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Executive summary Executive summary 

This report considers the audit of foreign exchange (FX) transaction costs incurred in 
managing the Funds’ overseas investments for the period 1 April 2014 to 31 March 
2015. 

The company carrying out the audit considers the results to be an improvement on the 
previous year which they considered to be satisfactory and in line with typical market 
ranges. 

Having applied recommendations made by the company last year, this year’s audit 
does not suggest any further changes. 
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Report 

Audit of Foreign Exchange Transaction Costs Audit of Foreign Exchange Transaction Costs 
  

Recommendations Recommendations 

The Committee is recommended to:  

1.1 Invite the Pension Board to raise any relevant matters or concerns which the 
Committee should consider; and 

1.2 Note the report and highlight any points it would like to raise at the Pensions 
Committee on 30 September 2015. 

 

Background 

2.1 Over half of the Funds’ investments are in overseas markets and as a result a 
significant level of foreign exchange (FX) transactions is an inevitable part of the 
investment process.  The cost of these transactions is not immediately apparent 
at the time the transactions are carried out.  Hence, it is an important part of 
good governance that a regular audit of those costs is carried out. 

2.2 The introduction to the report prepared by Mercer includes a brief discussion of 
how the FX markets work and the ways that the costs can be measured.  Within 
the bid / offer spread the counterparty to the trade makes a margin.  From the 
point of view of the Funds the margin should be kept as low as possible. 

2.3 FX markets can be very volatile, with prices changing on a minute by minute 
basis.  It is impossible to know in advance the time during a day when the best 
price for a trade will occur.  For that reason, the in-house investment team have 
decided to conduct trades with reference the London 4pm fix.  This provides a 
benchmark against which costs can be assessed.  

2.4 In response, to suggestions in last year’s FX audit report (reported to Committee 
in September 2014), the Funds have made improvements to the FX 
arrangements with the custodian (Northern Trust) who is the counterparty for 
most of the trades made by the Funds.  The changes include: 

2.4.1 Including all trades with Northern Trust within the arrangement whereby 
they are priced at 0.02% on the London 4pm fix. 

2.4.2 Individual trades within that arrangement are consolidated and netted to 
reduce the underlying number and size of trades. 

2.5 Virtually all trades conducted by the in-house investment team are within the 
above arrangement.  External managers have the choice to use this 
arrangement or use other counterparties. 
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2.6 Mercer Limited was selected by competitive tender to prepare an FX audit 
report.  This is the second of a three year contract.  

 

Main report 

3.1 The report prepared by Mercer is provided in the Appendix. 

3.2 In their previous report Mercer concluded that “overall costs (are considered) to 
be satisfactory and in line with typical market ranges”.  In the current report, 
Mercer observes “Overall the 2015 result for the Fund show an improvement 
over the previous year.” 

3.3 For trades excluding the currency hedging program, Mercer estimate (table 2 of 
the Appendix) the excess cost to be £607k (0.0275%) for the 12 months to 31 
March 2014 compared to an excess benefit of £174k (0.0185% for the 12 
months to 31 March 2015).  It is important to understand that this cost is 
estimated against an assessment of the average price for the day. 

3.4 The report comments that the new initiative introduced during the year (see 2.4 
above) “have lowered the excess cost of spot trading to the Fund”. 

3.5 Mercer have also looked at the cost incurred by each investment portfolio with 
reference to the London 4pm fix and identified that the in-house Global Low 
Volatility Equity portfolio incurred a cost of 0.0487% despite the 0.020% 
arrangement described in 2.4 above.  The reasons are discussed in the report 
and are as a result of the less common nature of some of the trades (Japanese 
Yen to Canadian Dollar) and some trades that were settled quicker than the 
normal two day cycle due to specific investment requirements. 

3.6 The report also looks at the cost of the currency hedging program.  Noting that 
the excess benefit to be £1,372k (0.135%) for the 12 months to 31 March 2014 
compared to an excess cost of £143k (0.009% for the 12 months to 31 March 
2015).  However, this is measured against an assessment of the average price 
for the day.  Trading arrangements were changed during the 12 months to 31 
March 2014; this impacts the comparability of the figures.  Measured against the 
4pm London fix the excess cost is 0.0043% for the 12 months to 31 March 2015. 

 

Measures of success 

4.1 The measure of success is for the audit to confirm that the overall cost of FX 
transactions is satisfactory and in line with typical market ranges.  This has been 
attained. 
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Financial impact 

5.1 The report prepared by Mercer confirms that the FX trading arrangements of the 
Funds are satisfactory. 

 

Risk, policy, compliance and governance impact 

6.1 The purpose of the audit is to minimise the risk of the Funds incurring excessive 
FX transaction costs.  The regular assessment of the Funds’ operating costs is 
an important element of good governance. 

 

Equalities impact 

7.1 There are no equalities implications as result of this report. 

 

Sustainability impact 

8.1 There are no sustainability implications as a result of this report. 

 

Consultation and engagement 

9.1 The Pension Board, comprising employer and member representatives, is 
integral to the governance of the Funds. 

 

Background reading/external references 

None. 

 

Alastair D Maclean 
Chief Operating Officer 

Deputy Chief Executive 

 
Contact: Esmond Hamilton, Financial Controller 

E-mail: esmond.hamilton@edinburgh.gov.uk | Tel: 0131 469 3521 
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Links  
 

Coalition pledges  
Council outcomes CO26 - The Council engages with stakeholders and works in 

partnerships to improve services and deliver agreed 
Single Outcome 
Agreement 

 

Appendices Appendix 1 - Foreign Exchange Transaction Cost Analysis by 
Mercer, dated August 2015 

 



Appendix 1
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