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Introduction

Purpose of the guidance

Housing Corporation Circular 07/07, published

in July 2007, sets out our requirements regarding
board assurance on internal control. It updates
and replaces Circular 25/01, which adapted
principles from the Combined Code, and Internal
Control: Guidance for Directors on the Combined
Code (known as Turnbull) issued by the Financial
Reporting Council (FRC) for listed companies

for use in this sector. The FRC has revised both
documents, making few changes, and the new

Circular takes these into account.

Circular 07/07 emphasises that “the board [of

an association] is ultimately responsible for the
system of internal control and the management
of risk, including reviewing the effectiveness of
internal control”. The Circular requires association
boards to maintain a sound system of internal
control, to monitor and obtain assurance on the
effectiveness of its system throughout the year,
and also to undertake an annual assessment of its
effectiveness. It requires the board to have a clear
and well communicated strategy and policy which
defines fraud and covers prevention, detection and
reporting, both internally and externally to the
Housing Corporation.

The Circular, available on the Housing Corporation
website at www.housingcorp.gov.uk, gives full
details of the Corporation’s requirements and its
expectations of boards of associations. Where an
association owns or manages more than 1,000

units at the start of a financial period the board

is required to issue a formal internal controls
statement within the annual report and accounts.
This presents the results of the board’s annual
review of the effectiveness of the association’s
system of internal control. It will comprise, in

summary:

e disclosures about the board’s approach, its
understanding and appreciation of internal
control, and its management of fraud;

e confirmation that there has been a review of
the effectiveness of the internal control system,;

e confirmation that necessary action has been or
is being taken to remedy any significant failings
or weaknesses identified from that review; and

e asummary of the process and key sources of
evidence utilised by the board in reviewing the
effectiveness of the association’s system of

internal controls.

If the board has not conducted such a review or
cannot comply with any of the requirements given
in the Circular, it should make a statement to that
effect and give an explanation.

The board needs to decide how much assurance

it needs and then determine how to obtain it,
appropriate to its individual circumstances. In

line with good business practice, the board’s
documented methodology for undertaking the
annual assessment will draw on types of evidence
from a suitably broad range of sources, measures
and activities. Each association will obtain
assurance over different elements of the system of

internal control through different means.
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The provision and relevance of the evidence
considered should be reviewed regularly, and the
board’s choice will reflect a number of factors,

including:

e legal status;

e organisational size (stock) and turnover;

e position within a group structure;

e complexity;

e age and history;

e profile of services offered;

e objectives, especially where these include
growth or consolidation strategies, or a change
in the range of provision offered; and

e risk profile in general and corporate risk
strategy.

Boards have the legal responsibility for running
the association, and their role extends across these

main areas:

e corporate governance;

e corporate mission;

e corporate strategy, plans and objectives;

e overall financial control,;

e framework of delegation;

e key decision making;

¢ risk management;

e performance monitoring;

e appointment and remuneration of the
Chief Executive; and

e proper conduct.

Circular 07/07 stresses that risk management

and control processes should be continuous, and
embedded across all of an association’s activities.
Obtaining assurance on the effectiveness of
internal controls therefore will not be a separate
exercise, but a fundamental and ongoing aspect of
running an effective organisation. On an annual
basis, there needs to be a formal assessment of the
effectiveness of these systems, which will result

in the preparation and subsequent agreement

of the required Statement of Internal Controls
Assurance. To help the board review the internal
controls systems and come to an assessment, the
Chief Executive or executive team should present
an annual report based upon criteria and processes
established by the board. However, the discussion
of a draft statement on its own does not constitute

a review and assessment exercise by the board.

These guidance notes expand upon various
considerations relating to internal controls
assurance that a board might consider in
establishing its internal controls strategy and in
choosing appropriate sources of evidence to be
included within its annual assessment. They are
neither prescriptive nor fully comprehensive.
However, they are intended to illustrate the range
and types of evidence available, and their aim is to
stimulate ideas and debate within associations. As
such, they represent what we consider to be best
practice, based upon examples that have come to

our attention and other documentation examined.

