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Abbreviations/Glossary

Abbreviations

ABA Australian Bankers’ Association

ACA Assurance and Control Assessment

AIMS Accrual Information Management System

ANAO Australian National Audit Office

APCA Australian Payments Clearing Association

ATO Australian Taxation Office

AOFM Australian Office of Financial Management

BECS Bulk Electronic Clearing System

CAPS Central Accounting and Payment Service

CAMM Cash and Appropriation Management Module (of the Accrual
Information Management System—AIMS)

CEls Chief Executive’s Instructions

CEMTEX Centralised Magnetic Tape Exchange

CPG Commonwealth Procurement Guidelines

CPS Commonwealth Payroll Service

Customs Australian Customs Service

DEST Department of Education, Science and Training

DHA Department of Health and Ageing

DIMIA Department of Immigration and Multicultural and Indigenous
Affairs

DOF Department of Finance

DTRS Department of Transport and Regional Services

DVA Department of Veterans’ Affairs

EFTPOS Electronic Funds Transfer Point of Sale

ERC Expenditure Review Committee

FaCSs Department of Family and Community Services

Finance Department of Finance and Administration

FMA Financial Management and Accountability
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FMA Act
GDES
NOIE
OPA
RBA
REOI
RFT

RFP

TEP

Financial Management and Accountability Act 1997
Government Direct Entry Service

National Office for the Information Economy
Official Public Account

Reserve Bank of Australia

Request for Expression of Interest

Request for Tender

Request for Proposal

Tender Evaluation Panel
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Summary

Background

1. New arrangements for transactional banking endorsed by Ministers came
into effect on 1 July 1999 for agencies subject to the Financial Management and
Accountability Act 1997 (FMA Act). These arrangements transferred
responsibility for payments and receipting from the Department of Finance and
Administration (Finance) to individual FMA Act agencies. Consistent with
devolved management under the FMA Act, a cash management incentive scheme
was also introduced, providing agencies with an opportunity to earn interest
on surplus departmental funds. The arrangements are intended to encourage
agencies to manage working capital, including cash, in a more business like
manner. Safeguards over the Commonwealth’s aggregate cash balances
necessary for effective central cash/debt management and the Reserve Bank of
Australia’s (RBA) central role in managing liquidity and foreign exchange have
been preserved. The new arrangements were introduced as an integral part of
output and outcomes based management and accrual budgeting, recognising
that devolution of management is an important element in the new banking
framework.

2. Transactional banking refers to the deposit and payment services provided
by banks and other deposit taking institutions. By way of background, estimates
of net flows through Commonwealth Government bank accounts amount to
$339 billion in 2000-2001, comprising $170 billion in revenue and $169 billion in
payments (see Figure 1). The Commonwealth annually makes some 240 million
payments. The average daily balance in the Official Public Account (OPA) in
2000-2001 was approximately $1.48 billion.

3. In comparison to the large payment and receipt flows through
Commonwealth accounts, the banking fees for the Commonwealth are relatively
modest, totalling around $10 million per annum. Centrelink bears the largest
portion of these fees, due to the large volume of pension and allowance payments
it makes annually. For the majority of agencies, annual banking fees are
commonly under $20 000.

4, Under the centralised banking arrangements that operated prior to July
1999, the RBA provided transactional banking services on a whole-of-
government basis to Commonwealth agencies. These banking services were
subject to an umbrella contractual Master Agreement between the
Commonwealth, represented by Finance, and the RBA. Fees for banking services
were charged by the RBA on a whole-of-government basis and paid for by
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Finance. Under this arrangement, the RBA used the volume of the
Commonwealth’s overall business to determine its prices, not the transaction
volume of each individual agency.

5. The devolution of banking control to FMA agencies results in new risks
and opportunities for the Commonwealth. Asingle, centrally coordinated system
with one banking service provider was replaced by multiple systems and
potentially many banking service providers. The main financial risk to the
Commonwealth is not in the management of fees payable to banks but the
revenue risks created by the large flows of funds between agency accounts, the
OPA and third parties shown in Figure 1.

6. Having been given direct responsibility for transactional banking, and
with encouragement from the interest incentive scheme, agencies have become
more aware of the time value of money and have focussed on improving their
overall cash management procedures. A recent ANAO Assurance and Control
Assessment (ACA) Audit on Management of Bank Accounts by Agencies found
that as the audited agencies had become more settled with the new banking
arrangements and their internal processes developed, the level of funds and the
period of investment increased significantly reflecting, inter alia, more active
cash management. The ACA audit also found a progressive increase in the level
of cash held in term deposits compared to cash held in departmental bank
accounts.
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Figure 1

Cash flows under devolved transactional banking: 2000—-2001
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7. The FMA Act and the associated orders, regulations and delegations?
provide the framework within which agencies must manage their banking
activities. The central provisions are section 8 and section 9 of the FMA Act,
which provide that the Finance Minister or the Minister’s delegate may enter
into agreements with banks and may open bank accounts. The Finance Minister
has instructed that agreements with banks must stipulate adherence to the core
requirements for transactional banking services. These requirements specify,
amongst other things, that agency bank accounts will be funded at the optimal
time, maximising the Commonwealth’s ability to earn interest. They also specify
that balances in agency bank accounts will be returned or ‘swept’ back to the
OPA overnight, maximising the funds available to the Commonwealth for
overnight investment and assisting the RBA to manage banking system liquidity.
The core requirements replicate the Commonwealth’s pre-July 1999 framework
for managing its cash flows at a whole-of-government level.

' The instrument amending the delegations was issued by the Minister for Finance and Administration
on 31 October 2001.
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Audit approach

8. The objectives of the audit were to review selected agencies’
implementation and ongoing management of contractual banking arrangements;
tendering for the procurement of banking services; and to identify practices
that have improved administrative arrangements.

9. The audit examined Finance and a selection of other agencies subject to
the new banking requirements. Finance was selected for its central role in
coordinating the implementation of the changes to agency banking as well as
its importance as a payment agency. The Australian Customs Service (Customs)
was selected as a major receipting agency. The other audited agencies,? namely
the Department of Transport and Regional Services (DTRS), the Department of
Education, Science and Training (DEST), the Department of Immigration and
Multicultural and Indigenous Affairs (DIMIA), primarily make Commonwealth
program payments to individuals and entities.

Overall audit conclusions

10.  Responsibility for managing banking operations lies primarily with agency
Chief Executives, with Finance having an overarching monitoring role. To fulfil
their responsibility, agency Chief Executives need to ensure that contracts with
banks are effectively managed; that banks adhere to the core requirements; and
that banking arrangements provide value for money. Finance was the
coordinating agency for the introduction of the new banking arrangements.

11. During implementation, Finance oversaw the transition to the new
arrangements. All audited agencies were able to make payments and take receipts
from 1 July 1999. Finance has commented to ANAO that there have been benefits
for the Commonwealth from the devolved and contestable structure, including:
improved service quality and responsiveness to banking needs; better contract
terms and conditions; costs savings from improved business processes;
improvements in the cost effectiveness of transactional banking services; and
opportunities to achieve savings from improved cash management.

12. During the development of the new arrangements, Finance did not
recognise the financial risk to the Commonwealth of lost interest arising from
commercial banks’ standard practice of clearing low value payments the day

2 Following the changes to administrative arrangements on 26 November 2001, the Department of
Education, Training and Youth Affairs became the Department of Education, Science and Training and
the Department of Immigration and Multicultural Affairs became the Department of Immigration and
Multicultural and Indigenous Affairs. The Departments are referred to by their current names throughout
this report.

14 Transactional Banking Practices in Selected Agencies



before settlement (commercial banks’ settlement arrangements).® This risk did not
arise under the arrangements for same-day value operated by the RBA. This
longstanding practice was originally mandated by Finance and was to apply
under the new arrangements. Finance ‘had expectations that [same-day value]
would be provided and accordingly did not consider it necessary to undertake further
actions to mediate against a potential loss of interest’. Changes to the commercial
banks’ settlement arrangements, which came into effect in mid January 2002,
now permit them to provide same-day settlement through the Bulk Electronic
Clearance System (BECS). Finance has modified the core requirements to improve
the clarification that same-day value represents best practice for Commonwealth
payments. These changes should eliminate these interest losses to the
Commonwealth.

13.  Further, there has been a substantial net transfer of benefits under the
cash management incentive scheme to agencies in the two year period ended 30
June 2001 of some $114 million in cash terms, rather than the Budget neutral
approach envisaged for the new banking arrangements. An additional $37
million in resources is forecast to flow to agencies under the scheme in 2001-
2002. By the completion of this fiscal year the scheme will be non-budget neutral
in cash terms to the extent of some $151million (see Figure 2). Finance’s variations
to the interest clawback arrangements from July 2001 resulted in there being no
comprehensive mechanism in place to directly recover these additional resources
from agencies, in conformity with the requirement for a Budget neutral outcome.
Finance has stated that other mechanisms (output price reviews and ERC
decisions) ensure funding to agencies is appropriate and that interest is taken
into account. While accepting that such processes can take interest revenue into
account, they are not as responsive as other, more direct approaches to achieving
Budget neutrality.

14. Al FMA Act agencies are required to market test under the new banking
arrangements but initial progress has been modest. Of the five audited agencies,
only Finance had outsourced its banking to a commercial bank at 1 July 1999
and only Finance and Customs had completed market testing by January 2002.
ANAOQO’s examination of the Finance and Customs market testing processes
revealed opportunities for more consistent adoption of better practices in
competitive tendering and contracting, providing agencies yet to market test
with an opportunity to benefit from Finance and Customs’ experiences. The

3 In banking practice, payment clearance occurs when an agency’s bank debits the agency’s account
and the payee’s bank credits the payee’s account, passing value to the payee. This is distinct from
payment settlement, which occurs when funds are transferred between banks and funds become
available to the payee. Deferred settlement denotes that clearance occurs the day before settlement,
whereas same-day settlement/value denotes that clearance occurs on the same day as settlement. In
banking parlance, value refers to the ownership and control of funds, including the ability to earn
interest on those funds.
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priority given by other agencies to the market testing of banking services has
been influenced by the generally modest transactional banking fees involved,;
the perceived risks to agency outcomes; the potential transition costs involved
in changing suppliers; and, in at least one instance, the costs of commercial banks’
settlement arrangements.

Figure 2
Budgetary Impact on a Cash Outcome Basis of Agency Banking
Incentive Scheme: 1999-2000 to 2001-2002.

1999-2000 2000-2001 2001-2002
Item (Actual) (Actual) (Estimate)
$m $m $m
e Interest Credited to Agencies’ 77 4 147 42 85.83
Accounts ) ) )
e Finance Capital Appropriation n.a. 245 n.a.
e Sub-total 77.4 171.9 85.8
e Less: Clawback of Agencies’ 55 0° 80 45 48.9°
Appropriations ) ) )
o Net Budget Position’ (22.4) (91.5) (36.9)

1.

=

Notes:

In 1999-2000, the RBA credited $91 million to agency bank accounts (excluding $9.9 million of interest withheld by
RBA at the direction of Finance and not paid) comprising: $70.4 million interest on term deposits; and $20.6 million
interest on overnight cash balances, which is credited quarterly. The total paid excludes $14.2 million interest credited
to Finance’s Departmental Bank Account and returned by them to Consolidated Revenue on 24 March 2000; and
includes $0.6 million credited to agencies by Finance for interest earned in 1999-2000, giving the net result of
$77.4 million paid.

In 2000-2001, the RBA credited $158.7 million to agency bank accounts, comprising: $143.7 million interest on term
deposits; and $15 million interest on overnight cash balances. The net total excludes agency interest of $11.3 million
derived from early draw-downs and account classification errors and thus reduced from the amount paid to agencies.
ANAO estimate based on pro-rated RBA credits to agency bank accounts for the period July 2001 to March 2002.
Finance advice to ANAO of 5 April 2002 was that the Department was provided with a Capital Appropriation
(Appropriation Act (No.2) 2000-01) of $24.5 million. This covered the repayment of $14.2 million interest earned by
Finance in 1999-2000 and repaid to Consolidated Revenue; $9.9 million of interest for the period 24 March 2000 to
30 June 2000 withheld by the RBA at Finance’s direction; and other mostly interest-related adjustments of $0.4 million.
RBA has confirmed to ANAO that Finance has not requested payment of the $9.9 million of interest withheld and
Finance advised ANAO that this interest was appropriated as a capital injection in 2000-2001.

Finance Ministerial Briefing of 9 March 2000.

Finance advice to ANAO of 12 March 2002, on agency clawback of appropriations for 2001-2002.

Finance advised ANAO on 3 April 2002 that: The interest paid figures include payments to Finance special accounts
of $48.6 million in 2000-2001 and $12.8 million in 2001-2002. Special account balances (including interest earned)
are quarantined from the ordinary activities of Departments. Finance notes that these interest earnings have
contributed to dividend payments to Government of $71.7 million in 1999-2000 and $142 million in 2000-2001.
Accordingly, the total ‘net cash budget position’ of $150.8 million is overstated to the extent of the interest component
of the dividend payments from the special account balances.

Sources: RBA records of agency bank interest payments, Finance advice and
documentation and ANAO estimate.

15.

In the two audited agencies that had outsourced, ANAO found that, in

comparison to the conditions prevailing under the sole source service provided
by the RBA prior to 1 July 1999:
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- Finance’s overall annual banking costs (excluding tendering and
transitional costs) increased from $47 000 in 1998-1999 to $85 729 in the
first year of outsourcing (1999-2000), and fell slightly in the second year.
Finance has steadily reduced its reliance on cheques to make payments
and has actively sought its suppliers’ acceptance of electronic payment
methods. However, the move to a commercial bank brought with it the
additional costs of commercial banks’ settlement arrangements which
more than offset the savings in banking fees over the first two years of
outsourcing (see Figure 4.4). Changes to the commercial bank settlement
arrangements that came into effect in mid January 2002 are expected to
eliminate these costs.

- Customs’ total banking costs in 2000-2001, the first year of outsourcing,
were $170 000 compared to $55 000 in 1999-2000 and $43 000 in
1998-1999. The increase was mainly due to Customs sourcing banking
services from two providers in 2000-2001. The RBA fees for the interim
services it provided prior to Customs moving all of its banking business
to its preferred tenderer in June 2001 were substantially greater than those
provided for under the previous whole-of-government pricing regime.
In addition, there were costs related to commercial banks’ settlement
arrangements (see Figure 4.5). The transition to a new banker was
completed in June 2001 and aggregate banking costs are expected to fall
significantly in 2001-2002 due to the resolution of commercial banks’
settlement arrangements and because services will only be sourced from
one transactional banker.

Key findings

Implementation planning and outcomes

16.  Finance planned a trial of devolved banking, involving up to six agencies,
during 1998-99 and closely approximating the conditions under which agencies
would operate from 1 July 1999. The trial did not proceed as Finance assessed
that its main value had been gained from discussions with participating agencies
about the operational arrangements. Finance circulated documents to all agencies
that provided details of the banking framework and the specific responsibilities
of agencies and instituted an extensive communications program, which
included coverage of agency banking. Finance also monitored agencies’ progress
in implementing transactional banking and provided advice to agencies seeking
guidance on the practicalities of devolved transactional banking. It implemented
changes to the Accrual Information Management System and coordinated the
legislative and regulatory changes accompanying the new arrangements. Finance
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requested that agencies certify their readiness for implementing devolved
banking by 1 July 1999 (all agencies did so), including the ability to make
payments and take receipts.

17.  The audited agencies began planning for implementation before Finance
released formal guidance but progress was slow, except in Finance, due to
uncertainty about operational arrangements. The audited agencies weighed the
risk of changing providers for the making of payments to Government program
customers and the States against the possible costs of transition to a new provider;
the pressure from other reform initiatives; time constraints; in-house skills and
experience; and (in at least one instance) the costs of commercial banks’
settlement arrangements. The agencies, apart from Finance, continued existing
banking arrangements with the RBA, adjusting their operational arrangements
as necessary.

18.  Forbanking, itis best practice to have written agreements that specify the
rights and obligations of the respective parties. Of the audited agencies, Finance
and DTRS have formalised their arrangements with their transactional bankers,
DEST is in a position to finalise an agreement and DIMIA has interim
arrangements in place while it market tests. Customs did not sign a written
agreement with its chosen provider until ten months after completing its tender
process.

19.  An essential element of implementation was that agencies establish a
framework of internal controls to support the banking changes. The periodic
internal review of banking arrangements and risk management plans is a useful
means of detecting control weaknesses and a basis for addressing them
systematically. Most of the audited agencies have undertaken an internal audit
review of banking arrangements and have progressed towards implementation
of the recommendations made. In three of the five audited agencies, bank
reconciliation processes were not properly established and two audited agencies’
bank account registers were incomplete. Four of the audited agencies did not
update their Chief Executive’s Instructions (CEIs) and procedural instructions
initially but are aware of the importance of procedural instructions and at the
time of audit fieldwork were taking steps to bring them up to date.

20.  Agencies desirably should have an effective risk management plan that
covers banking processes. Such plans typically include: a description of the agency
environment; a description of risks; a description of consequences and likelihood
of the identified risks occurring; and actions to manage (by mitigation, transfer,
removal or acceptance) each of the identified risks. Only one agency (DEST) had
taken steps to ensure banking arrangements were addressed in its agency risk
management plan at the time of implementation. Following internal audit review,
three other agencies are implementing risk management plans for banking.
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21. The cash management incentive scheme implemented by Finance in
1999-2000 along with devolved banking allows agencies to accrue interest on
their departmental bank account balances and term deposits. Agencies’ budgets
were reduced by an amount equivalent to projected incentive payments, to
ensure the Commonwealth’s aggregate financial position was unchanged by
the introduction of the cash management incentive scheme. In actual budgetary
terms, agencies gained some $14 million in cash terms in additional resources
in the two year period ending 30 June 2001 and are forecast to receive an
additional $37 million in 2001-2002. (see Figure 2). Agencies’ additional funding
received from the operation of the cash management incentive scheme
substantially exceed any financial savings that may have accrued to the
Commonwealth from the operation of the scheme. This represents a substantial
net transfer of benefits under the cash management investment scheme to
agencies, rather than the neutral outcome envisaged.

Operationalising core requirements

22.  The Finance Minister’s delegations require agencies to ensure that banks
adhere to five core requirements for banking services. Chief among the
requirements are the daily sweeping of the balances of agency accounts back to
the OPA for investment overnight and the transfer of Commonwealth funds
for payments no sooner than necessary. Agencies’ difficulties in operationalising
the core requirements are reflected in the audit findings of initial interest shortfalls
from failures by agencies to sweep accounts.

23.  The RBA's settlement arrangements differ from standard commercial
banking practice. As required under its December 1993 contract with the then
Department of Finance, the RBA negotiated with banks to tailor the arrangements
to the best advantage of the Commonwealth, ensuring same-day value on
payments. In this context, unless agencies required their commercial bankers to
provide same-day value on payments, there would be a significant loss of interest
receipts to the Commonwealth under commercial banks’ settlement
arrangements.

24.  Usingaformula provided by the RBAto Finance in July 1999 and payment
information provided to ANAO by the RBA, ANAO estimated the potential
exposure to interest losses for 1999-2000 to be up to $17.3 million if all
Commonwealth agencies’ banking was to be outsourced to commercial banks.
This estimate is consistent with a RBA calculation of potential interest losses of
up to $17 million per year. These estimates illustrate the financial risk that the
Commonwealth faced at July 1999 if all agencies moved their banking business
from the RBA to commercial banks. On the basis of advice provided to ANAO
by Finance, the actual losses were less than one per cent of the maximum potential
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losses in 2000-2001, as the agencies with the overwhelming majority of
transaction values had not outsourced their banking services.

25.  Since July 1999, Finance has been examining commercial banks’ settlement
arrangements with representatives from interested commercial banks and the
Australian Payments Clearing Association. Changes to the commercial banks’
rules for Commonwealth direct entry credits, which came into effect in mid
January 2002, permit banks to provide same-day value through BECS for
Commonwealth Government payments. Finance has modified the core
requirements to improve the clarification that same-day value represents best
practice for Commonwealth payments. These changes should eliminate the
potential for interest losses for agencies outsourcing banking services since July
1999.

26.  Subsequent to the introduction of devolved banking, the RBAand relevant
commercial banks advised Finance of instances where the balances of official
accounts appeared not to be swept to the OPA daily, as specified by the core
requirements. This led to interest shortfalls to the Commonwealth as interest is
paid by the RBA on the overnight balances of accounts swept to the OPA but is
not paid by commercial bankers on any amounts that are not swept. Altogether,
interest shortfalls from failures in sweeping identified during the audit amounted
to approximately $1.3 million. Among the audited agencies, interest shortfalls
amounted to approximately $0.7 million. Finance, with agencies, has undertaken
remedial action to recover these shortfalls to the Commonwealth.

