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Acquittal report

Background

Parliament rose on 7 October 2010 for the 27 November 2010 election. This
significantly shortened time lines for reporting on the annual financial statement audits
for the 2009-10 financial year. Accordingly, we produced interim reports on the annual
financial statement audits of the portfolio departments, local government, water and
public hospital sectors across July, August and September. This report acquits the final
results of the 2009-10 audits of all entities with 30 June 2010 balance dates.

This report is the sixth of seven reports to be presented to Parliament covering the
results of the audits. Appendix B lists those reports and time frames.

The purpose of this report is to provide the results of the audit of 445 entities with
30 June 2010 balance dates across:

e portfolio departments and associated entities

e local government

e public hospitals

e water entities.

It also analyses the quality of financial reporting and comments on financial
sustainability.

Overall conclusion

Parliament can have confidence in the financial reports, standard statements and
performance statements prepared for 30 June 2010.

The average time taken by portfolio departments, public hospitals and water entities to
finalise their financial statements substantially improved by one to three weeks to be
finished within eight weeks of balance date. Timeliness of local government financial
reporting remained consistent at around 11 weeks of balance date.

Indicators of financial sustainability show that short-term challenges exist for
self-funded state entities, public hospitals and water entities. There has however been
improvement in the financial sustainability of councils.
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Findings

Results of audits

Of the 445 entities included in this report, clear audit opinions were issued on the
financial reports of 443 entities. Clear audit opinions were issued on the standard
statements of all 79 local councils. Clear audit opinions were also issued on the
performance statements prepared by all 15 water entities, and 77 of the 79 local
councils. A clear audit opinion indicates that the financial reports and performance
statements were prepared in accordance with the applicable reporting framework.

A qualified audit opinion is issued when the financial report or performance statement
is materially different to the requirements of the relevant reporting framework, and
therefore, is less reliable and useful as an accountability document.

The four entities and the basis for not receiving clear opinions are detailed in Figure A.

Figure A
Exceptions where clear audit opinions were not issued
Entity Report Exception
Alpine Shire Performance N opinion issued
Council statement

Section 132 of the Local Government Act 1989 was
not complied with as the council did not prepare a
performance statement because the council’'s 2009—-10
budget did not include the prerequisite performance
targets and measures.

City of Greater Financial Qualification

ETEEEI report The net underlying result from operations as reported in

the comprehensive income statement did not accord
with AASB 101 as it excluded $37.83 million of items
that are part of normal council operations. This
misstated the net underlying result from operations
however as these items of expenditure were included in
‘other non operational expenses’ the council’'s
comprehensive result was not affected.

Public Transport ~ Financial Qualification

Ticketing report As a result of significant control weaknesses in the

Authority . . - .
myki system it was not possible to form an opinion on
the completeness and accuracy of myki revenue
collections for the 2009-10 financial year.

Yarra Ranges Performance  qualification

Shire Council statement

The performance statement did not comply with the
Local Government Act 1989 as the reported
performance targets and measures were not set in the
council’s original budget.

Source: Victorian Auditor-General’s Office.
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Acquittal report

The financial audit framework applied in the conduct of the 2009-10 audits is set out in
Appendix C.

In certain circumstances it is appropriate to draw attention to or emphasise a matter in

the audit opinion that is relevant to the users of an entity’s financial report but does not

warrant qualification of the audit opinion. Clear audit opinions that contained an

emphasis of matter were provided for 23 entities drawing attention to the uncertainty

around the going concern assumptions recognising proposed legislative changes and

other reforms that would:

¢ amalgamate the existing 12 regional waste management groups into seven

¢ amalgamate the Port Phillip and Westernport Catchment Management Authority
with Melbourne Water and establish four natural resource and catchment
management authorities to replace the remaining nine catchment management
authorities

e replace the Judicial College of Victoria with a new Judicial Commission of Victoria.

Quallity of financial reporting

The quality of financial reporting can be measured by the timeliness and accuracy of
the preparation and finalisation of the financial report.

To achieve efficient and cost effective financial reporting entities need to have well
planned and managed financial report preparation processes. The financial reporting
processes in all sectors were generally adequate.

An assessment of each portfolio department, local government, public hospital and
water sector entity’s financial report preparation process was made against better
practice. The elements of better practice financial report preparation are provided in
Appendix D.

Areas where further improvement can be achieved are:

e developing a financial report preparation plan that addresses resources, processes,
milestones, oversight and quality assurance practices to be applied in preparing the
financial report

e preparation and timely provision of a shell financial statement to audit so that issues
with disclosure requirements can be identified early

e undertaking a materiality assessment considering qualitative and quantitative
thresholds to assist with identification of potential errors

e performing rigorous quality control and assurance procedures to improve the
accuracy of the draft financial report.
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Where a performance report is prepared, the requirements and quality control reviews
to be conducted on the performance report should be specified in the financial
reporting preparation plan. Our review showed that where financial report preparation
plans were prepared by water entities, they generally did not include the requirements
for preparing the performance report. As a result, performance reports were not
subject to the same level of internal quality assurance as financial reports.

The average time taken to finalise financial statements substantially improved in
2009-10 in portfolio departments, public hospitals and water entities. This
improvement has been driven in part by a requirement issued by the Premier in 2010
that entities reporting under the Financial Management Act 1994 table annual reports
in Parliament on or before 16 September 2010.

