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Key messages

Key messages

Audit of
financial e Unqualified independent auditor's report on the 2015/16 financial statements.
statements

e Operated within its grant in aid resource limits for 2015/16 including planned surrender of £0.975 million of funding
Financial to the Scottish Government on request.

Position e Stable short-term financial position.
e Scottish Government review of Highlands and Islands Enterprise’s roles and responsibilities is ongoing.

Governance & e Sound and well established governance arrangements in place.
accountability e Systems of internal control operated effectively during 2015/16.

¢ A performance management framework is in place with all performance measures achieved in 2015/16.

Best Value e The recommendations in the report Supporting Scotland’s economic growth: The role of the Scottish Government
and its economic development agencies are being reviewed.

Highlands and Islands Enterprise Page 3



Introduction

Introduction

This report is a summary of our findings arising from the 2015/16
audit of Highlands and Islands Enterprise.

The management of Highlands and Islands Enterprise is
responsible for:

e preparing financial statements which give a true and fair
view, in accordance with the relevant financial reporting
framework

e ensuring the regularity of transactions, by putting in place
systems of internal control

e maintaining proper accounting records

e  publishing with their financial statements an annual
governance statement and a remuneration report.

Our responsibility, as the external auditor, is to undertake our
audit in accordance with International Standards on Auditing, the
principles contained in the Code of Audit Practice issued by
Audit Scotland in May 2011 and the ethical standards issued by
the Auditing Practices Board.

An audit of financial statements is not designed to identify all
matters that may be relevant to those charged with governance.
It is the auditor's responsibility to form and express an opinion on
the financial statements prepared by management with the
oversight of those charged with governance. This does not
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relieve management of their responsibility for the preparation of
financial statements.

A number of reports, both local and national, have been issued
by Audit Scotland during the course of the year. These reports
are summarised at appendix |l and appendix 1.

Appendix |V is an action plan setting out our recommendations
to address the high level risks we have identified from the audit.
Officers have considered the issues and agreed to take the
specific steps in the column headed "Management
action/response”. We recognise that not all risks can be
eliminated or even minimised. What is important is that the
Highlands and Islands Enterprise understands its risks and has
arrangements in place to manage them. The Risk and
Assurance Committee should ensure that they are satisfied with
proposed action and have a mechanism in place to assess
progress and monitor outcomes.

We have included in this report only those matters that have
come to our attention as a result of our normal audit procedures;
consequently, our comments should not be regarded as a
comprehensive record of all deficiencies that may exist or
improvements that could be made.

The cooperation and assistance afforded to the audit team
during the course of the audit is gratefully acknowledged.

Highlands and Islands Enterprise



Audit of the 2015/16 financial statements

Audit of the 2015/16 financial statements

Expenditure £114.8m
(£100.4m last year)

® Regionally Significant Investments

15/1 .
E Business Support

@ Growth Investment
14/15
u Staff Costs

& Other Management Expenditure

i Depreciation

The financial statements show that total income and funding of £113.8 million, including non-cash department expenditure limit funding of £2.02
million, is £13.6 million (14%) more than last year. Grant in aid increased by £5.5 million (9%) due to the additional Wave Energy Scotland
funding. Scottish Government receipts have increased by £10.8 million as a result of the broadband funding arrangement which is also partly
responsible for the increase in expenditure within regionally significant investments.

Highlands and Islands Enterprise remains within its expenditure limits, as the accounting basis includes non cash expenditure items that are
covered by annual managed expenditure budget cover.

Highlands and Islands Enterprise Page 5



Audit of the 2015/16 financial statements

Audit opinions

Financial
Statements

Regularity

Other prescribed
matters
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The financial statements of Highlands and Islands Enterprise for 2015/16 give a true and fair view of
the state of affairs of the bodyand its group and of their net expenditure for the year.

The financial statements have been properly prepared in accordance with the 2015/16 FReM and the
requirements of the Enterprise and New Towns (Scotland) Act 1990 and directions made by the
Scottish Ministers.

In all material respects, the expenditure and income in the financial statements were incurred or
applied in accordance with any applicable enactments and guidance.

The part of the Remuneration Report to be audited has been properly prepared in accordance with

the Enterprise and New Towns (Scotland) Act 1990 and directions made by the Scottish Ministers.
The information given in the performance report is consistent with the financial statements.

Highlands and Islands Enterprise



Submission of financial statements for audit

9.

We received the unaudited financial statements on 24 June 2016, in
accordance with the agreed timetable along with a completed NAO
disclosure checklist. The annual report largely reflected the new
FReM requirements. The core financial statements provided to
audit were of a good standard, however some note disclosures
required significant amendment and rework to ensure they were
accurately presented. The working papers were of a good standard
and staff provided support to the audit team which enabled us to
complete our on-site fieldwork on 28 July 2016.