Budget preparation and accountability

27. Under the new arrangements for transactional banking, Finance’s
administered appropriations were increased to fund interest payments to
agencies. At the same time, as previously indicated, agencies’ departmental
appropriations were reduced with the objective of ensuring the scheme was
Budget neutral. In 1999-2000, agencies’ appropriations were reduced by $55
million. In March 2000, the then Minister for Finance and Administration wrote
to the Prime Minister and Treasurer advising that agencies’ appropriations would
be reduced by $80.4 million in 2000-2001. In 2001-2002, no correspondence was
prepared for Ministers’ consideration on this issue but reductions of some
$49 million were made to some agencies’ appropriation estimates. There has
not been a systematic approach adopted by Finance to agency budget reductions
for 2001-2002: some budgets were reduced, others were not. This represents a
significant control weakness in the department’s budgetary processes with a
direct impact on the 2001-2002 Budget, as interest payments to agencies are
expected to be $86 million.
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28. In actual cash budgetary terms, agencies gained some $22.4 million in
additional resources in 1999-2000 and $91.5 million in 2000-2001. An additional
$37 million in resources is forecast to flow to agencies under the scheme in
2001-2002. (see Figure 2). By the completion of this fiscal year the scheme will
be non-budget neutral in cash terms to the extent of some $151 million. ANAO
notes that, with the variations to the interest clawback arrangements from July
2001, there is no comprehensive mechanism in place to directly recover these
additional resources from agencies, in conformity with the requirement for a
Budget neutral outcome. Finance has stated that other mechanisms (output price
reviews and ERC decisions) ensure funding to agencies is appropriate and that
interest is taken into account. While accepting that such processes can take
interest revenue into account, they are not as responsive as other, more direct
approaches to achieving Budget neutrality. ANAO suggests that this aspect could
be reconsidered in the light of the policy objectives for this measure.

29. In Appropriation Act (No. 1) 1999-2000 Finance was appropriated
$53.8 million for the purpose of making interest payments to agencies, as part
of the appropriation for its Outcome 2: Improved and More Efficient Government
Operations. Actual interest paid by the RBA on Finance’s behalf in 1999-2000
was $91 million. To enable the department to stay within its appropriation for
Outcome 2, Finance voluntarily returned to the Consolidated Revenue Fund
$14.2 million that it received in departmental interest payments in the period
July 1999 to March 2000. Finance also instructed the RBA to withhold payment
of $9.9 million in interest owing to Finance for the period April to June 2000.
Finance subsequently raised a departmental receivable (or amount owing to
Finance) of $24.5 million for the interest it returned to Consolidated Revenue
and the amount of interest due to Finance but not paid for the period April to
June 2000. In the following year Finance was appropriated this $24.5 million
from an administered capital item in Appropriation Act (No. 2) 2000-2001.
Finance’s actions effectively shifted the Budget impact between the financial
years 1999-2000 and 2000-2001.

30. For reasons of financial transparency and public accountability, the
conventional administrative practice of the Commonwealth has been for payments
between agencies to be covered by an appropriation. Unlike previous years
however, in 2001-2002, Finance did not seek an appropriation for agency interest
payments estimated at $86 million. The decision by Finance to move away from
conventional budgetary practice in 2001-2002, by not having an appropriation to
cover significant Commonwealth resourcing, raises important accountability
issues. The fact that the Constitution allows transfers between agency accounts
which form part of the Consolidated Revenue Fund does not detract from the
need for budgetary transparency and accountability for payments between
agencies to ensure public confidence in the probity of agency resourcing.
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Market testing

31. All agencies are required to market test under the new banking
arrangements that came into effect on 1 July 1999. Of the audited agencies,
Finance and Customs have completed their market testing processes.* Existing
levels of banking fees are relatively modest in the audited agencies that have
not completed market testing, namely DEST, DIMIA and DTRS. As of January
2002, DIMIA had completed a Request for Expression of Interest (REOI) process
and advised ANAO that it was proceeding with a Request for Tender (RFT). At
that time, DTRS had called for tenders and was proceeding to evaluate responses.
Following the resolution of commercial banks’ settlement arrangements, DEST
was proceeding to market test. DEST had sought resolution of settlement
arrangements before proceeding with market testing as it had estimated that
losses of $2.5 million per annum would result if it selected a commercial bank
under the framework existing prior to 18 January 2002,

32.  Finance was the first agency to market test for the provision of banking
services. The process began in January 1999 when Finance called for expressions
of interest from all banks to provide banking services. In February 1999, Finance
released a RFT to the seven banks and credit card providers that lodged an
expression of interest. Following evaluation of the four tenders received, a
commercial bank was selected on the basis that it scored highest on the qualitative
criteriaand also offered the lowest cost and was therefore considered to represent
the best value for money.

33.  Finance’s RFT sought detailed information from each tenderer on fees
and charges applying to transactions, merchant and EFTPOS fees, electronic
banking costs and fees and corporate/purchasing cards. However, the evaluation
process did not take account of all such costs that were included in tender
responses (and, subsequently, in the contract). The tender evaluation also
overlooked the financial benefits then associated with the settlement processes
employed by the RBA compared to those offered by commercial banks. Including
all such costs, the ANAO’s analysis changes the ranking of tenderers against
the price criterion with the cost of the successful tenderer’s proposal estimated
to be some $27 000 or 16 per cent higher than the actual lowest cost tender when
all relevant costs are taken into account (see Figure 4.2). Changes to the
commercial bank settlement arrangements that came into effect in mid January
2002 are expected to reduce the difference in costs.

4 A number of other major agencies not included in this audit have also market tested, namely the
Departments of Health and Ageing, Veterans’ Affairs, Defence, Family and Community Services, Prime
Minister and Cabinet (including other agencies within that portfolio) and Foreign Affairs and Trade.
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34.  Customsengaged a management consulting firm to assist in the conduct of
its tender process, which commenced in February 2000. The tender was selective,
with nine institutions being invited to tender. This decision was based on the
management consultant’s previous experience with another department that had
already market tested. Customs’ evaluation committee concluded that one of the
commercial bank respondents offered Customs the best banking services that were
in accordance with the core protocols, as well as the lowest fees.

35.  The price analysis conducted by Customs included assessment of banking
fees and also took into account the costs associated with commercial banks’
settlement arrangements. In assessing the costs of the RBA tender, Customs
included an estimate of some $137 000 per annum for the interest lost on receipts,
as Customs considered the RBA systems did not provide for same-day processing
of receipts in all regional centres. This was despite statements to the contrary
made by the RBA in its tender, and in subsequent tender clarification. Customs,
by including this amount, more than doubled the assessed cost of the RBA tender.
Adjusting for this factor, the ANAO’s analysis changes the ranking of tenderers
against the price criterion with the cost of the successful tenderer’s proposal
estimated to be some $21 600 or 15 per cent higher than the actual lowest cost
tender when all relevant costs are taken into account (see Figure 4.3). ANAO
considers it would have been better practice for Customs to have negotiated
further with the RBA on this issue, seeking the RBA’s agreement to a contractual
clause binding it to provide same-day receipting. Customs’ final decision on
the successful tenderer was based on its assessment of the tenderers’ price, branch
representation, integrated banking and innovation opportunities.

Evaluation planning

36. Itis good administrative practice for the selection basis to be determined
before the tender documentation is issued, and for it to be communicated to
potential tenderers through the tender documentation, so they have an informed
basis on which to decide whether to tender, and the nature of the tender to
prepare. The advantage of a formally documented tender evaluation plan is
that it can be used to guide the evaluation process, and then used as the basis
for the tender evaluation report, which is prepared as a record of how the
evaluation was conducted.

37.  Finance prepared its tender evaluation plan after the release of the RFT,
whereas better practice suggests that this should have been done prior to release
of the RFT. Finance’s tender evaluation panel used a two step evaluation process
as outlined in the tender evaluation plan. However, the panel deleted many of
the references to mandatory criteria included in the evaluation plan and removed
one criterion. Finance’s probity reviewer concluded that the tender process was
conducted with probity but noted, however, that several changes were made to
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the tender evaluation plan after the panel had informally reviewed the tenders,
suggesting that insufficient thought was given to how the tenders should be
evaluated in the original plan.

38.  Customs did not prepare a tender evaluation plan. In evaluating tenders,
the Customs evaluation committee applied the evaluation criteria specified in
the RFT, but also used additional criteria that it did not include in the RFT. The
relevant Commonwealth Procurement Guidelines stated the Commonwealth’s
policy that agencies ‘evaluate each offer applying only the evaluation criteria and
methodology notified to bidders in the request for tender documentation.” ANAO
considers a tender evaluation plan would have added value to Customs’ tender
process.

Contractual outcomes

39.  InJune 1999, Finance signed a contract with its selected provider. The
contract was for the provision of general banking services commencing 1 July
1999 and was for a term of one year with an extension of one to three years.

40.  After market testing, Finance’s overall banking costs (excluding tendering
and transitional costs) increased from $47 000 in 1998-99 to $85 729 in
1999-2000 and fell slightly to $79 391 in 2000-01. Finance has steadily reduced
its reliance on cheques to make payments and has actively sought its suppliers’
acceptance of electronic payment methods. However, the move to a commercial
bank has brought with it the additional costs of commercial banks’ settlement
arrangements which more than offset any savings in banking fees. Changes to
the commercial bank settlement arrangements that came into effect in mid
January 2002 are expected to eliminate these costs.

41.  Customs started taking receipts through its new bank in September 2000
and completed moving its payments business to its new banking provider in
June 2001. Customs signed a contract with its new bank in February 2001, 10
months after advising the bank of the tender outcome. ANAO considers it is
better practice for a signed written contract to be in place before a financial
institution commences providing deposit and payment services. Otherwise the
documentary trail supporting the authority for the payment of public money
and contractual performance requirements, incentives and sanctions may not
be clear. In the context of banking, written agreements between agencies and
their banking providers also provides the basis for ensuring core requirement
compliance and obtaining value for money.

42. Customs’ total banking costs in the first year of outsourcing were
$170 000 in 2000-01, compared to $55 000 in 1999-2000 and $43 000 in 1998-99.
The increase was mainly due to Customs sourcing banking services from two
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providers in 2000-01. The RBA fees for the interim services it provided prior
to Custom’s moving all of its banking business to its preferred tenderer in June
2001 were substantially greater than those provided for under the previous
whole-of-government pricing regime. In addition, there were costs related to
commercial banks’ settlement arrangements. The transition to a new banker
was completed in June 2001 and aggregate banking costs are expected to fall
significantly in 2001-02 due to the resolution of commercial banks’ settlement
arrangements and because services will only be sourced from one transactional
banker.

Improvement opportunities

43. There are some lessons from the foregoing experiences, which would
benefit other agencies. Good administrative practice for an agency entering into
acontractual arrangement with a transactional bank for the provision of banking
services requires sound planning and management from the outset as well as:

- identifying and planning for revenue, operational and contractual risks;

- adherence to the Commonwealth Procurement Guidelines in market
testing processes;

- negotiating with the preferred bidder before signing a contract to ensure
that both parties understand their obligations, and to secure the interests
of the agency and the Commonwealth;

- carrying out a due diligence check to ensure that the preferred bidder is,
in practice, able to meet the core requirements;

- including provisions in the contract for immediate notification of
non-compliance with the core requirements and recovery of losses due to
non-compliance;

- regular monitoring of service delivery (including compliance with the
core requirements) utilising performance indicators;

- ensuring that opportunities for more effective and efficient banking and
improvements in internal processes are recognised and implemented
throughout the life of the contract; and

- implementing appropriate preparations to migrate to new arrangements,
if necessary.
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Agency responses

44.  ANAO made four recommendations, all of which were agreed to by
Finance, DEST, DIMIA and DTRS. Customs agreed with the first two
recommendations and agreed with qualification to the last two
recommendations. The recommendations cover risk assessment planning, the
monitoring and review of banking arrangements, the conduct of tender
processes, and the timely execution of formal written agreements.
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Recommendations

Set out below are the ANAO’s recommendations arising from this report, with report
paragraph references and abbreviated responses from agencies. More detailed responses
are shown in the body of the report together with the findings.

Recommendation
No. 1
para 2.52

Recommendation
No. 2
para 2.59

Recommendation
No. 3
para 3.11

Recommendation
No. 4
para 4.54

ANAO recommends that agencies regularly review their
internal controls relating to banking, particularly bank
reconciliation processes, bank account registers, Chief
Executive’s Instructions and operational procedures.

Agreed: Finance, Customs, DEST, DIMIA and DTRS.

ANAO recommends that all agencies regularly review
their risk assessment and management plans to ensure
the continued effectiveness and efficiency of their
banking arrangements.

Agreed: Finance, Customs, DEST, DIMIA and DTRS.

ANAO recommends that agencies improve monitoring
of core requirement compliance by their transactional
banks by periodically reconciling amounts swept with
their own financial records.

Agreed: Finance, DEST, DIMIA and DTRS
Agreed with qualification: Customs.

ANAO recommends that agencies ensure a written
agreement is executed before a financial institution
commences providing deposit and payment services.

Agreed: Finance, DEST, DIMIA and DTRS
Agreed with qualification: Customs.
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Audit Findings and
Conclusions
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1. Introduction

This chapter details the background to the audit: the statutory framework and statutory
requirements for managing devolved banking; and the audit approach.

Background

1.1  New arrangements for transactional banking endorsed by Ministers came
into effect on 1 July 1999 for agencies subject to the Financial Management and
Accountability Act 1997 (FMA Act). These arrangements transferred responsibility
for payments and receipting from the Department of Finance and Administration
(Finance) to individual FMA Act agencies. Consistent with devolved
management under the FMA Act, a cash management incentive scheme was
introduced along with the devolution of responsibility, providing agencies with
an opportunity to earn interest on surplus departmental funds. The arrangements
are intended to encourage agencies to manage working capital, including cash,
in a more business like manner. Safeguards over the Commonwealth’s aggregate
cash balances necessary for effective central cash/debt management and the
Reserve Bank of Australia’s (RBA) central role in managing liquidity and foreign
exchange have been preserved. The new arrangements were introduced as an
integral part of output and outcomes based management and accrual budgeting,
recognising that devolution of management is an important element in the
devolved banking framework.

1.2  Transactional banking refers to the deposit and payment services provided
by banks and other deposit taking institutions. Estimates of net flows through
Commonwealth Government bank accounts amount to $339 billion in
2000-2001, comprising $170 billion in revenue and $169 billion in payments.
The Commonwealth annually makes some 240 million payments. The average
daily balance® in the Official Public Account (OPA) held by the RBA on behalf of
Finance in 2000-2001 was approximately $1.48 billion.®

5 The Australian Office of Financial Management (AOFM) has noted with respect to cash management:
‘The challenge of Commonwealth cash management is to minimise net interest outlays through
minimising Treasury Note issuance to cover cash needs whilst, at the same time, avoiding use of the
Commonwealth’s (more costly) overdraft facility with the RBA. The minimum issuance objective is
formalised by the Commonwealth’s end of year target for average cash balances. In May 1996, the
Treasurer, in consultation with the Minister of Finance, determined that the year-average balance as
at 30 June each year in the Commonwealth’s overdraft group of accounts held with the RBA should
be around a maximum of $1.5 billion. The target is intended to place a suitable degree of discipline on
cash management (and debt management more generally) by encouraging the maintenance of
minimum cash balances, thereby minimising borrowings and, consequently, the Commonwealth’s net
interest expense.” AOFM Annual Report 2000-2001, p. 22.

8 The average cash balances for 1997-98, 1998-1999 and 1999-2000 were $1.62 billion, $1.25 billion
and $1.43 billion respectively.
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1.3 The Australian Taxation Office (ATO) and the Australian Customs Service
(Customs) are estimated to have collected Commonwealth revenue of $144 billion
and $24 billion respectively in 2000-2001 (see Figure 1.1). The incidence of
payments is highly concentrated in eight agencies that account for nearly 90 per
cent of Commonwealth payments. The Family and Community Services (FaCS)
portfolio made $59.2 billion in payments (mainly income support through
Centrelink) in 2000-2001, Health and Ageing (DHA) made $27.6 billion in
payments, Treasury $20.2 billion, the Department of Defence $14.3 billion, the
Department of Education, Science and Training (DEST) $12.8 billion, the
Department of Veterans’ Affairs (DVA) $8.7 billion, Finance $5.4 billion and the
Department of Transport and Regional Services (DTRS) $3.4 billion.

1.4 In comparison to the large payment and receipt flows through
Commonwealth accounts, the banking fees for the Commonwealth are relatively
modest, totalling around $10 million per annum. Centrelink bears the largest
portion of these fees, due to the large volume of pension and allowance payments

it makes annually. For the majority of agencies, annual banking fees are
commonly under $20 000.

Figure 1.1

Estimates of Commonwealth revenue and payments by agency for
2000-2001
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Source: ANAO analysis of Budget Strategy and Outlook 2001-02 (Budget Paper No. 1).
Excludes inter-agency and inter-government transfers.
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1.5 Under the centralised banking arrangements that operated prior to July
1999, the RBA provided transactional banking services on a whole-of-
government basis to Commonwealth agencies. These banking services were
subject to an umbrella contractual Master Agreement between the
Commonwealth, represented by Finance, and the RBA. Fees for banking services
were charged by the RBA on a whole-of-government basis and paid for by
Finance. Under this arrangement, the RBA used the volume of the
Commonwealth’s overall business to determine its prices, not the transaction
volume of each individual agency.

1.6 The RBA advised ANAO that:

Since devolution on 1 July 1999, fees for transactional banking services
have been revised along commercial lines. This means that larger agencies
that chose to remain with the Reserve Bank have gained the benefit of
volume in their fees for service. In contrast, smaller agencies that continue
to use the Reserve Bank for transactional banking generally have faced
increased costs. Similarly, since devolution the contract terms and
conditions offered by the Reserve Bank for transactional banking services
have favoured the larger agencies, with smaller agencies unable to negotiate
changes to a basic generic contract.

1.7 The devolution of banking control to FMA agencies results in new risks
and opportunities to the Commonwealth. Asingle, centrally coordinated system
with one banking service provider was replaced by multiple systems and
potentially many banking service providers. To manage the risk associated with
such a system, Finance has established a framework of core requirements that
agencies are required to build into contracts with banks.

1.8 TheJoint Committee of Public Accounts and Audit (JCPAA) has recognised
the risks in the new arrangements and the need to manage them.” The Committee
has noted that:

... the core requirements to be entered into with private banks appended
to the manual are detailed and comprehensive. Nevertheless, as increasing
numbers of agencies enter into banking agreements, Finance will need to
maintain its vigilance to ensure protocols are entered into and adhered to.

1.9 The main financial risk to the Commonwealth is generally not in the
management of banking fees but the revenue risks created by the flows of funding
between agency accounts, the OPA and third parties. The Australian Office of
Financial Management (AOFM) invests funds surplus to the needs of the OPA.
It is important that receipts are transferred to the OPA as soon as possible and
that funds for payments are delivered to agency accounts at the optimal time.

7 JCPAA, Report No.374, Review of the operation of the FMA Act and CAC Act, paragraph 2.34.
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The magnitude of the financial flows involved means that even short delays
can have significant financial consequences.

Statutory framework

1.10 Section 44 of the FMA Act imposes on agency Chief Executives a duty to
manage Commonwealth resources effectively, efficiently and ethically. This,
along with other provisions of the FMA Act, FMA Regulations, FMA Orders,
the related delegations and Chief Executive’s Instructions,® comprises the
statutory framework governing transactional banking (see Figure 1.2).

Figure 1.2
Framework for managing transactional banking
Statutory responsibilities Administrative Actions
FMA Act Ensure provider adheres to
mandatory requirements
l Ensure value for money in
FMA Regulations procuring services
& v Establish and manage
contract with provider
FMA Orders
Risk assessment and
Chief Executiveis management
Instructions

Source: ANAO analysis.

1.11 The central provisions are section 8 and section 9 of the FMA Act, which
provide that the Finance Minister or the Minister’s delegate may enter into
agreements with banks and may open bank accounts. The Finance Minister has
delegated his powers under sections 8 and 9 of the FMA Act to agency Chief
Executives.® In exercising these delegations, the Finance Minister has directed
delegates to ensure that;*°

8 Issued under section 52 of the FMA Act.
9 See section 62(1) of the FMA Act.
©Issued by the Finance Minister under section 62(2) of the FMA Act.
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- agreements with banks stipulate adherence to the core requirements for
banking services;

- official accounts include in their title either the words ‘Official
Departmental’ or ‘Official Administered’ or ‘Official Trust Account’;

- agencies notify the RBA when they open an official account and provide
certain information to the RBA about the operation of official accounts;
and

- agencies conduct foreign exchange transactions through the RBA, unless
they agree other arrangements with the RBA."

1.12 FMARegulation 8 provides that officials procuring goods or services must
have regard to the Commonwealth Procurement Guidelines (CPG), including
obtaining value for money.?? FMA Regulation 7 provides that the Finance Minister
may issue guidelines for the procurement of goods and services. Also, officials
approving expenditure of public money must be satisfied that proposed
expenditure is in accordance with the policies of the Commonwealth and
represents efficient and effective use of public money (Regulation 9); and
approval for expenditure must be received before a contract is entered into
(Regulation 13).

1.13 To meet the requirements of section 44 of the FMA Act, agencies need to
manage banking contracts for efficiency and effectiveness. Risk assessment and
management are also integral to the proper management of a banking
relationship. Figure 1.3 provides a summary of the statutory requirements that
relate to management of banking.