The most significant improvement occurred in the water sector where corporations
took an average of 7.4 weeks (10.2 weeks 2008-09) to prepare their financial
statements and all financial statements were finalised four weeks earlier than in
2008-09. Portfolio departments took an average of 7.6 weeks (8.6 weeks in 2008-09)
and public hospitals took an average of 7.9 weeks (10.0 weeks in 2008—09), both
improvements on 2008-09.

Given the improved time frames achieved in 2009-10, portfolio departments, public
hospitals and water entities should maintain this momentum of earlier reporting.

Figure B shows the average time taken to finalise financial statements in each sector.

Figure B
Average time taken to finalise financial statements
Avg=17.6
Avg=11.1
Local government -
Avg=7.9
Avg=7.4
Water entities I I
4 5 6 7 8 9 0 n » B
Hapsed weeks after 30 June
Top 10 percentile 50th percentile 90th percentile Bottom 10 percentile

Source: Victorian Auditor-General’s Office.
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The timeliness of financial report preparation by local councils remained consistent
from 2008-09 to 2009-10. The average time taken for a council to prepare their
financial report was 11.2 weeks in 2008—09 and 11.1 weeks in 2009-10, considerably
longer than the other sectors. As local councils report under the Local Government Act
1989, there was no imperative on councils to report earlier due to the impending state
election.

Financial sustainability

To be financially sustainable, entities should have the capacity to meet current and
future expenditure as it falls due. They should also be able to absorb foreseeable
changes and financial risks materialising, without significantly changing their revenue
and expenditure policies.

Insight into the financial sustainability of entities is obtained from analysis of four core
financial sustainability indicators over a five-year period from 2005-06 to 2009-10. The
four core indicators used across all sectors, excluding regional library corporations, are
underlying result, liquidity, self-financing and capital replacement. These indicators
reflect each entity’s funding and expenditure policies, and indicate whether these
policies are sustainable.

More detail on the attributes and application of the indicators is provided in
Appendix E.

In addition to these four core indicators, other particular indicators are used in the
financial sustainability assessments of local government, public hospitals and water
entities which focus on areas of risk for each sector.

The financial sustainability indicators and assessments in this report flag departures
from the norm that warrant attention. To form a definitive view of any entities financial
sustainability requires a holistic analysis that moves beyond financial considerations to
include the entities operations and environment.

The trends and risks in this report need to be considered in light of the funding model
adopted for public sector entities. Specifically, the current funding model does not
provide depreciation funding to budget dependent entities, and capital grant funding is
allocated strategically across the public sector rather than progressively to each entity
when capital requirements are determined. However, governing boards are
accountable for financial management and performance. This situation blurs
accountability for governance and performance as management and governing bodies
do not have the resources and discretion to make decisions around asset maintenance
and replacement which can impact operational performance.
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Portfolio departments’ and associated entities

Financial sustainability analysis has been performed on the 46 self-funded state
entities that primarily generate their own revenue.

A summary of the five-year average financial sustainability results for each portfolio is
provided in Figure C.

Figure C
2009-10 financial sustainability risk assessment by portfolio
— self-funded entities

Portfolio High Low
Education and Early Childhood Development - -
Health -
Innovation, Industry and Regional Development 3
Justice 1

2

1

N -

= W

Planning and Community Development
Premier and Cabinet

Primary Industries -
Sustainability and Environment - -

B W N

Transport 3 =
Treasury and Finance — 1 —

Total 10 23 13
Source: Victorian Auditor-General’s Office.

Our financial sustainability assessment is that 10 of the 46 self-funded entities have an
overall high-risk rating at 30 June 2010.

The portfolios of Innovation, Industry and Regional Development, and Planning and
Community Development have three and two entities respectively, which have an
overall high-risk rating due to large underlying deficits. These entities generally operate
and maintain large state assets and record large depreciation expenses year on year.
The current state funding model allocates capital funding based on strategic priorities
therefore entities do not receive funding for annual depreciation expenditure.

Three entities in the Transport portfolio have an overall high-risk rating due to
insufficient liquidity as a result of short-term commitments for finance lease
repayments and borrowings. These financial commitments are guaranteed by
government.

Our financial sustainability assessment is that 23 of the 46 self-funded entities have an
overall medium-risk rating at 30 June 2010.
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The entities in the Planning and Community Development, Premier and Cabinet, and
Primary Industries portfolios that had an overall medium-risk rating was due to
high-risk self-financing assessments. The entities in these portfolios generally operate
large state assets however the revenue generated from their asset holdings is
insufficient to cover expenses and renew assets.

No sustainability issues were identified in the portfolios of Education and Early
Childhood Development and Sustainability and Environment.

Local government

Financial sustainability analysis has been performed on the 79 local councils and
12 regional library corporations (RLCs).

In addition to the four core sustainability indicators, two further indicators are assessed

for councils:

¢ indebtedness—measures a council’s ability to cover non-current liabilities from
revenues they generate themselves

e renewal gap—comparison of the rate of spending on renewing, restoring and
replacing existing assets, with depreciation.

These indicators reflect two particular risks for local councils—managing debt and
maintaining assets to sustain current service levels.

The financial sustainability of RLCs is assessed using three of the four core indicators
being underlying result, liquidity and capital replacement. The fourth core indicator of
self-financing is not applied to RLCs as they do not generate significant amounts of
own-source revenue and are reliant on member councils making annual contributions.

