National Audit Office

Report

by the Comptroller
and Auditor General

HM Treasury

Spending Review 2015

HC 571 SESSION 2016-17 21 JULY 2016




Spending Review 2015 Key facts 11

Key facts

£21.5bn £1,875bn 40

reductions announced total amount of DEL entities with an

at Spending Review, spending set by the individual settlement
to the budgets of Spending Review 2015

unprotected departments, for 2016-17 to 2020-21

of which £9.5 billion
will be reinvested

18 weeks between the formal launch of the Spending Review 2015
and the final announcement of settlements

2 formal joint bids

92% of finance directors we surveyed who felt that HM Treasury had
managed some or all aspects of the Spending Review process well
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Summary

Background to spending reviews

1 The spending review is a key political and fiscal event that attracts widespread
parliamentary and public interest. HM Treasury carries out spending reviews to allocate
funding across the government’s priorities, set limits on spending and define the main
outcomes that the public can expect the government to achieve with its resources. It is
the government’s major tool in planning medium-term expenditure and an opportunity
to reform the way services are provided.

2  Taxpayers have a right to expect that decisions taken in spending reviews are based
not only on government policy commitments, but also on robust data about how much
the different options cost and whether these options will enable the government to achieve
its goals. Spending should be prioritised rationally across the government as a whole.
Spending reviews should act as both a spending control, setting limits on departments,
and as a way of maximising value for money. Once spending reviews are complete,
departments use their formal settlements to set the parameters for more detailed
budgeting and planning.

3  The Spending Review 2015 allocated almost £2 trillion in departmental
spending, and another £2 trillion in welfare and benefits payments, over five years.
It also announced that the government would make £21.5 billion of spending cuts.
It was a significant logistical exercise, involving a wide range of teams across HM
Treasury, departments and other stakeholders.

4 The spending review is one of the main ways for the centre of government to
work with departments to set the government’s overall strategy. It is used to ensure
that public expenditure is controlled in support of the government’s fiscal framework.
These controls should also be used to provide incentives for departments to manage
spending well, to provide high-quality public services that offer value for money to the
taxpayer. Our previous work has raised concerns about whether departments and
the centre do enough to plan and manage the change the government undertakes.
This report assesses the Spending Review 2015 within that context.
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5  Assetout in the Preface, government needs a stable and enduring framework,
existing independent of political priorities, for planning to the medium-term and beyond,
that will allow it to make achievable plans, and to understand what it needs to know to stay
on track. This is not an easy issue for the centre of government to deal with. The structures
of public sector accountability make working between departments difficult, and political
realities mean that long-term thinking is not always a priority. Moving away from this

will require a cultural change in departments, as well as in the centre of government.
However, getting financial and performance measurement right, within a framework

that is well-established and well-understood, is crucial to achieving objectives.

Scope of our report

6  Our report examines whether the spending review is effective as a medium-term
spending and planning tool. It looks at:

e the importance of the spending review process;

e the extent to which the Spending Review 2015 took account of the key principles
needed to make well-informed decisions; and

e the relationships and processes that HM Treasury and departments have in place
to achieve effective outcomes.

7  We focus on how the spending review process enables the government to make
sound, evidence-based decisions, rather than on the decisions themselves. We have
not evaluated the quality of departments’ bids. Instead, we have focused on the systems
HM Treasury has in place to request, understand and challenge evidence within the bids.

Key findings

Importance of spending reviews

8 Spending reviews help ensure that departments have certainty about

how much government funding they will receive, and provide an opportunity to
budget and plan for multiple years. The spending review process is set up to support
control of public expenditure, and there is a close correlation between spending review
settlements and subsequent spend. Departments we interviewed said that the spending
review process is effective in setting funding over a parliamentary term. We found that
Budgets provided year-on-year flexibility to enable departments to respond to changing
priorities (paragraphs 1.1 to 1.4).
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9  HM Treasury has made some incremental progress following National Audit
Office and Committee of Public Accounts reports, but these improvements have

not gone as far as we would have expected. This report builds on our previous work,
including our reports Managing budgeting in government, and Financial management in
government.* These reports examined opportunities to achieve better value for money and
risks arising from the way the spending review process is undertaken. We have followed

up progress on the recommendations from the Committee of Public Accounts’ 2013
report.® This shows that while HM Treasury has made some progress, such as working with
departments to understand the models and assumptions which underpinned bids, the pace
and scale of improvement has been limited (paragraphs 1.9 to 1.10 and Appendix Three).