" Banking delegations by the Finance Minister under the FMA Act, issued 27 February 2000, amended
31 October 2001.

2 At the time, the CPG stated that: ‘the fundamental objective of Commonwealth procurement is to
provide the means to efficiently and effectively deliver the Government’s programs’. March 1998.
Revised CPGs were issued on 5 October 2001.
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Figure 1.3
Summary of statutory requirements for managing transactional banking

Agreements with banks

e The Finance Minister or the Minister’s delegate may enter into
agreements with banks.

=  Agreements must be for 12 months or less, unless the Commonwealth
can terminate with six months or less notice.

Bank accounts

=  The Finance Minister or the Minister’s delegate may open bank accounts.
Account names must include the word ‘official’.

= Accounts are to be entitled ‘[agency] Official ... Account’.

Receipts and withdrawals

e Money to be banked promptly in accordance with Finance Minister’s
Orders.

= Money to be banked by the next banking day, or day approved by the
Chief Executive.

=  Money not to be paid into a non-official account.

=  Officials may transfer amounts between official accounts.

Borrowing

e Borrowing must be permitted by an Act of Parliament. Borrowing
includes an advance via overdraft.

= Any overdraft borrowings must be repaid within thirty days.

=  Finance Minister may borrow for short periods, up to ninety days.

Accounts and records

e  Chief Executives must record receipts and expenditure on a daily basis.

=  Agencies are to advise the RBA of account details when they open official
bank accounts.

Core requirements

=  Agencies must ensure that banks comply with the core requirements.

Value for money

=  Chief Executives are to comply with the CPG. Under the CPG, value for
money is the essential test against which agencies must justify any
procurement outcome.

=  Approvers of proposals to spend public money must be satisfied that
proposals are in accordance with Commonwealth policies and will make
efficient and effective use of public money.

= A person must not enter into a contract or agreement before receiving
approval.

Source: ANAO analysis of FMA Act, FMA Regulations, FMA Orders, related delegations
and Chief Executive’s Instructions.
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Audit approach

1.14 The audit examined Finance and a selection of other agencies subject to
the transactional banking requirements. Finance was selected for its central role
in coordinating the implementation of the banking changes as well as its
importance as a payment agency. Finance operates the OPA, which is held with
the RBA. The Department also operates its own agency official accounts and
corporate responsibilities through which it takes approximately $2 billion in
receipts and makes $700 million in payments per annum.

1.15 Customs was selected as a major receipting agency. The agency collected
around $24 billion in the 2000-2001 financial year in customs duty, excise, sales
tax and other border-related revenue collections. Customs makes nearly
500 000 separate payments a year and takes over 250 000 separate receipts.

1.16 Other agencies selected primarily make payments to individuals and
entities. DTRS’s banking relates primarily to payments of grants which are
estimated to be around $3.4 billion in 2000-2001. DEST makes administered
payments for higher education, school grants, vocational and international
educational training payments, student assistance and youth support. In
2000-2001, payments made by DEST amounted to approximately $12.8 billion.
DIMIA receives over $200 million per annum comprising visa fees and charges,
citizenship revenues, and revenue from other immigration related functions. In
2000-2001, payments made by DIMIA amounted to over $600 million and were
mainly for the administration of immigration, citizenship and cultural diversity
programs, with some payments (around $30 million per annum) being for
personal benefits and grants.

1.17 The objectives of the audit were to review selected agencies’:
- tendering for the procurement of banking services;

- implementation and ongoing management of contractual banking
arrangements; and

- to identify practices that have improved administrative arrangements.

1.18 Thisauditfocuses on audited agencies’ external relationships with banking
service providers and the supporting administrative framework. The audit
methodology involved: reviewing the legislative, regulatory and administrative
policy framework for transactional banking; developing detailed audit criteria;
collecting and analysing primary data, files and other records; and identifying
improved administrative practices within audited agencies that may be
applicable to other agencies.

1.19 Agency internal controls over cash and the impact of the cash management
incentive scheme are considered in an ANAO Assurance and Control Assessment
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(ACA) Audit, Audit Report No.10 2001-02 Management of Bank Accounts by
Agencies. The main objectives of the ACA audit were to determine whether:
agencies have implemented appropriate risk management strategies for the new
banking arrangements which came into operation on 1 July 1999; and cash funds
are being managed in accordance with the appropriate legislation, the
Commonwealth’s agency banking guidance, and generally accepted accounting
practices. The ACA audit was undertaken in seven agencies subject to the
requirements of the FMA Act. The report was tabled in September 2001. It
concluded that, in respect to the day-to-day operation of bank accounts, the
internal control frameworks established by agencies were generally satisfactory.
However, it also found that Chief Executive’s Instructions (CEls) related to
banking had not been updated in some agencies to reflect the new arrangements;
that agencies’ practices were not always consistent with the policies and
procedures established by their internal control frameworks; and that better
practice could be achieved through improvements in agencies’ internal control
frameworks. The ACA audit also examined the risk management processes and
management accounting controls adopted in the forecasting of cash flows and
operation of bank accounts and placement of funds. The ACA audit concluded
that, as the seven audited agencies became more settled with the new banking
arrangements and their internal processes better developed, the level of funds,
and the period of investment, increased significantly reflecting, inter alia, more
active cash management. The ACA audit also found a progressive increase in
the level of cash held in term deposits compared with cash held in departmental
bank accounts.

1.20 Audit fieldwork was conducted from September 2000 to June 2001. An
Issues Paper was provided to agencies for comment in July 2001 followed by a
Discussion Paper in August 2001. A proposed report was issued under section
19 of the Auditor General’s Act 1997 in October 2001, followed by a revised
proposed report in November 2001. Finance was issued further drafts of the
proposed report in January 2002, February 2002 and March 2002. The audit was
conducted in accordance with ANAO Auditing Standards at a cost to ANAO of
$339 000.
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2. Implementation of Transactional
Banking

This chapter outlines the administrative arrangements and processes for devolving
banking; discusses the implementation outcomes at the whole-of-government level and
for the audited agencies; and describes the audited agencies’ approaches to control and
risk management.

Background

2.1  Responsibility for managing banking operations lies primarily with agency
Chief Executives, with Finance having an overarching monitoring role. To fulfil
their responsibility, agency Chief Executives should ensure that contracts with
banks are effectively managed, that banks adhere to the core requirements and
that banking arrangements provide value for money. Finance plays a significant
role in the management of the transactional banking framework to achieve
effective outcomes for the Commonwealth. Finance advised ANAO that its
responsibilities are to:

- maintain the statutory framework for banking, and make adjustments,
where required, to ensure the framework maintains its effectiveness;

- assist agencies in managing their responsibilities under devolved banking.
In this respect, Finance has issued (and updated where required) guidance
in the Agency Banking Framework Manual, Instructions to Bankers,
Instructions to Agencies and the Market Testing Toolkit that includes a
model contract; and

- monitor, along with monitoring by agencies of their own activities, in order
to ensure that the Commonwealth’s exposure to financial loss is limited if
practice in any agency (or agencies) is ineffective, and to provide a basis
for evaluating the effectiveness of the new arrangements.

2.2 Figure 2.1 compares banking arrangements before, and after, 1 July 1999.
Prior to July 1999, Finance provided a central payments service for agencies and
the RBA provided all transactional banking services for Commonwealth agencies,
except where it was impractical for it to do so0.:* Accounts were generally held
with the RBAand balances in these accounts were included in the Commonwealth
Public Account (now referred to as the OPA). Some agencies held accounts with
commercial banks, for example, in regional locations where the RBA could not
provide receipting facilities, or if they required cheque cashing facilities.

3 The Reserve Bank Act 1959 requires the RBA to act as the transactional banker to the Commonwealth,
but does not require the Commonwealth to utilise the RBA’s transactional banking services.

39



Figure 2.1
Comparison of transactional banking processes before and after
1 July 1999

FMA agency

o Send payment
instructions

Before 1 July 1999

o Check appropriations
o Send authorised
payment instructions

RBA

Account
Funds transfer
Payee

From 1 July 1999

e Check appropriation
» Send appropriation |
drawdown request

Finance

o Authorise fund
transfer

e Send payment
instructions

RBA
o Official Public
Account

Funds sweeping

Funds transfer

Agency's
bank

o Agency official
account

Funds transfer

Source: ANAO analysis
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2.3 Amendments to the FMA Act which took effect on 1 July 1999 eliminated
fund accounting® which, among other things, removed the need for the Finance
central ledger and allowed agencies to process and record transactions in their
own accounting systems, thus facilitating the move to devolved accounting and
banking arrangements.” In addition, the new banking arrangements created
additional processing for agencies and introduced competition to the RBA'’s
transactional banking services. The arrangements involve new streams of
payment instructions from agencies to their banks, new streams of funds
transferred from the RBA to agencies’ banks, and a continuing role for the RBA
in sweeping the balances of agencies’ bank accounts to the OPA.*® To comply
with the requirements of competitive neutrality, the RBA established a
transactional banking arm to provide deposit, payment and other transactional
banking facilities to Commonwealth agencies and other customers.

Implementation processes

2.4 Agencies’ ability to enter freely into agreements with banks including the
RBA creates an obligation on them to manage their relationships with bankers
effectively. Banking relationships are important and can be complex, requiring
a thorough approach to planning for implementation.

2.5 The audited agencies began planning for implementation before Finance
released formal guidance but progress was slow, except in Finance, due to
uncertainty about operational arrangements. In December 1998, the RBA wrote
to Finance outlining its Devolution Project, including system requirements for
the central bank function and the RBA transactional banking business. RBA
requested Finance to provide systems requirements by mid-January 1999.
Following meetings to progress the issues, Finance accepted the RBA's offer to
draft the system requirements. Major elements of the banking framework,
including the core requirements and the system specifications for the central
bank function, were finalised in February 1999.

2.6 Finance was the coordinating agency for the new banking arrangements.
During implementation, Finance oversaw the transition to the new arrangements
and its key tasks included:

- advising the Minister for Finance and Administration on the structure
and implications of the proposed arrangements for banking;

4 Fund accounting was the classification of money in the Commonwealth’s control into one of the four
funds of the Commonwealth Public Account, which formed the framework for the Government’s
accounts.

S Financial Management Legislation Amendment Act 1999, Explanatory Memorandum, pp. 1-2.
8 The investment of Commonwealth funds remains centrally controlled.
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2.7
were:

2.8

providing guidance to agencies on the new arrangements and agency Chief
Executives’ responsibilities;

developing the core requirements for banking services;

developing, with the RBA, its role as the central bank under the new
arrangements;

managing legislative changes to the FMA Act;
monitoring agencies’ implementation of the new arrangements;

effectively managing the risks of transition to the new arrangements in
partnership with agencies; and

upgrading its Accrual Information Management System (AIMS) to support
agency transactional banking.

The key project phases of the implementation process managed by Finance

July 1998: the Minister for Finance and Administration announced that,
from 1 July 1999, Commonwealth transactional banking would be opened
to competition;

November 1998: Finance provided the Minister for Finance and
Administration with a detailed proposal for devolved banking;

January 1999: the Acting Prime Minister and the Treasurer agreed to the
new arrangements;

February 1999: Finance released guidance manuals to FMA agencies;

March 1999: system requirements for the central bank function and the
RBA transactional banking business were completed;

April 1999: legislative changes supporting the new arrangements were
passed as part of the Financial Management and Accountability Legislative
Amendment Act 1999 (Cth); and

1 July 1999: devolved transactional banking commenced.

Finance planned a trial of devolved banking, involving up to six agencies,

during 1998-1999 and closely approximating the conditions under which
agencies would operate from 1 July 1999. The trial did not proceed as Finance
assessed that its main value had been gained from discussions with participating
agencies about the operational arrangements. Finance provided draft policy and
operational guidelines to agencies in November 1998, but was not in a position
to provide final guidelines until the Acting Prime Minister and the Treasurer
had approved the policy framework. In early February 1999, Finance circulated
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the documents Agency Banking Framework-Guidance Manual and Managing Agency
Banking to all agencies. These documents provided details of the banking
framework and the specific responsibilities of agencies. Finance, as part of the
Accrual Budgeting Project, instituted an extensive communications program
which included coverage of agency banking.

2.9 In the lead up to 1 July 1999, Finance monitored agencies’ progress in
implementing the banking changes and provided advice to agencies seeking
guidance on the practicalities of devolved banking. Finance focused its
monitoring efforts on ensuring that agencies would be able to make payments
and take receipts from 1 July 1999. Finance implemented changes to AIMS and
coordinated the legislative and regulatory changes accompanying the new
arrangements. Finance requested that agencies certify their readiness for
implementing devolved banking by 1 July 1999 (all agencies did so), including
the ability to make payments and take receipts.

2.10 In implementing devolved banking, Finance did not prepare, as such, a
specific risk management plan. Finance has advised ANAO that:

... responsibility for implementation of Agency Banking was devolved to
Chief Executive Officers. In order to reduce risks and assist with the
management of implementation, Finance has provided guidance through
the Banking Manual (issued prior to introduction of agency banking on
1 July 1999) and market testing toolkit (issued December 2000).

Risk management was completed at a whole of government level within
the context of the Agency Banking Framework Manual addressing
payment, revenue, contractual and operational risks. This document could
not have been developed without an assessment of the risks.

2.11 In view of the risks posed to the Commonwealth by a shift of banking
operations to individual agencies and private sector banks, and the originality
of the scheme,’” ANAO considers that greater assurance for all stakeholders
would have been provided by Finance developing such a plan, identifying
specific payment and revenue, contractual and operational risks at the whole-
of-government and agency levels and providing mitigation strategies for each
material risk. One advantage of preparing such a plan prior to the introduction
of the banking changes would have been an increased likelihood of Finance
identifying and addressing the risks arising from commercial banks’ settlement
arrangements prior to 1 July 1999 (see further in Chapter 3).

7 The Commonwealth banking model, which devolves contractual banking responsibility to individual
agencies, differs from those in the State jurisdictions, which are based around a central contract
administered by the treasury or finance department, covering core budget-funded agencies. In addition,
the account sweeping and funding arrangements incorporated in the core protocols are unique to the
Commonwealth model.
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2.12  In December 1998 and February 1999, the RBA wrote to Finance expressing
concerns about contingency arrangements for the introduction of devolved
banking due to start from 1 July 1999. The issues of concern to the RBA were:
whether sufficient time had been allowed to specify, construct and test computer
systems and the links necessary for transactional bankers to sweep agencies’
funds back to the OPA; and what contingencies were planned in the event that
agencies were unable to meet the July 1999 deadline. In March 1999, Finance
advised the RBA that:

I note your comment about contingency arrangements for the 1 July
deadline. Details of the new banking framework have been available to
most agencies since November last year and have been sufficient to
formulate and implement effective strategies for the systems and other
changes necessary for timely transition from 1 July. More detailed guidance
was provided through the comprehensive Agency Banking Framework
Guidance Manual issued on 9 February, which has led to a noticeable
increase in enquiries from agencies.

2.13 Inrelation to banking contracts, Finance’s guidance to agencies in February
1999 was that they should enter into separate agreements with their bankers.
The audited agencies that remained with the RBA initially intended to use the
existing Master Agreement for Banking Services between the Commonwealth
Government (represented by Finance) and the RBA as the basis for individual
agreements with the RBA. However, Finance, acting under legal advice, advised
the RBA of its intention to terminate the Master Agreement in May 1999.2 Finance
commissioned its legal adviser to draft a model agreement, for use by individual
agencies, that became available in August 1999. In the interim, the audited
agencies advised the RBA that they wished to receive services in accordance
with the schedule provided by the RBA.*

2.14 Of the audited agencies, Finance, Customs and DTRS have formalised
their arrangements with their bankers, DEST is in a position to finalise an
agreement and DIMIA has interim arrangements in place while it market tests.
Customs signed an agreement with the RBA in November 1999, after seeking
legal advice as to the suitability of the interim service level agreement. However,
subsequently, it did not sign a written agreement with its chosen provider until
February 2001, ten months after completing its tender process. The Agreement
for the Provision of Central Banking and Related Services between Finance and
the RBA in relation to core banking services was executed on 4 August 2000.

'®  The RBA received legal advice in January 1999 that the existing Master Agreement provided a sufficient
basis for contracting with individual agencies, especially in view of the fact that agencies were expected
at that time to market test reasonably soon after 1 July 1999. The RBA consequently did not agree to
termination of the Master Agreement and it still operates.

19 Customs advised ANAQO in September 2001 that, after seeking legal advice as to the suitability of the
interim Service Level Agreement negotiated between Finance and the RBA, Customs signed the
model contract with the RBA in November 1999.
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2.15 Finding: Finance planned a trial of devolved banking, involving up to
six agencies, during 1998-1999 and closely approximating the conditions
under which agencies would operate from 1 July 1999. The trial did not
proceed as Finance assessed that its main value had been gained from
discussions with participating agencies about the operational arrangements.
Finance circulated to all agencies documents that provided details of the
banking framework and the specific responsibilities of agencies, and instituted
an extensive communications program which included coverage of agency
banking. Also, Finance monitored agencies’ progress in implementing
transactional banking and provided advice to agencies seeking guidance on
the practicalities of devolved transactional banking. It completed substantial
work to implement changes to the Accrual Information Management System
and to make the legislative and regulatory changes accompanying the new
arrangements. Finance requested that agencies certify their readiness for
implementing devolved banking by 1 July 1999, including the ability to make
payments and take receipts: all agencies did so.

2.16 Inimplementing devolved banking, Finance did not prepare as such a
specific risk management plan. ANAO considers that greater assurance for
all stakeholders would have been provided by Finance developing such a
plan, identifying specific payment and revenue, contractual and operational
risks at the whole-of-government and agency levels and providing mitigation
strategies for each material risk.

2.17 Of the audited agencies, Finance and DTRS have formalised their
arrangements with their bankers, DEST is in a position to finalise an agreement
and DIMIA has interim arrangements in place while it market tests. Customs
signed an agreement with the RBA in November 1999, after seeking legal
advice as to the suitability of the interim service level agreement, but
subsequently did not sign a written agreement with its chosen provider until
February 2001, some ten months after completing its tender process. The
Agreement for the Provision of Central Banking and Related Services between
Finance and the RBA in relation to core banking services was executed on
4 August 2000.

Budget outcomes

2.18 The agency banking incentive scheme implemented by Finance in
1999-2000 along with devolved banking allows agencies to accrue interest from
Finance on their agency daily balances and term deposits.? Key elements of the

20 New arrangements for the drawdown of departmental appropriations were also introduced in
1999-2000. These are described in Part 2 of Finance’s Agency Banking Framework—Guidance Manual.
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scheme are: a reduction (or ‘clawback’) in agencies’ appropriations? of the
estimated amount of interest they would earn; the payment of higher rates of
interest on term deposits than on current accounts;? and penalties for the early
redemption of term deposits.?

2.19 Under the agency banking incentive scheme, Finance pays interest to
agencies on overnight cash based on administratively determined rates set by
Finance and higher market related rates on agencies’ term deposits. The RBA,
acting as Finance’s agent,? calculates the interest owing and obtains authorisation
from Finance to pay interest to agencies. The RBA transfers funds (after receiving
authorisation from Finance) from the Official Interest Account (the account that
records all interest paid by the RBA to agencies on behalf of Finance) to agencies’
departmental bank accounts. These transactions represent notional transfers
between Commonwealth bank accounts as no payment at this stage is actually
made from the Consolidated Revenue Fund. However, when interest is credited
to agencies’ bank accounts, agencies are able to make payments under
section 31 agreements,® as their total appropriations are increased.

2.20 The RBA’s advice to ANAO on the fiscal outcomes of the agency banking
incentive scheme was that:

Under the incentive scheme Finance instituted as part of devolved banking,
agencies earn interest from Finance on their departmental balances and
term deposits. We understand that Finance clawed back from agencies’
budgets an amount equivalent to projected incentive payments, to ensure
the Commonwealth’s aggregate financial position was unchanged by the
introduction of transactional banking. However, in the first two years the
scheme has been in operation, incentive payments by Finance to agencies
appear to have exceeded Budget projections by a total of $71 million, as
summarised in Table 1. These figures probably need some explanation.

21 Constitutionally, an appropriation is an authority provided by the Parliament. This accords with
section 83 of the Constitution for money to be drawn from the Consolidated Revenue Fund.

22 To encourage agencies to maximise their use of term deposits, Finance initially paid 100 basis points
below the RBA cash rate target on agencies’ cash balances. From July 2000, Finance set the cash
rate at 2 per cent (where it remains) compared to the RBA’s cash rate target of 6 per cent at that time.
For comparison, at July 2000 the AOFM’s term deposit interest rate was 5.87 per cent and the RBA
paid 5.90 per cent on cash balances held in the OPA.

2 No interest is payable on early redemptions within the minimum term (7 days). Finance may apply a
penalty where agencies continually withdraw deposits early, and interest rates for early repayment will
be adjusted for the shorter term so that an agency is no better off for early withdrawal.