Figure D summaries the sustainability risk assessments for the 79 councils and the
12 RLCs.

Figure D
2009-10 financial sustainability risk assessment — local government

Category High Low

Councils

Inner metropolitan - 1 16
Outer metropolitan - 1 13
Regional city - - 11
Large shire - - 15
Small shire 1 2 19
Total 1 4 74
Regional library corporations 2 3 7

Source: Victorian Auditor-General’s Office.
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Overall, there has been improvement in the financial sustainability of councils with
low-risk rated councils increasing from 71 to 74, and medium-risk rated councils
decreasing from eight to four. However, one council has been rated high risk,
previously rated medium risk.

Buloke Shire Council is the only high-risk rated council in 2009-10. The council’s
liquidity ratio deteriorated in the year and will need to be closely monitored by the
council.

Four councils have been assessed as medium sustainability risks due to high-risk
capital replacement and or renewal gap indicators. For these councils, spending less
on assets compared to depreciation may indicate asset condition is deteriorating which
could affect service levels in the longer-term.

Two RLCs had high-risk ratings because of insufficient liquidity. This risk is mitigated
as both RLCs have commitments to receive council contributions in the new financial
year to meet the operating costs of the libraries for 2010-11.

Public hospitals

Financial sustainability assessments have been performed on the 87 public hospitals.

In addition to the four core financial sustainability indicators, the assessment of public
hospitals’ financial sustainability includes an indicator to assess the average number of
days of unrestricted cash that is available at year end to cover operating cash outflows.
Without adequate unrestricted cash reserves, public hospitals may need to restrict
operations or call upon the government for additional funding.

A summary of the five-year average financial sustainability results for each public
hospital category is provided in Figure E.

Figure E
2009-10 financial sustainability risk assessment — public hospitals

Category High Low

Public hospitals

Metropolitan 11 7 -
Regional 8 7 -
Rural 7 55! 12
Total 26 49 12

Source: Victorian Auditor-General’s Office.

Our financial sustainability assessment shows that 26 public hospitals were considered
high risk at 30 June 2010 (28 in 2008-09). This arises most commonly because they
were assessed as generating insufficient cash to be able to adequately fund their
operations.
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In 2009-10, 69 public hospitals recorded a negative underlying result compared to 39
in 2008-09. This was due to higher depreciation charges in 2009-10 as a result of the
revaluation of hospital buildings at the end of 2008—-09.

Prudent financial management practice requires the equivalent of at least one month’s
operating cash outflows to be available as unrestricted cash holdings, consistent with
the Department of Health funding model. On average the metropolitan and regional
hospitals were not able to fund their operations for more than 22 and 27 days
respectively, as at 30 June 2010.

Consistent with this outcome and our liquidity risk assessment, the Department of
Health concluded that 30 public hospitals in 2009—-10 (31 in 2008-09), did not comply
with the going concern test in the Australian accounting standards. Those respective
hospital boards were provided with a letter of comfort outlining that the department
would provide adequate cash flows to enable them to meet their financial obligations
up to September 2011, should this be required.

Water entities
Financial sustainability assessments have been performed on 19 water entities.

The financial sustainability assessments were conducted using the four core indicators

and the following two particular indicators:

e interest cover—measures an entities ability to meet ongoing interest payments
and ability to service debt

e debt-to-equity—longer-term measure that compares all current and non-current
interest-bearing liabilities to equity. It complements the liquidity indicator, which is a
short-term measure. A low-risk assessment indicates less reliance on debt to
finance the capital structure of an organisation.

Water entities have a high reliance on debt, therefore these additional indicators focus
on their ability to meet interest commitments and repay debt.

A summary of the outcomes of the sustainability assessment by water category is
provided in Figure F.

Figure F
2009-10 financial sustainability risk assessment — water entities

Category High Low

Water entities

Metropolitan 4 - -
Regional urban 5 - 8
Rural 1 - 1
Total 10 - 9

Source: Victorian Auditor-General’s Office.
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Overall, our financial sustainability assessment is that 53 per cent (10 of 19) water
entities have a high-risk rating. This was mainly because of underlying deficits and/or a
poor liquidity position. Generally, these entities have approval to refinance their
maturing debt and in recent years have refinanced the debt for a new term rather than
repay the debt.

The liquidity of the sector is deteriorating with 73 per cent of water entities receiving a
high-risk rating for liquidity in 2009-10 (37 per cent in 2005-06). The deterioration is
due to increased debt taken on to fund large scale infrastructure projects. The four
metropolitan entities have a high-risk rating due to tight liquidity. However, the four
entities have a strong interest cover position, indicating an ability to service their debt
as they generate profits and have positive cash flows from operating activities.

While the ability of the metropolitan and the regional urban sectors to fund new assets
and/or replace existing assets using cash generated by operations has declined, the
capital-replacement indicator shows an increase in the capital spend. The increased
spending has predominantly been financed by new debt.

The results of the indicators should be analysed in the context of the regulatory and
commercial environment in which these entities operate. Pricing arrangements are
regulated by the Essential Services Commission so that water entities have a
sustainable revenue stream, and all borrowings are obtained from the Treasury
Corporation of Victoria, which reduces the re-financing and liquidity risks in the short
term.

