its operations."

GAAP requires an entity to prepare its financial
statements on the appropriate basis, depending on
whether or not the going concern assumption is valid.
If we are not satisfied that the assumption is valid, we
expect the financial statements to be prepared on the basis
that the entity is not a going concern — that is, on a
disestablishment basis. In the event that the entity does
not do so, it receives an adverse audit opinion.

Public entities can run into financial difficulties from time
to time. Without Government support beyond that
provided for the production of outputs (which in the case
of TEIs is provided as a grant toward the costs of delivering
courses to students), the entity may have to cease operating
or significantly curtail its operations.

While it may be unusual that the Government would allow
a public entity to fail financially, it is not the auditor’s role
to anticipate the Government’s response to a public entity
in financial difficulty. If there is insufficient clarity about
the support that is available (from the Government,
financiers, or other parties), then it would not be
appropriate for the entity to prepare its financial statements
on the basis of the going concern assumption.

10 Institute of Chartered Accountants of New Zealand: Auditing Standard No. 520, 1998.
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Some TEls Failed to Satisfy the Going
Concern Assumption

10.17 During March and April 2000, as the audits for the year
ended 31 December 1999 were in progress, our auditors

gave serious consideration to the going concern status of
six TEIs.

10.18 In one case, the TEI had made a significant loss, had a
significant working capital deficit, and was subject to high
overhead costs in proportion to turnover. However, there
were plans in place to manage these difficulties, sufficient
to conclude that the TEI was a going concern.

10.19 In a second case, there was a 4.3% deficit as a percentage of
revenue, and deteriorating working capital. There were
sufficient assurances of support and improvement of the
situation in place to warrant the use of the going concern
assumption.

10.20 In the other four cases — given the seriousness of the
financial situation and the lack of a plan that could satisfy
us that the TEI would be able to continue operating — we
considered that the TEI was not a going concern, without
some assurance of support from the Government. The four
TEIs were:

¢ Central Institute of Technology;

¢ Taranaki Polytechnic (now the Western Institute of
Technology at Taranaki);

® Wairarapa Community Polytechnic; and

® Wanganui Regional Community Polytechnic.

What Caused the Delays?

10.21 The Ministers of Education and Finance declined to provide
an explicit guarantee of Government support to the four
TEIs without viable business cases. We received the
Ministers’ response to this effect on 16 May 2000.
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Central Institute of Technology

10.22

10.23

The Central Institute of Technology (CIT) decided at that
point that it was unable to continue operating into the
foreseeable future. It presented its 31 December 1999
financial statements for audit on 5 June 2000 - just over two
months late. However, CIT was unable to prepare its
financial statements on a disestablishment basis, so an
adverse audit opinion was issued on 22 June 2000.

The decision to disestablish CIT and merge it with Hutt
Valley Polytechnic — to take effect on 1 July 2001 -
was announced by the Minister of Education on 10 April
2001. Because of uncertainties around the valuation of
assets and possible exit costs, CIT was also unable to
prepare its 31 December 2000 financial statements on a
disestablishment basis, so an adverse audit opinion was
issued on 4 May 2001.

The Other Polytechnics

10.24

10.25

There were lengthy delays in the other three cases. The other
three TEIs believed that they were going concerns, and
would be able to produce viable business cases that would
satisfy the Government, elicit the required support, and
guarantee continuing operations in the coming year.
Interim approvals for Crown loans were given in June
2000 to cover the immediate cashflow difficulties, until
options for dealing with the medium-term viability of the
three polytechnics could be developed.

Considerable delays were experienced throughout this
process. Not the least delay was in each TEI obtaining
assurance as to whether the Government regarded the
business case it had submitted as viable, at least in the
medium-term. Without such assurance, none of the TEIs
was willing to submit its financial statements for audit,
knowing that they might be qualified on the basis that it
was inappropriate to prepare the financial statements
using the going concern assumption.
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10.26 The former Chairperson of Wairarapa Community Poly-
technic believes that some of the fault for the delays rests
with the slowness of the MoE'’s responses to business plan
proposals. The MoE, however, says that the business plans
as originally received from the TEIs were insufficiently
robust to be viable from the Government’s viewpoint.

10.27 We acknowledge that Ministers — in initially refusing to
provide assurance of support to TEIs — were focusing on
TEIs producing a sound business case. The Government
was nevertheless providing several other forms of
assistance.!

