Notice of meeting and agenda

Pensions Audit Sub-Committee

2.00pm, Tuesday 26 September 2017
Dunedin Room, City Chambers, High Street, Edinburgh

This is a public meeting and members of the public are welcome to attend

Contact

Hannah King
E-mail: hannah.king@edinburgh.gov.uk
Tel: 0131 529 4121
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1. Order of business

1.1 Including any notices of motion and any other items of business submitted as
urgent for consideration at the meeting.

2. Declaration of interests

2.1  Members of the Committee and members of the Pensions Board should declare
any financial and non-financial interests they have in the items of business for
consideration, identifying the relevant agenda item and the nature of their
interest.

3. Deputations

3.1 None.

4. Minute

4.1  Minute of the Pensions Audit Sub-Committee of 5 December 2016 — Submitted
for approval as a correct record (circulated)

5. Reports

5.1 Considerations and matters to be raised by the Pension Board regarding any
items on the agenda

5.2  Agenda Planning — report by the Executive Director of Resources (circulated)

5.3  Audited Annual Report 2017 of the Lothian Pension Fund, Lothian Buses
Pension Fund and Scottish Homes Pension Fund, including Annual Report by
External Auditor (unaudited) — report by the Executive Director of Resources
(circulated)

5.4  Fraud Prevention — report by the Executive Director of Resources (circulated)

5.5 Irrecoverable overpayment of pensions — decisions made under delegated
authority — report by the Executive Director of Resources (circulated)

5.6 Overpayment of Pension — report by the Executive Director of Resources
(circulated)

5.7 Risk Management Summary — report by the Executive Director of Resources
(circulated)

6. Motions

6.1 If any
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Laurence Rockey
Head of Strategy and Insight

Committee Members

Councillors Rose (Convener), Child and John Anzani.

Information about the Pensions Audit Sub-Committee

The Pensions Audit Sub-Committee consists of 3 members of the Pensions Committee
of which a minimum of two are City of Edinburgh Councillors and its membership is
appointed by the Pensions Committee.

The Pensions Audit Sub-Committee usually meets in the City Chambers on the High
Street in Edinburgh. The meeting is open to all members of the public.

Further information

If you have any questions about the agenda or meeting arrangements, please contact
Hannah King, Committee Services, City of Edinburgh Council, City Chambers, High
Street, Edinburgh EH1 1YJ, Tel 0131 529 4121, e-mail
hannah.king@edinburgh.gov.uk.

A copy of the agenda and papers for this meeting will be available for inspection prior
to the meeting at the main reception office, City Chambers, High Street, Edinburgh.

The agenda, minutes and public reports for this meeting and all the main Council
committees can be viewed online by going to www.edinburgh.gov.uk/cpol.
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Minutes

Pensions Audit Sub-Committee of the Pensions
Committee

14.00, Monday 5 December 2016
Present

Councillors Rose (Convener), and Orr.
Pensions Board Members Present:

Catriona Warren and Alan Williamson

1. Minute

Decision

To approve the minute of the Pensions Audit Sub-Committee of the Pensions
Committee of 27 September 2016 as a correct record.

2. Agenda Planning

An overview of potential reports for future Pensions Committee and Pensions Audit
Sub-Committee meetings for March 2017 and June 2017 were outlined.

Decision
To note the agenda planning document.

(Reference — report by the Acting Executive Director of Resources, submitted.)

3. EU Tax Claims & Income Recovery

A summary was provided of the activity on EU tax and other tax claims made on behalf
of Lothian Pension Fund. During the period since the last report, no additional claims
had been received and the amount recovered to date remains at £1,370.1k.
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Decision
To note the report by the Acting Executive Director of Resources.

(Reference — report by the Acting Executive Director of Resources, submitted.)

4. Global Custody Services Performance

The Fund’s custodian, Northern Trust, had provided their key performance report for
the 12 months ended 30 September 2016. Northern Trust was currently meeting the
needs of the three Pension Funds.

Decision
To note the report by the Acting Executive Director of Resources.

(Reference — report by the Chief Internal Auditor, submitted.)

5. Investment Income Review Cross Border Withholding Tax

Information was provided on a benchmarking study prepared by E&Y into the
effectiveness of the procedures in place to manage the tax exposure on the investment
income of Lothian Pension Fund and Lothian Buses Pension Fund.

Decision
To note the report by the Acting Executive Director of Resources.

(Reference — report by the Acting Executive Director of Resources, submitted.)

6. Lothian Pension Fund - Internal Audit Update 2016/17

A summary was provided of Internal Audit activity during the period 1 September 2016
to 30 November 2016.

Decision

1) To note the Internal Audit activity during the period 1 September 2016 to 30
November 2016.

2) To note the matters arising from the Internal Audit review undertaken in this
period.

3) To note the status of management actions from audits undertaken in 2015/16,
and in 2016/17.

(Reference — report by the Acting Executive Director of Resources, submitted.)
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7. Resolution to consider in private

The Committee, under Section 50(A)(4) of the Local Government (Scotland) Act 1973,
excluded the public from the meeting for the following items of business on the grounds
that they involved the disclosure of exempt information as defined in Paragraph 6 of
Schedule 7(A) of the Act.