Recommendations
Recommendation Page
Water entities who prepare a performance report should integrate the Annex D: 7

preparation and approval of this report into their year-end financial
reporting plan and processes.

Entities should adopt the shortened annual reporting time frames Annex A: 12
achieved for the 2009-10 reporting cycle as the standard for future Annex.C: 38

reporting cycles.
Annex D: 9
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Structure of this report

This report provides an overview of the results from the 2009-10 financial statement
audits of 445 entities with 30 June 2010 balance dates in four sector categories. The
details in relation to entities within each category are reported in annexes as follows.

Report annex Sector description

Annex A: Portfolio Departments Provides the results of the audit of the 11 portfolio
and Associated Entities departments and 198 associated entities.

Annex B: Local Government Covers 104 entities comprising 79 local councils,

12 regional library corporations and 13 companies,
trusts and joint ventures controlled by local
councils.

Annex C: Public Hospitals Covers 112 entities comprising 87 public hospitals
and 25 associated entities.

Annex D: Water Entities Covers the 20 entities comprising four metropolitan
water entities, 13 regional urban water
corporations, two rural water corporations and one
controlled entity.

Submissions and comments received

In addition to progressive engagement during the course of audits, in accordance with
section 16(3) of the Audit Act 1994 a copy of this report, or relevant extracts from the
report, was provided to all portfolio departments and named agencies with a request
for submissions or comments.

The agency views have been considered in reaching our audit conclusions and are
represented to the extent relevant and warranted in preparing this report. Their full
section 16(3) submissions and comments, however, are included in Appendix F of this
Acquittal Report and in Appendix C of each relevant annex.

Audit conduct

The cost of preparing and printing the total report including Annexes A to D, was
$475 000.

Victorian Auditor-General's Report Acquittal Report: Results of the 2009—-10 Audits 11
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Appendix A.
Acronyms and glossary

A.1  Acronyms

AFR Annual Financial Report of the State of Victoria

APS Australian Public Service

AASB Australian Accounting Standards Board

CA Corporations Act 2001

DEECD Department of Education and Early Childhood Development
DOH Department of Health

DHS Department of Human Services

DIIRD Department of Innovation, Industry and Regional Development
DOJ Department of Justice

DOT Department of Transport

DPC Department of Premier and Cabinet

DPCD Department of Planning and Community Development

DPI Department of Primary Industries

DSE Department of Sustainability and Environment

DTF Department of Treasury and Finance

ESTA Emergency Services Telecommunications Authority

Fed Square Federation Square Pty Ltd

FMA Financial Management Act 1994
FMIT First Mildura Irrigation Trust
FRD Financial reporting direction

Victorian Auditor-General’'s Report Acquittal Report: Results of the 2009—-10 Audits 15



Appendix A. Acronyms and glossary

FTE
GAAP
GFS
GPAC
GSP
IASB

ICT

LG Act
LMW
MECC
MOU
PAEC
PSC
RLC
RTBA
SLA
SRO
STL
VACT
VAGO
VEMC
VPS

VTIO

Full-time equivalent

Generally accepted accounting principles
Government finance statistics

Geelong Performing Arts Centre

Gross state product

International Accounting Standards Board
Information and communications technology
Information system

Information technology

Local Government Act 1989

Lower Murray Urban and Rural Water Corporation
Melbourne Convention and Exhibition Centre
Memorandum of Understanding

Public Accounts and Estimates Committee
Victorian Professional Standards Council
Regional library corporation

Residential Tenancy Bond Authority

Service level agreement

State Revenue Office

State Trustees Limited

Victorian Arts Centre Trust

Victorian Auditor-General's Office

Victorian Funds Management Corporation
Victorian Public Sector

Victoria Trade and Investment Office Pty Ltd

16 Acquittal Report: Results of the 2009—10 Audits Victorian Auditor-General’'s Report



Appendix A. Acronyms and glossary

A.2 Glossary

Accountability

Responsibility on public sector entities to achieve their objectives, with regard to
reliability of financial reporting, effectiveness and efficiency of operations, compliance
with applicable laws, and reporting to interested parties.

Acquisition
Acquisition, in relation to assets, means establishing control over the asset,

undertaking the risks, and receiving the rights to future benefits, as would be conferred
with ownership, in exchange for a cost of acquisition.

Amortisation
The systematic allocation of the depreciable amount of an intangible asset over its
expected useful life.

Asset
A resource controlled by an entity as a result of past events, and from which future
economic benefits are expected to flow to the entity.

Auditor’s opinion

Positive written expression within a specified framework indicating the auditor’s overall
conclusion on the financial report based on audit evidence obtained. A clear opinion
indicates that the financial report has been prepared in accordance with the
requirements of the relevant legislation and Australian accounting standards.

Audit Act 1994

The Audit Act 1994 establishes the operating powers and responsibilities of the
Auditor-General. This includes the operations of his office—the Victorian
Auditor-General’s Office (VAGO) as well as the nature and scope of audits conducted
by VAGO. The Act also addresses the relationship of the Auditor-General with the
Public Accounts and Estimates Committee as the representative body of Parliament
and the Auditor-General’s accountability to Parliament for discharge of the position’s
responsibilities.