24 Finance and RBA, Agreement for the Provision of Central Banking and Related Services, 15 August
2002.

% Section 31 of the Financial Management and Accountability Act 1997 allows agencies to enter into
agreements with the Minister for Finance and Administration for the purposes of items in Appropriation
Acts that are marked ‘net appropriation’. Where a departmental appropriation is so annotated,
section 31 arrangements allow departmental receipts to be paid into the relevant agency departmental
bank accounts and held there until spent.
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Finance may have clawed back these additional payments in subsequent
periods. If not, the figures seem to suggest that Commonwealth outlays
may have been around $71 million higher than otherwise since transactional

banking was introduced.

Table 1
Payments Under the Departmental Interest Incentive Scheme for Agencies
(4) (B) (B)-(A)
Projected interest Actual interest Excess of Actual over
payments payments Projected Payments
(Sm) (8m) (8m)
1999-2000 53.8" 114.0° +60.2
2000-2001 102.7° 113.7* +11.0
Total 156.5 227.7 +71.2
Notes:
1. Finance Portfolio Budget Statement 1999-2000, 7able 3.1, p. 61.
2. Finance, Annual Report 1999-2000, note 6b, p. 121.
3. Finance, Portfolio Budget Statement 2000-2001, Table 3.6, p. 58.
4. Finance, Annual Report 2000-2001, note 17, p. 148.

Source: RBA advice to ANAO, November 2001.

2.21 Finance advised ANAO that there have been a number of benefits for the
Commonwealth from the devolved and contestable banking structure, namely:

Agencies have achieved significant benefits through the introduction of

contestability to the RBA’s monopoly. Agencies have advised Finance that,
stemming from market testing, they have achieved benefits including:

improved service quality and responsiveness to their banking needs,
eg through a single provider (and point of contact) for both
transactional banker services and credit cards, and also through
benefits of an expanded branch network. There have also been the
harder to specify benefits of dealing with organisations that have as
their bread and butter the need to establish productive and varied
relations with their customers;

lower transactional banking fees, including for those remaining with
the RBA;

better contract terms and conditions, including for those remaining
with the RBA after market testing;

cost savings from improved business processes, including direct and
indirect benefits to related business processes; and

better understanding of their business processes, leading to improved
cash management.
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2.22

Some agencies have also advised that, because banking is an inter-connected
service, they market tested a number of other activities, thereby producing
similar significant synergistic benefits.

With direct responsibility for transactional banking and encouragement
from the interest incentive scheme, agencies have become more aware of
the time value of money and they have improved their cash management
procedures (this view is supported by ANAO’s Audit Report No. 10
2001-02, Management of Bank Accounts by Agencies).

In general terms, ANAO would expect benefits to the Commonwealth
from greater certainty of cashflows. The underlying principle is that rates of
return on short term investments of cash are usually lower than the rates paid
on long term investments. Hence, moving cash into longer term investments
may, over time, yield benefits to the Commonwealth. However, ANAO notes
that the Australian Office of Financial Management (AOFM) was not provided
with information from Finance on the investment payment of departmental
funds until recently.?® Timely information needs to be provided to the AOFM on
agencies’ term deposit holding intentions so as to inform its actual investment

and borrowing decisions.

2.23 The AOFM advised ANAO that:

The AOFM agrees that timely information needs to be provided on agencies’
term deposit holding intentions so as to assist in our investment and
borrowing decisions. The departmental term deposit data that we currently
receive from Finance does not provide this level of information and we
therefore rely on our traditional outlay forecast activities to obtain regular
forecasts for major departmental expenditures (e.g., public service salaries).
We believe that any claimed benefit of greater certainty for Commonwealth
cash management, as a result of departmental term deposits, will only
materialise when the link between these term deposits and departmental
expenditure (i.e., agency behaviour) is drawn explicitly to the AOFM.
This view is based on our observation that the majority of agencies currently
undertake departmental term deposits for relatively short periods of time,
rolling them over continuously until a particular departmental expenditure
occurs. From a Commonwealth cash management perspective, the AOFM
is primarily concerned with the timing and magnitude of cash that will be
flowing into and out of the Official Public Account (OPA). With regards
to departmental term deposits, which are swept daily into the OPA, the

26 The AOFM advised ANAO that: ‘The AOFM notes that current Reserve Link [the RBA’s transactional
banking system] access only allows the AOFM to process requests to undertake term deposits with
the Reserve Bank of Australia (RBA). The AOFM does not have access to review the daily departmental
term deposit transactions for all Commonwealth agencies. As we understand it, such direct access
could only occur by way of agreement between RBA and Finance, with Reserve Link software having
to be reconfigured (at some cost to the Commonwealth). Given our reservations with the current
quality of the information, from the perspective of Commonwealth cash management, we would
therefore be reticent to pursue this option.”
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AOFM is therefore focused on when these term deposits actually leave the
OPA. It is this information set (i.e., agencies’ term deposit holding
intentions) that the AOFM requires when making investment and
borrowing decisions. Whilst the data provided by Finance informs us as to
when a departmental term deposit will mature, it does not provide any
assurance or certainty that this money will leave the OPA, given the
propensity for agencies to immediately ‘roll it over’ for a further term.

Budgetary administration

2.24 To facilitate the agency banking incentive scheme, Finance’s administered
appropriations were increased to fund interest payments to agencies, and
agencies’ section 31 agreements were amended so that interest payments from
Finance could be included in agencies’ departmental appropriations. At the same
time, agencies’ departmental appropriations were reduced with the objective of
ensuring the scheme was Budget neutral, that is, that it would have no effect on
Budget outlays overall. In 1999-2000 agencies’ appropriations were reduced by
$55 million (see Figure 2.2) . In March 2000, the then Minister for Finance and
Administration wrote to the Prime Minister and to the Treasurer advising that
agencies’ appropriations would be reduced by $80.4 million in 2000-2001. The
then Minister also proposed in this correspondence that, in future years,
adjustments to FMA Act agency estimates stemming from the devolved banking
arrangements [would] be made prior to the Budget each year and settled in
correspondence between [the Prime Minister and Treasurer]. This did not occur in
respect of 2001-2002 nor did Finance advise agencies of clawback arrangements
to apply in 2001-2002.

2.25 In March 2002, Finance advised ANAO that:

In 2001-2002 agencies’ appropriations were reduced by $48 million. These
figures are incorporated into the 2002—2003 estimates and out years. The
full amount of clawback, ie above $48 million, for 2001-2002 cannot be
readily determined because adjustments to estimates include other measures
as well as interest.

Finance can confirm that agencies were instructed to claw interest back in
2000-2001. Evidence exists in the AIMS system that adjusting entries
occurred. Two agencies, Defence and Finance, which earned 50 per cent of
the interest, did not have the interest clawback separately identified in
their AIMS journals, but they have confirmed that the clawback occurred.

Finance advised ANAO in discussions that existing interest clawback
arrangements made through reductions in agency appropriations did not
cease after 2000-2001, but were replaced by estimate variations and
discounting agency output pricing reviews for interest revenue.
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2.26

In the absence of formal advice from Finance, only some agencies?

continued to have their appropriations reduced in accordance with maintaining
budget neutrality in 2001-2002. As such, no correspondence was prepared for
Ministers’ consideration on this issue but reductions of some $49 million were
made to some agencies’ appropriation estimates. There has not been a systematic
approach adopted by Finance to agency budget reductions for 2001-2002; some
budgets were reduced, others were not. This represents a significant control

Figure 2.2
Budgetary Impact on a Cash Outcome Basis of Agency Banking
Incentive Scheme: 1999-2000 to 2001-2002.

1999-2000 2000-2001 2001-2002
Item (Actual) (Actual) (Estimate)
$m $m $m
e Interest Credited to Agencies’ 77 4" 147 42 85.8°
Accounts
e Finance Capital Appropriation n.a. 245 n.a.
e Sub-total 774 171.9 85.8
e Less: C]avyback of Agencies’ 55 0° 80 .45 48.9°
Appropriations
e Net Budget Position’ (22.4) (91.5) (36.9)
Notes:

1. In 1999-2000, the RBA credited $91 million to agency bank accounts (excluding $9.9 million of interest withheld by

RBA at the direction of Finance and not paid) comprising: $70.4 million interest on term deposits; and $20.6 million
interest on overnight cash balances, which is credited quarterly. The total paid excludes $14.2 million interest credited
to Finance’s Departmental Bank Account and returned by them to Consolidated Revenue on 24 March 2000; and
includes $0.6 million credited to agencies by Finance for interest earned in 1999-2000, giving the net result of
$77.4 million paid.

In 2000-2001, the RBA credited $158.7 million to agency bank accounts, comprising: $143.7 million interest on term
deposits; and $15 million interest on overnight cash balances. The net total excludes agency interest of $11.3 million
derived from early draw-downs and account classification errors and thus reduced from the amount paid to agencies.

ANAO estimate based on pro-rated RBA credits to agency bank accounts for the period July 2001 to March 2002.

Finance advice to ANAO of 5 April 2002 was that the Department was provided with a Capital Appropriation
(Appropriation Act (No.2) 2000-01) of $24.5 million. This covered the repayment of $14.2 million interest earned by
Finance in 1999-2000 and repaid to Consolidated Revenue; $9.9 million of interest for the period 24 March 2000 to
30 June 2000 withheld by the RBA at Finance’s direction; and other mostly interest-related adjustments of $0.4 million.
RBA has confirmed to ANAO that Finance has not requested payment of the $9.9 million of interest withheld and
Finance advised ANAO that this interest was appropriated as a capital injection in 2000-2001.

Finance Ministerial Briefing of 9 March 2000.
Finance advice to ANAO of 12 March 2002, on agency clawback of appropriations for 2001-2002.

Finance advised ANAO on 3 April 2002 that: The interest paid figures include payments to Finance special accounts
of $48.6 million in 2000-2001 and $12.8 million in 2001-2002. Special account balances (including interest earned)
are quarantined from the ordinary activities of Departments. Finance notes that these interest earnings have contributed
to dividend payments to Government of $71.7 million in 1999-2000 and $142 million in 2000-2001. Accordingly, the
total ‘net cash budget position’ of $150.8 million is overstated to the extent of the interest component of the dividend
payments from the special account balances.

Sources: RBA records of agency bank interest payments, Finance advice and
documentation and ANAO estimate.

27 Some large agencies had no reduction in appropriation at all, others had as little as 10 per cent
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weakness in the department’s budgetary processes with a direct impact on the
2001-2002 Budget, as interest payments to agencies are expected to be $86 million.

2.27 In Appropriation Act (No. 1) 1999-2000 Finance was appropriated
$53.8 million for the purpose of making interest payments to agencies, as part
of the appropriation for its Outcome 2: Improved and More Efficient Government
Operations. Actual interest paid by the RBA on Finance’s behalf in 1999-2000
was $91 million (see Figure 2.2, note 1). To enable the Department to stay within
its appropriation for Outcome 2, Finance voluntarily returned to the
Consolidated Revenue Fund $14.2 million that it received in departmental
interest payments in the period July 1999 to March 2000. Finance also instructed
the RBA to withhold payment of $9.9 million in interest owing to Finance for
the period April to June 2000. Finance subsequently raised a departmental
receivable (or amount owing to Finance) of $24.5 million for the interest it
returned to Consolidated Revenue and the amount of interest due to Finance
but not paid for the period April to June 2000. In the following year Finance was
appropriated this $24.5 million from an administered capital item in Appropriation
Act (No. 2) 2000-2001.

2.28 In March 2002, Finance advised ANAO that: ‘All agencies reflected interest
revenue and expense in the year in which it was receivable or payable—ie 1999-2000.
Finance’s actions however resulted in the underlying cash transaction being received or
paid in the year 2000-2001". Finance’s actions effectively shifted the Budget impact
between the financial years 1999-2000 and 2000-2001.

2.29 In Appropriation Act (No.1) 2000-2001, Finance was appropriated $97.5
million® to fund agency interest payments and in Appropriation Act (No. 2)
2000-2001 was appropriated $24.5 million as an administered capital item to
fund the interest accruing from 1999-2000. Finance’s appropriation for agency
banking incentive payments was increased further when it received $20.6 million
through Advances to the Finance Minister in the June quarter 2001. Total net
interest paid for 2000-2001 amounted to some $147 million, within Finance’s
total appropriation for Outcome 2.2

2.30 In May 2001, Finance sought legal advice on removing the need for
appropriations to authorise the transfer of such interest to agencies’ bank
accounts. The legal advice received by Finance confirmed that the department’s
proposed new funding arrangements could be implemented, (that is, no specific
appropriation would be required) but noted that this raised policy issues about
consistent treatment of notional transactions. Finance’s legal adviser noted that:

28 Finance Portfolio Budget Statement 2000-2001, Table 2.3.2, p. 37.

2% |n2000—2001 total Administrative Appropriations for Finance Outcome 2 was $215.7 million, comprising:
Appropriation Act credits of $186.1 million; Advance to the Finance Minister of $20.8 million; Section
30A Appropriations of $0.2 million; and the balance of 1999-2000 appropriations carried to
2000-2001 of $8.6 million.
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In my view, the payment of ‘interest’ to agencies by your Department is
clearly a notional transaction of the kind contemplated by section 5 of the
Appropriation Acts. However, as stated above, there is no constitutional
need nor, as explained in my earlier advice, any other legal obligation under
the Appropriation Acts to draw such amounts down from an appropriation.
However, the transfer of such amounts without an appropriation will no
doubt raise policy issues, given the fact that notional payments are generally
drawn down from appropriations and presumably the intention is to treat
all notional transactions on the same basis, unless there are special
circumstances, such as were considered to exist in relation to the GST
remittances considered in my earlier advice.

2.31 In 2001-2002, Finance did not seek an appropriation for agency interest
payments. The bank interest earned by agencies, estimated by ANAO at
$86 million in 2001-2002, will be added to agencies’ appropriations under section
31 agreements, provided for by the FMA Act.*® The 2001-2002 Budget accounts
for the reduction in agency appropriations of some $49 million for clawback
arrangements, but this is $37 million less than the estimated total interest earned
by agencies in 2001-2002. Finance’s 2001-2002 Portfolio Budget Statements note
that reporting of bank interest was transferred from Finance to the Crown from
2001-2002. However, agencies’ financial statements will report the increase in
agency resourcing flowing from section 31 agreements.

2.32 For reasons of financial transparency and public accountability, the
conventional administrative practice of the Commonwealth has been for
payments between agencies to be covered by an appropriation. Indeed,
section 5 of the Appropriation Act recognises that notional transactions between
agencies are to be treated as real transactions. The decision by Finance to move
away from conventional budgetary practice in 2001-2002, by not having an
appropriation to cover significant Commonwealth resourcing, raises important
accountability issues. The fact that the Constitution allows transfers between
agency accounts which form part of the Consolidated Revenue Fund without
an appropriation does not detract from the need for budgetary transparency
and accountability for payments between agencies to ensure public confidence
in the probity of agency resourcing.

2.33 Finance advised ANAO in February 2002 that:

In establishing the agency banking proposal, the potentially conflicting
objectives of genuine financial incentives for agencies to improve cash
management practices and budget neutrality were canvassed. They
contributed to the subsequent inconsistency with which the scheme was
administered.

30 Finance advised ANAO that for 2001-2002 a zero expenditure for agency bank interest was
incorporated in the Interest and other financing costs/Interest reported in Budget Paper No.1,
Statement 10, page 10-4, table 1.
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The scheme has not been budget neutral since its inception in that agencies
have received departmental expenses in excess of the reductions applied to
their appropriations. However, the additional interest revenue has derived
from interest earned by the Commonwealth as a whole on cash balances.

To the extent that agencies have been subject to output pricing reviews
and/or ERC decisions that have affected departmental expenses, the
additional interest revenue has been taken into account in determining
the revised prices of their outputs and/or prices for new or changed outputs.

2.34 In actual cash budgetary terms, agencies gained some $22.4 million in
additional resources® in 1999-2000 and $91.5 million in 2000-2001 (See Figure
2.2). An additional $37 million in resources is forecast to flow to agencies under
the scheme in 2001-2002. By the completion of this fiscal year the scheme will
be non-budget neutral in cash terms to the extent of approximately $151 million.
ANAO notes that, with the alteration of the interest clawback arrangements
from July 2001, there is no comprehensive mechanism in place to recover these
additional resources directly from agencies, in conformity with the requirement
for a Budget neutral outcome. Finance has stated that other mechanisms (output
price reviews® and ERC decisions) ensure funding to agencies is appropriate
and that interest is taken into account. While accepting that such processes can
take interest revenue into account, they are not as responsive as other, more
direct approaches to achieving Budget neutrality. ANAO suggests that this aspect
could be reconsidered in the light of the policy objectives for this measure.

2.35 Finding: Finance’s administered appropriations were increased to fund
interest payments to agencies. At the same time, agencies’ departmental
appropriations were reduced with the objective of ensuring the scheme was
Budget neutral. In 1999-2000, agencies’ appropriations were reduced by
$55 million. In March 2000, the then Minister for Finance and Administration
wrote to the Prime Minister and Treasurer advising that agencies
appropriations would be reduced by $80.4 million in 2000-2001. In 2001-2002,
no correspondence was prepared for Ministers’ consideration on this issue
but reductions of some $49 million were made to some agencies’ appropriation
estimates. There has not been a systematic approach adopted by Finance to
agency budget reductions for 2001-2002: some budgets were reduced, others
were not. This represents a significant control weakness in the department’s
budgetary processes with a direct impact on the 2001-2002 Budget, as interest
payments to agencies are expected to be $86 million.

31 Interest revenue paid by Finance is appropriated to agencies’ accounts.

32 An output pricing review is a review of the amount paid by the Government to agencies for the delivery
of agreed outputs.
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2.36 In actual cash budgetary terms, agencies gained some $22.4 million in
additional resources in 1999-2000 and $91.5 million in 2000-2001. An additional
$37 million in resources is forecast to flow to agencies under the scheme in
2001-2002. By the completion of this fiscal year the scheme will be non-budget
neutral in cash terms to the extent of approximately $151 million. ANAO notes
that, with the variations of the interest clawback arrangements from July 2001,
there is no comprehensive mechanism in place to directly recover these
additional resources from agencies, in conformity with the requirement for a
Budget neutral outcome. Finance has stated that other mechanisms (output
price reviews and ERC decisions) ensure funding to agencies is appropriate
and that interest is taken into account. While accepting that such processes can
take interest revenue into account, they are not as responsive as other, more
direct approaches to achieving Budget neutrality. ANAO suggests that this
aspect could be reconsidered in the light of the policy objectives for this measure.

2.37 In Appropriation Act (No. 1) 1999-2000 Finance was appropriated
$53.8 million for the purpose of making interest payments to agencies, as part
of the appropriation for its Outcome 2: Improved and More Efficient
Government Operations. Actual interest paid on Finance’s behalf in 1999-2000
was $91 million. To enable the Department to stay within its appropriation for
Outcome 2, Finance voluntarily returned to the Consolidated Revenue Fund
$14.2 million that it received in departmental interest payments in the period
July 1999 to March 2000. Finance also instructed the RBA to withhold payment
of $9.9 million in interest owing to Finance for the period April to June 2000.
Finance subsequently raised a departmental receivable (or amount owing to
Finance) of $24.5 million for the interest it returned to Consolidated Revenue
and the amount of interest due to Finance but not paid for the period April to
June 2000. In the following year Finance was appropriated this $24.5 million
from an administered capital item in Appropriation Act (No. 2) 2000-2001.
Finance’s actions effectively shifted the Budget impact between the financial
years 1999-2000 and 2000-2001.

2.38 For reasons of financial transparency and public accountability, the
conventional administrative practice of the Commonwealth has been for
payments between agencies to be covered by an appropriation. Unlike
previous years however, in 2001-2002 Finance did not seek an appropriation
for agency interest payments estimated at $86 million. The decision by Finance
to move away from conventional budgetary practice in 2001-2002, by not
having an appropriation to cover significant Commonwealth resourcing, raises
important accountability issues. The fact that the Constitution allows transfers
between agency accounts which form part of the Consolidated Revenue Fund
does not detract from the need for budgetary transparency and accountability
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for payments between agencies to ensure public confidence in the probity of
agency resourcing.

Audited agencies

2.39 DEST, DIMIA, DTRS and Customs adopted a minimum change approach
in implementing devolved banking, focussing on ensuring they could make
payments and take receipts from 1 July 1999. The audited agencies weighed the
risk of changing providers for the making of payments to Government program
customers and the States against the possible costs of transition to a new provider;
the pressure from other reform initiatives; time constraints; in-house skills and
experience; and (in at least one instance) the costs of commercial banks’
settlement arrangements. In the time available, however, they advised that they
were not fully able to test and document banking procedures, establish controls
(such as bank account reconciliation and bank account registers) or execute
contracts. In relation to the time available, Finance advised ANAO in September
2001 that:

We believe that agencies had sufficient time to implement the agency
banking framework and market test, as reflected by Finance being able to
successfully do so prior to 1 July 1999. Additionally, agencies have advised
Finance that 4.5 months was sufficient time to implement the agency
banking framework. This is proved by the successful implementation from
1 July 1999. Also, sufficient notice and detail was given of the agency
banking framework in 1998 to allow agencies to acquire/build in-house
skills and experience. As discussed, agencies have advised Finance that
due to the early notice of the forthcoming changes in 1998,% they were
able to begin preparations for devolved banking including the procurement/
recruitment of the necessary staff and experience to transact the changes.