8. Lothian Pension Fund — Third Party ICT Supplier Risk

A summary of the findings of the external vulnerability assessment for online modules
accessible to employers and members of the Lothian Pension Funds was provided.

Decision

1) To note the matters arising from the external vulnerability assessment
undertaken in this period.

2) To agree that an update concerning Third Party ICT Supplier Risk would be
submitted to the Pensions Audit Sub Committee during the summer of 2017 and
that should issues arise during the interim that these be referred to the Convener
of the Pensions Committee for consideration.

(Reference — report by the Acting Executive Director of Resources, submitted.)

9. Risk Management in depth Review

A summary was provided of the Lothian Pension Fund’s risk management procedures,
including details on the operational risk register and the Fund’s action to mitigate these
risks.

Decision

To note the Operational Risk Register and Quarterly Risk Overview as at 25 October
2016.

(Reference — report by the Acting Executive Director of Resources, submitted.)
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Pensions Audit Sub Committee

2.00pm, Tuesday, 26 September 2017

Agenda Planning

Item number 5.2

Report number

Executive/routine

Wards All

Council Commitments Delivering a Council that works for all

Executive Summary

This document provides Committee with an overview of the proposed agendas for future
meetings of the Pensions Committee and Pensions Audit Sub Committee. It also
provides a more general overview of the current cycle of papers for the Committees.

There will, of course, be specific matters and papers which need to be brought to the
attention of the Pensions Committee and the Pensions Audit Sub Committee in addition to
those set out herein.
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Report

Agenda Planning

1.

Recommendations

Committee is requested to:

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

1.2 Note the agenda planning document.

2. Background

2.1 In order for the Committee and Pension Board to gain an overview of the content of
future meetings it was agreed that an agenda planning document be submitted
each quarter.

3. Main report

3.1 Due to the cancellation of the meetings of the Pensions Audit Sub-Committee and

the Pensions Committee in June 2017, a number of amendments have been made
to the agendas as follows:

e Investment reports, normally considered in June, are included in the agenda
for September;

e LPFE and LPFI Limited Accounts are included in the report on the LPF
Annual Report & Accounts for September. A report on LPFE staffing issues
is also included in the September agenda and an update on Collaboration
(including LPFI activity) is scheduled for December 2017;

e Pensions Data Quality report (which would normally be considered in
September) has been postponed to December. It was felt that this would
reduce the volume of papers for Committee in September but it would also
allow the Committee the opportunity to see a report from the Actuary on the
data provided for the 2017 actuarial valuation.
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3.2 Based on the Committee cycle and the current position, the proposed agendas for
the next two meetings are set out below.

December 2017

Pensions Committee Audit Sub Committee
e Referrals / recommendations from e Internal Audit reports
Pensions Audit-Sub Committee e Pensions Data Quality (postponed
e Considerations and matters to be from September 2017)
raised by the Pension Board regarding e EU Tax Claims & Income Recovery
any items on the agenda e Investment Income Review-Cross-
e Benchmarking Border withholding tax
e Stewardship and Engagement e Investment Controls & Compliance
e Actuarial Valuation: Lothian Pension e Global Custody Services Performance
Fund/Lothian Buses Pension e Risk Management in-depth review
Fund/Scottish Homes Pension (if
complete)
e Update on Collaboration
e Service Plan Update
e Risk management summary

March 2018

Pensions Committee

e Referrals / recommendations from Pensions Audit-Sub Committee

e Considerations and matters to be raised by the Pension Board regarding any items on

the agenda

e Audit plans and reports (internal and external) *

e Policies/Strategies/Training (including revised Pension Administration Strategy
biennial from March 2016)

e Governance Update

e Audit Sub-Committee Appointments

e Actuarial Valuation: Lothian Pension Fund/Lothian Buses Pension Fund/Scottish
Homes Pension (if not reported in December 2017)

e Funding Strategy Statement

e Employers Participating in Lothian Pension Fund

e 2016 — 2019 Service Plan Update

e 2018 — 2021 Service Plan and Budget

e Risk management summary

*Draft audits and plan will be developed in consultation with the Convenor of the Audit Sub Committee.
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Future Pensions Committee and Audit Sub Committee dates:

Pensions Committee Pensions Audit Sub Committee
e Tuesday 12 December 2017, 2pm, e Monday, 11 December 2017, 2pm,
Dunedin Room, City Chambers Dunedin Room, City Chambers

Monday, 26 March 2018, 2pm, Dunedin | e  Tuesday 26 June 2018, 2pm,
Room, City Chambers Dunedin Room, City Chambers

Wednesday 27 June 2018, 2pm,
Dunedin Room, City Chambers

4, Measures of success

4.1 The Committee and Pension Board have greater clarity regarding the content of the
Committee cycle.

5. Financial impact

5.1 None.

6. Risk, policy, compliance and governance impact

6.1 There is no direct impact as a result of this report. The forward planning of the
Committees’ agendas should facilitate improved risk management and governance
for the pension funds

7. Equalities impact

7.1 There are no adverse equalities impacts arising from this report.

8. Sustainability impact

8.1 There are no adverse sustainability impacts arising from this report.

9. Consultation and engagement

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

10. Background reading/external references

10.1 None
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Stephen S. Moir

Executive Director of Resources

Contact: Struan Fairbairn, Chief Risk Officer, Lothian Pension Fund

E-mail: struan.fairbairn@edinburgh.gov.uk | Tel: 0131 529 4689

11. Appendices

Appendix 1 — Scheme of Committee Papers
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Appendix 1

Frequency Pensions Committee Audit Sub Committee Month
Audit plans and reports (internal and external) N/A - Draft audits and plan will be developed in consultation March
with the Convenor of the Audit Sub Committee.