10.28 Aspects of poor management and governance have been
implicated in the institutions” failure. The MoE has told us
that, in all such cases to date, there has been a significant
element of management and governance failure. Indeed,
Crown Observers' and a Crown Manager'® were put in
place because of this.

10.29 The delays and outcomes varied in each of the three TEIs.

Taranaki Polytechnic

10.30 The 31 December 1999 financial statements of Taranaki
Polytechnic (TP) were originally presented for audit in
February 2000. TP presented a business case in June
2000. A loan of $900,000 was approved in June 2000 to
meet immediate cashflow difficulties. The loan was
subsumed into the $7.5 million Crown injection package —
notified to TP on 20 November 2000 — that was developed
to ensure its medium-term viability.

10.31 The appropriateness of TP preparing its financial statements
on the basis of the going concern assumption was still at
issue. It was not until April 2001 that we received sufficient
assurances that TP’s expected performance would see it
still able to continue operating into the foreseeable future.

11 Letter from the Ministers of Education and Finance to the Auditor-General, 16 May
2000.

12 Independent adviser to the TEI's Council and management, appointed by the Minister
of Education to represent the Crown’s interests.

13 A manager appointed by the Crown, with functions and powers similar to those of
a receiver, as a condition of the additional financial support provided to the TEI.
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10.32

Even then, there were fundamental uncertainties about
the projected proceeds from the sale of assets, and TP’s
ability to repay the loan elements of the Crown capital
injection package as they fell due.

TP’s 1999 financial statements received an unqualified audit
opinion issued on 30 April 2001, but with an “explanatory
paragraph” included in the audit report relating to those
fundamental uncertainties. As the issues of going
concern had been resolved, an unqualified opinion for the
31 December 2000 year was also issued on the same date.

Wairarapa Community Polytechnic

10.33

10.34

10.35

10.36

Wairarapa Community Polytechnic (WCP) believed, as 1999
drew to a close, that it required further support from the
Crown to be able to continue operating. WCP found itself
unable to present its 31 December 1999 financial statements
until the future options had been clarified, and it
proceeded to investigate merger options.

Early negotiations about merger options were unsuccessful.
After lengthy discussions an Order in Council determined —
on 2 October 2000 — that WCP would be disestablished,
and that its operations would be absorbed on 1 January
2001 into the Universal College of Learning (UCOL).

WCP’s financial statements for the year ended 31 December
1999 were not presented for audit until 13 February 2001.
The statements had by that stage been re-prepared on a
disestablishment basis — as was appropriate — and an
unqualified audit opinion was issued on 16 February 2001.

WCP’s financial statements for the year ended 31 December
2000 — when it ceased operations — were presented for audit
in September 2001. The audit report for 2000 has still not
been issued, because of valuation and severance payment
issues that require resolution.
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Wanganui Regional Community Polytechnic

10.37 Wanganui Regional Community Polytechnic (WRCP)
originally presented its 31 December 1999 financial statements
for audit on 14 April 2000, prepared on the basis of the
going concern assumption. We did not accept the going
concern assumption as an appropriate basis.

10.38 Over 2000 and 2001, WRCP’s Council and management,
and the Crown Manager who was subsequently appointed,
attempted to put together a recovery package that would
provide WRCP with a demonstrable path to financial
viability. However, the recovery package did not eventuate,
and the financial situation deteriorated over the period.

10.39 The Crown Manager reported in March 2001 that a
substantial input would be required if WRCP was to be
sustained. The Government provided interim cash cover.
A working party report proposed options, and the Minister
of Education (in consultation with the community)
considered these. The Crown Manager and the MoE
agreed that WRCP was not viable in the long-term.

10.40 As WRCP had presented its 1999 financial statements for
audit prepared on the basis of the going concern
assumption, an adverse audit opinion' was issued on
27 June 2001.

10.41 WRCP’s financial statements for the 31 December 2000
year were presented for audit on 27 April 2001, but the
audit opinion has still not been issued because of liability
and valuation issues that require resolution.

10.42 UCOL will assume responsibility for public tertiary education
in Wanganui from late-March 2002, in a community
partnership with WRCP."®

14 Adverse, as the financial statements had been wrongly prepared using the going
concern assumption.

15 Announcement by the Associate Minister of Education (Tertiary Education), 4 December
2001.
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Costs Associated with Poor Financial
Condition

Costs of Developing Long-term
Financial Solutions

10.43

10.44

Much of the delay centred on the failure of these TEls to
produce business plans that could satisfy Ministers about
their medium-term viability. When there has been a serious
deterioration in the financial position of the TEI, there may
well be management issues that make it a lengthy matter
to prepare a business case or recovery package to support
the going concern assumption. That was so in these cases.