240 The audited agencies, apart from Finance, continued existing banking
arrangements with the RBA, adjusting administrative systems as necessary. All
audited agencies were able to make payments and take receipts from 1 July
1999. To achieve this, the audited agencies assumed extra responsibilities and
tasks without interrupting continuity of payments to beneficiaries and grantees.
Other agencies decided to modify their financial management systems to
transmit payment information to the RBA themselves. However, DIMIA, DEST
and DTRS experienced system development delays and were still testing the
transmission of payment information to the RBA just before (and, in some cases,
after) 1 July 1999.

33 In November 1998.
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241 While all agencies are required to market test under the new banking
arrangements, initial progress has been modest.** Only Finance completed
market testing for banking services prior to 1 July 1999.*® The Department
completed its tender process in April 1999 and established an implementation
plan with its selected provider. Finance’s banking services were undertaken by
its selected provider from 1 July 1999.

2.42 The decision of the other audited agencies to take more time to market
test banking services arose from their perception of the immediate risks and
benefits. Customs has now completed its tendering processes. As of January
2002, DIMIA and DTRS were in the process of market testing their banking
services and DEST was preparing to do so.

2.43 Finance wrote to agencies in November 1999 asking how it could provide
further assistance and, as a result of these consultations, in November 2000
provided agencies with tools to facilitate market testing. The tools included a
model contract for banking services, a banking services needs analysis checklist,
a model request for tender and a list of institutions which, in Finance’s
assessment, could comply with the core requirements and would agree to the
model contract.

2.44 Finding: The audited agencies weighed the risk of changing providers
for the making of payments to Government program customers and the States
against the possible costs of transition to a new provider; the pressure from
other reform initiatives; time constraints; in-house skills and experience; and
(in at least one instance) the costs of commercial banks’ settlement
arrangements. All audited agencies were able to make payments and take
receipts from 1 July 1999. To achieve this, the audited agencies assumed extra
responsibilities and tasks without interrupting continuity of payments to
beneficiaries and grantees.

2.45 While all agencies are required to market test under the new banking
arrangements, initial progress has been modest. Of the five audited agencies,
only two had completed market testing by July 2001. The decision of the other
audited agencies to market test banking services arose from their perception
of the immediate risks and benefits.

34 In September 2001, Finance advised ANAO that, as at 30 June 2001, 26 agencies had market tested
and agencies had advised Finance in a survey conducted in 2000-2001 that, by November 2001, a
further 26 were to have completed market testing.

3% The former Office of Asset Sales and Information Technology Outsourcing (OASITO) and the
Commonwealth Grants Commission were also included in the Finance tender.
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Internal control procedures

2.46 An essential element of implementation was for agencies to establish a
framework of internal controls to support devolved transactional banking
(see Figure 2.3). It is good administrative practice to ensure that Chief
Executive’s Instructions (CEIs) and the accompanying financial procedures are
adequately maintained to assist officers to properly manage Commonwealth
funds. Section 45 of the FMA Act requires that agencies have a fraud control
plan and it is necessary for agencies to consider the management of banking in
the preparation of their fraud control plan.

2.47 Among the audited agencies, DEST demonstrated good practice. Its CEls
and financial procedures were updated to reflect the changes and it considered
the fraud implications of transactional banking. The other audited agencies did
not update their CEls and procedural instructions initially but are aware of the
importance of procedural instructions and, at the time of audit fieldwork, had
taken, or were taking, steps to bring them up to date.*

2.48 The periodic internal review of banking arrangements is a useful means
of detecting control weaknesses and a basis for addressing them systematically.
Most of the audited agencies have undertaken an internal audit review of
banking arrangements and have progressed towards implementation of the
recommendations made.

36 Agency internal controls over cash and the impact of the cash management incentive scheme are
considered in an ANAO Assurance Control and Assessment (ACA), Audit Report No. 10 2001-02
Management of Bank Accounts by Agencies. The ACA audit concluded that, in respect to the day-to-
day operation of bank accounts, the internal control framework established by agencies was generally
satisfactory. However, it also found that CEls related to banking had not been updated in some agencies
to reflect the new arrangements, that agencies’ practices were not always consistent with the policies
and procedures established by their internal control frameworks and that better practice could be
achieved through improvements in agencies’ internal control frameworks.
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Figure 2.3
Issues to consider - internal control procedures

A robust internal control framework provides a solid base for effective cash
management and core requirement compliance, as well as limiting the risk of
fraud and other misuse of public money. An effective control framework for
banking activities would give appropriate weight to:

regular review of Chief Executive’s Instructions and dependent
administrative procedures;

secure storage of banking records;

providing the RBA (Central Bank) with details of all official accounts,
as required under the Finance Minister’s delegations;

ensuring the management of banking is considered in the preparation
of the agency’s fraud control plan;

establishing proper authorisation for opening and closing bank
accounts. Authorisation for opening bank accounts needs to be managed
by an agency’s central treasury unit, with a very restricted number of
delegates permitted to open and close accounts;

proper maintenance of bank account registers. Agencies need to have a
complete and valid register of bank accounts. Registers need to include,
for each account, the account title, account number, bank and branch,
purpose of the account, the date opened, signatories and the approving
delegate;

mapping of subsidiary accounts to head bank accounts. Under the new
arrangements, agencies are required to open three bank accounts (where
applicable): an official departmental account; an official administered
payments account; and an official administered receipts account. In
addition to these “head” accounts, agencies may operate additional
accounts or sub-accounts, but they need to ensure that subsidiary accounts
are linked to the head accounts so that sweeping can take place;

separation of administered and departmental monies and reconciliation
against appropriations. As Finance is no longer able to check agency
expenditure against appropriations, it is imperative that agencies
establish proper accounting practices to ensure they do not over spend
their appropriations;

regular reconciliation of accounts. Frequent reconciliation of bank
statements with accounting records is essential to proper cash
management;
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- periodic review of accounts with a view to minimising the number of
bank accounts. Agencies need to regularly review their accounts with a
view to maintaining the minimum number of accounts necessary. More
accounts bring more fees, more complexity and greater risks—it is all
too easy to miss accounts within a complex account structure; and

- conducting periodic internal audits or reviews of banking arrangements.

Source: ANAO analysis.

2.49 In relation to other control procedures, ANAO found that in three of the
five audited agencies bank reconciliation processes were not properly established
and in two of the five bank account registers were incomplete.®” Bank account
registers are essential for ensuring that subsidiary accounts are linked to head
accounts for sweeping; for optimising account structures; and, thus, for
minimising fees.

2.50 Finding: An essential element of implementation was for agencies to
establish a framework of internal controls to support devolved banking. The
periodic internal review of banking arrangements and risk management plans
is a useful means of detecting control weaknesses and a basis for addressing
them systematically. Most of the audited agencies have undertaken an internal
audit review of banking arrangements and have progressed towards
implementation of the recommendations made.

251 ANAO found that in three of the five audited agencies bank
reconciliation processes were not properly established and two audited
agencies’ bank account registers were incomplete. DEST’s CEls and financial
procedures were updated to reflect the changes and it considered the fraud
implications of transactional banking. The other audited agencies did not
update their CEls and procedural instructions initially but are aware of the
importance of procedural instructions and at the time of audit fieldwork were
taking steps to bring them up to date.

Recommendation No. 1:

2.52  ANAO recommends that agencies regularly review their internal controls
relating to banking, particularly bank reconciliation processes, bank account
registers, Chief Executive’s Instructions and operational procedures.
Agencies responded to the recommendation as follows:

2.53 Agreed: Finance, DIMIA, DEST, DTRS and Customs.

37 The ACA audit also found that a majority of the seven agencies included in its coverage had not
undertaken bank reconciliations in a timely manner.
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2.54

Specific comments by agencies are set out below:

Finance: Under the transactional banking framework, the Finance
Minister’s delegations place responsibility with agency chief executives
for opening and maintaining their agency’s transactional banking
accounts. Finance has fully documented procedures covering transactional
banking practices. These procedures constitute a sound internal control
framework and are reviewed on a regular basis.

DIMIA: DIMIA will ensure internal controls relating to banking are
regularly reviewed. As part of its annual audit of financial statements
ANAO identified several issues relating to bank reconciliation processes
and these are being addressed. DIMIA is currently conducting a review
of Chief Executive Instructions and Administrative Circulars.

DEST: This represents sound management practices.

Customs: Internal Audit is undertaking an ongoing review of Treasury
operations with a particular focus on bank reconciliations. A central bank
account register is maintained and kept up-to-date by Customs Treasury
Unit. Operational procedures and in particular the Treasury Framework
are being reviewed in line with recent changes to the Chief Executive
Instructions.

Risk Management

2.55

Risk management plans desirably should be prepared at the strategic,

business and operational or process levels for an organisation. In this context,
agencies need to have an effective risk management plan that addresses banking
processes. Risk management plans typically include: a description of the agency
environment; a description of risks; a description of consequences and likelihood
of the identified risks occurring; and actions to manage (by mitigation, transfer,
removal or acceptance) each of the identified risks. For banking, whether with
the RBA or a private sector bank, devolved or centralised, the key continuing
risks that need to be managed by agencies include:

60

potential loss of interest through sub-optimal cash management;

potential inability to obtain value for money from banking service
providers;

the risk of fraud and misuse of public money; and

potential inability to make payments to the Commonwealth’s creditors
and program beneficiaries on time.
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256 The management of these risks by agencies requires: ensuring that
payments are made at the optimal time and that balances in agency accounts
are available for central investment; maintaining efficient and effective receipting
processes; including the core requirements in contracts and effective management
by agencies to ensure adherence to the core requirements; and analysing all
relevant costs in assessing value for money as part of the market testing process.

2.57 Onlyone agency (DEST) had taken steps to ensure banking arrangements
were addressed in its agency risk management plan at the time of
implementation. Following internal audit review, three other agencies are
implementing risk management plans for transactional banking.

2.58 Finding: Agencies desirably should have an effective risk management
plan that covers banking processes. Risk management plans typically include:
a description of the agency environment; a description of risks; a description
of consequences and likelihood of the identified risks occurring; and actions
to manage (by mitigation, transfer, removal or acceptance) each of the
identified risks. Only one agency (DEST) had taken steps to ensure
transactional banking arrangements were addressed in its agency risk
management plan at the time of implementation. Following internal audit
review, three other agencies are implementing risk management plans for
banking.

Recommendation No. 2:

2.59 ANAO recommends that all agencies regularly review their risk assessment
and management plans to ensure the continued effectiveness and efficiency of
their banking arrangements.

Agencies responded to the recommendation as follows:
2.60 Agreed: Finance, DIMIA, DEST, DTRS and Customs.

2.61 Specific comments by agencies are set out below:

- Finance: Under the Financial Management and Accountability Act 1997 chief
executives are responsible for the efficient, effective and ethical use of
resources. The regular review of risk assessment and management plans
is supported as a measure to ensure transactional banking arrangements
operate with effectiveness and efficiency.

- DIMIA: The Department is taking steps to ensure that its risk assessment
and management plan includes the recognition and management of risks
involved in transactional banking processes.

- DEST: The Department reviews its risk assessment plans at least annually.
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Customs: As a result of the devolved banking process Customs
understands the need to fully review its risk assessment and management
policy. A complete review of the Treasury Framework has already
commenced, with new guidelines complementing existing Chief Executive
Instructions. The primary goals of this review are to promote consistency
within the organisation in relation to dealings with the Treasury Unit,
and the proactive management of risk assessment.
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3. Core Requirements Implementation

This chapter describes the Commonwealth’s framework for optimising its cash flows
and investment in respect of banking (the core requirements); and the implementation
of the core requirements for account sweeping and payment settlement.

Core requirement management

3.1 The Finance Minister’s delegations approved in April 1999 and effective
from 1 July 1999 required agencies to ensure that banks adhered to five core
requirements for banking services, namely:

- Funding of official accounts and transfer of value: In principle, administered
funds will be provided to the transactional banker no sooner than required
to make payments. Value for time-sensitive payments will be paid away
by the banker without delay;

- Administered receipts sweeping: The balance of administered receipts
accounts will be transferred daily to an official account maintained by the
Commonwealth for this purpose at the RBA. These balances are not
returned to the banker;

- Overnight sweeping of administered payments and departmental accounts:
Amounts equivalent to the aggregate of the balances in agencies’
administered payment accounts and departmental accounts will be swept
to the RBA overnight and returned to the banker the following morning.
The zero aggregate cash balances overnight mean that the relationship
between bankers and agencies of the Commonwealth does not extend to
the payment of interest;

- Group set-off: A banker shall each day be capable of determining the
aggregate of the balances of all official accounts, other than administered
receipts accounts held by agencies; and

- Information requirements: balance of official accounts: The banker will provide
daily to the RBA (Central Bank) information on aggregate balances swept
and the balances of individual agency accounts as well as total debits and
credits to them.

3.2 The Finance Minister amended his delegations in October 2001 clarifying
a number of requirements including account sweeping, transfer of value,
information reporting and establishment and maintenance of bank accounts.
The amended delegations explicitly provide for same-day settlement for all
departmental and administered payments made by direct entry, consistent with
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the Bulk Electronic Clearing System (BECS) rule changes which operated from
mid January 2002.

3.3 Finance issued a Request for Proposal (RFP) to 11 banks for listing on the
banking services pre-qualification panel in July 2000. Subsequently, Finance
formed an Assessment Committee to evaluate the RFP responses from banks
wishing to provide banking services to Commonwealth agencies. Finance
advised ANAO that:

Seven banks provided responses to the RFP. Each bank’s response included a
declaration and a Statement of Compliance in relation to the bank’s ability
or willingness to meet the requirements of the core protocols and the banking
model contract. With a view to focusing core protocol compliance on
individual agency business requirements, Finance advised agencies of the
need to ensure compliance with the core protocols by transactional bankers
through the Market Testing Toolkit, that contains the pre-qualification list.®®

3.4  The core requirements replicate the Commonwealth’s pre-1 July 1999
framework for optimising its cash flows and investment. The first requirement
(for account funding) is intended to duplicate the essential purpose of the
Government Direct Entry Service (GDES),* developed and put into operation
by the RBA under the terms of its December 1993 contract with the then
Department of Finance (DOF).** GDES was commissioned in December 1993 to
reduce revenue risk by retaining the Commonwealth’s funds until the same
day required to make payments, thus maximising the Commonwealth’s ability
to earn interest on its funds.*

3.5 The second and third core requirements (for sweeping) are intended to
ensure that the sum of the Commonwealth’s funds held in agencies’ accounts is
returned to the OPA for overnight investment, reducing revenue risk due to
sub-optimal cash management and assisting the RBA to manage banking system

38 Source: Finance advice, 15 November 2001. The relevant extract of the Pre-Qualification Section of
the Market Testing Toolkit reads: ‘Agencies will need to ensure that compliance with the Core Protocols
and draft conditions of contract are addressed in the tender process. It will be a matter for individual
agencies to ensure the capability of a selected [banker] in respect of the Core Protocols, through
systems testing if necessary, prior to the signing of any contract.

3% The proprietary RBA system developed to the Commonwealth’s specifications including same-day
settlement used to process Commonwealth payments under bilateral arrangements with BECS
members.

4 The agreed specifications for the system required that: ‘The existing arrangements for Government
direct credit transactions will continue, that is, value on pay-day.’ Source: Department of Finance,
GDES Requirements, p. 24, 26 March 1991.

4 Clause 6.3 of the GDES contract between the Commonwealth of Australia, represented by the
Department of Finance, and the Reserve Bank of Australia, states that: ‘The Reserve Bank will be
responsible for calculating the daily settlement value of each [batch of payments] and passing value
to the appropriate Client Financial Institution on the date on which payment is due. The Reserve Bank
will only debit or credit as the case may be the Commonwealth Government drawing accounts on that
day for the agreed value of the [batch of payments] summary file (less the value of successful Recalls).’
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liquidity.*? This replicates the situation prior to 1 July 1999, when almost all
Commonwealth funds were held centrally and were directly available for
overnight investment. The last two core requirements (for the group set-off and
balance information) are needed to give effect to the first three core requirements
under the devolved banking framework.

3.6  Under the Finance Minister’s delegations, agencies are responsible for
compliance with the core requirements and are to provide an annual certificate
either confirming compliance or detailing circumstances of non-compliance. The
risk of loss through non-sweeping of accounts is addressed by: agencies being
required to notify the RBA of the details of each official account opened and
maintained in Australia; and bankers being required to notify the balance of
each official account at the conclusion of the banking day.

3.7  After the introduction of devolved banking, the RBA* and relevant
commercial banks advised Finance of instances where the balances of official
accounts appeared not to be swept to the OPA daily, as specified by the core
requirements. This led to interest shortfalls for the Commonwealth as interest is
paid by the RBA on the aggregate overnight balance swept to the OPA but is not
paid by commercial bankers on any amounts that are not swept. If compensation
for interest shortfalls had not subsequently been recovered, the Commonwealth
would not have received the interest benefit of the unswept funds.

3.8 Among the audited agencies, interest shortfalls amounted to:

- $670 000 for Customs in the period September 2000 to November 2000
due to non-sweeping of accounts. In September 2001, Customs advised
ANAO that it had advised its transactional banker of the correct account
sweeping structure and that the bank’s failure to comply with the core
sweeping protocols and the subsequent recoupment of Commonwealth
funds was resolved by Customs’ banker and Finance;

- $17 800 for Finance due to the non sweeping of two accounts; and

42 Sweeping of accounts (except for some administered receipts) takes place on the morning after the
banking day (that is, banks hold Commonwealth cash balances overnight and can invest them). When
the RBA sweeps funds from accounts held with commercial banks, it claws back an amount to
compensate for the loss of interest to the Commonwealth. That is, each morning the RBA charges
banks an amount equivalent to the interest the bank would have earned on Commonwealth balances
if they had been held overnight in the banks’ exchange settlement accounts. The applicable rate of
interest is the Cash Settlement Rate, which is set 25 basis points below the Target Cash Rate.

4 While the RBA is not in a position to know about the cash flows between an agency and its banker,
major defects in sweeping are likely to show up as errors in the RBA’s daily forecasts of the liquidity of
domestic markets. Clauses 5¢ and 5f of the 15 August 2000 agreement between the RBA and Finance
for the Provision of Central Banking and Related Services require the RBA to notify Finance of amounts
swept and the balances of agency accounts. The RBA agrees to: “... pay interest on the aggregate
overnight balances of the Core Accounts ... [and to] provide DOFA with reports on ... the conduct of
Core Accounts ... data contained in the Agency account shadow file; and ... Agency interest and term
deposit schemes.’ Clause 10.3 requires the RBA to inform Finance of instances in which a transactional
banker fails to meet its obligations with respect to the sweeping of accounts and the relevant circumstances.
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- $5 500 for DIMIA in the period July 1999 to November 1999, due to the

3
a
a

inability of the banker to automatically sweep the balance of DIMIA bank
accounts to the OPA.

.9 Interest shortfalls in agencies not included in the audit amounted to
pproximately $600 000. Altogether, interest shortfalls found during the audit
mount to approximately $1.3 million. Finance, with agencies, has subsequently

recovered the interest shortfalls to the Commonwealth.

3.10 Finding: Subsequent to the introduction of devolved banking, the RBA
and relevant commercial banks advised Finance of instances where the daily
balances of official accounts appeared not to be swept to the OPA daily, as
specified by the core requirements. This led to interest shortfalls for the
Commonwealth as interest is paid by the RBA on the overnight balances of
accounts swept to the OPA but is not paid by commercial bankers on any
amounts that are not swept. Altogether, interest shortfalls identified during
the audit amounted to approximately $1.3 million. Among the audited
agencies, interest shortfalls amounted to approximately $0.7 million. Shortfalls
in agencies not included in the audit amounted to approximately $0.6 million.
Finance, with agencies, has undertaken corrective action to recover the
shortfalls to the Commonwvealth.

Recommendation No. 3:

3

.11 ANAO recommends that agencies improve monitoring of core requirement

compliance by their banks by periodically reconciling amounts swept with their

[0)

wn financial records.

Agencies responded to the recommendation as follows:

3

3.

.12 Agreed: Finance, DIMIA, DEST and DTRS.
Agreed with qualification: Customs

13 Specific comments by agencies are set out below:

Finance: Agencies should be undertaking this activity as part of their
normal compliance procedures for transactional banking operations.
Finance has put in place procedures for periodically monitoring the
sweeping of balances by its transactional banker.

DIMIA: DIMIA bank accounts not with the RBA are monitored daily to
ensure that balances are swept to the RBA as required under the core
protocols.

DEST: The Department is with the RBA and its balances are swept daily.
A reconciliation of amounts swept with its own financial records is
performed on a monthly basis.
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- Customs: Agreed in principle, however some monitoring is impractical
to perform. Customs performs a monthly CAMM reconciliation to confirm
the transfer of administered funds to Finance. The timing of overnight
transfers cannot be monitored. Customs also reviews the administered
accounts on a daily basis to ensure that the transactional banker sweeps
deposits. Despite the fact that Customs has no way of monitoring the
overnight sweeping of departmental accounts there have been no recent
instances where this has not occurred. The transactional banker is aware
of the requirement to comply with the core protocols and is doing so.