Overview of the scope of the audit of the financial
statements

10.

11.

Information on the integrity and objectivity of the appointed auditor
and audit staff, and the nature and scope of the audit, were outlined
in our Annual Audit Plan presented to the Risk and Assurance
Committee on 29 March 2016. As part of the requirement to provide
full and fair disclosure of matters relating to our independence, we
can confirm that we have not undertaken any non-audit related
services. The 2015/16 agreed fee for the audit was £129,500 and,
as we did not carry out any work additional to our planned audit
activity, the fee remains unchanged.

The concept of audit risk is of central importance to our audit
approach. During the planning stage of our audit we identified a
number of key audit risks which had the greatest effect on the audit

Highlands and Islands Enterprise

12.

13.

Audit of the 2015/16 financial statements

strategy, resources and effort. We set out in our Annual Audit Plan
the audit work we proposed to undertake to secure appropriate
levels of assurance.

Appendix | sets out the audit risks identified at the planning stage
and how we addressed each risk in arriving at our opinion on the
financial statements.

Our audit involved obtaining evidence about the amounts and
disclosures in the financial statements sufficient to give reasonable
assurance that the financial statements are free from material
misstatement, whether caused by fraud or error.

Materiality

14.

15.

We consider materiality and its relationship with audit risk when
planning the nature, timing and extent of our audit and conducting
our audit programme. Specifically with regard to the financial
statements, we assess the materiality of uncorrected
misstatements, both individually and collectively.

We summarised our approach to materiality in our Annual Audit
Plan. We revised our planning materiality for 2015/16 on receipt of
the unaudited accounts to £1.1 million (1% of gross expenditure).
We also set a lower level, known as performance materiality, when
defining our audit procedures. This is determined to ensure that
uncorrected and undetected audit differences do not exceed our
materiality level. Performance materiality was set at £0.4 million
(i.e. 40% of materiality). We report all misstatements greater than
£0.02 million.
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Audit of the 2015/16 financial statements

Exhibit 1: Overall materiality misstatements
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Evaluation of misstatements

16.

17.

The unaudited financial statements have been adjusted to address
the 6 misstatements identified during the audit process. The gross
value of adjustments was £1.259 million with the majority of the
value relating to 2 adjustments for the depreciation charge for plant
and equipment (£0.205 million), detailed in paragraph 23, and the
elimination of Wave Energy Scotland balances (£0.88 million),
detailed in paragraph 24.

The net impact of all adjustments is to decrease net expenditure by
£0.011 million. There is no impact on the net asset position for
Highlands and Islands Enterprise or the group.
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18.

The total adjustments exceeded our overall performance materiality
level of £0.4 million and we considered the need to undertake
further audit testing. We consider that the issues noted in
paragraph 16 are isolated and do not indicate that further systematic
errors exist within the account areas or more pervasively within the
financial statements. We considered the impact of these
misstatements on our audit approach and decided that further audit
procedures were not required.

Significant findings from the audit

19.

20.

International Standard on Auditing 260 (ISA 260) requires us to
communicate to you significant findings from the audit as detailed
below:

e The auditor’s views about significant qualitative aspects of the
entity’s accounting practices, including accounting policies,
accounting estimates and disclosures.

e  Significant difficulties encountered during the audit.

e Significant matters arising from the audit that were discussed,
or subject to correspondence with management.

e  Written representations requested by the auditor.
e  Other matters which in the auditor's professional judgment, are

significant to the oversight of the financial reporting process.

The following table details those issues or audit judgements that, in
our view, require to be communicated to those charged with
governance in accordance with ISA 260.

Highlands and Islands Enterprise



Audit of the 2015/16 financial statements

Table 1: Significant findings from the audit

Significant findings from the audit in accordance with ISA260

Disposal of investment in Wind Towers (Scotland) Ltd

21.  On 31* March 2016 Highlands and Islands Enterprise disposed of their investment in Wind Towers (Scotland) Ltd. The purchaser, CS Wind
Corporation, paid Highlands and Islands Enterprise 20p for their 19.9% share ownership which they purchased in May 2011 for £3.4 million. A
provision was provided, in full, against this amount in the financial statements, but we believe that the full amount should be disclsosed as a
loss in the losses statement within the accounts.

The Scottish Government approved the sale agreement. The accounts have been updated to show the investment loss within the
parliamentary accountability report.