Capital expenditure

Amount capitalised to the balance sheet for contributions by a public sector entity to

major assets owned by the entity, including expenditure on:

° capital renewal of existing assets that returns the service potential or the life of
the asset to that which it had originally

° capital expansion which extends an existing asset at the same standard to a new
group of users.
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Clear audit opinion
An unqualified audit opinion is provided when the financial statements present fairly

the transactions and balances for the reporting period in accordance with the relevant
legislative framework.

Corporations Act 2001

The Corporations Act 2001 is an act of the Commonwealth of Australia that sets out
the laws dealing with business entities in Australia at federal and interstate levels. It
focuses primarily on companies, although it also covers some laws relating to other
entities such as partnerships and managed investment schemes.

Depreciation
The systematic allocation of the depreciable amount of an asset over its expected
useful life.

Emphasis of matter

An auditor’s report can include an emphasis of matter paragraph that draws attention
to a disclosure or item in the financial report. The addition of an emphasis of matter
does not affect the auditor’s opinion.

Entity

Is a body whether corporate or unincorporated that has a public function to exercise on
behalf of the state, or is wholly owned by the state, including: departments, statutory
authorities, statutory corporations and government business enterprises.

Expense

Outflows or other depletions of economic benefits in the form of incurrence of liabilities
or depletion of assets of the entity, other than those relating to contributions by owners,
that results in a decrease in equity during the reporting period.

Financial Management Act 1994

The Financial Management Act 1994 was developed to improve financial
administration and accountability and provide for annual reporting to Parliament by all
Victorian public sector agencies.

Financial sustainability

An entity’s ability to manage financial resources so it can meet spending commitments,
both at present and into the future.

Financial reporting direction

Financial reports are prepared in accordance with Australian Accounting Standards and
Interpretations as issued by the Australian Accounting Standards Board (AASB).
Where an AASB standard provides accounting treatment options, the Minister for
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Finance issues financial reporting directions to ensure consistent application of
accounting treatment across the Victorian public sector in compliance with that
particular standard.

Financial year
The 12-month period from 1 July to 30 June each year.

Internal control

A process affected by an entity’s structure, work and authority flows, people and
management information systems, designed to assist the entity accomplish specific
goals and objectives. Internal control is a means by which an entity’s resources are
directed, monitored and measured. It plays an important role in preventing and
detecting fraud and protecting the entity’s resources.

Investment

The expenditure of funds intended to result in medium- to long-term service and/or
financial benefits arising from the development and/or use of infrastructure or assets by
either the public or private sectors.

Liability
A present obligation of the entity arising from past events, the settlement of which is
expected to result in an outflow from the entity of resources embodying economic
benefits.

Materiality

Information is material if its omission or misstatement could influence the economic
decisions of users taken on the basis of the financial report. Materiality depends on the
size or nature of the item or error judged in the particular circumstances of its omission
or misstatement. Thus, materiality provides a threshold or cut-off point rather than
being a primary qualitative characteristic which information must have if it is to be
useful.

Quialified opinion in the auditor’s report

The types of qualified opinions in an auditor’s report and the basis for issuing these

opinions is as follows:

° A ‘qualified opinion’ is expressed when the auditor concludes that an unqualified
opinion cannot be expressed due to a disagreement with management, a conflict
between applicable financial reporting frameworks or a scope limitation; however
the effect is not so material and pervasive as to require an adverse opinion or a
disclaimer of opinion. The qualified opinion is expressed as being ‘except for’ the
effects of the matter to which the qualification relates.
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20

° A ‘disclaimer of opinion’ is expressed when a limitation of scope of the auditor’s
work exists and the possible effect of the limitation on scope is so material and
pervasive that the auditor has not been able to obtain sufficient appropriate audit
evidence and accordingly is unable to express an opinion on the financial
statements.
° An ‘adverse opinion’ is expressed when the effect of a disagreement with
management or a conflict between applicable financial reporting frameworks is so
material or pervasive to the financial statements that the auditor concludes that a
qualification is not adequate to disclose the misleading or incomplete nature of
the financial statements.
° An ‘emphasis of matter’ is expressed in certain circumstances to draw attention
to, or emphasise, a matter that is included in the note to the financial statements
that is relevant to the users of the auditor’s report but is not of such nature that is
affects the auditor’s opinion (i.e. the auditor’s opinion remains unmodified). The
circumstances in which an emphasis of matter is used are specified and include:
e when a significant uncertainty exists, the resolution of which depends upon
future events and which may materially affect the financial statements

e when information in a document containing the audited financial statements is
materially inconsistent with the financial statements

e when financial statements and the auditor’s report have been issued and a
fact is discovered that leads to revised financial statements and a new
auditor’s report being prepared.

Revenue

Inflows or other enhancements or savings in outflows of service potential, or future
economic benefits in the form of increases in assets or reductions in liabilities of the
entity, other than those relating to contributions by owners which results in an increase
in equity during the reporting period.

Risk

The chance of a negative impact on the objectives, outputs or outcomes of the entity.