Clearance and settlement of direct credit payments

3.14 The core requirement relating to account funding* addresses an important
issue in transactional banking. When an agency instructs its bank to make a
payment, funds are not transferred automatically or instantaneously to the payee.
There is a process behind the scenes in which the banks account for the
transaction (debit the agency’s account and credit the payee’s account) and then
transfer funds between each other. The account funding core requirement is
intended to ensure that the transfer of funds from Commonwealth accounts
takes place as late as possible, just before the start of the banking day on which
the payee is entitled to the funds. This arrangement maximises the time the
Commonwealth holds funds, which has interest benefits. However, before
changes that took effect in mid January 2002, the core requirement did not
specifically address the issue of when banks should account for the transaction.
This is also critical, as accounting for the transaction as late as possible also has
interest benefits for the Commonwealth. The lack of specific instructions on this
point led to an issue in relation to payments via direct credit.

3.15 Under the new devolved banking arrangements, the most common
payment method used by FMA Act agencies is direct credit. Approximately
220 million direct credit payments are made each year,* including low value
program payments such as pensions and benefits, payments to employees and
payments to suppliers. The key steps in making a payment via direct credit are,
first, an agency transmits an electronic file instructing its bank to make a direct
credit payment to a payee.* Second, if the payee’s account is with the agency’s
bank, the bank debits the agency’s account and credits the payee’s account. If
the payee’s account is with a different bank, the agency’s bank exchanges

4 In principle, administered funds will be provided to the transactional banker no sooner than required
to make payments. Value for time-sensitive payments will be paid away by the transactional banker
without delay.

4 RBA, Annual Report 2001, p. 42.

4 Generally, payment files will include instructions for payments to multiple payees. However, for simplicity,
this explanation assumes a single payee.
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payment details with the payee’s bank. This is called payment clearance. When a
payment is cleared, the agency’s bank debits the agency’s account and the payee’s
bank credits the payee’s account. The agency’s bank transfers funds to the
payee’s bank. This process is called settlement.

3.16 The arrangements used by the RBA and by commercial banks prior to 18
January, 2002 are outlined in Figure 3.1, illustrating the differences in payment
settlement arrangements between:

- the processing and settlement arrangements of the RBA’s Government
Direct Entry Service (GDES); and

- the practices of commercial banks who operate under the rules of the
Australian Payments Clearing Association’s (APCA) Bulk Electronic
Clearing System (BECS).

Figure 3.1
Comparison of RBA and commercial bank payment settlement
processes prior to 18 January 2002

Private sector banks - deferred settlement
: Outcome:
Agencies send :
files to their Banks debit | By 9am Loss of
banks listing agencies’ : payments i
payments due accounts : available to interest
tobemadeon || effective DAY 1 |t payees to the
DAY 2 : ;
: C'wealth

Day 1 Day 2

T 2 1

Agencies send

Outcome:

files to the RBA !l RBA debits By 9am No loss of
listing : agencies’ payments i
payments due accounts available to interest
to be made on i| effective DAY 2 payees to the
DAY 2 -

C’'wealth

Reserve Bank - same-day settlement

Source: ANAO analysis

3.17 ANAO’s understanding of the development of the settlement
arrangements for high volume but low value Government payments is as follows:
during the 1980s, the Australian Bankers’ Association (ABA) ran the Centralised

47 The payee’s account is credited with effect from the date the agency’s account is debited, and the
payee earns interest from that date.
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Magnetic Tape Exchange (CEMTEX) system in which banks exchanged high
volume, low value payments via magnetic tape, along with a cheque dated the
day the magnetic tape was delivered, as settlement. The cheque was cleared at
least one day before the direct entry credits detailed on the tape were processed
to bank accounts. Finance’s long standing policy on behalf of the
Commonwealth was that it was only prepared to give same-day value, which
was different to the commercial banks’ standard clearance arrangements. Finance
negotiated to use CEMTEX but delivered the magnetic tape with a cheque
post-dated to the pay day. ABA members accepted magnetic tapes of
Government payments on these terms.

3.18 In the late 1980s and early 1990s when the GDES system was being
developed, Finance mandated same-day settlement in the system specifications,
which it put to tender, inviting major banks to submit a response. The RBAwon
the right to build GDES and an agreement was signed between the
Commonwealth and the RBA in December 1993 for an initial period of five years,
under which the RBA was paid $1.25 million to develop GDES and bi-annual
fees for the delivery of services.

3.19 To establish GDES, the RBA negotiated bi-lateral agreements with other
financial institutions for the settlement of the Commonwealth’s direct entry
transactions on the morning of the payment date, with value being passed
directly into banks’ Exchange Settlement Accounts as part of the morning
settlement process. Value is passed from the Commonwealth’s accounts on the
same day. According to advice from the RBA, this differs from BECS where
value is passed to a customer’s account on the day before payment day with
settlement occurring as part of the overnight settlement process. The effect of
this is that, under BECS, Commonwealth funds are paid away one day earlier
than under GDES, with a resulting interest loss to the Commonwealth.
Commercial banks that have won tenders covered by this audit did not provide
same-day value prior to 18 January 2002.

Risk identification

3.20 GDES arrangements differ from standard commercial banking practice
because, under the terms of its December 1993 contract to put into effect Finance’s
requirement for same-day value, the RBA negotiated with banks to tailor the
arrangements to the best advantage of the Commonwealth. In this context, unless
the Commonwealth (and its agencies) required transactional bankers to provide
same-day value, there would be a significant loss of interest receipts to the
Commonwealth in moving from same-day value under GDES to commercial
banks’ settlement arrangements under BECS.

69



3.21 Thelongstanding arrangements were originally mandated by Finance but,
in developing the new transactional banking arrangements, the Department
did not recognise the financial implications of the difference between the RBA'’s
arrangements for same-day value and the payment settlement arrangements of
the commercial banks. As early as March 1998, the RBA suggested to Finance
that it should look at the efficiency of GDES against other services that could be
provided. This problem was raised with Finance by the RBA and another agency
in meetings during the first half of 1999. The issue was also raised in the RBA’s
4 March 1999 response to Finance’s tender for the provision of transactional
banking and credit card services to Finance.”® In its tender, the RBA stated that:

The benefit to Finance [from GDES] is that settlement for the value of
payments is debited to Finance’s account(s) on the actual paydate. As well
as the cash management advantage to Finance, this provides the
Government with a significant interest advantage which will (in part)
flow to Finance following the introduction of devolved banking
arrangements. This is a benefit which we believe is not generally offered
by other financial institutions.

3.22 Theissue of commercial banks’ settlement arrangements was subsequently
raised in writing by the RBA on 21 July 1999, following a meeting with Finance
on 24 June 1999. At this meeting, the RBA agreed to write to Finance outlining
the implications of differences between GDES and the industry procedures set
out in the BECS rules. Accordingly, on 21 July 1999, the RBA advised Finance
that settlement arrangements under BECS would mean that Commonwealth
funds would be paid away one day earlier than under GDES. The RBA also
provided Finance with a formula to calculate the interest loss to the
Commonwealth from a move from GDES to BECS. In relation to this issue,
Finance advised ANAO that:

In developing the transactional banking framework, Finance met with
industry representatives and had a number of discussions and items of
correspondence with the RBA. Finance’s devolved banking team operated
on the expectation that the banking industry would provide GDES-like
service to the Commonwealth Government. The understanding was based
on the very low settlement risk relating to Commonwealth payments and/
or the view that access to GDES would occur.

As reflected in events post 1 July 1999, however, these expectations failed
to eventuate. Since that time Finance has monitored the situation while
working with the industry to achieve an efficient solution through changes
to the Australian Payments and Clearing Association processing rules.
Rule changes, effective from 18 January 2002, result in commercial banks
being able to offer GDES equivalent service for Commonwealth direct entry
payments as standard industry practice.

48 Further details of the tender processes and outcome are provided in Chapter 4.
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3.23 Recognising that GDES is a proprietary system developed by the RBA,
greater planning was required either to ensure the RBA would grant private
sector banks access to GDES or to communicate to commercial banks the need
for them to consider the development of alternative arrangements that would
provide same-day value for Commonwealth payments.

Risk management

3.24 Although commercial banks’ settlement arrangements posed a significant
risk to the success of the transactional banking initiative, at no stage prior to the
1 July 1999 commencement of devolved banking, or subsequently, did Finance
estimate the likely interest loss to the Commonwealth (that is, the potential risk
consequences) if a significant number of agencies had market tested and selected
a bank other than the RBA to provide their banking services. ANAO considers
that a properly developed risk management plan outlining a systematic approach
to the implementation of devolved banking would have assisted Finance to
identify and address this issue at an earlier stage (see Chapter 2).

3.25 In June 2000, the RBA calculated that commercial banks’ settlement
arrangements, as they operated at that time, would result in: ‘a significant loss of
interest receipts (of up to $17 million a year, at current interest rates)’. In addition,
Finance’s own banker raised the issue of these potential interest losses in an
August 2000 letter to Finance, as follows:

In terms of the competitive tendering process we can also understand your
desire to resolve this issue because of the significant Public Debt Interest
benefits the GDES functionality provides to the Commonwealth
Government. Provision of a service similar to the RBA’s GDES will be a
key factor if the commercial banks are to compete on level terms with the
Reserve Bank of Australia (Transaction Banking Unit) in the tenders we
expect to issue within the next couple of months. In fact, non availability
could mean we are unable to submit complying tenders.

3.26 More recently, using the formula provided by the RBA to Finance on
21 July 1999 and GDES payment information provided to ANAO by the RBA,
ANAO estimated potential interest losses for the 1999-2000 year to be up to
$17.3 million. This estimate is consistent with the RBA calculation of potential
interest losses of up to $17 million per year. These estimates illustrate the financial
risk that the Commonwealth faced on 1 July 1999 if all agencies moved their
banking business from the RBA to commercial banks. On the basis of advice
provided by Finance to ANAO, the actual losses were in the order of less than
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one per cent of the maximum potential losses in 2000-2001 as the agencies with
the overwhelming majority of transaction values had not outsourced their
banking services.*®

3.27 Nevertheless, commercial banks’ settlement arrangements had the
potential to have an adverse impact on the devolved banking initiative in terms
of the competitiveness of commercial banks and the conduct of tenders for
banking services. In this latter respect, DEST advised Finance in October 2000
that it estimated that the losses to the Commonwealth if DEST selected a
commercial bank would be in the order of $2.5 million per annum. In the
circumstances, DEST was seeking resolution of settlement arrangements before
proceeding with market testing. In September 2001, DEST advised ANAO that
it intends to proceed with market testing as soon as Finance modify the core
requirements to make it a requirement that commercial banks and payment
bureaus provide same-day value. DTRS advised ANAO that: ‘if we had transferred
our accounts to another provider before same-day value arrangements were introduced
by other banks the interest losses to the Commonwealth would have been around
$470 000 per annum.”’

3.28 Since July 1999, Finance has been examining the issue with representatives
from interested commercial banks and APCA.. In September 2000, Finance wrote
to the RBA advising that Finance intended changing the Instructions for
Transactional Bankers to require commercial banks to provide same-day value.
The Instructions provide detailed information for bankers on Commonwealth
banking processes, including the core requirements. The RBA, which is co-issuer
of the Instructions, noted that the changes needed to be made to the core
requirements included in the Finance Minister’s delegations, on the basis that
these mandate that agencies ensure compliance and carry a higher level of
authority than the Instructions.

3.29 Finance has modified the core requirements to improve the clarification
that same-day value represents best practice for Commonwealth payments.
APCA has advised ANAO that changes to the BECS rules, which came into
effect in mid January 2002, now permit banks to provide same-day value for

4 Inits 2000-2001 Annual Report (pp. 39— 40), the RBA reported that, for those tenders decided during
2000-2001, it had retained the business of all agencies for which it bid. (The RBA also reported that
it did not respond to a number of tenders because of special requirements stipulated by some agencies.)
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Commonwealth Government payments through BECS.*® These changes should
eliminate the potential for future interest losses for agencies outsourcing banking
services. To ensure success, the proposed APCA rule and core requirement
changes need to be backed up by monitoring and systems testing, by both Finance
and agencies.

50 APCA advised ANAO that: ‘The new BECS rules due to come into operation on 18 January 2002 will
have the following effects [clause references are to the BECS procedures, set out at APCA’s public
website (http://www.apca.com.au) except for certain confidential provisions]:

(a) “Commonwealth Government Payments” will be: (i) sent in Files separate from ordinary BECS
files (clause 6.8(b) ); (ii) sent at different Official Exchange Times to ordinary Files (subject to
bilateral agreement to the contrary) (clause 1.1, definition of Official Commonwealth Government
File Exchange Time and clause 4.2); and (iii) identifiable by being transmitted with a Receiving
Dataset nominated for such Files (the Receiving Dataset is the receiving destination particulars for
a File) (clause 1.1, definitions of Commonwealth Government Payments and Receiving Dataset
and clause 6.7(f) ).

(b) Settlement of Commonwealth Government Payments will take place in the new early morning
(7.30 am) settlement session through RITS in accordance with procedures advised from time to
time by the Reserve Bank of Australia (“RBA”) (clause 9.1A).

(c) The PD Day for “Commonwealth Government Files” will be the settlement day (as now occurs
under the RBA’s GDES arrangements) rather than the day of exchange of the File in BECS (as
is the case with normal BECS Files), such that Commonwealth Government Files can be future—
dated by one day (normal BECS Files may only have a PD Day specified as the same day as
exchange of the File and are rejected by the receiver if the PD Day is a future date to the
exchange day) (clause 1.1, definition of PD Day, clause 6.5(a) and changes to DE File User Iltem
File specifications at Appendix C1).

(d) Ledger Fls (being the institutions to which Credit ltems are addressed) must, with respect to
Commonwealth Government Files: (i) use reasonable endeavours to make Credit Items available
to Customers by 9.00 am on the PD Day (clause 6.7(a)); and(ii) nominate a Receiving Dataset for
Commonwealth Government Files (clause 6.7(f)).

(e) Lodgement Fls (being the institutions that exchange (ie. Transmit) Files) must ensure that
Commonwealth Government Files are not transmitted with other BECS Files (except as may be
bilaterally agreed between any two BECS participants) (clause6.8(b) ).

(f) Nothing in the new Procedures prevents any Participating Member from exchanging both
Commonwealth Government Files and other BECS Files for the same Government department or
agency, such that a Government department or agency can use both future-dated Commonwealth
Government Files and normal BECS Files at their option.

The BECS rules are silent as to when institutions sending Commonwealth Government files may
debit the sending customer’s account (the sending customer being referred to in the BECS Procedures
as the “Credit User”), and that matter is left as a proprietary issue between institutions and their
customers that send direct credit payments. However, as the BECS rules specify when institutions
receiving payments must make funds available to their beneficiary customers, the rules do indirectly
affect negotiation between a Credit User and its financial institution as to when that Credit user’s
account would be debited for the amount of the payment. For both normal BECS Files, and
Commonwealth Government Files, the beneficiary customer should have access to funds by 9.00
am on the day after the relevant File is exchanged. However, for normal BECS Files the beneficiary’s
account must be credited as at the date of exchange of the File) (ie. The day before the funds are
available to the beneficiary customer); whereas for Commonwealth Government Files the credit to
the customer’s account is posted as at the day after the Files is exchnaged. Hence, it is likely that
for normal BECS Files, a Credit User’s account would be debited as at the day of exchange of the
File; whereas for Commonwealth Government Files the Credit User’s account would be debited as
at the business day next following the day the File is exchanged (which is the same date as at which
the credit is posted to the beneficiary’s account). However, as the BECS rules do not prescribe the
date in respect of which debts must be posted to Credit User’s accounts, this is a matter for negotiation
between Credit Users and their financial institutions.’
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3.30 Finding: The RBA’s settlement arrangements differ from standard
commercial banking practice. As required under its December 1993 contract
with the then Department of Finance, the RBA negotiated with banks to tailor
the arrangements to the best advantage of the Commonwealth, ensuring
same-day value on payments. In this context, unless agencies required their
commercial bankers to provide same-day value on payments, there would be
asignificant loss of interest receipts to the Commonwealth under commercial
banks’ settlement arrangements. These longstanding arrangements were
originally mandated by Finance but, in developing the new transactional
banking arrangements, the Department did not recognise the financial
implications of the difference between the RBA’s arrangements for same-day
value and the payment settlement arrangements of the commercial banks.

3.31 Under the new devolved banking arrangements, the most common
payment method used by FMA Act agencies is direct credit. The arrangement
used by RBA and the commercial banks prior to 18 January 2002 differed.
Prior to the introduction of devolved banking on 1 July 1999, Finance did not
explicitly identify the financial risk to the Commonwealth of commercial banks’
settlement arrangements and so did not take steps to manage this risk prior
to 1 July 1999. In particular, Finance did not quantify the impact of this risk,
or assess the likelihood of the risk being realised. Finance ‘had expectations that
[same-day value] would be provided and accordingly did not consider it necessary to
undertake further actions to mediate against a potential loss of interest.” ANAO
considers that a properly developed risk management plan outlining a
systematic approach to the implementation of devolved banking would have
assisted Finance to identify and address this issue at an earlier stage.

3.32 Using a formula provided by the RBA to Finance in July 1999 and
payment information provided to ANAO by the RBA, ANAO estimated the
potential exposure for interest losses for the 1999-2000 year to be up to $17.3
million. This estimate is consistent with an RBA calculation of potential interest
losses of up to $17 million per year. These estimates illustrate the financial
risk that the Commonwealth faced if all agencies moved their banking business
from the RBA to commercial banks. On the basis of advice provided by Finance
to ANAO, the actual losses were in the order of less than one per cent of the
maximum potential losses in 2000-2001 as the agencies with the overwhelming
majority of transaction values had not outsourced their banking services.

3.33 Since July 1999, Finance has been examining commercial banks’
settlement arrangements with representatives from interested commercial
banks and the Australian Payments Clearing Association. Changes to the
commercial banks’ rules for direct credits, which came into effect in mid
January 2002, now permit banks to provide same-day value for
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Commonwealth Government payments. Finance has modified the core
requirements to improve the clarification that same-day value represents best
practice for Commonwealth payments. These changes should eliminate the
potential for future interest losses for agencies outsourcing banking services.
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4. Market testing

This chapter describes the rationale for and the general approach to market testing for
banking services; and discusses the tender processes and contractual outcomes of the
two audit agencies (Finance and Customs) which had market tested at the time of the
audit.

Background

4.1 Under the new banking arrangements, agency Chief Executives are
responsible®® for managing their banking and payment functions, including
implementing a market testing strategy that is in accordance with the
Commonwealth Procurement Guidelines (CPG).? Under the CPG, value for
money is the essential test against which agencies must justify any procurement
outcome.’® Value for money is the basis for comparing alternatives in order to
choose the most cost-effective proposal. This requires careful comparison of costs,
benefits and options, noting that deciding which alternative offers best value in
particular circumstances will depend on professional judgements and that the
lowest-priced offer will not necessarily offer the best value for money.

4.2 Asound approach to preparing for market testing involves: developing a
specification of banking requirements, including current requirements and any
preferences for future requirements; analysing options and assessing risks; and
obtaining sign-off by the appropriate delegate on the preferred option and the
preferred approach. For many agencies, banking fees are small (less than
$20 000 per annum) and there is an issue as to whether they will recoup any net
present value financial benefits gained through a formal tendering process. Other
options available to agencies include leveraging off an existing contract or calling
for bids from the Finance list of pre-qualified institutions.>* Alternatively, agencies
may consider clustering together to spread the costs of a full tender process and
offer a higher volume of transactions in order to access lower scales of fees.

51 Source: Agency Banking: Market Testing Toolkit published by Finance in November 2000.

52 Regulation 9 of the FMA Regulations provides that a procurement approver must not approve a
proposal to spend public money unless they are satisfied (after reasonable inquiry) that the proposed
expenditure is, among other things, in accordance with the policies of the Commonwealth. The
procurement policies of the Commonwealth are set out in the CPG, which are issued by the Minister
for Finance and Administration under FMA Regulation 7(1).

58 March 1998, p. 3.

5 Finance had not produced its list of pre-qualified institutions at the time Customs tendered for
transactional banking services.
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Tender processes

4.3  All FMA Act agencies are required to market test under the new banking
arrangements that came into effect on 1 July 1999. Of the audited agencies,
Finance and Customs have completed their market testing processes.® The
existing levels of banking fees are low in the audited agencies that have not
completed market testing, namely DEST, DIMIA and DTRS. In January 2002,
DIMIA advised ANAO that it had completed a request for expression of interest
process and was proceeding with a Request for Tender. DIMIA advised ANAO
that it adopted this approach for the following reasons:

e DIMIA considered the provision of banking services in light of broader
Government initiatives and determined that activities associated with the
banking function, including reconciliation and revenue collection services,
should be considered under the Government’s strategy of competitive
tendering and contracting of corporate services;

e A Request for Expression of Interest (REOI) for the provision of Banking
and Revenue Services was released by DIMIA in February 2001 to test the
market’s ability to provide a total banking solution including, not only
transactional banking, but the associated reconciliation and revenue collection
services; and

e An RFT for the provision of banking services was delayed pending the
outcome of that REOI.