Support for CS Wind Corporation

22. As part of the negotiated package for the sale of Wind Towers (Scotland) Ltd to CS Wind Corporation, a future infrastructure investment of £2.8
million has been agreed by Highlands and Islands Enterprise to develop the site. A key priority for Highlands and Islands Enterprise is to
ensure ongoing tenancy on this site to support employment in the area and to cover the rental expenditure that is already committed by
Highlands and Islands Enterprise under a head lease until 2051. The proposal included an assessment of the Market Economy Investor
Principle to confirm that there were no potential state aid implications, this was based on the additional future rental that will be received from

CS Wind Corporate. Highlands and Islands Enterprise also has an outstanding loan, matched by the parent body, which has been extended
consistently by both parties.

We have considered the audit evidence provided and concluded that there are no issues with the regularity of the transaction, based on the
MEIP assessment.

Highlands and Islands Enterprise Page 9



Audit of the 2015/16 financial statements

Significant findings from the audit in accordance with ISA260

Depreciation charge for plant and equipment

23. In April 2016 the plant and equipment that is owned by Highlands and Islands Enterprise, but leased to Wind Towers (Scotland) Ltd, was sold to
CS Wind Corporation for £1.9 million. The accounts include these assets as held for sale and recognise a loss on remeasurement of £0.4
million due to the agreed purchase price , which represents fair value. Finance officers identified that no depreciation had been charged on this
plant and equipment for the 2015/16 financial year even though they were only transferred to held for sale in March 2016.

The accounts have been adjusted to include the plant and equipment depreciation of £0.205 million.

Elimination of Wave Energy Scotland balances

24. The transactions for Wave Energy Scotland are currently processed via the financial ledger of Highlands and Islands Enterprise. The unaudited
accounts for Highlands and Islands Enterprise contained payables and receivables balances totalling £0.88 million which related to Wave
Energy Scotland and therefore should not have been included in the single entity statement of financial position.

The accounts have been adjusted to reduce the payables and receivables balance for Highlands and Islands Enterprise by £0.88 million. There
was no impact on the net asset position of the group. It is important that there is a clear process to eliminate the balances for Wave Energy
Scotland.

Appendix IV — Action Plan No. 1

Exit packages

25. During 2015/16 a decision was made to close the H&| European Partnership, based in Brussels, resulting in 2 members of staff being offered
redundancy packages. Belgian redundancy protection required significant notice periods (17 and 22 months) and a decision was made to give
payment in lieu of notice. The redundancy was paid outwith Highlands and Islands Enterprise’s normal policy and approval was obtained from

the Scotish Government.

The exit packages are correctly disclosed in the accounts and were appropriately approved based on legal advice relevant to Belgium. .

Page 10 Highlands and Islands Enterprise



Future accounting and auditing developments

Code of Audit Practice

26.

27.

A new Code of Audit Practice has now been published and will
apply to public sector audits for financial years starting on or after 1
April 2016. The Code is a key part of the overall framework for the
conduct of public audit in Scotland and increases the transparency
of public sector audit work by making more outputs available on
Audit Scotland’s website. In addition to publishing all Annual Audit
Reports, Annual Audit Plans and other significant audit outputs will
be put on the website irrespective of whether the body meets in
public or makes documents such as committee papers routinely
available on its own website.

Also, under the new Code, appointed auditors are required to
provide conclusions on the four dimensions of wider-scope public
audit: financial sustainability; financial management; governance
and transparency; and value for money.

Audit appointment from 2016/17

28.

2015/16 is the final year of the current five year audit appointment.
From 2016/17 the auditor of Highlands and Islands Enterprise will
be Audit Scotland, however Angela Cullen with replace Brian
Howarth as the appointed auditor. In accordance with agreed
protocols and International Standards on Auditing we will be liaising
with the incoming auditors as part of this transition.

Highlands and Islands Enterprise

Audit of the 2015/16 financial statements

Public Sector Internal Auditing Standard

29.

The Chartered Institute of Public Finance and Accountancy
(CIPFA) has issued a revised Public sector internal auditing
standard (PSIAS). We will assess Highlands and Islands
Enterprise’s internal audit function against this revised standard as
part of the 2016/17 audit process.
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Financial sustainability

Financial sustainability

Resource Departmental Capital Departmental Non-cash Department Total Departmental
Expenditure Limit Expenditure Limit Expenditure Limit Expenditure Limit (DEL) Total Net Assets
underspend £0.5m underspend £0.5m underspend £10.177m underspend £11.177m - £4.787 million
last year £0.028m under last year balanced last year £10.188m under  last year £10.216m under

Initial Budget
£71.197m

Initial Budget Initial Budget Initial Budget
£30.5m £28.5m £12.197m
Final Budget Final Budget Final Budget
£36.506m £29.695m £12.197m

Actual Outturn Actual Outturn Actual Outturn
£36.006m £29.195m £2.020m
Underspend Underspend Underspend

£0.5m £0.5m £10.177m

The £1 million underspend detailed above includes a £0.975 million contribution to the Scottish Government which is detailed at paragraph 32.