Policies/Strategies/Training (including revised Pension N/A March
Administration Strategy biennial from March 2016)
Service Plan (every 2 years) N/A March
Budget N/A March
Governance Update N/A March
Audit Sub-Committee Appointments N/A March
LPF Annual Report & Accounts Unaudited LPF Annual Report & Accounts Unaudited June
Statement of Investment Principles N/A June
Investment Strategy Panel Activity N/A June
Annual Investment Updates - Lothian Pension Fund,
Lothian Buses Pension Fund and Scottish Homes Pension N/A June
Fund
LPFE limited and LPFI limited Annual Report LPFE limited and LPFI limited Annual Report September
LPF Annual Report & Accounts Audited LPF Annual Report & Accounts Audited September

Annua"y ISA 260 Audit Report ISA 260 Audit Report September
N/A Pensions Data Quality September
N/A Irrecoverable overpaym.ent of pensions — decisions made September

under delegated authority

N/A Fraud Prevention September

Annual Report by External Auditor

Benchmarking

N/A

N/A

Stewardship and Engagement
N/A

N/A

Annual Report by External Auditor

N/A

EU Tax Claims & Income Recovery

Investment Income Review-Cross-Border withholding tax
N/A

Investment Controls & Compliance

Global Custody Services Performance

Risk Management In-depth review

December (or
September if
available)
December
December
December
December
December
December
December



Frequency Pensions Committee Audit Sub Committee Month
: March & September
mployers Participating in Lothian Pension Fun
Semi Empl Participating in Lothian Pension Fund N/A
Annually
Service Plan Update N/A March, September
3 Times per & December
year Referrals / recommendations from Pensions Audit-Sub N/A June, September &
December
March, June,
Risk management summary Risk management summary September and
December
Quarterly _ . _ _ March, June,
Considerations and matters to be raised by the Pension
Board regarding any items on the agenda N/A september and
g gany g December
Every 3 i ion:
Y Actua)rlal Valuation: LPF/LBPF/SHPF December or March
years Funding Strategy Statement
Delegated authorities (provider appointments) N/A
Discretions (death grants etc.) N/A
As N/A Internal Audit Reports
required Regulatory Update N/A

Investment Strategy Reviews (at least every 3 years)
N/A

N/A

Risk management (in depth review)




Pensions Audit Sub Committee

2.00pm, Tuesday, 26 September 2017

Audited Annual Report 2017 of the Lothian Pension
Fund, Lothian Buses Pension Fund and Scottish
Homes Pension Fund, including Annual Report by
External Auditor

Item number 53

Report number

Executive/routine

Wards All

Council Commitments Delivering a Council that works for all

Executive Summary

The unaudited Annual Report for the year ended 31 March 2017 for the Lothian Pension
Fund, Lothian Buses Pension Fund and Scottish Homes Pension Fund has now been
considered by the external auditor, Scott-Moncrieff.

International Standard on Auditing (ISA) 260 requires the external auditor to communicate
their findings to those charged with governance of the Funds. Accordingly, the Scott-
Moncrieff “Lothian Pension Funds 2016/17 Annual Audit Report to Members and the
Controller of Audit” is included at Appendix 1.

The review of the unaudited financial statements concluded that no numerical adjustments
were required. Some presentational changes have been reflected in the full revised report at
Appendix 2 — “Audited Annual Report 2017 for the Lothian Pension Fund, Lothian Buses
Pension Fund and Scottish Homes Pension Fund”.

Scott-Moncrieff has provided “an unqualified opinion on the financial statements and other
prescribed matters for Lothian Pension Fund, Lothian Buses Pension Fund and Scottish
Homes Pension Fund within our independent auditor’s report” and has also stated “that
there were no matters which we were required to report by exception”.
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Report

Audited Annual Report 2017 of the Lothian Pension
Fund, Lothian Buses Pension Fund and Scottish Homes
Pension Fund, including Annual Report by External
Auditor

1. Recommendations

Committee is requested to:

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

1.2  Note the report by Scott-Moncrieff “Lothian Pension Funds 2016/17 Annual Audit
Report to Members and the Controller of Audit” (at Appendix 1);

1.3  Note the audited Annual Report for the year ended 31 March 2017 for the Lothian
Pension Fund, the Lothian Buses Pension Fund and the Scottish Homes Pension
Fund (at Appendix 2);

1.4  Note that the audited financial statements, for the year ended 31 March 2017, of
both the wholly-owned companies, LPFE Limited and LPFI Limited, were approved
by the respective Board of Directors in June 2017. These statements are shown in
full at Appendices 3 and 4.