Extracts are included from published annual

accounts, which demonstrate how associations
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have previously used and presented similar

evidence.

Obtaining assurance in a group and other
relationships

Circular 07/07 makes provision for internal
assurance reporting to be appropriate to the
‘association’, whether this is an individual
association or a group parent of a formally

constituted group.

An association with more than 1,000 units must
publish a formal statement on internal control to
comply with the Circular. However, in a formalised
group arrangement, the group parent has a
responsibility for the internal control system for
that group in its entirety, including registered and
unregistered subsidiaries irrespective of their size,
and that responsibility should be reflected in the
scope and content of the statement of internal
controls published by the parent.

In publishing the review and assessment of the

internal controls systems the group board has

ultimate responsibility for internal control systems.

Even though the boards of individual subsidiaries
have the liability and responsibility for operational
decisions and those systems in practice, the parent
must ensure that the processes and procedures in
place in the subsidiary associations are sufficiently
robust to allow it to obtain the requisite level of
assurance. Although it may be difficult for group
board members to have adequate knowledge of

the operational systems and related information

in the subsidiary associations, they have a duty

to do so, and also to challenge, appropriately, the
evidence presented to them. Many associations are
also involved in increasingly diverse and complex
arrangements between associations — and possibly
other unregistered parties — for development and
other purposes. These may commit the association
to higher risk financial arrangements than it would
be able to negotiate on its own — arrangements
which rely on the business decisions and ongoing
viability of other parties over which the association
has no direct control. Where partnerships or

other special arrangements are in place, it is
possible that these might be excluded from the
consideration of internal control systems. This

is highly undesirable and may lead associations

to unacceptable degrees of exposure to risk. We
expect boards to extend their internal control
arrangements to these relationships and consider
the extent to which they need to share key risk
information with other parties and the extent to
which they need to receive information from other
partners in exercising appropriate due diligence.

Internal controls and risk

A board needs to understand its own approach
to risk and control issues, and the relationship
between the two in that association.

An association’s objectives, structures and its
operating environment are continually evolving
and inevitably so are the risks it faces. Risks
may be regarded as uncertain future events that
could influence the achievement of a housing
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association’s strategic, operational and financial
objectives. Housing associations must have
management arrangements, resources, skills and
systems appropriate to their circumstances and
ensure that their activities are backed by suitable
internal controls. A sound system of internal
control therefore depends on thorough and regular
evaluation of the nature and extent of the risks to
which the association is exposed. The purpose of
internal control is to help manage and control risk
appropriately rather than to eliminate it, so this too

should be an evolutionary activity.

A control culture

A board which is proactive in its management
of risk and control issues, and which sets strong
policies and strategies and displays high standards
of governance, will send positive messages to all
its management and employees. An association
demonstrates a sound control culture by
embodying risk and control considerations in its
normal operations, and by having processes for
responding on an ongoing basis to changes in
the risks faced by it. This in turn will positively
influence other organisations with which the

association has a relationship.

A board which considers internal controls only
at the time of the annual assessment, and draws
upon a narrow range of evidence, is unlikely to
communicate and inspire its stakeholders so

effectively.

Circular 07/07 discourages associations from
compiling formulaic internal control reports.

A ‘standardised’ report might be construed as
indicating a board’s lack of a control culture and

a limited commitment to and/or command of the
internal control agenda. It is unlikely to reveal the
individual approach of the association, and will
typically focus on statements of high level policy
- what the association says it will do - rather than
factual disclosures of what was undertaken, and

what evidence was considered.

“In response to the challenges of the contract
culture initiated by the Supporting People funding
regime, we implemented a new operational
structure from 1 April 2006. This focuses on local
accountability for contracts and new business on
a borough by borough basis. There is a renewed
emphasis on customer relationship management
throughout the business from front line staff and
contract managers, senior contract managers
through to heads of operations. The structure also
provides support for the ongoing development of
specialist expertise across the full range of client

groups with whom we work.”