Standard statements

Prepared by local councils, standard statements mirror the three general purpose
financial statements with additional columns showing the original approved budget and
a variance. A supporting narrative statement explains material variances between
actual and budgeted results.
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Appendix B.
VAGO reports on results of

audits

Figure B1

VAGO reports on results of audits

Report

Portfolio Departments:
Interim Results of the
2009-10 Audits

(2010-11:1 tabled
28 July 2010

Local Government:
Interim Results of the
2009-10 Audits

(2010-11:3 tabled
11 August 2010)

Water Entities:
Interim Results of the
2009-10 Audits

(2010-11:4 tabled
11 August 2010)

Public Hospitals:
Interim Results of the
2009-10 Audits

(2010-11:5 tabled
1 September 2010)

Auditor-General’s Report
on the Annual Financial
Report of the State of
Victoria, 2009-10

(2010-11:16 tabled
7 October 2010)

Acquittal Report:
Results of the
2009-10 Audits

(this report)

Victorian Auditor-General’'s Report

Description

Reported on the interim results of audits of the 11 portfolio
departments. It examined the effectiveness of internal controls
for IT systems; for identifying, declaring and managing conflicts
of interest; and for procurement. It also commented on financial
reporting developments.

Reported on the interim results of audits of 79 local councils,
13 agencies they control and 12 regional library corporations.

It examined the effectiveness of internal controls supporting the
preparation of the financial reports, controls over conflicts of
interest and IT change management.

Reported on the interim results of audits of 19 water entities.

It examined the effectiveness of internal control supporting the
preparation of the financial reports and aspects of how they
manage capital projects and creditors.

Reported on the interim results of audits of approximately
110 agencies in the sector. It examined the effectiveness of
internal control supporting the preparation of the financial
reports and aspects of how they manage leave and creditors.

Provided the result of the audit of the state’s annual financial
report. It examined the quality and timeliness of financial
reporting, explained significant financial results for the state and
made observations on the status and financial implications of
the more significant projects and developments.

Provides the results of the annual financial statement audits of
445 agencies across the portfolio departments and associated
entities, and the local government, public hospital and water
sectors. The report comments on the quality of financial
reporting and financial sustainability.
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Appendix B. VAGO reports on results of audits

Figure B1
VAGO reports on results of audits — continued
Report Description
Tertiary Education and The report will provide the results of the annual financial
Other Entities: statement audits of approximately 110 entities that end their
Results of the 2010 financial year other than on 30 June 2010. It will examine
Audits timeliness of their financial and performance reporting, the

effectiveness of their internal control, their financial
sustainability and aspects of how they manage creditors,
employee costs and student fee revenue.

Scheduled to be tabled in Parliament in May 2011.

Source: Victorian Auditor-General's Office.
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Appendix C.
Financial audit framework

An annual financial audit has two aims:

° to give an opinion consistent with section 9 of the Audit Act 1994, about whether
financial reports are fairly stated

° to consider whether there has been any wastage of public resources or any lack
of probity or financial prudence in the management or application of public
resources, consistent with section 3A(2) of the Audit Act 1994.

The financial audit framework applied in the conduct of the 2009—-10 audits is set out in
the Figure C1.
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Figure C1
Financial audit framework

Planning

Planning is not a discrete phase of a financial audit, rather it continues throughout the engagement.

However, initial audit planning is conducted at two levels:

e  Ata high or entity level, planning involves obtaining an understanding of the entity and its
environment, including its internal controls. The auditor identifies and assesses: the key risks facing
the entity; the entity’s risk mitigation strategies; any significant recent developments; and the entity’s
governance and management control framework.

e Atalow or financial reports line item level, planning involves the identification, documentation
and initial assessment of processes and controls over management, accounting and information
technology systems.

The output from the initial audit planning process is a detailed audit plan and a client strategy document,

which outlines the proposed approach to the audit. This strategy document is issued to the client after initial

audit planning and includes an estimate of the audit fee.

Conduct

The conduct phase involves the performance of audit procedures aimed at testing whether or not financial

statement balances and transactions are free of material error. There are two types of tests undertaken

during this phase:

e  Tests of controls, which determine whether controls identified during planning were effective
throughout the period of the audit and can be relied upon to reduce the risk of material error.

. Substantive tests, which involve: detailed examination of balances and underlying transactions;
assessment of the reasonableness of balances using analytical procedures; and a review of the
presentation and disclosure in the financial reports, for compliance with the applicable reporting
framework.

The output from this phase is a final (and possibly an interim) management letter which details significant

findings along with value-adding recommendations on improving controls and processes. These

documents are issued to the client after any interim audit work and during the reporting phase.

Reporting
The reporting phase involves the formal presentation and discussion of audit findings with the client
management, and/or the audit committee. The key outputs from this process are:
e A signed audit opinion, which is presented in the client's annual report alongside the certified financial
reports.

e Areport to Parliament on significant issues arising from audits either for the individual entity or for the
sector as a whole.

Source: Victorian Auditor-General’s Office.
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Appendix D.
Better practice —financial

report preparation

Figure D1
Selected better practice—financial report preparation

Key area Better practice

Financial report A plan should be established which outlines the processes, resources

preparation plan required, milestones, oversight, and quality assurance practices
required in preparing the financial report.

Preparation of shell The preparation and timely provision of a shell financial report to audit

statements allows for early identification of amendments, minimising the need for

significant disclosure changes at year-end.

Materiality An assessment of materiality, including quantitative and qualitative

assessment thresholds, should be established at the planning phase in consultation
with the audit committee. Materiality assists the preparers in assessing
potential errors in the financial report.

Monthly financial Full accrual monthly reporting should be adopted to assist in preparing

reporting the annual financial report. This allows for the year-end process to be an
extension of the month-end process.