31 March 2015
£17.537m

Final Budget
£78.398m

Actual Outturn
£67.221m

31 March 2016
£12.750m

Under spend

£11.177m

In addition to the above DEL budgets, an Annual Managed Expenditure (AME) budget of £9.4 million was provided and was underspent by
£2.031 million. Highlands and Islands Enterprise first received an AME budget in 2011/12 and there was no associated decrease in the non-

cash DEL budget provided by the Scottish Government. Highlands and Islands Enterprise therefore reports a significant annual underspend in
non-cash DEL.

Page 12 Highlands and Islands Enterprise



2015/16 financial outturn

30.

31.

The main financial objective for Highlands and Islands Enterprise is
to ensure that the financial outturn for the year is within the budget
allocated by Scottish Ministers.

Highlands and Islands Enterprise operated within the resource
budgets for 2015/16 as detailed above. The final total DEL budget
was £7 million (12%) higher than the initial budget due to the
additional Wave Energy Scotland funding provided.

Surrender of funds to the Scottish Government

32.

During 2015/16 the Scottish Government requested Highlands and
Islands Enterprise to support other initiatives by surrendering some
funding. The Scottish Government did not adjust the budget
allocation and the support was provided by a reduction in the grant
in aid drawn down during the year. The resource budget outturn,
detailed above, includes a cash underspend for Highlands and
Islands Enterprise of £1 million, with £0.975 million being the
contribution to Scottish Government initiatives.

2015/16 financial position

33.

The financial statements show that:

e Highlands and Islands Enterprise group has net assets of
£12.75 million a decrease of £4.8 million largely attributable to
the disposal of property, plant and equipment and the increase
in the pension liability

Highlands and Islands Enterprise

Financial sustainability

e Highlands and Islands Enterprise superannuation scheme has
a deficit of £31.8 million and recovery plans are in place to
address this shortfall, including lump sum employer
contributions and increasing member contribution rates

e Highlands and Islands Enterprise group incurred positive net
cash flows from operations (grant in aid allocation of £65.226
million vs £60.003 million net cash outflow from operating
activities)

e There is an excess of current assets over current liabilities for
both Highlands and Islands Enterprise and the group (and this
has increased from last year).

Going concern

34.

35.

The First Minister announced on 25 May 2016 that “over the
summer, we will also carry out an end-to-end review of the roles,
responsibilities and relationships of our enterprise, development and
skills agencies, covering the full functions of Scottish Enterprise,
Highlands and Islands Enterprise, Skills Development Scotland and
the Scottish Funding Council”. At this time, we don’t believe there is
specific change in government policy affecting the existence of the
body or the provision of enterprise funding. The total budget for
enterprise agencies in 2016/17 is set out in the Budget Act and
associated spending plans (http://news.scotland.gov.uk/Speeches-
Briefings/Priorities-speech-Taking-Scotland-Forward-24f8.aspx).

We concur with management’s view that the going concern
assumption remains appropriate.
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Financial sustainability

2016/17 financial outlook

Financial planning

36. In June 2014, Audit Scotland reported on Scotland's public finance
and the significant financial challenges ahead. The
report identified that public bodies “face increasingly
™. _ difficult choices in reducing spending while maintaining

service standards and meeting rising demand”. The
mmm——=  report identified that financial planning improvements
= were required by public bodies and contained 3
recommendations.

Scotland’s public
finances

37.

38.

Furthermore in the local government overview report An overview of

published in March 2016, Audit Scotland set out

local government
in Scotland 2016

some key questions, which, although focused on local 1’
government bodies, can apply to all public sector -

bodies across Scotland.

These questions provide a framework for our
assessment of the financial planning in Highlands and Islands

Enterprise.

Table 2: Assessing financial planning

How fully do our financial plans identify estimated differences between income and expenditure (budget shortfall)?

39. The Operating Plan 2016-2019 includes a rolling 3 year financial plan which assumes that Scottish Government funding will remain at the
2016/17 level in subsequent years (£67.2 million including non-cash funding) and income (£12.3 million) that is matched by the planned
expenditure (£79.5 million). The baseline grant in aid of £56.2 million represents a 6% reduction on the initial budget for 2015/16. The 2016/17
budget was approved by the Board in April and shows a negative reserve requirement of £3.6 million which is consistent with prior years and
reflects an established pattern to manage projects to achieve year end outturn. Income within the budget includes European funds of £5 million
which is significantly higher than the income that has been received in previous years (ranges from £2.2 million to £3.3 million).
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http://www.audit-scotland.gov.uk/uploads/docs/report/2014/nr_140605_public_finances.pdf
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Financial sustainability

What options do we have to address this budget shortfall for example redesign services or use reserves? How big is the remaining
funding gap after we implement our selected options? What actions are we taking to close any remaining funding gap?