“The Standards and Ethics Committee ensures
that the group upholds high standards of conduct
and probity, oversees the recruitment of members
and board self-appraisal, approves personnel

issues and deals with urgent matters.”
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Location of the internal control
statement

The internal control statement and the broader
Operating and Financial Review (OFR), where one
is included, provide an opportunity for the board
to communicate with stakeholders and other
interested parties about the risk and internal
control issues facing the association. An OFR

should include discussion of:

e its objectives and strategies;

e recent performance;

e keyinfluences and trends;

e potential effect of risks facing it; and

e its financial position, including factors

affecting, and likely to affect, that position.

The board may choose to include the internal
controls statement within its published accounts
in either its main report, or within the OFR. Given
that a strong element within the OFR relates to
risk considerations, many boards prefer to include
their internal control statement within it. In either
location, it is important that the internal control

statement is clearly identifiable.
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Sources of assurance for
assessment of control systems

Strong management structures and clear
accountability

The National Housing Federation’s Code of
Governance for its members establishes that:

“The board’s central role is to direct and control,

to determine strategic direction and policies, to
establish and oversee risk and control management
frameworks and to ensure that the organisation
achieves its aims and objectives. Management is

responsible for implementation.”

Given this, a board will need to exercise clear
control over the association by establishing,

approving and keeping under regular review:

e aclear statement of its own role and
responsibilities;

* ajob description for the Chief Executive and
other senior managers;

e financial regulations and standing orders
covering the authorisation of expenditure,
accounts management, procurement and other
financial decision making;

e delegations and regulations for the letting of
contracts, acquisition of schemes, employment
of consultants, and decisions relating to other
major transactions;

e key policies and procedures and the respective
roles of the board, managers and staff;

e scope of delegations for decision making on
business plans, budgets and other related

issues;

e the overall organisational/staff structure and
agreements for changing it; and
e clear lines of management and delegation of

authority.

The board itself must operate within the terms of
the legal rules and structures under which it was
established (e.g. rules, memorandum and articles
of association, trust deed) which will cover many
of its procedural arrangements. There may be
additional terms to cover its role within a group

structure.

Clear statements setting the standards for conduct
and probity expected of all board members and

all staff should cover issues such as anti-fraud,
gifts and hospitality, conflicts and declarations of
interest, ethics, and whistle blowing. These should
be formally recorded and available for inspection.
(A number of guidance and advisory publications
are available from the National Housing Federation

on governance, accountability and probity.)

Gaining assurance from management structures

Evidence available to a board in its assessment of
the association’s internal control systems might

include:

¢ scheduled and regular review of the board’s role
and structure;

e scheduled review by the board of appropriate
policies, delegations and statements of

responsibility;
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e internal audit reports and proceedings where
roles and accountabilities and the exercising of
delegated powers have been reviewed;

e confirmation that appropriate policies have
been communicated to staff on a regular basis;

e confirmation that induction activities for new
staff and board members convey appropriate
information; and

e confirmation that management communicates
with staff on their respective levels of

delegation and authority.

Management reports on operational and
financial matters

Typically, an association’s board will routinely have

access to operational and performance reports
from management on various issues. These may
be one of the main sources of assurance about
internal control systems for the board as well as a

vital and major source of reference.

Management reports may be formally part of
board proceedings and/or of those of a board’s
sub-committee and/or of other association review
activities (such as best value or preparation for
Audit Commission inspections). Through these
and over time, board members will become

more familiar with issues facing the association,
and more able to debate with and question

management on significant operational matters.

“During 2004 the board has implemented the
outcomes of a thorough governance review

conducted in 2003. This has led to new rules,
standing orders and terms of reference being

approved where appropriate.”

“The group recognises the importance of a formal
communication policy in order to secure the
involvement and commitment of staff and the
group consults and discusses with employees
matters likely to affect their interests through

a group staff liaison committee. As well as this
formal mechanism, employees are encouraged

to contribute to the group’s business through
team briefings, an annual staff conference, staff

newsletters, a suggestion scheme and surveys.”

