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The Mayor and Executive Sceretary
Sannal Local Couneil
Sannat

Dear Sirvadam.

AUDIT REPORT and FINANCIAL STATEMENTS
YEAR ENDING 31 DECEMBER 2016

In terms of Section P2.06 (¢.02) of the Local Councils {Audit) Procedures 2006, 1 am forwarding
4 copy of the Audit Report and Financial Statements, together with the Manapement Letter for
the financial year ending 31 December 2016.

Alter secking the Council’s approval, you are kindly requested to submit your response to the
Director {Local Government), the Local Government Auditor, and to this Office as stipulated in

Scction P2.06 (d) of the same Procedures, by not later than six weeks following receipt of this
letter.

Yours faithfully.

Tanva Mercicca
Asst, Auditor General

Encls.
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25" April 2017

The Mayor

Local Council Sannat P205 Z2F3 700
Sannat Road, bedbi 3145 3315
Sarnat,
Eozo.

Wy PR

Dear Mayor,
RE: MANAGEMENT REPORT FOR THE YEAR ENDED 31 DECEMBER 2016

We have completed our audit of the financial statements of the Local Courcil Sannat for the year
ended 31 December 2016. The purposs of this report is to summarise our principal findings arising
from this work.

Qur audit was primarily based on verifying balances in the financial statements to ensure that they are
free from material error and comply with relevant legislation. Consequently, the matters raised in this
report cannot be regarded as a comprehensive slalement of all weaknesses that exist or all
improvements that mighl-be made. Our aim is 1o offer guidance to the Local Council such that it
would be in a betler position to improve its internal controls, enhance its boak kerping function and
consclidate its ovarall governance.

Qur engagement obliges us to distribute capies of this report to (a) your Council; {b) the National Audit
Office; and (c) the Local Councils Dapartment. Consequently this reporl, may not be distributed, used
or guated, in part or in full excepl for the scope It is prepared, without our prior writlen consent.

This report has been prepared on the basis of the limitations sel out in the Hesponsibility Statement
as presenled on pagz 8 of this report.

During the course of our audit for the year ended 31 December 2016, we examinad the principal
documents, systems and conlrols used by the Council, to help it ensure, as far as possibla, the
accuracy of these documents and to assess how much can one rely on these documents to
safeguard the assets of the Council. We also examined, whether or nat your Council abided by the
procedures as they are provided for in the Local Councils Act, 1993, the Financial Procedures and
various |egal Notices issued to your Counil.

The objeclive of this letter is to bring to your attention those divergences in the system that were
noliced during our audit work and suggest ways of how these can be remedied.

We would like to take this opportunity 10 thank the Executive Secretary and the clerks for thair
assistance during the course of our audit,
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Follow-up to Lasi Year's Reporl

Property, olant and equipmeant

Last year, several issues weare noted with regards to property, plant and equipment including:-
« Mo fixed assets register was provided to us as it was not being updated;

Errors were found in the calculation of the depraciation for the year,

Variances were found in the opening balances;

Property, plant and equipment were under insured; and

Coals relating to a study about & project which was then not carried out were

capitalised.

& W & 0

A new fived assets register was built during 2016 and the other issues mentioned, apart fram
the one related to the under insured assets, were not encountered this year.

Receivables

The recommendation made by us last year, to accrue for income not yet received wilth respect
lo projects which are completed by the end of the year, was atill not taken by lhe Council
during the vear under reviaw.

Payables

A weakness we highlighted last year was on the amorlisation of the defarred income with
respect to grants relating to capital projects whereby several errors were found. Another error
encountered with respect to deferred income was Inal funds received for one project were
posted in the deferred income account of another project. Na similar issues were encountered
this year.

Other weaknesses encountered with respact to payables last year included, debit balances in
the creditors' list nat reclassified under receivables, accruals being reversed when the
respective invoicas were not accounted for and an accrual being accounted for based on an
estimate withaut getting quantification fram the architect. None of these weaknesses were
found this year,

Incame

Last year errors were lound i the calculation of the amortisation of the deferred income for
the year. An item of income was also found posted in the wrong naminal account and had to
be reclassified. We did not encounter these issues during the current year.