1.5 Note that Scott-Moncrieff has made no comment in respect of the Chartered
Institute of Public Finance and Accountancy (CIPFA) guidance “Accounting for
Local Government Pension Scheme Management Costs”, as revised in June 2016,
and its failure to reflect full transparency of investment management fees,
specifically through “fund of fund arrangements”; and

1.6 Highlight any points that it would like to raise at the Pensions Committee on 27
September 2017;

2. Background

ISA 260 annual report by External Auditor

2.1 Under statutory accounting guidance issued by the Scottish Government,
Administering Authorities are required to issue a separate Annual Report covering
the Local Government Pension Scheme (LGPS) funds that they are responsible for.
These Annual Reports are subject to a separate external audit.

2.2 International Standard on Auditing (UK and Ireland) 260 (ISA 260) requires the
External Auditor to communicate his findings to those charged with governance of
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the Funds. This summarises any matters arising from the audit of the financial
statements prior to the formal signing of the independent auditor’s report.

2.3 As part of the standard, the External Auditor is required to provide its view of the
following:

¢ Any significant qualitative aspects within the Funds’ accounting practice;

e Any significant difficulties encountered during the audit;

e Any material weakness in the design, implementation or operating
effectiveness of the system of internal control;

e Any significant matters arising from the audit discussed with management;

e Any representations that have been requested from management; and

e Any other matter that is significant.

2.4  City of Edinburgh Council noted the Unaudited Annual Report 2017 for the Lothian
Pension Fund, Lothian Buses Pension Fund and Scottish Homes Pension Fund at
its meeting on 29 June 2017.

3. Main report

Scott-Moncrieff - Lothian Pension Funds 2016/17 Annual Audit report to
Members and the Controller of Audit

3.1  The report by the external auditor on the financial statements is included at
Appendix 1 — “Scott-Moncrieff - Lothian Pension Funds 2016/17 Annual Audit
Report to Members and the Controller of Audit.

3.2  Scott-Moncrieff has stated that its “work has been performed in accordance with the
Audit Scotland Code of Audit Practice, International Standards on Auditing (UK and
Ireland) and Ethical Standards”.

3.3  This report will be presented to Committee by Nick Bennett, Partner, and Kirstie
MacDonald, Public Sector Audit Senior, Scott-Moncrieff.

3.4  Scott-Moncrieff has provided “an unqualified opinion on the financial statements
and other prescribed matters for Lothian Pension Fund, Lothian Buses Pension
Fund and Scottish Homes Pension Fund within our independent auditor’s report”
and has also stated “that there were no matters which we were required to report
by exception”.

3.5  Scott-Moncrieff has made no comment in respect of the Chartered Institute of
Public Finance and Accountancy (CIPFA) guidance “Accounting for Local
Government Pension Scheme Management Costs”, as revised in June 2016, and
its failure to reflect full transparency of investment management fees, specifically
through “fund of fund arrangements”. Committee is reminded that the financial
statements of Lothian Pension Fund, Lothian Buses Pension Fund and Scottish
Homes Pension Fund continue, however, to include full transparency of all
investment management fees.
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3.6 Appendix 1 (“Appendix 1: Management action plan”, Pages 28 to 30 of that report)
“details the control weaknesses and opportunities for improvement that we (Scott-
Moncrieff) have identified during our audit”. Planned management actions by
Lothian Pension Fund staff in relation to the points raised by the external auditor
are also stated.

3.7 In addition to members of the Pensions Committee and Pensions Audit Sub-
Committee, Scott-Moncrieff has also sent the report to the Controller of Audit and
has advised that it will be published on the Audit Scotland web-site in due course.

Audited Annual Report 2017 for Lothian Pension Fund, Lothian Buses
Pension Fund and Scottish Homes Pension Fund

3.8  With the completion of the work by Scott-Moncrieff, the Audited Annual Report
2017 for the Lothian Pension Fund, Lothian Buses Pension Fund and Scottish
Homes Pension Fund has been finalised and is included at Appendix 2.

3.9 No numerical adjustments were required to be made on the unaudited financial
statements following the Fund’s audit. Some minor presentational changes have
also been incorporated.

3.10 As part of the completion of the audit, the auditor seeks written assurances from the
Chief Finance Officer, Lothian Pension Fund, on aspects of the financial statements
and judgements and estimates made. A draft letter of representation under ISA580
is attached at Appendix 5.

Audited Financial Statements for the year ended 31 March 2017; LPFE
Limited and LPFI Limited

3.11 The consolidated financial statements (within the Annual Report 2017) combine
those of the Fund (the parent entity) and its controlled entities (the investment
staffing company, LPFE Limited, and now also the investment services company,
LPFI Limited, which commenced trading during the year) as defined in International
Accounting Standard (IAS) 27. The financial statements of both companies have
been audited by Scott-Moncrieff and approved by the respective Board of Directors
in June 2017, LPFE Limited on 12 June 2017 and LPFI Limited on 15 June 2017.
These statements are shown in full at Appendices 3 and 4.

3.12 As previously reported to Committee, LPFE Limited is the employment vehicle for
the Fund’s investment and senior staff. It provides staffing services to the City of
Edinburgh Council, LPFI Limited and to Falkirk Council. The company’s financial
objective is “to make a modest trading surplus before adjustments required under
International Financial Reporting Standards (IFRS)”. Such adjustments primarily
relate to pension costs, as required by International Accounting Standard (IAS) 19,
and the related deferred tax. For the year ended 31 March 2017, the underlying
trading profit of the company was £30,730 (2016: £28,243).