40. Highlands and Islands Enterprise has a well developed project approval process in place to ensure that expenditure is managed within the

available funding limits.

Do we have a long-term financiail strategy covering at least five years that accounts for future pressures? Is our five-year strategy
supported by detailed financial plans covering a minimum period of three years? How well do our financial plans set out the implications
of different levels of income spending and activity? How does our financial strategy link to our vision for the future?

41. Highlands and Islands Enterprise currently prepares a three-year operating plan (2016-2019) which includes stable financial forecasts for
income and expenditure. Supporting financial plans over a longer period are not established.
Appendix IV — Action Plan No. 2
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Governance and transparency

Committee. The committees meet on a regular basis to consider

G OV er n an C e an d relevant matters.
t ran S p ar e n C y 43. The Accountable Officer is responsible for establishing

arrangements for ensuring the proper conduct of the affairs of
Highlands and Islands Enterprise and for monitoring the adequacy

of these arrangements.

Effective systems of internal Overall governance _ _ _
control are in place arrangements are effective 44.  We concluded that Highlands and Islands Enterprise has effective

overarching and supporting governance arrangements which
provide an appropriate framework for decision making.

Effective governance

arrangements exist Financial management

45. As auditors we need to consider whether bodies have established

Management have effective Financial & performance adequate financial management arrangements. We do this by

arrangements for the reporting is transparent, considering a number of factors, including whether:

revention and detection of '
k fraud and corruption L0517 I oL STaIE e e the Director of Finance and Corporate Services has sufficient

status to be able to deliver good financial management

e standing financial instructions and standing orders are
Corporate governance comprehensive, current and promoted within the body

e reports monitoring performance against budgets are accurate

42. Highlands and Islands Enterprise is managed by a Board, including and provided regularly to budget holders

non-executive directors, and is accountable through the Scottish

Ministers to the Scottish Parliament. The Board’s Chair and non- e monitoring reports do not just contain financial data but are
executives are appointed by Scottish Ministers. During 2015/16 the linked to information about performance

Board, of 10 Members including the Chairman, was supported in its e Risk and Assurance Committee members provide a good level
role by the Risk and Assurance Committee and the Remuneration of challenge and question officers on significant issues.
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46.

Based on our accumulated knowledge, including our review of
Leadership Team papers and through our attendance at the Risk
and Assurance Committee we conclude that Highlands and Islands
Enterprise has strong financial management arrangements in place.

Transparency

47.

48.

49.

The Scottish Government’s On Board guidance for board members

of public bodies was updated and reissued in April 2015 and

contains a number of recommendations for boards to consider

including:

e holding board meetings in public unless there is a good reason
not to

e  publishing summary reports and/or minutes of meetings
e consulting stakeholders and users on a wide range of issues

e making corporate plans and the annual report widely available.

Last year we reported that Highlands and Islands Enterprise could
do more to improve their openness and transparency. We can
confirm that the website now contains minutes of all Board meetings
and Risk and Assurance Committee meetings which provides
increased transparency.

The website is a key mechanism for sharing strategies and enabling
members of the public to develop a better understanding of the work
of Highlands and Islands Enterprise. It also contains registers of
interest for all Board and Leadership Team members, however the
information disclosed is not always kept up to date.

Highlands and Islands Enterprise

50.

Governance and transparency

Overall we concluded that Highlands and Islands Enterprise has
taken steps to improve their openness and transparency, however
the arrangements should be kept under review to ensure the
website is updated as soon as agreed minutes are available.

Internal control

51.

52.

No material weaknesses in the accounting and internal control
systems were identified during the 2015/16 audit which could
adversely affect the organisation’s ability to record, process,
summarise and report financial and other relevant data so as to
result in a material misstatement in the financial statements of
Highlands and Islands Enterprise and its group.

We identified a few opportunities for controls to be strengthened and
we reported our findings to the Director of Finance and Corporate
Services on 28 April 2016 and the Risk and Assurance Committee
on 7 June 2016. The key finding related to formalising the approval
requirements for payments within larger projects that have already
been approved in accordance with the scheme of delegation.

Internal audit

53.

Internal audit provides the Risk and Assurance Committee and
Accountable Officer with independent assurance on the overall risk
management, internal control and corporate governance processes.
We are required by international auditing standards to make an
assessment of internal audit to determine the extent to which we
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Governance and transparency

54.

can place reliance on its work. To avoid duplication, we place
reliance on internal audit work where possible.