During the last two years, the Crown has had to seek the
following extra appropriations to keep TEIs functioning:

® An additional $2.950 million was appropriated in
2000-01 for Central Institute of Technology, to address
its cash flow problems.

® There was an appropriation of $7.9 million in 2000-01 for
Wanganui for the same reason,'® and another loan of
$1.315 million made without appropriation, under
section 12(1) of the PFA in 2000-01. A further loan of
$3.965 million was authorised for 2001-02.

® In the case of Taranaki Polytechnic, there was an
appropriation of $8.4 million in 2000-01 for financial
assistance to the polytechnic by way of a Crown loan and
new capital to assist with restructuring its operations.'”

16 Supplementary Estimates of Appropriations for the year ending 30 June 2001, B.7 Vol 1,
page 149. We understand this was in the form of a loan of $7.5 million, $2.5 million of
which was due and payable by 31 January 2002, at an interest rate of 9% — which is
above commercial rates. The additional $900,000 was provided previously as a loan,
to be subsumed into the $7.5 million.

17 Ibid, page 149.
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Costs of Oversight

10.45 No statutory oversight mechanism was available at the
time these TEIs were in difficulty. Each - including CIT -
has needed the oversight of Crown Observers (or in one
case, a Crown Manager) for some time. Though we have
to date been unable to obtain from the MoE an accurate
account of the costs of this oversight for each TEI, the MoE
acknowledges them to have been significant. Some costs
have been incurred directly by the Crown, and others by
the TEL

10.46 The Crown Observers or Managers are still in place where
the TEI is still operating. Where it is not — for example, in
CIT and Wairarapa Community Polytechnic — a residual but
very limited role exists."

10.47 As well as this additional oversight, TAMU has substant-
ially stepped up the frequency and extent of its own
monitoring.

10.48 In our opinion the MoE needs to examine its mechanisms
for business planning support for TEls at risk, because
there are benefits to the Crown in providing oversight
and early intervention. We note that:

¢ The Government has recently appointed Crown Observers
to a number of poorly performing TEls to address
institutional failure at an earlier stage.

¢ The recently enacted Education Standards Act 2001
provides for improved accountability and support
mechanisms for TEIs at risk. In our submission to the
Education and Science Committee on the Bill we
suggested that mechanisms for appointment of a “limited
statutory manager” should be considered as an option
for TEls at risk — just as had been proposed for the
compulsory education sector. The Committee did not
adopt this suggestion. However, the Act makes
provision for the appointment of Crown Observers or
Commissioners for TEIs in appropriate circumstances.

18 The residual role relates solely to the provision of assistance to the former Council
in terms of the preparation of the final set of financial statements for the
disestablished institution.
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Costs of Replacement of Services

10.49

10.50

Where a TEI fails financially, the educational services that
it delivers may still be of high quality and sought after.
Development of alternative services (including the costs to
the new service provider) is costly. During the MoE’s
2000-01 financial year, there were appropriations of:

® $8 million for assistance with the costs involved in
disestablishing the Central Institute of Technology — which
had a total revenue of around $17 million — and incorporating
it within the Hutt Valley Polytechnic, now known as the
Wellington Institute of Technology.’ Further possible
costs of $17 million were envisaged and provided for.

o $4.6 million to meet the costs of the disestablishment of Wairarapa
Community Polytechnic — which, incidentally, had $4.6
million total revenue in 1999%° — and its incorporation into
the Universal College of Learning.? Of this $4.6 million,
UCOL received $2.56 million.

Other costs are expected to materialise in 2001-02 and
2002-03 relating to the restructuring of tertiary education
provisions for the Wanganui district. The recent decision of
a partnership with UCOL “brings with it an investment in
the Wanganui community of up to $48 million.” *

Other Costs and Risks

10.51

As well as these costs, there are other commitments and
risks that may crystallise when a TEI is disestablished.
Two issues in particular that have come to our attention
in the context of the audits referred to earlier are severance
payments and lease commitments.