3.13 A separate report on the Phase 2 transfer of staff to the company is provided
elsewhere on the agenda for this Committee.

3.14 LPFI Limited provides Financial Conduct Authority (FCA) regulated investment
services, both to Lothian Pension Fund and other pension funds, but does not
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3.15

3.16

employ any staff directly. Its financial objective is “to make a modest trading
surplus”. LPFI commenced trading in December 2016 and completed its first
collaborative “club-deal” in the infrastructure sector in January 2017. A second
project was in progress at the year-end. Profit for the financial year after taxation
was £432.

Committee was previously advised of the appointment of Leslie Robb as non-
executive director of LPFI Limited, subject to the receipt of requisite approvals from
the FCA. These were received and his appointment commenced from 1 February
2017. Leslie is expected to attend the meeting of the Pensions Committee on 27
September.

A full report will be provided to Committee in December 2017 on the progress and
further development of collaborative initiatives with other LGPS funds.

4. Measures of success

4.1  The prime objective of the Council, as administering authority of the Lothian
Pension Fund, Lothian Buses Pension Fund and Scottish Homes Pension Fund, is
to ensure an unqualified audit opinion of the Annual Report 2017. This has been
achieved.

4.2  Planned management actions in relation to the points raised by the external auditor,
Scott-Moncrieff, are stated at Appendix 1 (“Appendix 1: Management action plan”,
Pages 28 to 30 of that report).

5. Financial impact

5.1 There are no direct financial implications arising from this report.

6. Risk, policy, compliance and governance impact

6.1 The financial statements have been prepared in accordance with the Code of
Practice on Local Authority Accounting in the United Kingdom 2016/17 and also in
compliance with the requirements of the Local Government Scotland Act 1973.

6.2  The annual report summarises the opinions and conclusions of Scott-Moncrieff, in

accordance with International Standards on Auditing (UK and Ireland) and the
principles contained in the Code of Practice issued by Audit Scotland in May 2011.
The Scott-Moncrieff report sets out the significant audit risks identified at the
planning stage and how the auditor addressed each risk in arriving at his opinion on
the financial statements. Appendix | (of that report) is the “Management action plan”
“detailing the control weaknesses and opportunities for improvement” which were
identified by the External Auditor during the audit. Officers have considered the
issues and responded in the column headed “Management Comments”.
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7. Equalities impact

7.1 There are no adverse equalities impacts arising from this report

8. Sustainability impact

8.1 There are no adverse sustainability impacts arising from this report.

9. Consultation and engagement

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

10. Background reading/external references

10.1 None

Stephen S. Moir

Executive Director of Resources

Contact: John Burns, Chief Finance Officer, Lothian Pension Fund

E-mail: john.burns@edinburgh.gov.uk | Tel: 0131 469 3711

11. Appendices

Appendix 1 — Scott-Moncrieff - Lothian Pension Funds 2016/17 Annual Audit Report to
Members and the Controller of Audit, in accordance with International Standard on
Auditing (UK and Ireland) 260 (ISA 260)

Appendix 2 - Audited Annual Report 2017 for the Lothian Pension Fund, Lothian Buses
Pension Fund and Scottish Homes Pension Fund

Appendix 3 - LPFE Limited — Financial Statements (Audited) for the year ended 31 March
2017

Appendix 4 — LPFI Limited — Financial Statements (Audited) for the year ended 31 March
2017

Appendix 5 — Letter of Representation (ISA 580) by Chief Finance Officer, Lothian
Pension Fund
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Lothian Pension Funds

2016/17 Annual Audit Report to Members and
the Controller of Audit




Contents

NS TS TSE L= T LT S PP PPTSP 1
TN oo LU o3 o o ISR 3
ANNUAL BCCOUNTS ..o 5
Financial Management . ... ..o 13
Financial SUSTaiNability .......ccoooeiiiiii e 17
GOVErNANCE & trANSPAIENCY .oevvriiiiieeeeeeeeeeeiie e e e e et ee et e e e e e e e er e e e e e eeennnns 21
ValUB fOI MONBY .. 25
Appendix 1: Management action Plan ..o 28
Appendix 2: Unadjusted differencCes ... 31

Appendix 3: Respective responsibilities of the Pensions Committee and the
U o 1 o 32



Key messages

Annual accounts

Lothian Pension Funds are scheduled to approve the annual accounts for 2016/17 on 27 September 2017 and
the accounts will be submitted, together with this report, to the Controller of Audit by the deadline of 30
September 2017. We intend to report unqualified opinions on the financial statements and other prescribed
matters for Lothian Pension Fund, Lothian Buses Pension Fund and Scottish Homes Pension Fund within our
independent auditor’s report. We also intend to report that there were no matters which we were required to

report by exception.

Wider Scope

Financial management Financial sustainability

The Funds have adequate and effective
arrangements in place for managing their
financial position and use of resources.

* We have evaluated the Funds’ key financial
systems and internal financial controls and
determined these are adequate to prevent
material misstatements in the annual accounts.

e We have concluded that the Funds have
effective arrangements in place to ensure the
ongoing sustainability of the pension funds.