10 Spending Reviews provide weak incentives for departments to demonstrate
how they will achieve value for money. Our Managing budgeting in government report
found that the budgetary system addresses the Treasury’s objectives for prioritisation
and value for money less effectively than objectives relating to spending control.

We have drawn on this and other previous reports, and those of the Committee of
Public Accounts, to design a set of principles that set out what a ‘good’ spending
review process would look like. These include the importance of strong evidence, both
to support decisions and to monitor performance; the need for clear long-term and
cross-departmental views of spending; and the need to understand the capability and
capacity of departments to deliver their plans. Our key findings are set out against these
principles (paragraphs 11 to 21 and 1.11).

Principle 1

Evidence to support decisions

Robust evidence is essential to understand whether the government is achieving value for money,
to make fair comparisons to prioritise spending and to redesign services.

Our 2012 report, Managing budgeting in government, found that “the data required to inform decision-makers
on optimal resource allocation was not readily available and in some places did not exist”.

11 HM Treasury took steps to understand the evidence base that underpinned
departmental forecasts and baseline models before the start of the Spending
Review. Both HM Treasury’s spending teams and the departments thought this activity
helped them to develop a good level of mutual understanding. The Department for
Transport, for example, began its preparations about 18 months before the start of

the Spending Review, and engaged with Treasury on its policy and delivery options.

It also allowed the Spending Review to focus more on specific spending decisions,
since forecasts and baselines had already been shared. HM Treasury also carried out
some specific cross-departmental reviews of spending, for example on capital projects
and on pay. These helped it to provide more consistent evidence across government
(paragraphs 2.2 to 2.5 and 2.9).

4 Comptroller and Auditor General, Managing budgeting in government, Session 2012-13, HC 597, National Audit Office,
October 2012; and Comptroller and Auditor General, Financial management in government, Session 2013-14, HC 131,
National Audit Office, June 2013.

5 HC Committee of Public Accounts, Managing budgeting in government, Thirty-fourth Report of Session 2012-13,

HC 661, February 2013.

6  Comptroller and Auditor General, Managing budgeting in government, Session 2012-13, HC 597, National Audit Office,

October 2012.
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12 Other tools that HM Treasury intended to deliver as part of the Financial
Management Review were not sufficiently developed to be a valuable part of the
Spending Review 2015 process. One aim of the Financial Management Review was to
develop tools, particularly for costing and understanding the value of service delivery,
which would help inform spending reviews. The original plan was for these tools to be
rolled out to all departments in 2015, in preparation for a possible spending review in the
autumn. However, both HM Treasury and departments acknowledge that the tools were
not detailed enough and not completed consistently across departments. HM Treasury
did, however, make use of the Planning and Performance committee, set up as part of
the Financial Management Review, to help prepare finance staff in departments
(paragraphs 2.6 to 2.9).

Principle 2

An integrated view across organisational boundaries

The need to tackle complex issues to achieve outcomes requires a cross-departmental approach.
Departments need to collaborate and to understand the links between services.

Our 2012 report, Managing budgeting in government, found that “The budgetary system does not incentivise
departments to collaborate ... There are some promising developments in departments, which could be built on.”

13 HM Treasury has not addressed problems with the spending review structure,
which is not well suited to deal with issues that increasingly span departmental
boundaries. Our 2012 report recommended that “spending teams ... identify
opportunities for departments to gain from working together and encourage them to do
s0”. However, the process remains largely bilateral, with individual departments submitting
information to individual spending teams (paragraphs 3.2 and 3.3).