Our review of internal audit concluded that the business
improvement and internal audit service operates in accordance with
the Public Sector Internal Audit Standards (PSIAS) and has sound
documentation standards and reporting procedures in place. The
internal audit plan for 2015/16 is materially complete and we were
able to place formal reliance on aspects of internal audit work on
significant transactions and certificates of assurance.

Arrangements for the prevention and detection of
fraud

55.

Highlands and Islands Enterprise is responsible for establishing
arrangements to prevent and detect fraud and other irregularity. We
reviewed these arrangements and have concluded that there are
effective arrangements for the prevention and detection of fraud.

Arrangements for maintaining standards of
conduct and the prevention and detection of
corruption

56.

Audited bodies are responsible for ensuring that their affairs are
managed in accordance with proper standards of conduct and have
proper arrangements in place for implementing and monitoring
compliance with standards and codes of conduct, standing orders
and financial instructions. We consider whether bodies have
adequate arrangements in place and have concluded that

Page 18

appropriate arrangements exist within Highlands and Islands
Enterprise.

Correspondence referred to the auditor by Audit
Scotland

57.

During 2015/16 we received two items of correspondence. The first
instance was forwarded to the Highlands and Islands Enterprise
Chief Executive for appropriate follow up as there was no audit
action required. In the other case we looked at the procurement
and other arrangements surrounding the Scotland Can Do SCALE
scheme which is funded by a partnership between Highlands and
Islands Enterprise, Scottish Enterprise and the Scottish Funding
Council. We are currently discussing the scheme and will respond
to the correspondent in due course.

Highlands and Islands Enterprise



Best Value

Arrangements for securing Best Value

58.

59.

60.

Accountable officers have a specific responsibility to ensure that
arrangements have been made to secure Best Value.

Highlands and Islands Enterprise developed their CREATIVE vision
following consideration of a range of best practice models and
guidance. The CREATIVE characteristics are detailed in the
Operating Plan 2016-2019 with the aim of embedding best value
and continuous improvement within all activities.

During 2015/16 Highlands and Islands Enterprise completed a
benchmarking visit to Scottish Water to identify areas where the risk
management arrangements could be strengthened. A risk action
tracker has been introduced to support the active management and
ownership of risks.

Performance measures 2015/16

61.

In 2015/16 Highlands and Islands Enterprise achieved the 7 key
measures outlined in the Operating Plan 2015-2018. The outturn
for a number of the measures significantly exceeded the target
range, particularly the increase in turnover and international sales
by supported businesses. This indicates a strong performance in
year but also an opportunity for the targets to be reviewed to ensure
that these remain challenging.

Highlands and Islands Enterprise

Best Value

Performance management

62.

Highlands and Islands Enterprise’s performance framework is
derived from the Scottish Government’s National Performance
Framework. The Operating Plan 2016-2019 confirms the four key
priorities of supporting businesses and social enterprises to shape
and realise their growth aspirations; strengthening communities and
fragile areas; developing growth sectors, particularly distinctive
regional opportunities and creating the conditions for a competitive
and low-carbon region.

Local performance audit work

Workforce planning

63.

64.

Audit Scotland published the report Scotland’s Public Sector
Workforce in November 2013. We carried out a follow-up audit at
Highlands and Islands Enterprise in March 2016, based on the
recommendations in the report.

Highlands and Islands Enterprise has an HR Team Plan 2014-17
which covers a range of strategic areas including workforce
development, recruitment and learning and development. To
support this a strategic review of resources was undertaken to
consider key aspects of resource management including retention,
succession planning and resource gap identification. Workforce
plans and recruitment updates are regularly provided to the
Leadership Team.
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National performance audit reports

65. Audit Scotland carries out a national performance audit programme
on behalf of the Accounts Commission and the Auditor General for
Scotland. During 2015/16, a number of reports were issued as

outlined in Appendix .

66. Highlands and Islands Enterprise has processes in place to ensure
that all relevant national performance reports are considered by the
Risk and Assurance Committee.

Superfast broadband for Scotland: A progress report

67. Highlands and Islands Enterprise has reflected on the findings of the
report and built on the existing arrangements to ensure the
successful delivery of the project. They continue to work closely
with the Scottish Government to deliver on the commitment for
superfast broadband. The take-up is ahead of forecast and
continuing to rise which has led to the release of early gainshare
which will be used to provide additional rollout during 2017.

68. Highlands and Islands Enterprise is continually reviewing the work
programme and payment profiles to ensure that claims reflect the
targets achieved. Staffing levels are also kept under review based
on the workload involved. Information is provided to the Scottish
Government on project outcomes to enable overall monitoring of
progress.

69. A further report is due to be published in August 2016 and
Highlands and Islands Enterprise should review the report and any
recommendations.
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Supporting Scotland’s economic growth: The role of the
Scottish Government and its economic development
agencies

70.