Governance & transparency Value for money

Our work on corporate governance focussed
on reviewing the Funds’ arrangements to
ensure effective systems are in place regarding
internal control, prevention and detection of
fraud and irregularity and standards of conduct.

« Governance arrangements at the Funds were
found to be satisfactory and appropriate.

e The Funds have appropriate arrangements in
place to monitor performance of investments
and the administration of the Funds.

Key facts

e Net assets increased by 21% in 2016/17 to
£6,595 million (2015/16: £5,433 million).

e  Contributions received in year (£201.8 million)
fell below the benefits paid out by the fund
(£211.1 million) leaving a net withdrawal on the
fund of £9.2 million.

Return on investments in 2016/17 was 21.7%
slightly behind the benchmark of 24.8%;
however, the performance over the five year
period to 31 March 2017 is exceeding the target
of 11.4% by 1.5%.

Conclusion

This report concludes our audit for 2016/17. Our
work has been performed in accordance with the
Audit Scotland Code of Audit Practice, International
Standards on Auditing (UK and Ireland) and Ethical
Standards.

Scott-Moncrieff
August 2017

Scott-Moncrieff  Lothian Pension Funds 2016/17 Annual Audit Report to Members and the Controller of Audit
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Introduction

This report summarises our findings from the
2016/17 audit of the Lothian Pension Fund, the
Lothian Buses Pension Fund and the Scottish
Homes Pension Fund (collectively referred to
as the “Funds”).

We outlined the scope of our audit in our
external audit plan, which we presented to the
Pensions Committee on 20 March 2017. The
core elements of our audit work in 2016/17
have been:

e aninterim audit of the Funds’ key financial
systems and governance arrangements;

e an audit of the Funds’ 2016/17 annual
report and accounts, including a review of
the Annual Governance Statement;

e areview of arrangements as they relate to
the four dimensions of wider-scope public
audit: financial management, financial
sustainability, governance and
transparency, and value for money; and

e consideration of the local impact of the
national performance report The Role of
Boards.

The Funds are responsible for preparing annual
accounts that show a true and fair view and for
implementing appropriate internal control
systems. The weaknesses and risks identified
in this report are only those that have come to
our attention during our normal audit work, and
may not be all that exist. Communication in this
report of matters arising from the audit of the
financial statements or of risks or weaknesses
does not absolve management from its
responsibility to address the issues raised and
to maintain an adequate system of control.

We discussed and agreed the content of this
report with the Chief Finance Officer and Chief
Executive. We would like to thank all
management and staff for their co-operation
and assistance during our audit.

This report contains an action plan with specific
recommendations, responsible officers and
dates for implementation. Senior management
should assess these recommendations and
consider their wider implications before
deciding appropriate actions. We give each
recommendation a grading to help the Funds
assess their significance and prioritise the
actions required.

Adding value through the audit

6.
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All of our clients quite rightly demand of us a
positive contribution to meeting their ever-
changing business needs. Our aim is to add
value to the Funds through our external audit
work by being constructive and forward looking,
by identifying areas of improvement and by
recommending and encouraging good practice.
In this way, we aim to help the Funds promote
improved standards of governance, better
management and decision making and more
effective use of resources.

We welcome any comments you may have on
the quality of our work and this report via:
www.surveymonkey.co.uk/r/S2SPZBX

This report is addressed to both Lothian
Pension Funds and the Controller of Audit and
will be published on Audit Scotland’s website.
www.audit-scotland.gov.uk.



http://www.audit-scotland.gov.uk/docs/central/2010/nr_100930_role_boards.pdf
http://www.audit-scotland.gov.uk/docs/central/2010/nr_100930_role_boards.pdf
http://www.audit-scotland.gov.uk/
http://www.audit-scotland.gov.uk/
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Annual accounts

Introduction

9. The Funds’ annual financial statements are the
principal means of accounting for the
stewardship of its resources and its
performance in the use of those resources.

The respective responsibilities of the Funds and
the auditor in relation to the financial statements
are outlined in appendix 2.

Overall conclusion
Unqualified audit opinions

10.  The annual accounts for the year ended 31
March 2017 are due to be approved by the
Pensions Committee on 27 September 2017.
We plan to report within our independent
auditor’s report:

e an unqualified opinion on the financial
statements; and

e an unqualified opinion on other prescribed
matters.

Audit Risk 1: Revenue Recognition

11. We are also satisfied that there are no matters
which we are required to report to you by
exception.

Good administrative processes were in place

12. We received draft financial statements and
supporting papers of a good standard, in line
with our agreed audit timetable. Our thanks go
to management and staff for their assistance.

Our assessment of risks of material
misstatement

13.  The assessed risks of material misstatement
described below are those that had the greatest
effect on our audit strategy, the allocation of
resources in the audit and directing the efforts
of the audit team. We designed our audit
procedures relating to these matters in the
context of our audit of the annual report and
accounts as a whole, and not to express an
opinion on individual accounts or disclosures.
We outline the significant risks below.