Rigorous quality A review of the supporting documentation, data and the financial report

control and itself should be undertaken by an appropriately experienced and

assurance independent officer prior to providing to audit.

procedures

Supporting Documentation should be of a high standard, support and validate the

documentation financial report, and provide a management trail.

Rigorous analytical Rigorous and objective analytical review procedures should be

reviews undertaken during the financial report preparation process to help to
improve the accuracy of the financial report.

Reviews of Quality control and assurance processes should be sufficiently robust to

controls/self provide assurance to the audit committee as to the accuracy and

assessment completeness of the financial report.

Competency of staff Preparers of the financial report should have a good understanding and
experience in applying relevant accounting standards and legislation. In
addition they require project management and interpersonal skills.

Financial compliance  Periodic compliance reviews should be undertaken to identify areas of
reviews non-compliance or changes to legislation that impact the financial report.

Adequate security Sensitive information should be protected and safeguarded throughout
the process to prevent inappropriate public disclosure.

Source: Victorian Auditor-General's Office and Australian National Audit Office Better Practice
Guide Preparation of Financial Statements June 2009.
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Appendix D. Better practice—financial report preparation

Assessment of each entity’s performance against better practice was based on the
following criteria:

° no existence—function not conducted by the entity

° developing—partially encompassed in the entity’s financial reporting preparation

processes

° developed—entity has implemented the process, however it is not fully effective
or efficient

° better practice—entity has implemented processes which are effective and
efficient.

The ranking in each area reflects our assessment of the adoption, efficiency and
effectiveness of each better practice.
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Appendix E.
Financial sustainability

iNdicators and criteria

Figure E1
Four core indicators of financial sustainability
Indicator Formula Description
Underlying Adjusted net A positive result indicates a surplus, and the
result (%) result/ larger the percentage the stronger the result.
underlying A negative result indicates a deficit. Operating
revenue

deficits cannot be sustained in the long term.

Net result and total underlying revenue is
obtained from the comprehensive operating
statement and is adjusted to take into account
large one-off (non-recurring) transactions.

Liquidity Current assets/  This measures the entity’s ability to pay existing
current liabilities  liabilities in the next 12 months.

A ratio of one or more means that there are more
cash and liquid assets than short-term liabilities.

Current liabilities have been adjusted to exclude
those liabilities not expected to be settled within
the next 12 months including employee
provisions and prepaid funerals.

Self-financing  Net operating Measures the ability to replace assets using cash
(%) cash flows/ generated by operations.
underlying : ;
The higher the percentage the more effectively
revenue this can be done.
Net operating cash flows are obtained from the
cash flow statement.
Capital Cash outflows Comparison of the rate of spending on
replacement for property infrastructure, property, plant and equipment and
plants and intangibles with depreciation.
eqmpment/ This is a long-term indicator, as capital
depreciation

expenditure can be deferred in the short term if
there are insufficient funds available from
operations, and borrowing is not an option.

Cash outflows for property, plant, equipment,
infrastructure and intangibles are taken from the
cash flow statement. Depreciation and
amortisation is taken from the comprehensive
operating statement.

Source: Victorian Auditor-General’s Office.
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Indicator

Local government

Indebtedness
(%)

Renewal gap

Public hospitals

Average number
of days cash
available

Water entities
Interest coverage

Debt-to-equity
(%)

Source: Victorian Auditor-General’s Office.

Appendix E. Financial sustainability indicators and criteria

Figure E2

Additional sector specific indicators

Formula

Non-current
liabilities/
Own-sourced
revenue

Renewal and
upgrade

expenditure/
Depreciation

Cash balance at
year-end/
(operating cash
outflow/365)

Net operating
cash flows
before net
interest and tax
payments/net
interest
payments

Debt/equity

Acquittal Report: Results of the 2009-10 Audits

Description

Comparison of non-current liabilities (mainly
comprised of borrowings) to own-sourced
revenue. The higher the percentage, the less
able councils are to cover non-current liabilities
from the revenues they generate themselves.

Own-sourced revenue is used (rather than total
revenue) because it does not include capital
grants, which are usually tied to specific projects.

Comparison of the rate of spending on existing
infrastructure, property, plant and equipment
through renewing, restoring and replacing
existing assets with depreciation. Ratios higher
than 1:1 indicate that spending on existing assets
is greater than the depreciation rate.

Similar to capital replacement, this is a long-term
indicator, as capital expenditure can be deferred
in the short term if there are insufficient funds
available from operations, and borrowing is not
an option.

Measures how many days of operating cash
outflows can be funded by the cash balance at
year-end.

Cash and cash equivalents balance is obtained
from the balance sheet and excludes monies
held in trust and restricted funds. Operating cash
outflows are obtained from the cash flow
statement.

This measures the entity’s ability to meet
ongoing interest payments and therefore service
debt.

Net operating cash flows and net interest and tax
payments are obtained from the cash flow
statement.

This is a longer-term measure that compares all
current and non-current interest-bearing liabilities
to equity.

It complements the liquidity ratio, which is a
short-term measure. A low ratio indicates less
reliance on debt to finance the capital structure of
an organisation.
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Appendix E. Financial sustainability indicators and criteria

The risk assessment of the liquidity indicator at public hospitals is based on criteria that differs
to that set out above. The Department of Health considers a public hospital as a liquidity
concern if the indicator is below 0.7, and a medium risk if between 0.7 and 1.0. There are no
liquidity concerns if the indicator is above one.