71.

72.

In July 2016 Audit Scotland published the report

Supporting Scotland’s economic growth: The role of Sp‘inr}zwm
the Scottish Government and its economic
development agencies focusing on the role of Scottish ‘
Enterprise and Highlands and Islands Enterprise in ﬁ
supporting the delivery of the Scottish Government’s

economic strategy and priorities. The report reviewed how they:

e work with the Scottish Government to determine their individual
priorities
e prioritise and make decisions on their spending and activity

e work with partners to support economic growth

e measure the impact of their activity.

The report noted that Highlands and Islands Enterprise has a
distinct geography and additional remit to support communities
which impacts on its customers and the rationale for support. There
are clear, evidence-based strategies to prioritise spending and
activities and good examples of partnership working to achieve a
positive impact. There are also good governance and accountability
arrangements in place to help inform the spending decisions and
manage risks.

The report sets out a number of recommendations for the Scottish
Government and its partners including the enterprise bodies,

Highlands and Islands Enterprise
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specifically it recommends that the Scottish Government, Highlands
and Islands Enterprise and Scottish Enterprise should:

e consider how they can best support the delivery of the
economic strategy

e agree common performance measures, where appropriate, that
are clearly aligned to the national performance framework

e regularly review whether their support continues to add value.

73. Highlands and Islands Enterprise are reflecting on the recent report
to identify any actions that are required taking into account the
ongoing Scottish Government review outlined in paragraph 34.
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Appendix I: Significant audit risks

Appendix |: Significant audit risks

The table below sets out the audit risks we identified during the course of the audit and how we addressed each risk in arriving at our opinion on the
financial statements.

Audit Risk Assurance procedure

Results and conclusions

Risk of material misstatement

Management override of controls

ISA240 requires that audit work is planned to
consider the risk of fraud, which is presumed to
be a significant risk in any audit. This includes
consideration of the risk of management
override of controls in order to change the
position disclosed in the financial statements.

o Detailed testing of journal entries.
¢ Review of accounting estimates for bias.

¢ Evaluating significant transactions that are
outside the normal course of business.

We undertook detailed testing of journal
entries, accruals and prepayments. We also
reviewed accounting estimates and significant
transactions for appropriateness.

We did not identify incidence of management
override of controls affecting the year-end
position.

Income

ISA240 requires auditors to presume a risk of
fraud where income streams are significant. In
2015/16, Highlands and Islands Enterprise is
expected to receive around £39.4 million from
other sources, including other income and
European funding.

o We will perform controls testing over the
accounts receivable system to confirm that
the revenue recognition procedures are
working effectively.

e We will perform substantive testing of
income to ensure that income has been
recognised appropriately.

Our controls testing did not identify any issues
with Highlands and Islands Enterprise’s
revenue recognition procedures.

We completed substantive testing of income
streams and did not identify any evidence of
fraudulent activity.
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Audit Risk

Appendix I: Significant audit risks

Results and conclusions

2015/16 Government Financial Reporting
Framework changes

The 2015/16 FReM has introduced changes
that will affect the presentation and disclosure
of Highlands and Islands Enterprise’s 2015/16
financial statements. The most significant
changes are:

¢ [IFRS13 Fair value measurement

e Restructuring of the annual report.

There is a risk that the financial statements do
not contain the correct financial information and
disclosure requirements.

Assurance procedure

e Early discussion with finance officers on an
agreed timetable for the preparation of the
financial statements.

e Completed FReM and NAO financial
statements disclosure checklist will be
subject to audit review.

¢ FReM and NAO annual report disclosure
checklist will be completed by audit.

o Detailed testing of investments against
IFRS13 requirements.

The unaudited accounts incorporated the
changes required by the 2015/16 FReM.

We reviewed NAO disclosures checklists that
were provided with the unaudited accounts.

Reviewed the disclosures in accordance with
IFRS13 and concluded that they were
satisfactory.

Wave Energy Scotland consolidation

Wave Energy Scotland Ltd (WES) was
established during 2014/15. It is a wholly
owned subsidiary of Highlands and Islands
Enterprise and was consolidated into the
2014/15 group accounts. For 2015/16 WES
will have been in operation for the full financial
year and will have increased transactions and
balances at the year end. There is a risk this
could increase the complexity of the
consolidation process, leading to incorrect
accounting.

¢ Issue of the group questionnaire to the
external auditor of Wave Energy Scotland
Ltd.

e We will carry out detailed testing of the
consolidation process for the group
financial statements.

We obtained assurances from the audtiors of
Wave Energy Scotland Ltd and completed
detailed testing of the consolidation process.