Under ISA 240 - The auditor’s responsibilities relating to fraud in an audit of financial statements there is a
presumed risk of fraud in relation to revenue recognition. The presumption is that the Funds could adopt
accounting policies or recognise income and expenditure transactions in such a way as to lead to a material

misstatement in the reported financial position.

14.  While we did not suspect incidences of material fraud and error, we evaluated each type of revenue
transaction and documented our conclusions. We have reviewed the controls in place over revenue
accounting and found them to be sufficient. We have evaluated key revenue transactions and

streams and carried out testing to confirm that the Funds’ revenue recognition policies are
appropriate and have been applied consistently.

Audit Risk 2: Management override of controls

In any organisation, there exists a risk that management have the ability to process transactions or make
adjustments to the financial records outside the normal financial control processes. Such issues could lead to
a material misstatement in the annual accounts. This is treated as a presumed risk area in accordance with
ISA 240 - The auditor’s responsibilities relating to fraud in an audit of financial statements.

15. While we did not suspect any incidences of management override leading to financial reporting
issues, we reviewed the accounting records for significant transactions outside the normal
course of business and obtained evidence to ensure that these were valid and accounted for
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correctly. Based on our audit work to detect potential material misstatement we have not
identified any indications of such management override during the year.

Audit Risk 3: Valuation of Investments

The Lothian Pension Fund held investments of £5.399 billion as at 31 March 2016, of which 30% (£1.663
billion) were classified as level 2 or level 3 financial instruments, meaning the valuation was not based on
unadjusted quoted prices in active markets. Investments of this nature are complex, difficult to value and
include a significant degree of judgement from the investment manager. The material nature of this balance
means that any error in judgement could result in a material valuation error.

16. In 2016/17 the value of level 2 and level 3 investments rose in year to £2.069 billion increasing as a
proportion of overall investments to 31%. Fair values of investments of this nature are provided by
the fund managers and custodian using different bases as deemed appropriate, including reference
to similar companies and bid prices. The valuation basis for each class of investment is disclosed
within the accounting policies of the Funds.

17. We have considered the competence, capability and objectivity and control environment of the key
fund managers and the custodian. Our testing did not raise any issues regarding the qualifications
of or work provided by management’s experts.

18. The disclosures in the financial statements are consistent with the information provided by the
custodian.

Audit Risk 4: Pension liability assumptions

An actuarial estimate of the pension fund liability is calculated on an annual basis under IAS 19 and on a
triennial funding basis by independent firm of actuaries with specialist knowledge and experience. The
estimates are based on the most up to date membership data held by the pension fund and have regard to
local factors such as mortality rates and expected pay rises with other assumptions around inflation when
calculating the liabilities. There is a risk that the assumptions used are not appropriate.

19. Our review of the control environment around membership data did not identify any weaknesses in
its design which would be likely to lead to a material misstatement.

20. The assumptions used by the actuary were compared to benchmarks across the sector and
deemed to be reasonable.

Our application of materiality 22. On receipt of the draft 2016/17 accounts, we
S ) _ reassessed materiality which resulted in a

21. Materiality is an expression of the relative change to the level of materiality applied. Our
s_lgnlflt_:ance of a matter in the context of th? revised assessment of materiality along with
financial statements as a whole. A matter is our planning materiality for each Fund is set out
material if its omission or misstatement would in the table below. The Funds hold significant
reasonably influence _the decisions of an investment assets, which form the largest part
addressee of the auditor’s report. The of the net asset statements for each pension
assessment of what is material is a matter of fund. We consider that the net asset
professional judgement over both the amount statements are of primary interest to the reader
and the nature of the misstatement. of the annual accounts and therefore consider

that these should be used in the calculation of
overall materiality.
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3. ISA 320 states that in certain circumstances it is
appropriate to set a materiality amount for
particular classes of transactions for which the
lesser amounts than the overall materiality
could influence the decision of the users of the
accounts. We considered the transactions in

the Fund Accounts to be of key interest to the
users as it contains information around the day
to day performance of the Funds. We have
therefore set a materiality for this class of
transactions based on return on investments
and the expenditure incurred for providing
payments to pensioners.

Overall
Planning
materiality
E£million

Fund account
planning
materiality
E£million

Overall Fund account
Final final
materiality materiality
£million £million

N

4. We set a performance materiality for each area
of work which is based on a risk assessment for
that area. We have performed audit

procedures on all transactions, or groups of
transactions, and balances that exceed our
performance materiality. This means that we
performed a greater level of testing on the
areas deemed to be of significant risk of
material misstatement

Arearisk assessment

£million

Medium | Low
(55%) (70%)

High
(45%)

26.

We agreed to report any misstatements
identified through our audit that fall into one of
the following categories:

e All material corrected misstatements;

e Uncorrected misstatements over £250,000,
less than 1% of the overall materiality
figure;

e Misstatements below the £250,000
threshold we believe warrant reporting on
qualitative grounds.

Other matters

We identified one medium risk matter relating to
the authorisation of journal entries. We have
reported on this fully within appendix 1 to this
report.

1 Lothian Pension Fund group comprises Lothian Pension Fund, LPFE Ltd and LPFI Ltd
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Audit adjustments identified

27.

We identified some disclosure and
presentational adjustments during our audit,
which have been reflected in the final set of
annual accounts.

Board representations

28.

29.

30.