“Both the finance and housing management
departments have seen changes in staffing. In
finance there has been an increase in staff partly
as a result of the increase in activity and partly in
preparation for the Finance Manager’s retirement.
The loss of this key person will be managed
through a transitional year of her working part
time to ensure the satisfactory handover of skills

and experience.”

“In the housing department, the change has
been in job roles. Existing staff members have
seen their job descriptions changed to give each

responsibility for specific areas of work.”
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It is also important for the board to ensure the
appointment of suitably skilled, qualified and
competent staff to senior operational and financial
positions. At the same time, where a board does
not have the experience and/or skills to understand
or challenge information provided, it must rely
more extensively on external and peer assessments
for validation. This might involve benchmarking,

external reviews or other forms of certification.

Development is a key area for many associations
and associated with significant risk. Decisions
about development programmes should be
informed by thorough documentation for each
scheme, to include financial and non-financial
appraisals of individual schemes and their viability,
investment and funding plans, and adequate
management information. Decisions may be made
by a development committee or by the board. It is
vital that members have appropriate knowledge
and experience to be able to assess the suitability
and viability of the proposals and challenge the

assumptions made.

Gaining assurance from management and
operational reports

Evidence available to a board in its assessment of

the association’s internal control systems might

include:

e routine and annual management, operational
and performance reports;

e internal audit reports covering operational and

management information;

e reports of performance, accreditation or other
operational reviews (e.g. best value), especially
where these involve an appraisal by peers,
service users and other parties; and

e arecognised organisational structure, with clear
assignment of responsibility, accountability and
authority, which the board can see is applied
consistently.

Management reports on operational and
financial controls

In an association with a well-established risk and
control culture, operational and performance
reports from management will also provide a
primary source of assurance about internal control
systems. In addition to operational information,
such reports will evidence management’s
approaches to and attitudes towards: risk
management and control strategies; planning for
risk and control; implementation and compliance;
and how management records and responds to

control failures.

An association seeking to rely on management
certification of its controls should ensure there is
a proper basis for that certification. For example,
when professional auditors test the operation

of controls, they usually take a sample, using
scientific techniques to extrapolate their findings.
If management adopts such an approach, it needs

an adequate understanding of the techniques.

Objectivity may be an issue. In Risk Management
and the Value Added by Internal Audit, the Institute
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of Chartered Accountants in England and Wales
questions whether “those who are responsible for
managing risks and operating controls always take
a wholly objective and systematic view of their
own performance”. Presuming that there will be
some loss of objectivity, it strengthens the case for
additional independent assurance, which might be
provided by an internal audit function independent

of management responsibility for those controls.

“The Senior Executive Team recognises their
responsibility to take internal control seriously.
Staff are encouraged to discuss ways in which
procedures can be improved with their manager
in an open way. Senior managers are required to
report to the Chief Executive on the effectiveness
of the controls. The Chief Executive reports to the
board on the appropriateness and effectiveness of
the system of internal controls.”

“The group’s system of Control Self-Assessment
(CSA) plays a key part in checking the reliance the
group is able to place on internal controls. The
group managers report on their CSAs quarterly

to the Resources Director, and the internal
auditors review this annually and make a report
to the Group Audit Committee on any changes to
controls and systems where necessary.”

Gaining assurance from management and
operational reports

Evidence available to boards in their assessment of

internal control systems might include:

e bespoke reports for the board from senior
managers providing financial and operational
information on significant risk areas identified;

e documentation on future risk and controls
envisaged, compiled to aid formulation of the
OFR;

e management assessments of the internal
controls systems in their operational areas;

e reports summarising findings,
recommendations and action plans arising
from internal control reviews; and

e internal audit reports covering operational

controls.
Risk management activities

The board is concerned with the long-term
direction of the association and it is responsible,
among other things, for ensuring that the
association operates effectively and achieves the
objectives which it has set. Risk management
activities can contribute to this, both from the
perspective of undesirable events occurring

and desirable things not happening. Therefore
the board must review, assess and manage the
significant risks the association is facing and put
actions and controls in place to deal with them.
This makes the internal control system significant
to the achievement of business objectives.