4.4 AsoflJanuary 2002, DEST was proceeding to market test. DEST had sought
resolution of settlement arrangements (see Chapter 3) before proceeding with
market testing as it had estimated that losses of $2.5 million per annum would
result if it selected a commercial bank under the framework existing prior to
18 January 2002. DTRS advised ANAO in January 2002 that it was in the
process of evaluating tenders, with a view to soon having a new contract in
place for the provision of transactional banking services.

4.5  Finance was the first agency to market test for the provision of banking
services. The process covered Finance’s corporate responsibilities and included
approximately $1.34 billion in annual receipts and payments, credit card facilities
and foreign exchange transactions. It did not include Finance’s operation of the
Commonwealth’s central bank accounts.®® The process began in January 1999
when Finance called for expressions of interest to provide transactional banking
services from all banks. In February 1999, Finance released a request for tender

% A number of other major agencies not included in this audit have also market tested, namely the:
Departments of Health and Ageing, Veterans’ Affairs, Defence, Family and Community Services, Prime
Minister and Cabinet (including other agencies withinthe portfolio) and Foreign Affairs and Trade.

56 Which remain with the RBA.
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(RFT) to the seven banks and credit card providers that lodged an expression of
interest.

46 Customs’ RFT estimated that it would collect around $24 billion in
1999-2000 in customs duty, excise, sales tax and other border-related revenue
collections. In terms of transaction volumes, Customs makes nearly 500 000
separate payments a year and takes over 250 000 separate receipts. Customs
engaged a management consulting firm to assist in the conduct of the tender.
The tender was selective, with nine institutions being invited to tender. This
decision was based on the management consultant’s previous experience with
another department that had already market tested.

4.7  The key stages in the Finance and Customs tender processes are outlined
in Figure 4.1.

Figure 4.1
Key stages in the Finance and Customs tender processes

Stage

Finance

Customs

Call for expressions of interest

22 January 1999

Not conducted

Probity sign-off on the Tender Evaluation
Methodology

8 March 1999

Not undertaken

Tender Evaluation Methodology approved

9 March 1999

Not developed

Request for tenders issued

4 February 1999

18 February 2000

Tenders received

5 March 1999

13 March 2000

Amendment of Tender Evaluation Methodology

17 March 1999

Not applicable

Tender evaluation report completed 1 April 1999 11 April 2000
Probity sign-off on tender evaluation process 26 July 1999 Not undertaken
Tenderers advised of outcome 20 April 1999 18 April 2000

Contract executed

21 June 1999

23 February 2001

Services commenced

1 July 1999

4 September 2000

Note:

Receipting only. Customs moved payment operations to its selected provider in June 2001.

Source: ANAO analysis of Finance and Customs records.
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4.8 Finding: All FMA Act agencies are required to market test under the
new banking arrangements that came into effect on 1 July 1999. Of the audited
agencies, Finance and Customs have completed their market testing processes.
The existing levels of banking fees are low in the audited agencies that have
not completed market testing, namely DEST, DIMIA and DTRS. As of January
2002, DIMIA had completed a request for expression of interest process and
advised ANAO that it was proceeding with a Request for Tender (RFT). At
that time, DTRS had called for tenders and was proceeding to evaluate
responses. Following the resolution of commercial banks’ settlement
arrangements, DEST was proceeding to market test. DEST had sought
resolution of settlement arrangements before proceeding with market testing
as it had estimated that losses of $2.5 million per annum would result if it
selected a commercial bank under the framework existing prior to 18 January
2002.

Tender evaluation

4.9  Tender evaluation is a key part of the market testing process. It is open to
Commonwealth agencies to select a tenderer on any basis they choose, provided
that they deal fairly with all tenderers in conducting the process. In this context,
good administrative practice® includes determining the basis on which the
winning tenderer will be selected before the tender documentation is issued,
and devising evaluation criteria which will provide a methodology for
distinguishing between tenders on that basis. The basis for selection, including
the criteria and their relative importance, should be communicated to potential
tenderers through the tender documentation so that they have an informed basis
on which to prepare their tenders.

4.10 It is important that there be no inconsistency between what was
communicated to tenderers and the evaluation methodology as significant
changes, without giving reasonable notice to all prospective tenderers combined
with a reasonable opportunity to alter their tenders accordingly, may require
the issue of a new request for tender. It is also essential that, in evaluating tenders,
agencies understand banking processes and the costs that these can generate as
the potential costs to the Commonwealth through sub-optimal cash management
may outweigh possible savings in banking fees. In particular, agencies should
have a clear understanding of payment settlement processes and also seek to
ensure that receipts are credited on the day they are presented. Agencies also
need to be aware that:

57 Which, among other things, helps manage legal risks that can arise from tender processes.
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- banks’ price structures may vary with the volume of transactions and
that agencies are well advised to assess fees for current transaction levels
and future expected transaction levels; that electronic methods of payment
are between five and ten times cheaper than paper methods®, changes to
payment and receipting methods could bring efficiencies®; and it is
advisable to factor the costs of transition to a new service provider into
consideration of price; and

- benefits might be achieved through market testing for transactional
banking, such as better contract terms and conditions, reductions in
transactional banking fees and cost savings through improved business
processes, including reductions in staff resources.

Evaluation planning

4.11 The advantage of a formally documented tender evaluation plan is that it
can be used to guide the evaluation process, and then used as the basis for the
tender evaluation report, which is prepared as a record of how the evaluation
was conducted.

4.12 Finance prepared its tender evaluation plan after the release of the RFT,
whereas better practice suggests that this should have been done prior to release
of the RFT.® Finance engaged a consultant to perform a probity review of the
tender evaluation plan and the tender evaluation process. On 8 March 1999, the
probity reviewer concluded that the evaluation plan was consistent with the
criteria identified in the RFT and provided a reasonable basis for assessing the
tenders.

4.13 Customs did not prepare a tender evaluation plan. On this point, Customs
advised ANAO in September 2001 of its view that:

Evaluation methodology need not be separately documented (in a plan) or
notified to tenderers where: (a) it is clear that no unusual methods will be
used; (b) the requirement is straightforward; (c) innovative solutions are
highly unlikely; and (d) a complex scoring system or software modelling
is not going to be used.

4.14 This was the first occasion on which Customs had market tested its
transactional banking business, with the RFT seeking a creative approach to
developing a long-term business relationship in order to streamline its current

% NOIE (then the Office of Government Online), Commonwealth Electronic Procurement - Implementation
Strategy, April 2000, p. 5.

5 For example, Finance advised ANAO in September 2001 that it has achieved a rate of 93 per cent for
creditors being paid electronically.

80 The tender evaluation plan was endorsed by Finance on 9 March 1999, four days after the closing
date for tender responses.
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use of banking services and obtain internal process efficiencies. In this context,
ANAO considers a tender evaluation plan would have added value to Customs’
tender process.

Finance evaluation processes

4.15 The Finance RFT stated that tenders would be assessed on a value for
money basis and on the specified criteria.®* Based on the evaluation criteria
specified in the RFT, the plan specified a two step evaluation process as follows:

- Assessment against mandatory criteria. These criteria were drawn from
information provided in the RFT, though there is no mention of mandatory
criteria in the RFT.

- Having met the mandatory criteria, a comparison was to be made of each
tender against the selection criteria. Cost was to be considered after an
assessment had been made against the qualitative criteria.

4.16 The evaluation was conducted by an evaluation panel consisting of four
Finance officials and an independent external consultant. On advice from the
external consultant, the panel changed elements of the evaluation plan.
Specifically, the panel deleted many of the references to mandatory criteria
included in the evaluation plan and removed one criterion.

4.17 Finance received six responses to the RFT from four commercial banks,
the RBA and a credit card provider. After excluding two responses considered
non-compliant, the panel addressed the four remaining tenders. All four were
regarded as having the same degree of compliance with the criterion concerning
the requirements of the tender, including range and level of services available
and ability to meet response time requirements.

4.18 To differentiate the tenders, each was scored against five of the six
remaining criteria (the cost criterion was considered after an assessment against
these criteria). The tender panel established a score between 1 and 10 for each
criterion, with each criterion weighted equally. The Tender Evaluation Panel
(TEP) rated the three commercial banks similarly, with the RBA rated well below
other tenderers against the qualitative criteria. From the scoring results and prior
to considering price, the panel noted that, whereas it may be preferable on a
value for money test to pay a small premium for the services of the highest
scored tenderer, the other two commercial banks could be preferred if they offer
pricing that represented better than a small saving.

81 The criteria were: compliance with the requirements of the tender; quality control/quality assurance
programs in place; capability to perform the required services consistently; risk management strategies,
including Year 2000 management; successful and demonstrated experience in providing identical
services; compliance with audit requirements; and cost.
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Price analysis

4.19 Price analysis undertaken for the panel based on Finance’s business
volume at the time of the tender indicated that the highest rated tenderer against
the qualitative criteria was also the significantly least cost option, some $16 000
or 34 per cent cheaper than the next lowest tender. Accordingly, the panel
concluded that the bank that scored highest on the qualitative criteria also offered
the lowest cost and was therefore the best value for money.

4.20 The CPG advocates that an assessment of the best overall net outcome for
the Commonwealth should take account of all relevant whole of life costs and
benefits. Consistent with this principle, Finance’s RFT sought detailed
information from each tenderer on fees and charges applying to transactions,
merchant and EFTPOS fees, electronic banking costs and fees and corporate/
purchasing cards. However, the evaluation process did not take account of all
such costs that were included in tender responses (and, subsequently, in the
contract). On this point, Finance advised ANAO in December 2001 that:

The most significant item that you refer to is the merchant services fee that
is applied to credit card transactions ... the reason why this item was
omitted from the analysis was that the preferred tenderer had already
established a clear pricing differential. The preferred tenderer had the lowest
merchant service fee so the price differential would only have increased
with the inclusion of the fee.

4.21 The tender evaluation also omitted the financial benefits associated with
the settlement processes employed by the RBA compared to those offered by
commercial banks, although the RBA had drawn attention to these benefits in
its tender.®? Including all relevant costs, the ANAQ’s analysis changes the ranking
of tenderers against the price criterion (see Figure 4.2) with the cost of the
successful tenderer’s proposal estimated to be some $27 000 or 16 per cent higher
than the actual lowest cost tender when all relevant costs are taken into account.
However, the evaluation panel’s assessment against the qualitative criteria
indicates that this price differential might not have been sufficient to change the
overall value for money assessment. Changes to the commercial bank settlement
arrangements that came into effect in mid January 2002 are also expected to
reduce the difference in costs.

62 |n its tender, the RBA stated that: ‘ The benefit to Finance [from GDES] is that settlement for the value
of payments is debited to Finance’s account(s) on the actual paydate. As well as the cash management
advantage to Finance, this provides the Government with a significant interest advantage which will
(in part) flow to Finance following the introduction of devolved banking arrangements. This is a benefit
which we believe is not generally offered by other financial institutions.’
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Figure 4.2
Department of Finance and Administration and ANAO analysis of
tendered costs

Successful RBA Tenderer 3 Tenderer 4
tenderer
Finance tender evaluation $ $ $ $
Banking costs (Finance assessment 30 810 46 589 54 909 56 519
based on current volumes)
Price ranking 1 2 3 4
ANAO analysis
« Banking costs (Finance 30 810 46 589 54 909 56 519
assessment based on current
volumes)
* Costs tendered but not 112 640 121270 124 040 135 356
evaluated by Finance ®
« Settlement costs® 51114 Nil 51114 51114
Revised banking costs (based on 194 564 167 859 230 063 242 989
current volumes)
Revised price ranking 2 1 3 4
Notes:
AIncludes merchant fees, software and other items priced in tenders but not included in the tender price
analysis used by Finance in its deliberations.
B Estimated by ANAO based on Finance expenditure in 1998—-1999, using the methodology advised by
the RBA to Finance in July 1999.

Source: ANAO analysis of Finance data and Finance advice to ANAO

4.22 The RFT also noted that Finance was experiencing significant volume
changes as a result of shifting departmental functions. Accordingly, the RFT
sought costs per transaction and cost for transaction ranges of +/- 10 per cent,
+/- 20 per cent and +/- 50 per cent from present levels, as well as costs for
current transaction levels. This data would enable sensitivity analysis to be
performed to assist the panel identify the most cost-effective response across a
range of likely scenarios. One respondent indicated that fees would vary based
on volume changes. However, this was not reflected in the tender price analysis.
Sensitivity analysis was also not undertaken to assess the cost implications of
Finance achieving its goal of greater adoption of electronic methods of payment,
although some tenderers offered significantly lower costs than others for such
payments.5®

8 The RFT informed potential tenderers that less than 10 per cent of payments were being made
electronically. In September 2001, Finance advised ANAO that it had achieved a rate of 93 per cent of
creditors being paid electronically. In October 2001, Finance advised ANAO that, at the time of the
evaluation process, the ability of Finance to achieve a level of 93 per cent of electronic payments
would have been considered unlikely.
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4.23 Finance advised tenderers of the outcome on 20 April 1999. Finance
advised its preferred tenderer that a contract would need to be negotiated and
executed before the bank could be engaged to perform services for Finance. In
relation to the tender evaluation process, Finance advised ANAO in December
2001 that:

Finance is of the view that it is not inappropriate to subsequently change
the evaluation plan to take into account additional information so long as
the changes are not made to advantage any tender respondent. Furthermore,
as is noted later in the report, the tender process overall was signed off by
the probity auditor.

4.24 InJuly 1999 the probity reviewer concluded that:

Overall, we are satisfied that this tender process was conducted with probity.
We noted, however, that several changes were made to the tender evaluation
plan after the panel had informally reviewed the tenders. These included
the decision not to score one of the criteria and changing many mandatory
requirements to non-mandatory. While we do not consider that the changes
have impacted on the probity of the process, this suggests that insufficient
thought was given to how the tenders should be evaluated in the original
plan. For the future, we recommend that particular attention is given to
developing an appropriate evaluation plan and that the evaluation of tenders
is carried out in accordance with the plan, to ensure transparency.

4.25 Finding: Finance was the first agency to market test for the provision
of banking services. The process began in January 1999 when Finance called
for expressions of interest from all banks to provide transactional banking
services. In February 1999, Finance released a RFT to the seven banks and
credit card providers that lodged an expression of interest. Following
evaluation of the four tenders received, Finance advised tenderers of the
outcome on 20 April 1999. A commercial bank was selected on the basis that
it scored highest on the qualitative criteria and also offered the lowest cost
and was therefore considered to represent the best value for money.

4.26 Finance prepared its tender evaluation plan after the release of the RFT,
whereas better practice suggests that this should have been done prior to release
of the RFT. Finance’s tender evaluation panel used a two step evaluation process
as outlined in the tender evaluation plan. However, the panel deleted many of
the references to mandatory criteria included in the evaluation plan and removed
one criterion. Finance’s probity reviewer concluded that the tender process was
conducted with probity but noted, however, that several changes were made
to the tender evaluation plan after the panel had informally reviewed the
tenders, suggesting that insufficient thought was given to how the tenders
should be evaluated in the original plan.
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4.27 Finance’s RFT sought detailed information from each tenderer for fees
and charges applying to transactions, merchant and EFTPOS fees, electronic
banking costs and fees and corporate/purchasing cards. However, the
evaluation process did not take account of all such costs that were included
in tender responses (and, subsequently, in the contract). ANAO notes that the
tender evaluation omitted the financial benefits associated with the settlement
processes employed by the RBA compared to those offered by commercial
banks, although the RBA had drawn attention to these benefits in its tender.
Including all relevant costs, the ANAQ’s analysis changes the ranking of
tenderers against the price criterion with the cost of the successful tenderer’s
proposal estimated to be some $27 000 or 16 per cent higher than the actual
lowest cost tender when all relevant costs are taken into account. Changes to
the commercial bank settlement arrangements that came into effect in mid
January 2002 are expected to reduce the difference in costs.

Customs evaluation processes

4.28 Customs received six tenders. The evaluation was undertaken by a
committee comprising a management consultant and two Customs Treasury
Unit staff.

Evaluation criteria

4.29 The April 2000 tender evaluation report stated that tender submissions
had been analysed as to their ability to meet Customs’ core requirements as
stated in the RFT, fees, security, innovation and whether the particular bank
understood the public sector transactional banking business and Government
requirements. The evaluation report further stated that the comparison had been
based on the nine evaluation criteria included in the RFT% and additional analysis
of afurther 10 criteria.®® The evaluation report referred to these additional criteria
as ‘additional information outside the scope of the evaluation criteria in the Tender
RFT.” In applying additional criteria, the committee relied on a statement in the
RFT that bids would be assessed against the criteria included in the RFT, but
not limited to these criteria.

84 The evaluation criteria included in Customs’ RFT were: compliance with the core requirements for
transactional banking; capacity to provide the required services and standard of service; understanding
of Customs; provider’s track record in providing banking services for like agencies; understanding of
the Commonwealth’s financial framework; proposed billing and reporting arrangements; and fees and
other costs.

%  The additional criteria were: presentation—quality of submission; response to information requested
in the RFT; RFT meeting; response to subsequent questions; innovation; transaction service; and
corporate card, electronic services and merchant facilities.
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4.30 In September 2001, Customs advised ANAO that: ‘all additional criteria
used can easily be seen as amplifications of the original criteria and amount to no more
than an attempt to document those amplifications—primarily of the tenderer’s capacity
to provide the service and the standard of service.” In December 2001 Customs further
advised ANAO that:

...Customs did not prepare a formal evaluation plan. In evaluating tenders,

the Customs evaluation committee applied the evaluation criteria specified
in the RFT, but also used additional criteria that it did not include in the
RFT. Customs evaluation committee did not want to be restricted to the
evaluation criteria in the RFT in case the need arose for tenders to be
assessed on additional criteria. Therefore, upon receiving advice from
Customs Accredited Purchasing Unit, the committee chose to include the
following statement in their RFT: “In seeking to obtain the best value for
money the evaluation committee will examine each offer in accordance
with (but not limited to) the following criteria, which are listed in no
particular order.”

4.31 ANAO considers that better practice is for bidders to be informed of all
criteria so that the openness and transparency of the process is enhanced and to
provide bidders with the opportunity to present a comprehensive bid that best
meets the business needs of the agency tendering. In this context, the CPG in
force at that time stated that it was Commonwealth policy that agencies ‘evaluate
each offer applying only the evaluation criteria and methodology notified to bidders in
the request for tender documentation’.®

4.32 The Committee did not prioritise or weight the evaluation criteria. It is
not always necessary to do this, depending on the circumstances. On this point,
Customs advised ANAO in September 2001 that:

Weightings can assist to describe the relative importance where there are
many ‘desirable’ evaluation criteria. However, where it is obvious that all
the criteria are important, weighting can detract from the overall message—
to not fail on any criterion. In the banking RFT, all non-price criteria,
taken together, outline what the tenderer must address to be highly ranked
and then to be compared on the final criterion of price. It was this holistic
view that led to the exclusion of tenders that did not meet the basics.

4.33 There is a hierarchy discernable in the Customs evaluation criteria, for
example, ‘capacity to provide the required services and standard of service’ is likely to
be more important than ‘presentation—quality of submission.” The hierarchy is
also evident in the fact that tenders considered to be non-compliant with the
core requirements were not considered in the final comparison of possible
providers. ANAO considers that better practice in this case would have been

86 Commonwealth Procurement Guidelines, March 1998.
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for Customs to identify to tenderers those criteria that were mandatory® and
then consider prioritisation of the remaining criteria. In this respect, the approach
outlined in Finance’s evaluation plan provides greater transparency for the
benefit of tenderers and the evaluation team than that taken by Customs.

4.34 The evaluation committee’s analysis indicated that one of the commercial
bank respondents offered Customs the best transaction banking services that
were in accordance with the core protocols, as well as the lowest fees. This
tenderer was selected over the others based on price, branch representation,
integrated banking and innovation. It was recommended that Customs enter
into contract negotiations with the preferred tenderer to clarify the terms of
issues such as foreign currency rates pricing. In April 2000, Customs wrote to
the selected bank advising that it had been successful, subject to the clarification
of minor issues such as foreign currency rates and the transfer of payroll.

Price analysis

4.35 In its assessment Customs considered transactional fees and also took
into account the costs associated with commercial banks’ settlement
arrangements. However, Customs did not assess the cost of the RBA’s receipting
processes on the basis of information provided by the RBA. Figure 4.3
summarises Customs’ price analysis and its effect of the ranking process against
the costs and fees criterion.

57 For example, ability to comply with the core requirements is a critical criterion.
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Figure 4.3
Australian Customs Service and ANAO analysis of tendered costs

Successful Tenderer 2 RBA
tenderer
Customs tender evaluation $ $ $
* Banking fees and associated costs 1432194 151719 to 121 617
196 385 *
¢ Loss of same-day value on receipts Nil Nil 136 986
151719 to
Total Costs 143 219 196 385 258 603
Price ranking 1 2 3
ANAO analysis
« Total banking costs assessed by 1432194 151719 to 258 603
Customs 196 385"%
¢ Same-day value on receipts Nil Nil (136 986)
. 151719 to
Total revised costs 143 219 196 385 121 617
Revised price ranking 2 3 1
Note: “Includes $30 274 related to commercial banks settlement arrangements. From 18 January
2002, changes to the payment clearance procedures of commercial banks and the core banking
requirements mean that this cost should not be incurred. Further information on the new
procedures is provided at paragraph 3.29.