19 Supplementary Estimates of Appropriations for the year ending 30 June 2001, B.7 Vol.1,
page 148.

20 Annual Report, page 17.

21 Supplementary Estimates of Appropriations for the year ending 30 June 2001, B.7 Vol .1,
page 149.

22 See footnote 15 on page 119.
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10.52 Severance payment procedures have caused concern in the
case of two TEIs. Similar problems have been evident in
other sectors, resulting in public complaints about “golden
handshakes”. In the next few months we will be looking
more generally at how public entities manage the risks
involved in entering into severance agreements with
senior employees.

10.53 Current and long-term lease liabilities may significantly
add to the costs and the difficulty of disestablishing the
TEI’s business.

10.54 There is also the risk of costs associated with legal action
which students may take as a result of the (costs associated
with) the disruption to their education. Former students of
CIT, for example, are suing for the costs involved in their
course being relocated to Auckland next year.”

Conclusion

10.55 This report presents a deteriorating picture of the overall
financial condition of the tertiary education sector. Three
TEIs (Central Institute of Technology, Wanganui Regional
Community Polytechnic, and Wairarapa Community
Polytechnic) have had to be merged with another
polytechnic, and another (Taranaki Polytechnic) is under
severe financial stress. Other TEIs are also struggling
financially to varying degress.

10.56 With the end of another financial year approaching, we will
continue to keep a close watch on the financial condition of
TEIs and the measures taken by the MoE to control the
situation.

10.57 We intend to report again on the subject next year.

23 NZ Education Review, 26 October 2001, page 2.
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School boards of trustees (boards) engage in fund-raising for a
variety of purposes — usually capital projects such as buildings
or sports facilities. This might be regarded as a normal and
legitimate activity of boards.

Some boards that we know of have entered into a type of contract
with a professional fund-raising company that, in our view,
involves making an unlawful investment by the board and puts
the board’s funds at risk.

The Minister of Education needs to consider whether a fund-raising
arrangement that involves making an investment is an appropriate
use of a board’s funds, given the risks involved.

Before entering into any formal relationship with a professional
fund-raiser, a board needs to make a careful assessment (after
seeking appropriate advice) of what it is letting itself in for, whether
it is likely to produce the outcome intended, and whether it needs
the Minister’s consent.

1.1 In April 2001 we became aware of five school boards of
trustees (boards) that had entered into a particular type of
contract with a professional fund-raising company to raise
funds for the benefit of their school. We do not know how
widespread this type of contract is, or whether similar
arrangements are being entered into by other public entities
that engage in fund-raising.'

Z
L
>
L
-
L

1.2 We examined all five of those contracts. Although varying
in some detail, typically they involve:

e the board paying to the fund-raising company a set fee
(in the region of $100,000-$200,000);

¢ the fee being paid in monthly instalments over a 12-18
month period; and

1 Members of the Fundraising Institute of New Zealand, who we consulted in the
preparation of this report, indicated to us that similar fund-raising schemes are being
run by other schools and other public entities — including hospitals, tertiary education
institutions and museums.
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11.3

11.4

11.5

11.6

® in return, the fund-raising company undertaking a
fund-raising campaign on behalf of the school in an effort
to raise a “target” amount.?

The target amount specified in the five contracts ranged
between $2 million and $5 million. However, there was
no requirement in the contracts for the fund-raising
company to achieve the fund-raising target, even when a
“Plan of Action” was mentioned in the contract.

The types of fund-raising activities undertaken include:

® approaching former pupils of the school seeking
donations or pledges of donations;

¢ approaching other community organisations — such as
the Lions, local community trusts, and the Lotteries
Grants Board - for grants or donations; and

® holding specific events where invited guests pay an
entry fee or buy goods.

All money raised from those activities would be paid to the
board.

We have two main concerns with this type of contract:

® in our view, it may involve making an unlawful
investment by the board; and

e it places the board’s funds at risk.

Unlawful Investment?

1.7

Under the Education Act 1989 (the Act) the fund-raising
contract appears to involve making an unlawful
investment by the board. Section 73 of the Act regulates
the way in which boards can invest money. In short, it
allows boards to invest money only in “safe investments” —
a registered bank or a public security.?

2 In addition, all five contracts provide either party with the right to terminate the
contract on one month’s notice for any reason.