The overall financial sustainability risk assessment is calculated using the ratings determined
for each indicator outlined in Figure E4.

Figure E4
Overall financial sustainability risk assessment

. High risk of short-term and immediate sustainability concerns indicated either:
° red underlying result indicator
° red liquidity indicator
° red average number of days cash available indicator (public hospitals)
° red interest coverage indicator (water).

Medium risk of longer-term sustainability concerns indicated by either:

° red self-financing indicator

° red self-financing indicator and red indebtedness indicator (local government)
° red capital replacement indicator

° red renewal gap indicator (local government)

° red debt-to-equity indicator (water).

. Low risk of financial sustainability concerns—there are no high-risk indicators.
A Anincreasing indicator that is an improving trend.
No substantial trend.

VW  Adecreasing indicator that is a deteriorating trend.

Source: Victorian Auditor-General's Office.
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Appendix F.
Avait Act 1994 section 10—

sUbMIssIioNs and comments

Introduction

In accordance with section 16(3) of the Audit Act 1994 a copy of this report, or
relevant extracts from the report, was provided to portfolio departments and named
agencies with a request for submissions or comments.

The submissions and comments provided for publication are not subject to audit nor
the evidentiary standards required to reach an audit conclusion. Responsibility for the
accuracy, fairness and balance of those comments rests solely with the agency head.

Contents

° Audit Act 1994 section 16 submissions and comments received .............c........ 32
o Department of HEaAlth ... 32
e Department of Planning and Community Development ..........cccccceeviiiinnee. 34
®  City OF WOUONGA ..ooiiiiiiiiiiiee ettt e e e e ee e e e e e s enne 37
o Yarra Plenty Regional LiDrary ... 39

° Auditor-General’s acquittal response to the CEO of the
Yarra Plenty Regional LiDrary ... 42
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Submissions and comments received

RESPONSE provided by the Secretary of the Department of Health
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RESPONSE provided by the Secretary of the Department of Health — continued
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Appendix F. Audit Act 1994 section 16—submissions and comments

RESPONSE provided by the Secretary of the Department of Planning and
Community Development
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RESPONSE provided by the Secretary of the Department of Planning and
Community Development — continued
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Appendix F. Audit Act 1994 section 16—submissions and comments

RESPONSE provided by the Secretary of the Department of Planning and
Community Development — continued
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RESPONSE provided by the CEO of the City of Wodonga
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RESPONSE provided by the CEO of the City of Wodonga — continued
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RESPONSE provided by the CEO of the Yarra Plenty Regional Library
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Appendix F. Audit Act 1994 section 16—submissions and comments

RESPONSE provided by the CEO of the Yarra Plenty Regional Library —
continued
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RESPONSE provided by the CEO of the Yarra Plenty Regional Library —
continued
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Auditor-General’s acquittal response to the CEO of the Yarra Plenty Regional
Library
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Auditor-General’s acquittal response to the CEO of the Yarra Plenty Regional
Library — continued
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Auditor-General’s reports

Reports tabled during 2010-11

Report title Date tabled
Portfolio Departments: Interim Results of the 2009-10 Audits (2010-11:1) July 2010
Taking Action on Problem Gambling (2010-11:2) July 2010
Local Government: Interim Results of the 2009-10 Audits (2010-11:3) August 2010
Water Entities: Interim Results of the 2009-10 Audits (2010-11:4) August 2010
Public Hospitals: Interim Results of the 2009-10 Audits (2010-11:5) September 2010
Business Continuity Management in Local Government (2010-11:6) September 2010
Sustainable Farm Families Program (2010-11:7) September 2010
Delivery of NURSE-ON-CALL (2010-11:8) September 2010
Management of Prison Accommodation Using Public Private Partnerships September 2010
(2010-11:9)

Soil Health Management (2010-11:10) October 2010
Sustainable Management of Victoria's Groundwater Resources (2010-11:11) October 2010
The Department of Human Services’ Role in Emergency Recovery October 2010
(2010-11:12)

Access to Ambulance Services (2010-11:13) October 2010
Management of the Freight Network (2010-11:14) October 2010
Security of Infrastructure Control Systems for Water and Transport October 2010
(2010-11:15)

Auditor-General’s Report on the Annual Financial Report of the State of Victoria, October 2010
2009-10 (2010-11:16)

Restricting Environmental Flows during Water Shortages (2010-11:17) October 2010
Victorian Registration and Qualifications Authority (2010-11:18) October 2010

VAGO'’s website at <www.audit.vic.gov.au> contains a comprehensive list of all reports issued by VAGO.
The full text of the reports issued is available at the website.



VAGO

Victorian Auditor-General’s Office
Auditing in the Public Interest

Availability of reports

Copies of all reports issued by the Victorian Auditor-General's Office are available
from:

Information Victoria Bookshop
505 Little Collins Street
Melbourne Vic. 3000
AUSTRALIA

Phone: 1300 366 356 (local call cost)
Fax: +61 3 9603 9920
Email: <bookshop@dbi.vic.gov.au>

Victorian Auditor-General's Office
Level 24, 35 Collins Street
Melbourne Vic. 3000
AUSTRALIA

Phone: +61 3 8601 7000

Fax: +61 3 8601 7010

Email: <comments@audit.vic.gov.au>
Website:  <www.audit.vic.gov.au>
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