Expenditure and Tenders

Last year, the Local Council cid not draw up purchase requesls in line with the Local Councils
Financial Precedures. During the current year, the Local Council has been drawing up these
purchase requests. The Council also exceeded the bucgated expenditure under various
expenditure categories. This weakness was once agan encountered during this year's audit.
Furthermore, last year the Council was still using an expred contract for street lighting
services. This matier was solvad during the current year as the responsibility for street lighting
is now of the Gozo Hegonal Committes.

Payroll
Last year, it was noted that the councillors’ allowances were beoing shown as part-time
emaluments in the FS5s, while they were being shown as full-time emoluments in the F53s

and the F57. Also, when checking the tax deductions af the clerk we noted that it is being
calculated incorrectly. These weaknesses were not encountered during this year's audit.
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Licpuidity

Az at 31 December 2015, tha current liabllities exceeded the current assets by Eurc 118,269
indicating possible liquidity problems. As at the end of the financial year under review, the
Lacal Council had the same situation.

Financial Situation |ndicator

As al 31 December 2015, the financial situation indicator of the Local Council stood at
negalive 38 14% which fell below the 10% threshold required by the Financial Pravisions to
the Local Councils &ct. As at 31 December 2016, the financial situation indicater was still
negative.
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PROPERTY, PLANT AND EQUIPMENT

During 2016, the Local Council carried cut the exercise suggssted by us in the previous
years’ management letters and built a new fixed assels register. The resulting variances were
passed as a prior year adjustment. Whilst carrying oul this exercise, the Local Council
capitalised the bank loan interest relating to the loan taken for the construction of the Local
Council s premises, which were previously not capitalised. However, we noticed that the
Council did not enly capitalised the interest up to the date when the construction was finalised
and the property was available for use, which was in May 2012, but it capitalised all the loan
interest incurred, including that incurred during the year under review. Consequently, we had
to pass an audit adjustment 1o reverse the interest incurred between June 2012 and
December 2015 which amounted te Eure 19,474 and was passad as a prior year adjustment..
We also passed an audit adjustment to reverse the inlarast wrongly capitalised, being that
incurred during 2016 and which amounted 1o Euro 4,708.

Kindly notc that Intemational Accounting Standard 23 — Borrowing costs states that
capitalisation should commence when the expanditures are being incurred, borrowing costs
are being incurred and the activities necessary lo prapare the asset for its intended use are in
progress. Capitalization should then cease whan substantially all of the activities necessary 1o
prepare the asset for ils intended use are complels,

During our testing on the adequacy of the insurance coverage cof the property, plant and
equipmant, we found thal the affice fumniture and fittings are under insured by Euro 7,316
since the insurance covers the amount of Euro 9,400 while their net book value amounts lo

Euro 16,716.

If assals are under insured, in the case of theft, fire or any other accident, the Local Council
will not ba in a position to recover all the losses incurred. We theretore highly suggest that the
Local Council takes the necessary steps to ensure thal an insurance policy is taken that
adequately covers all the items of property, plant and eauipment,

RECEIVABLES

When an activity is held or eligible expenditure is incumed on a particular project, and there
are govarnment grants attributable to that activity or project which are still wholly or parlly ta
be received, the accrued Income with respect to that grant or par thereol should be
accounted lar. During the audit, we had to adjust the grant still due to the Local Council for
the Twinning Project by Eure 5,305, in line with the eligible expenditure incurred during the
year on this project and the agreement entered inte.

The concept of racording accrued income in the period as it accrues should be respected.
The Council should know what income is receivable and still not received by the time of
drawing up the financial statements and as such should be able to accrue for that income. We
strongly recommend that the accruals concept is embraced by the Council.

PAYABLES

it was noted that works provided to the Local Couneil during the year with respect 1o streel
lights amounting to approximately €1,139, and which were not yet invoiced, were not accrued

for at the end of the year.