Risk has the potential to make a large impact
on the board’s strategy, as well as day-to-day
performance. A risk-based approach can make
an association more flexible and responsive

to tenants’ and residents’ changing needs in a
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continually evolving business environment. In
Implementing Turnbull: A Boardroom Briefing, the
Institute of Chartered Accountants in England and

Wales’ Centre for Business Performance notes that:

“Effective risk management and internal control
can be used to manage change, to involve all levels
of people in the company in meeting its business
objectives, and to improve a company’s credit

rating and ability to raise funds in the future...”

The Regulatory Code requires associations to
demonstrate that their organisations are viable,
properly governed and properly managed. The
identification, consideration and management of
risk touch on all three areas. Properly governed

associations:

“... must operate a framework that effectively
identifies and manages risks: identifying all major
risks that might prevent them achieving their
objectives; with the necessary arrangements to
manage risks and mitigate their effects”.

Properly managed associations must have:

“... management arrangements, resources, skills,
and systems appropriate to their circumstances,
scale and scope of operation, and ensure that

their activities: are adequately monitored; are
undertaken efficiently and effectively; and are
backed by proper systems of assurance for internal

control”.

Once the board has established its risk
management strategy, management becomes
responsible for evaluating and monitoring the
effectiveness of the controls which it has identified

as being necessary and has implemented.

Implementing Turnbull: A Boardroom Briefing
suggests that ‘risk and control issues’ could be

a standard agenda item for the board and that
reports from committees (e.g. the audit committee)
provide an opportunity to discuss risk and control
at board level. Board members must be involved in
the risk identification and assessment processes,
and must take ownership of and approve the
association’s risk management framework.

Unless there is a demonstrable commitment to
governance and risk management among both
board members and the senior management team,
it is unlikely that a flourishing control culture will

exist in the association.

A board might want to reassure itself for the
association’s key risks that:

e the risks and their associated controls are kept
under regular review;

e management has defined appropriate key
controls for each of the key risks to business
objectives;

e that these are in place, and are working
properly; or

e if not, that there are processes in place to
ensure that any failings would be established

and action taken.
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An internal control system aims to manage the
risk and therefore must minimise the occurrence
of significant control failings and weaknesses.
Everyone in the organisation needs to understand
the internal control and risk implications of the
tasks they perform, and act accordingly. They must
also understand the importance of assurance and
internal control in achieving the organisation’s
objectives. By implication, an association’s system
of internal control must be embedded in its
operations and culture. Some or all of the following

may help to achieve this:

e appropriate communication of the board’s risk
management policy at all levels;

e aclear statement of the importance placed
on risk management by the board and senior
management;

e acommon risk language adopted throughout
the association,;

e consultation at all levels on the definition of
risk, risks faced by the organisation and how
these should be addressed;

e clear guidelines setting out individuals’
responsibilities for risk;

e corporate objectives linked to individual staff
targets, reward mechanisms and training
opportunities;

e strategies to encourage a climate of openness
and honesty; and

e measures to ensure that board members and
staff have the knowledge and skills to address

risk.

An association could establish a risk panel to

hold roundtable debates on key risks, involving
members of the board, staff from all levels and
sections of the association, and possibly other
stakeholders from time to time. This might
generate evidence for the board’s internal controls

assurance including:

e minutes and reports from risk panel meetings;

e results of control and risk self-assessment
procedures; and

e regularly reviewed and updated strategic and

operational risk maps.

An association should also expect that its internal
audit function will carry out a periodic audit of the
corporate risk management processes in place as
a means of ensuring sufficient internal audit work
is performed across the association. This will also
provide direct assurance on the robustness of the

process, and on the valuation of risks.