14 HM Treasury recognises the importance of joint working, but has found it
challenging to encourage departments to submit formal joint bids. HM Treasury
informed us only two formal joint bids were received — the same number as in
2010. This approach does not link with key cross-government objectives, such as those
of the Cabinet implementation taskforces. Departments told us there were a range of
reasons why they did not submit joint bids. These included political disagreements,

a lack of clarity about policy and budgetary responsibility, and insufficient flexibility

in planning across government to enable them to work with other departments
(paragraphs 3.3 to 3.5).
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15 Some departments did work together on specific themes across the 2015
Spending Review process. Departments worked together on a range of initiatives.
The Department for Education and the Department for Business, Innovation & Skills
set up a joint working team on apprenticeships. HM Revenue & Customs and the
Department for Work & Pensions agreed common assumptions on overlap in benefit
claimants. Where these initiatives work, there may be no need for a formal joint bid.
However, without a formal joint bid there may be limits to the accountability of such
arrangements (paragraphs 3.6 and 3.7).

Principle 3

A longer-term view

Decisions about spending and how services are provided can have long-term effects on public
finances and outcomes. These effects need to be considered when assessing value for money.

Our 2012 report, Managing budgeting in government, found that “The UK budgetary process does not include
the sort of longer-term vision seen in other countries and could help inform strategic decision-making.”

16 The Spending Review 2015 focused on funding decisions until the end of
the Parliament, meaning there was less focus on the long term. Although many
government projects take years to achieve their aims, the exercise to review proposed
capital expenditure shows that spending review submissions are strongly skewed
towards what is achievable in the spending review period. Only 47 out of 458 (10%)
capital bids indicated that they would likely need capital funding past 2020-21, of which
29 bids (6%) were quantified. Some departments have specific long-term needs, such as
the Department for Transport’s roads strategy or the 30-year devolution deals managed
by the Department for Communities and Local Government. HM Treasury considered
these, but they did not form part of the standard business of the Spending Review
(paragraphs 4.2 and 4.3 and 4.5 to 4.7).

17 The Spending Review’s consideration of impacts also had a short-term
focus. Spending review decisions may have potential unintended consequences, such
as making immediate cost savings that result in higher costs in the future, shifting costs
to consumers, or moving operations to the private sector. Some nine out of 13 finance
directors who responded to the question in our survey (69%) felt that HM Treasury only
considered the impact of spending decisions over the spending review period, and not
beyond (paragraph 4.4).

Principle 4

An understanding of the capability to deliver

Realism about what is required to transform services, ideally based on past experience, is essential.

It is critical that departments and their partners have both the skills and capacity to make the changes.

Our 2012 report, Managing budgeting in government, found that “Spending teams considered that they
have the capacity and capability to provide sufficient challenge. However, staff churn is a significant risk
to knowledge retention.”
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18 HM Treasury, departments, and experts across government could have
worked together better to assess whether plans are feasible or departments are
capable of carrying them out. Expert stakeholders assessed departments’ plans in
some cases where the plans involved significant change. In some cases, such as the
Government Property Unit, this was a systematic exercise. However, in other cases this
was not done consistently and it is unclear how experts’ advice was acted on. The value
of expert engagement was also limited by the length of time they had during the
Spending Review to examine plans (paragraphs 5.2 to 5.4).

19 The short timetable of the spending review places heavy demands on the
capacity of both HM Treasury and departments. Just over half of finance directors
who responded to our survey felt that HM Treasury had sufficient capability to challenge
their complete submissions robustly and in detail. All the other respondents felt that

HM Treasury could challenge at least some of their submissions robustly. Departments
themselves were able to provide differing levels of resource during the Spending Review
process which did not necessarily reflect the complexity of their

plans (paragraphs 5.5 to 5.8).

Principle 5

Timely information on performance to review success and hold
departments to account

A critical aspect of ensuring that projects are delivered successfully is maintaining an understanding
of how they are performing. Relevant and timely information needs to be available to decision-makers.

Our 2012 report, Managing budgeting in government, noted that “Departments vary in the extent to which
finance and performance reporting are brought together and any performance indicators are often milestones
and deliverables rather than outcomes.”

20 The spending review remains focused on finances. HM Treasury and Cabinet
Office are working to improve the link between financial management and
performance, but the pace of this has been slow. We (and the Committee of Public
Accounts) have commented repeatedly on past failures to adequately link financial and
performance information. Settlement letters do not set out detail on how departments
will monitor performance, alongside the detail on how they will allocate funding to policy
objectives (paragraphs 6.2 and 6.3).