The concept of recording liabilities and costs in the year as they accrue should be respected.
The Council should know what orders for works and services were made and still not invoiced
by the time of drawing up the financial statements and as such should be able to either
accruc for the cost or request a copy of the invoice or statement from the respective
suppliers. We strongly recommend that the acecruals concept is embraced by the Council
Furthermore, the Local Council should ensure that all invoices received are immediately
accounted for irrespective of from which funds thay are going 1o be paid.
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INCOME

During our review of the income accounts, we noticed that income was underslated by Euro
3,305 since the Local Council failed to adjust for the grant still due to it with respect to the
Twinning Project,

It is important that the Local Council is lully aware of the funds it has been entitled to through
the agreements entered into and any income not yet received with respact to projects alreaay
done is accrued for at the end of the financial year. This would ensure that the income is
matched o the respective costs il is intended 1o caver,

EXPENDITURE AND TENDERS
The Council has exceeded the budgsted expenditure under the following categories:

Utilities (category 2100) — by Eura 2,294

Materials and supplies (category 2200) — by Euro 716
Hepairs and maintenance (calegory 2300} — by Euro 2,362
Hent (categary 2400) - by Euro 874

Membership fees (category 2500) — by Euro 420

OHice costs (category 2600) — by Eurc 7588

Transport (category 2700) — by Euro 161

Travelling (categary 2800} — by Euro 684

Prolessional fees {categary 3100) — by Euro 5,175

The Financial Procedures applicable for Local Counciis require Councils to draw up lwalve
(12) months budgets, three (3) years business plans, quarterly reports and evenlually yearly
administrative reports at the end of the year. The Council is also allowed to revise budgets in
line with actual requirements and there are enough reporting tools to note which areas in the
budget need ravising.

We recommend that the Council makes use of the reporting tools in hand to take corrective
measures in the budget every guarter such that by the end of the accounting year such
discrepancies would not materialise. We also recommend that the Council starts using
purchase requests in line with the Local Councils Financial Procedures,

PAYROLL

During our review of the payroll accounts, we naticed that bonuses were being posted
together with the employees’ and executive secretary’s salares instead of in the specific
nominal account for bonuses, A reclassification adjustment of Euro 1,025 was passed in arder
1o reflect the banuses in the correct nominal account,

It is important that the different elements of the personal emoluments costs are accountad for
in the respective specific nominal accounts availablz to ensure correct presentation in the
financial stalements as well as ensure comparability from one year to the other.

LIGUIDITY

The Statement of Financial Position on page 5 of the financial statements indicales that the
current linbilities exceed the current assets by Euro 126,446, This implies that the Council
does nol have enough current assels to support its current liabilities.

The current ratio is Euro 0.36 of currenl assets for every Euro 1.00 of current liabilities
indicating that the Council may be in a situation of 'overtrading. The acid test ratio is in fact
enly Euro 0.23 of cash and cash equivalents for every Euro 1.00 of current liabilities.
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We recommend that the Council curtails its current expenditure and doas not enter into capital
projects until the cash deficit situation is remedicd.

FINANCIAL SITUATION INDICATOR

The Financial Siluation Indicator held by the Council al the Statement of Financial Fosition
date stood at negative 33.21% which falls well below the 10% threshold required by the
Financial Provisions to the Local Councils Act. A Financial Situation Indicator which falls
below the 10% margin implies that the Council is possibly not effectively managing its
payables and cash llows, venturing inte activities which are not budgeted for.

Kindly note thal the Financial Situation Indicator has been calculated as the non-restricted
current assets less current liabilities (excluding the deferred income) as a percentage of the
Central Governmen! allocation received in terms of Section 55 of the Local Councils Act
(Chap. 363).

The Council should manage the working capital more attentively, in order to aveoid such a
negative Financia!l Situation Indicator. Moreover it is recommended that the Council obtains
the necessary clearance from the Department for Local Government If it anticipates a
Financial Situation Indicater leval which will fall below the 10% threshold in future years.
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Responsibility Statement

While our repert includes suggestions for improving accounting procedures, internal controls and
other aspects of the Local Council arising out of our audit, we emphasisa that our consideration of the
Local Council's system of internal financial control was conducted solely for the purpase of our audit
having regard to our responsibiliies under Intemational Standards on Audiling. We make these
suggestions in the context of our audit but they do not in any way modify our audit apinion which
relates to the finarcial statements as a whole. Equally, we would need to perform a more extensive
study if you wanted us to make comprehensive review for weaknesses in existing systems and
present defailed recommendations to improve them.
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