Gaining assurance from risk management

activities

Evidence available to a board in its assessment of
the association’s internal control systems might

include:

e minutes and reports from risk management
committees and/or other operational
committees where key risks are discussed;

e copies of control and risk assessment
documentation;

e internal audit reports and proceedings;
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e periodic internal audit of the corporate risk
management processes;

e confirmation of the strategies being employed
by management to communicate with staff on
risk issues; and

e reports and activities arising from risk panel

meetings.

A board should look additionally for evidence
that changes to the association’s risk profile
are detected and responded to within these

arrangements.

“A group-wide Health and Safety Committee
meets quarterly and the board receives
monitoring reports on health and safety matters
annually. There is a system of regular inspections
and audits of health and safety.”

“The association uses a risk and competency-
based approach to its recruitment processes to
ensure that the chances of a wrong appointment
are significantly reduced. This has helped reduce
staff turnover for a number of years to below the
industry level.”

“Each business stream and subsidiary held

at least one risk workshop in the year. A
comprehensive review of the risk management
system was completed in 2005-06 which resulted
in a revised risk management system. A risk
steering group was established which will
champion the new system and ensure that it is
embedded in 2006-07.”

“The main risks that may prevent the group
achieving its objectives are considered and
reviewed annually by the senior management
team and board as part of the corporate planning
processes. The risks are recorded and assessed in

terms of their impact and probability.”

“Major risks, presenting the greatest threats to
the group, are reported to the Audit and Risk
Committee quarterly together with action taken
to manage the risks and the outcome of the
actions. These risk reports include assessments

of key controls to manage the risks.”

Assignment of responsibility for oversight
of audit activities

Larger associations will have committees to oversee
certain areas of work, established on a consultative
basis or with delegated responsibilities. (Housing
Corporation publications include a good practice
guide on the effective operation of audit
committees.) Committee structures should be clear
and add value to board decision making and self-
scrutiny without duplication of effort. Individual
committees must have clear terms of reference

approved and regularly reviewed by the board.

The NHF’s Code of Governance highlights that
audit is essential to good governance, and

extends beyond traditional financial audit and

into the audit of systems across all areas of the
organisation’s work. In larger associations and
organisations this can therefore require substantial
time and resources. The NHF’s Code also suggests
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that larger and medium-sized organisations should

have a separate audit committee or ensure that

the finance committee can discharge the functions

of an audit committee adequately. Where there

is an audit committee, it should meet a sufficient

number of times a year and on occasion should

meet without officers being present.

An effective audit committee will raise the profile

of internal and external audit, and of any other
review processes that report to it. Generally an

audit committee will have an overview of:

o internal control;

J financial reporting;
. internal audit; and
. external audit.

Given that the board is responsible for risks and
their management, and the audit committee

is responsible for reviewing the adequacy and
effectiveness of the processes through its audit
function, the audit committee will need to
understand the association’s risk management
framework and ensure that the key risks are

controlled and minimised.

Care should be taken, where risk and audit

responsibilities are shared by a single committee

or by the board itself, to ensure that there is a clear

distinction drawn and maintained between the
establishment of the risk management systems,

and the review and audit of their effectiveness.

An audit committee whose terms of reference refer
to audit but not to internal controls will not be
adequately prepared to undertake a review of the

full internal control system on behalf of the board.

Gaining assurance from the overall audit

management arrangements

Evidence available to a board in its assessment of
the association’s internal control systems might

include:

e scheduled review and (re)approval of the terms
of reference of the board and its committees,
including the audit committee (or similar) and
the extent to which authority is delegated,;

e stated criteria for the selection of appropriately
skilled board members to serve on the audit
committee, with policies for the induction and
training of these members;

¢ scheduled periodic reviews of the effectiveness
of the board and its committees;

e arrangements for the board to appraise the
performance of individual members;

¢ audit committee minutes; and

e annual report of the audit committee to the
board.
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“The Audit and Risk Committee has received
the Chief Executive’s annual review of the
effectiveness of the system of internal control
for 