3 “Public securities” include securities issued under section 53 of the Public Finance
Act 1989 or any provision of any other Act; and any loan or credit agreement,
guarantee, indemnity, bond, note, debenture, bill of exchange, Treasury bill,
Government stock, and any other security representing part of the public debt of
New Zealand.
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11.8  The object of section 73 is to protect boards’ funds and to
ensure that the inherent risks in investing their funds are
properly addressed and limited. If a board wants to invest
in anything other than a bank or public security, it must
obtain the consent of the Minister of Education (the
Minister).

11.9  The Act does not define what an “investment” is. In order
to determine whether a certain type of expenditure
constitutes an investment, we have adopted — in consultation
with the Ministry of Education (the MoE) — an approach
that looks at the purpose of the expenditure:

e if the primary purpose of the expenditure is to
discharge the functions of the board, the expenditure
is not an investment; but

e if it is to make more money (whether or not that money
would then be used to discharge the functions of the
board) the expenditure constitutes an investment.

11.10 On that basis, in our opinion the five fund-raising
contracts involve making investments, because the boards
are spending money by way of a set fee for the sole
purpose of making more money.

11.11  The Minister has given no consent that covers any of the
five contracts and, consequently, the contracts appear to
be unlawful. We have discussed the matter with the
MoE, which concurs with our opinion.

Z
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Funds at Risk

11.12 In none of the five contracts was there an obligation on the
company to achieve the fund-raising target in order to be
paid the agreed fee. Nor was there an obligation to follow
a “Plan of Action” devised for the fund-raising campaign.

11.13 The absence of such safeguards does little to ensure that
the board is likely to receive the expected return on its
money.
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Should Boards Make Fund-raising Investments?

11.14

11.15

11.16

11.17

A board may lawfully enter into a contract for fund-
raising. But, before doing so, a board should understand
the nature and financial implications of the contract and
(if required) obtain the Minister’s consent.

The Minister needs to consider whether a fund-raising
arrangement that involves making an investment is an
appropriate use of the board’s funds, given the risks
involved. If the Minister decides that it is, we would expect
that consent to any particular fund-raising investment
would be preceded by demonstration that:

® the board has given the proposal sufficient consideration;
and

® the contract contains adequate safeguards for the board
and minimises the risks to its funds.

Sufficient consideration by a board of a fund-raising
proposal would include:

® enquiring about alternative proposals that might be
available;

¢ assessing the feasibility of the related fund-raising
campaign;

¢ establishing the board’s liability for expenses and
whether the expenses are justifiable; and

® obtaining legal advice on the acceptability of the terms
and conditions of the proposed contract.

Because of the inherent risks in fund-raising schemes,
even the safeguards suggested in paragraph 11.16 may not
be adequate to provide assurance that the board will obtain
funds sufficient to:

® cover its outlays (especially the fee paid to, or retainable
by, the fund-raiser); and

* make the exercise worthwhile in terms of the objective
of the fund-raising.
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A board should not engage in a fund-raising scheme
unless it is satisfied that the scheme is:

¢ likely to achieve a ‘success threshold’ that will meet or
exceed an acceptable margin over the extent of risk
involved; and

® not unnecessarily putting its funds at risk.

Action Required

11.19

11.20

11.21

11.22

We understand that the MoE intends to include a section on
fund-raising contracts in its updated booklet Financial
Information for Schools, which is to be published on its web
site at the end of 2001 or the beginning of 2002.

In our opinion, the Minister should first consider
the advisability of boards fund-raising by way of
“investment” in the manner described in paragraph 11.2.
If the Minister considers such a type of investment to be
appropriate, the MoE should formulate and promulgate the
preconditions that a board will need to meet before the
Minister’s consent can be expected.

In respect of the contracts currently in force, more urgent
action is required — because:

¢ There may be other boards involved in, or at risk of
becoming involved in, similar fund-raising contracts.

¢ Aboard that remains a party to one of these fund-raising
contracts appears to be acting unlawfully and putting
its funds at risk. Boards in this position need to take
immediate action to either terminate the contract or gain
the Minister’s consent.

The MoE has told us that such contracts cannot gain the
Minister’s consent as they stand. It also says that — in
addition to its general advice to boards on the matter — it
will discuss the issue with the boards that have to date
been identified, with a view to the contract being
terminated or amended.

B.29[01b]
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11.23 If a contract is to be amended, the amendments should
result in a better balance between the risk and return to the
board (as described in paragraphs 11.17 and 11.18).

11.24  We will keep the situation under review.

ELEVEN
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