Source: ANAO analysis of Customs data

4.36 To take receipts, the RBA offered Customs its Business Deposit Service
(called RAPS). RAPS allows RBA account holders to deposit funds over the
counter at branches of the Commonwealth Bank of Australia (CBA) and through
Australia Post. The tender response provided by the RBA to Customs states that
RAPS deposits through the CBA are credited to RBA accounts on the same day
as deposited. RAPS deposits through Australia Post are credited to RBA accounts
on the next business day. However, in its evaluation of tenders, Customs
concluded that RAPS did not process receipts on the same day as deposits are
received by CBA in all regional centres, resulting in lost interest. This conclusion
is at odds with the RBA’s tender response.

4.37 Customs advised ANAO that, notwithstanding the RBA’s statement, its
experience with the RAPS service was that the system did not provide for
same-day processing of receipts in all regional centres. Customs raised this issue
with the RBA during the tender process and the RBA maintained that RAPS
provided same-day value on receipts. In assessing costs, Customs included an
estimate of some $137 000 per annum for the interest losses on receipts. Including
this amount more than doubled the assessed cost of the RBA tender, which
changed the ranking of tenders on the costs and fees criterion. ANAO considers
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it would have been better practice for Customs to have clarified this issue with
the RBA and sought the RBA's agreement to a contractual clause binding it to
provide same-day receipting.

4.38 In relation to transition costs, Customs’ tender evaluation report notes
that using the first ranked bidder would ‘require system changes and added costs.’
However there was no estimate of these costs included in the price assessment.
Customs advised ANAO that these costs would have been incurred regardless
of provider, and therefore these costs did not need to be factored in. ANAO
notes that Customs did not include this justification in its evaluation report.

4.39 Finding: Customs engaged a management consulting firm to assist in
the conduct of its tender process, which commenced in February 2000. The
tender was selective, with nine institutions being invited to tender. This
decision was based on the management consultant’s previous experience with
another department that had already market tested. Customs’ evaluation
committee concluded that one of the commercial bank respondents offered
Customs the best transaction banking services that were in accordance with
the core protocols, as well as the lowest fees. This tenderer was selected over
the others based on price, branch representation, integrated banking and
innovation.

440 Customs did not prepare a tender evaluation plan. It is good
administrative practice for the selection basis to be determined before the
tender documentation is issued, and for it to be communicated to potential
tenderers through the tender documentation, so they have an informed basis
on which to decide whether to tender, and the nature of the tender to prepare.
In evaluating tenders, the Customs evaluation committee applied the
evaluation criteria specified in the RFT, but also used additional criteria that
it did not include in the RFT. The relevant Commonwealth Procurement
Guidelines state that it is Commonwealth policy that agencies ‘evaluate each
offer applying only the evaluation criteria and methodology notified to bidders in the
request for tender documentation.” In this context, ANAO considers a tender
evaluation plan would have added value to Customs’ tender process.

441 The price analysis conducted by Customs included assessment of
transactional fees and also took into account the costs associated with
commercial banks’ settlement arrangements. However, Customs did not
adequately account for transition costs. Further, in assessing costs of the RBA
tender, Customs included an estimate of some $137 000 per annum for the
interest losses on receipts, as Customs considered the RBA systems did not
provide for same-day processing of receipts in all regional centres. This was
despite statements to the contrary made by the RBA in its tender, and in
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subsequent tender clarification. Including this amount more than doubled
the assessed cost of the RBA tender, which changed the ranking on the costs
and fees criterion. ANAO considers it would have been better practice for
Customs to have clarified this issue with the RBA and sought the RBA'’s
agreement to a contractual clause binding it to provide same-day receipting.

Contractual outcomes

4.42 After a preferred tenderer has been selected, it is important that agencies
test for compliance with the core requirements before finalising transition
arrangements or contractual agreements. Although Finance has pre-qualified
institutions, it is still the responsibility of agency Chief Executives to ensure
that banks adhere to the core requirements. Systems testing would provide
certainty about the technical capacity of banks to adhere to the requirements.

4.43 Asigned written contract that accurately reflects the understanding of all
parties to the contract, and constitutes the entire agreement between the parties,
is a fundamental tenet of sound contracting processes. Otherwise, the
documentary trail supporting the authority for the payment of public money
and contractual performance requirements, incentives and sanctions may not
be clear. In the context of transactional banking, written agreements between
agencies and their banking providers provides the basis for ensuring core
requirement compliance and obtaining value for money. Written agreements
reduce the opportunity for disputes and, at a minimum, should specify:

- the services required;
- performance standards and monitoring arrangements;

- performance reporting requirements in relation to core protocol
compliance;

- remedies for under—performance (such as service credits, reimbursement
of losses or some other form of liquidated damages);

- mechanisms for resolving disputes;

- bases for varying the contract;

- arrangements for winding up the relationship;

- arrangements for termination in the case of persistent breaches; and

- indemnities.
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Finance

4.44 In June 1999, Finance signed a contract with its selected provider. The
contract was for the provision of general banking services commencing 1 July
1999 and was for a term of one year with an extension of one to three years. The
contract provides for monitoring and management arrangements in line with
better practice that include: reporting on achievement of service levels (quarterly
and annually); quarterly progress meetings; immediate reporting of significant
problems; and dispute resolution mechanisms. Finance’s banking provider has
not provided the agency with quarterly and annual performance reports to date.
On this point, Finance advised ANAO in September 2001 that:

[Finance’s] banking provider has been able to provide the agency with
quarterly and annual performance reports however both Finance and the
provider have managed the contract in a more immediate manner. Both
parties have been satisfied with the management of the contract, however
both have agreed that quarterly and annual reports will be prepared for the
purposes of documentation.

4.45 The financial outcomes of market testing for Finance are shown in
Figure 4.4. After market testing, Finance’s overall annual banking costs
(excluding tendering and transitional costs) increased from $47 000 in
1998-1999 to $85 729 in the first year of outsourcing (1999-2000) and fell slightly
in the second year. Finance’s banking fees increased slightly in 1999-2000 due
to higher transaction levels than those recorded in the previous year. They have
decreased in 2000-2001 as Finance steadily reduced its reliance on cheques to
make payments and actively sought its suppliers’ acceptance of electronic
payment methods. In addition to banking fees and charges, Figure 4.4 takes
into account:

- the costs of commercial banks’ settlement arrangements following the
move from the RBA to a commercial bank. As outlined in Chapter 3,
changes to the commercial bank’s settlement arrangements, which came
into effect in mid January 2002, should eliminate these costs; and

- transition and set-up costs advised to ANAO by Finance in September
2001 comprising probity advice on the tender process and fees for the
independent member of the Tender Evaluation Panel of $15 957 and system
modifications costs of $25 000 (see Figure 4.4).

91



Figure 4.4

Actual expenditure for the Department of Finance and Administration:

1998-1999 to 2000-2001

Item 1998-1999 1999-2000 2000-2001
Pre-outsourcing costs $ $ $
Banking fees 47 000 - -
Settlement costs N/a - -
Transition and set-up costs N/a - -
Total Costs 47 000 - -
Outsourcing costs
Banking fees N/a 51 000 39 000
Settlement costs N/a 34 729 40 391
Sub-total Nil 85 729 79 391
Transition and set-up costs 15957 25000 B
Total Costs” 15 957 110 729 79 391

Note:

" Excludes savings relating to staff arising from the devolution to agencies of responsibility for devolved banking
estimated by Finance to amount to $30 000 in 1999-2000, $75 000 in 2000-2001 and $90 000 in 2001-2002.

Source: ANAO analysis of Finance records.

4.46 Finance further advised ANAO that: ‘the increased costs have been offset by
staff savings that accrue from devolved banking responsibilities to agencies’, amounting
to $30 000 in 1999-2000, $75 000 in 2000-2001 and $90 000 in 2001-2002. In
addition, Finance advised ANAO in March 2002 that benefits from their selected
transactional banker ‘include cost (staff) savings due to the improved business processes
(stemming from innovation) associated with a commercial transactional banking
infrastructure.” These benefits accruing from innovation were not quantified in

Finance’s 1999 tender evaluation.

4.47 Finding: In June 1999, Finance signed a contract with its selected
provider. The contract was for the provision of general banking services
commencing 1 July 1999 and was for a term of one year with an extension of
one to three years. The contract provides for monitoring and management

arrangements in line with better practice.

4.48 After market testing, Finance’s overall annual banking costs (excluding
tendering and transitional costs) increased from $47 000 in 1998-1999 to
$85 729 in the first year of outsourcing (1999-2000) and fell slightly in the
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second year. Finance has steadily reduced its reliance on cheques to make
payments and has actively sought its suppliers’ acceptance of electronic
payment methods. However, the move to a commercial bank brought with it
the additional costs of commercial banks’ settlement arrangements which more
than offset any savings in banking fees over the first two years of outsourcing.
Changes to the commercial banks’ settlement arrangements that came into
effect in mid January 2002 should eliminate these costs.

Customs

4.49 Customs started taking receipts through its new banking provider in
September 2000 and completed moving its payments business to its new banking
provider in June 2001. Customs signed a contract with its new bank in February
2001,% 10 months after advising the bank of the tender outcome. It is also seeking
a memorandum of understanding with its bank in relation to performance
reporting against agreed indicators. On this issue, Customs advised ANAO in
September 2001 that:

Offers had been invited with the RFT, the bank had made an offer and it
had been accepted, albeit with some matters to be resolved. The conduct of
the parties then demonstrates that a contract was in place that would be
recognised by the courts. The written instrument merely formalised the
arrangement. The lack of a written contract for 10 months did not stop the
monitoring of service provision, nor would it have hindered seeking remedy
from the bank for underperformance.

450 Customs decided to combine remedial changes to its financial
management information system with implementing devolved banking through
its new banker. The combination was intended to produce efficiencies. Customs
planned to start the systems project in June 2000 and finish it in December 2000,
however it continued until April 2001. Problems with software development
and project coordination were the main causes of the delays and additional cost.

4,51 Customs’ total banking costs® in the first year of outsourcing, 2000-2001,
were $170 000 compared to $55 000 in 1999-2000 and $43 000 in 1998-1999 (see
Figure 4.5). The increases were due in part to the costs of commercial banks’
settlement arrangements but were due mainly to increased banking fees arising
from interim payment arrangements made with the RBA prior to Customs’
preferred tenderer delivering Customs’ payment business. In this respect,
Customs advised ANAO in September 2001 that:

68 Customs’ contract with its bank is based on an earlier draft version of the model contract established
by Finance but it does not include the clause providing for reimbursement of losses (for example, if
accounts are not swept) included in the final version of the model contract.

8 Comprising bank fees and interest costs. Excludes payments to a non-bank payment processing service.
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Transactional fees have increased markedly due to the RBA revised fee
structure. Customs was charged an excessive monthly flat fee which,
according to the RBA, is calculated to fully cover all costs, both direct and
indirect, and a profit margin calculated in terms of the Competitive Neutrality
guidelines. In other words, the RBA would not cross-subsidise any agency
beyond a reasonable transition period from its remaining customer base.

The transition to a new banker was completed in June 2001 and Customs’
aggregate banking costs are expected to fall significantly in 2001-2002 due to
the resolution of commercial banks’ settlement arrangements and because
services will only be sourced from one transactional banker.

Figure 4.5
Financial outcomes (excluding tendering costs) for the Australian
Customs Service 1998-1999 to 2000-2001

Item 1998-1999 1999-2000 2000-2001
Pre-outsourcing costs $ $ $
e Banking fees 43 000 55 000 -
» Settlement costs N/a N/a -
Total Banking Costs 43 000 55 000" N/A*

Outsourcing costs

» Banking fees - - 26 500
* Banking fees from interim

arrangements with the RBA . . 137500
e Settlement costs N/a N/a 6 000°
Total Banking Costs - - 170 000

Notes: * Figure 4.5 does not include fees for payment and payroll processing to a non-bank payment service
provider, amounting to $93 000 in 1999-2000 and $80 700 in 2000-2001. This service ceased from June
2001.

B Settlement costs for June 2001 only. The annualised figure based on this amount is $72 000.

Source: ANAO analysis of Customs records.

4,52 Finding: Customs started taking receipts through its new bank in
September 2000 and completed moving its payments business to its new
banking provider in June 2001. Customs signed a contract with its new bank
in February 2001, ten months after advising the bank of the tender outcome.
ANAO considers it is better practice for a signed written contract to be in
place before a financial institution commences providing deposit and payment
services. Otherwise, the documentary trail supporting the authority for the
payment of public money and contractual performance requirements,
incentives and sanctions may not be clear. In the context of transactional
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banking, written agreements between agencies and their banking providers
provides the basis for ensuring core requirement compliance and obtaining
value for money.

4.53 Customs’ total banking costs in the first year of outsourcing, 2000-2001,
were $170 000 compared to $55 000 in 1999-2000 and $43 000 in 1998-1999.
The increase was mainly due to Customs sourcing banking services from two
providers in 2000-2001. The RBA fees for the interim services it provided
prior to Customs’ moving all of its banking business to its preferred tenderer
in June 2001 were substantially greater than those provided for under the
previous whole-of-government pricing regime. In addition, there were costs
related to commercial banks’ settlement arrangements. The transition to a
new banker was completed in June 2001 and aggregate banking costs are
expected to fall significantly in 2001-2002 due to the resolution of commercial
banks’ settlement arrangements and because services will only be sourced
from one transactional banker.

Recommendation No. 4:

454 ANAO recommends that agencies ensure a written agreement is executed
before a financial institution commences providing deposit and payment
services.

Agencies responded to the recommendation as follows:

4,55 Agreed: Finance, DIMIA, DEST and DTRS.
Agreed with qualification: Customs.

4.56 Specific comments by agencies are set out below:

- Finance: The Finance Minister’s delegations require agency chief
executives to ensure that agreements for transactional banking services
require the transactional bank to comply with the core requirements set
out in the delegation. Finance’s agreement with its transactional banker
requires compliance with the core requirements (“core protocols™).

- DIMIA: DIMIA has written agreements in place with each of the financial
institutions with which it conducts transactional banking and will continue
to ensure that this is the case in future.

- DEST: A signed contract should be in place prior to the commencement
of services.

- Customs: Agree in principle only, however it is not always practical to do
so when significant business process changes must be implemented.
Customs’ banker was advised of its success in April 2000. At this point,
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Customs and the successful banker worked on details that would form
the basis of the contract between the two parties. Constructing a contract
in this way worked to the advantage of Customs as the final outcome was
a signed contract with the transactional banker that best suited the needs
of Customs.

Canberra ACT
15 April 2002
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Series Titles

Audit Report No.40 Performance Audit
Corporate Governance in the Australian Broadcasting Corporation
Australian Broadcasting Corporation

Audit Report No.39 Performance Audit
Management of the Provision of Information to Job Seekers
Department of Employment and Workplace Relations

Audit Report No.38 Performance Audit
Management of Australian Defence Force Deployments to East Timor
Department of Defence

Audit Report No.37 Performance Audit
Purchase of Hospital Services from State Governments—Follow Up Audit
Department of Veterans’ Affairs

Audit Report No.36 Benchmarking Study
Benchmarking Implementation and Production Costs of Financial Management
Information Systems

Audit Report No.35 Performance Audit
ATO Progress in Addressing the Cash Economy
Australian Taxation Office

Audit Report No.34 Assurance and Control Assessment Audit
Management of Travel—Use of Taxis

Audit Report No.33 Assurance and Control Assessment Audit
Senate Order of 20 June 2001 (February 2002)

Audit Report No.32 Performance Audit
Home and Community Care Follow-up Audit
Department of Health and Ageing

Audit Report No.31 Performance Audit
Audit Activity Report: July to December 2001
Summary of Outcomes

Audit Report No. 30 Performance Audit
Test and Evaluation of Major Defence Equipment Acquisitions
Department of Defence

Audit Report No.29 Financial Statement Audit
Audits of the Financial Statements of Commonwealth Entities for the Period Ended
30 June 2001

Audit Report No.28 Information Support Services

An Analysis of the Chief Financial Officer Function in Commonwealth Organisations
Benchmark Study
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Audit Report No.27 Assurance and Control Assessment Audit
Agency Management of Software Licensing

Audit Report No.26 Performance Audit
Management of Fraud and Incorrect Payment in Centrelink

Audit Report No.25 Assurance and Control Assessment Audit
Accounts Receivable

Audit Report No.24 Performance Audit
Status Reporting of Major Defence Acquisition Projects
Department of Defence

Audit Report No.23 Performance Audit
Broadcasting Planning and Licensing
The Australian Broadcasting Authority

Audit Report No.22 Protective Security Audit
Personnel Security—Management of Security Clearances

Audit Report No.21 Performance Audit

Developing Policy Advice

Department of Education, Training and Youth Affairs, Department of Employment, Work-
place Relations and Small Business, Department of Family and Community Services

Audit Report No.20 Performance Audit

Fraud Control Arrangements in the Department of Agriculture, Fisheries and Forestry—
Australia (AFFA)

Department of Agriculture, Fisheries and Forestry—Australia

Audit Report No.19 Assurance and Control Assessment Audit
Payroll Management

Audit Report No.18 Performance Audit
Performance Information in Portfolio Budget Statements

Audit Report No.17 Performance Audit
Administration of Petroleum Excise Collections
Australian Taxation Office

Audit Report No.16 Performance Audit
Defence Reform Program Management and Outcomes
Department of Defence

Audit Report No.15 Performance Audit
Agencies’ Oversight of Works Australia Client Advances

Audit Report No.14 Performance Audit
Client Service Initiatives Follow-up Audit
Australian Trade Commission (Austrade)

Audit Report No.13 Performance Audit
Internet Security within Commonwealth Government Agencies
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Audit Report No.12 Financial Control and Administration Audit
Selection, Implementation and Management of Financial Management Information
Systems in Commonwealth Agencies

Audit Report No.11 Performance Audit
Administration of the Federation Fund Programme

Audit Report No.10 Assurance and Control Assessment Audit
Management of Bank Accounts by Agencies

Audit Report No.9 Performance Audit
Learning for Skills and Knowledge—Customer Service Officers
Centrelink

Audit Report No.8 Assurance and Control Assessment Audit
Disposal of Infrastructure, Plant and Equipment

Audit Report No.7 Audit Activity Report
Audit Activity Report: January to June 2001
Summary of Outcomes

Audit Report No.6 Performance Audit
Commonwealth Fisheries Management: Follow-up Audit
Australian Fisheries Management Authority

Audit Report No.5 Performance Audit
Parliamentarians’ Entitlements: 1999-2000

Audit Report No.4 Performance Audit
Commonwealth Estate Property Sales
Department of Finance and Administration

Audit Report No.3 Performance Audit
The Australian Taxation Office’s Administration of Taxation Rulings
Australian Taxation Office

Audit Report No.2 Performance Audit
Examination of Allegations Relating to Sales Tax Fraud
Australian Taxation Office

Audit Report No.1 Financial Statement Audit
Control Structures as part of the Audits of the Financial Statements of Major
Commonwealth Entities for the Year Ended 30 June 2001
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Better Practice Guides

Life-Cycle Costing

Some Better Practice Principles for Developing
Policy Advice

Rehabilitation: Managing Return to Work

Internet Delivery Decisions

Planning for the Workforce of the Future

Contract Management

AMODEL lllustrative Financial Statements 2001
Business Continuity Management

Building a Better Financial Management Framework
Building Better Financial Management Support

Managing APS Staff Reductions
(in Audit Report N0.47 1998-99)

Commonwealth Agency Energy Management

Corporate Governance in Commonwealth Authorities
and Companies—Principles and Better Practices

Managing Parliamentary Workflow
Cash Management

Management of Occupational Stress in
Commonwealth Agencies

Security and Control for SAP R/3
Selecting Suppliers: Managing the Risk
New Directions in Internal Audit
Controlling Performance and Outcomes
Management of Accounts Receivable

Protective Security Principles
(in Audit Report No.21 1997-98)

Public Sector Travel

102 Transactional Banking Practices in Selected Agencies

Dec 2001

Nov 2001
Jun 2001
Apr 2001
Mar 2001
Feb 2001
May 2001
Jan 2000
Nov 1999
Nov 1999

Jun 1999
Jun 1999

Jun 1999
Jun 1999
Mar 1999

Dec 1998
Oct 1998
Oct 1998
Jul 1998
Dec 1997
Dec 1997

Dec 1997
Dec 1997



Audit Committees

Core Public Sector Corporate Governance
(includes Applying Principles and Practice of Corporate
Governance in Budget Funded Agencies)

Administration of Grants

Management of Corporate Sponsorship
Telephone Call Centres

Telephone Call Centres Handbook
Paying Accounts

Performance Information Principles
Asset Management

Asset Management Handbook
Managing APS Staff Reductions

Jul 1997

Jun 1997
May 1997
Apr 1997
Dec 1996
Dec 1996
Nov 1996
Nov 1996

Jun 1996
Jun 1996
Jun 1996
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