21 Single departmental plans, announced alongside the Spending Review, are
meant to strengthen the link between financial management and performance
by requiring departments to set out how their spending review settlements link
to their planned objectives and actions. The plans are still being developed, and
HM Treasury is working alongside Cabinet Office to develop connections, which both
departments and spending teams find valuable. This work is covered in more detail in
our report on the single departmental plans (paragraphs 6.6 to 6.9).”

7 Comptroller and Auditor General, Government’s management of its performance: progress with Single Departmental
Plans, Session 2016-17, HC 872, National Audit Office, July 2017.
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Conclusion on value for money

22 The spending review process sets clear limits on departmental spending.

This allows departments to plan for the medium term and align policy priorities with

their budgets. HM Treasury has made some positive changes to the spending review
process, including improvements in how it works with departments and other parts of
the centre of government, such as Cabinet Office. However, the process and supporting
financial management system still do not make full use of the expertise within the centre
of government, or incentivise collaboration across departments.

23 The way the spending review process works does not sufficiently address

some fundamental issues with the way government functions. It also does not fully
address previous concerns that we and the Committee of Public Accounts have raised.
HM Treasury’s approach remains rooted in bilateral negotiation. This allows it to function
well as a control on departmental spending. However, it prevents the spending review
from maximising the value for money of spending by tackling difficult and entrenched
issues. These include both policy issues such as obesity and structural issues such as
interdependencies between departments and the services they provide. Focusing on
spending allocations and their consequences within just the spending review period
reduces the attention paid to the longer term.

24 HM Treasury has made some progress in improving the spending review process,
however it does not yet provide the best environment for achieving value for money.
The spending review is undoubtedly a complex and difficult exercise. Improving the
process and the wider engagement with departments would help HM Treasury to
create a more mature planning and budgeting environment.

25 HM Treasury has asked us to record that it considers the spending review process
is effective in prioritising resources and delivering value for money. It does not agree
with a number of the NAO’s key findings including in relation to joint working across
departments, consulting with experts and longer term thinking.

Recommendations

a HM Treasury should engage more openly with departments. There has
been a closer relationship between HM Treasury and finance staff in government
departments. HM Treasury and the departments should seek to build on these
relationships to build a less transactional spending review process. This would
allow them to have better discussions about departments’ ability to deliver
their programmes and the necessary trade-offs between different policies
and programmes.
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HM Treasury should offer incentives for departments to work together
and submit joint bids by introducing a system view to the spending
review process rather than enforcing existing departmental boundaries.
HM Treasury should capitalise on departments’ willingness to collaborate.

It should make sure that the spending review process is not a barrier to aligning
spending with cross-government commitments, such as the Cabinet-level
implementation taskforces.

HM Treasury should develop a better understanding of where departments
need to plan for longer periods and how to support this in the spending
review. This does not necessarily mean extending the period that settlements
cover. It could also look at the impact of decisions taken for the next five years on
future spending or future needs, or how uncertainty about the future may lead to
changing spending requirements.

HM Treasury, departments and the finance profession should build on
existing cross-departmental cooperation and continue to develop tools to
better understand departmental spending. As part of this, HM Treasury should
ensure that it continues to engage with departments to understand their models
and forecasts before formally launching a spending review.

The spending review should be an exercise led by HM Treasury’s spending
teams, but carried out by the whole centre of government. HM Treasury
should make more use of the expertise across the centre of government during
the process, both to challenge and understand specific departmental plans, and
to ensure consistency in dealing with common areas of spend.

HM Treasury and Cabinet Office should work with departments to link
spending decisions to performance against outcomes. HM Treasury
should consider whether there is scope to improve settlement letters by asking
departments for information about their plans to measure performance as well
as spending. HM Treasury should also use the performance measures being
developed as part of the single departmental plans to assess departmental
progress during this spending review period.

Cabinet Office and HM Treasury should continue to work on achieving

a seamless link between the single departmental plans as a tool for
continuous business planning and performance management, and the
periodic spending reviews as a high-level “reboot” exercise to respond to
changes in administration, fiscal readjustments or other fundamental shifts.
They set out to integrate the Spending Review 2015 and single departmental
plans but in practice this was too ambitious to achieve in one year. Doing so will
enhance the quality of spending review decisions and serve to embed the single
departmental plan approach for the long term.
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