Following an audit adjustment we are satisfied
that the body is correctly accounted for in the
group financial statements (paragraph 24).

Highlands and Islands Enterprise
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Audit Risk

Assurance procedure

Risks identified from the auditor’s wider responsibility under the Code of Audit Practice

Results and conclusions

Broadband follow-up

Superfast broadband for Scotland: A progress
report was published in February 2015. The
report made recommendations for Highlands
and Islands Enterprise and the Scottish
Government.

We will establish the actions set up to
address the report recommendations.

We will establish Highlands and Islands

Enterprise’s progress against the actions.

We reviewed updates on the superfast
broadband project and discussed progress with
key officers.

The project is progressing and is subject to
ongoing reporting to the Strategic Board.
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Appendix Il: Summary of local audit reports 2015/16

Annual Audit Report: Annual report to those charged with

governance. Summarises our main findings from the

2015/16 audit of Highlands and Islands Enterprise and draws

Annual Audit Plan: to the attention of those charged with governance significant

Planned external audit work matters arising from the audit of the financial statements prior

for 2015/16. _ . o,
to the formal signing of the independent auditor’s report.
January February March April May June July August September October November December
2016 2016 2016 2016 2016 2016 2016 2016 2016 2016 2016 2016
Internal Controls Review: The overall Independent auditor’s report on the
conclusion is that internal controls within 2015/16 financial statements

Highlands and Islands Enterprise are

operating effectively, although there are some

areas where improvements can be made.
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Appendix lll: Summary of Audit Scotland national

reports 2015/16

Renewable energy — Impact
report - This report summarised the
impact of the Audit Scotland report
on Renewable energy originally
published on 12 September 2013.

Implementing the Scotland Act 2012 — an update - This report
assessed how effectively Revenue Scotland implemented, and is
collecting, the two devolved taxes introduced in April 2015. It also
examined how the Scottish Government is working with HM
Revenue and Customs to prepare to introduce the Scottish rate of
income tax in April 2016, and looked at how the Scottish
Government is developing its financial management and reporting.

2015 2015 2015 2015

November  December January February March April
2015 2015

June July August September October

May June July
2016 2016 2016 2016 2016 2016 2016

T

Managing ICT contracts in central
government: an update - This report
reviewed the progress that the
Scottish Government and central
government bodies had made against

Scotland's public sector workforce: Impact
report - This report summarised the impact of the
Audit Scotland report on ‘Scotland’s public sector
workforce’, published on 28 November 2013 and the
related good practice guide.

the recommendations in our previous
report on manaaing ICT contracts.
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Supporting Scotland’s economic
growth: The role of the economic
development agencies - This
report reviewed how the Scottish
Government’s economic strategy is
developed and delivered and
focused on the role of the enterprise
bodies.
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Appendix IV: Action plan

No. Paragraph

Issue / Risk / Recommendation

Appendix IV: Action plan

Management action / Response

Responsible officer /

ref.

Issue: The audit process identified £0.88 million payables
and receivables balances within the single entity statement
of financial position that were actually Wave Energy
Scotland balances.

Risk: There is a risk that the accounts of Highlands and
Islands Enterprise and Wave Energy Scotland do not
accurately reflect the correct balances.

Recommendation: The process should be reviewed to
ensure all Wave Energy Scotland balances are correctly
categorised.

During 2016/17 we will be implementing a
new process for Wave Energy Scotland
transactions. This revised process will not
require the Wave Energy Scotland
transactions to be processed via the
Highlands and Islands Enterprise financial
leder.

Target date

Andrew Jenkins,
Head of Finance
Services

31 March 2017

Highlands and Islands Enterprise
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Appendix IV: Action plan

\[oR

Paragraph
ref.

41

Issue / Risk / Recommendation

Issue: Highlands and Islands Enterprise currently prepares
3 year rolling budgets which are published within the
operating plan.

Risk: There is a risk that financial planning does not fully
consider long term implications and scenarios.

Recommendation: A long term financial strategy (> 5
years) should be developed and supported by detailed
plans. The plans should be based on scenario planning to
identify the potential budget impact on future decisions.

Management action / Response

Highlands and Islands Enterprise currently
adopts a rolling 3 year financial plan which
reflects both the government funding profile
and a reasonable certainty profile of current
commitment and projects. We can
understand why a longer term time frame
may be proposed,but having considered
this in the past and recognising the nature
of our funding and volatility of project
profiles and spend this did not provide any
enhanced clarity or certainty beyond year 3.
However, in the current circumstances
Highlands and Islands Enterprise will reflect
on this and establish if anything has
changed and assess whether a 5 year
rolling plan will be beneficial in terms of
financial planning.

Responsible officer /
Target date

Director of Finance
and Corporate
Services

31 March 2017
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