We have requested that the Pensions
Committee present a signed representation
letter, covering a number of issues, to us at the
date of signing the financial statements.

In June 2017 a voluntary disclosure of under-
declared Output Tax was made to HMRC by
the City of Edinburgh Council on behalf of the
Funds. The under declaration arose from two
properties managed by Standard Life which did
not have VAT applied correctly. A review of all
properties has been undertaken and the total
under declaration was £0.51 million. The total
under declaration covers a number of tax
periods and does not breach the penalty
threshold in any financial year. The proposed
adjustment is outlined at appendix 2.

We do not consider the difference to be
material to the financial statements, either
individually or in aggregate. Through
discussion with the Chief Finance Officer, the
decision was taken not to adjust the financial
statements. The difference is reported through
the representation letter.

An overview of the scope of our audit

31.

32.

We detailed the scope of our audit in our
external audit plan. We presented the plan to
the Pensions Committee on 20 March 2017.

Our plan explained that we follow a risk-based
approach to audit planning that reflects our
overall assessment of the relevant risks that
apply to the Pensions Committee. This ensures
that our audit focuses on the areas of highest
risk. Planning is a continuous process and our
audit plan is subject to review during the course
of the audit to take account of developments
that arise.

2 Regulations 8 to 10 relates to the preparation and
publication of unaudited accounts, notice of public right to

33.  Atthe planning stage we identified the
significant risks that had the greatest effect on
our audit. We then designed audit procedures
to mitigate these risks. We base our standard
audit approach on performing a review of the
key accounting systems in place, substantive
tests and detailed analytical review.

34.  Tailored audit procedures, including those
designed to address significant risks, were
completed by the audit fieldwork team and the
results were reviewed by the audit manager
and audit partner. In performing our work, we
have applied the concept of materiality, which is
explained earlier in this report.

Accounting and Internal Control
systems

35.  The Funds have adequate systems in place to
record, process, summarise and report financial
and other relevant data. We have not identified
any material weaknesses or governance issues
in the Funds’ accounting and internal control
systems during our final audit.

Other matters identified during our
audit

36.  During the course of our audit we noted the
following:

The Local Authority Accounts (Scotland) Regulations
2014

37.  As part of our audit we reviewed the Council's
compliance with the Local Authority Accounts
(Scotland) Regulations 2014, in particular with
respect to regulations 8 to 102 as they relate to
the annual accounts. Overall we concluded
that appropriate arrangements are in place to
comply with these Regulations.

Management commentary

38.  The Local Authority Accounts (Scotland)
Regulations 2014 require pension funds to
include a management commentary within the
annual accounts. The management
commentary is intended to assist readers in
understanding the annual accounts and the
organisation that has prepared them. As
auditors we are required to read the

inspect and object to the accounts and consideration and
signing of the audited accounts.
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39.

management commentary and express an
opinion as to whether it is consistent with the
annual accounts. We have concluded that the
management commentary is consistent with the
annual accounts.

As part of our audit we also reviewed the
Council's management commentary against the
non-statutory guidance issued by the Scottish
Government (Local Government Finance
Circular 5/2015). We considered the extent to
which the Funds’ management commentary
included relevant information in respect of:

o The context of the annual accounts;

e Insight into the priorities of the Funds’ and
strategies adopted to achieve these
priorities and objectives;

e Information on future plans;

e KPIs which measure the investment
performance of the Funds’; and

e Information on the principal risks and
uncertainties facing the authority.

Annual governance statement and Governance
Compliance Statement

40.

41.

42.

43.

The Chief Executive and Acting Executive
Director of Resources of the City of Edinburgh
Council along with the Chief Executive Officer
of Lothian Pension Fund have confirmed that in
their opinion, reasonable assurance can be
placed upon the adequacy and effectiveness of
Lothian Pension Funds’ systems of
governance. The Annual Governance
Statement identifies a range of actions that
have been, or will be, taken by the Council to
continue to progress improvements in the
Council's governance arrangements.

We have reviewed the Funds’ Annual
Governance Statement and have found that it
complies with the relevant guidance: Delivering
Good Governance in Local Government.
However, it is a requirement that the Annual
Governance Statement outlines an action plan
outlining the actions that the Funds’ will take to
continue to progress improvements in the
Funds’ governance processes. This was not
present in the draft accounts.

Action Plan point 2

We found that the processes used to prepare
the statements are reasonable and appropriate.

The Local Government Pension Scheme
(Scotland) Regulations 2014 require all pension

44.

funds to prepare a Governance Compliance
Statement. The purpose of this statement is to
compare the Funds’ governance arrangements
with those standards set out in guidance from
the Scottish Ministers.

We have reviewed the Governance Compliance
Statement and we are satisfied the disclosures
comply with guidance issued by Scottish
Ministers and are not inconsistent with our
knowledge of the arrangements in place at the
Funds.

Group accounts

45.

46.

The Pensions Committee for the Funds
approved the creation of two special purpose
vehicles, LPFE Ltd and LPFI Ltd in October
2014. The companies are wholly owned and
controlled by the City of Edinburgh Council.
Group accounts were prepared for the Funds
for the first time in 2015/16 incorporating LPFE
Ltd. LPFI Ltd became operational in 2016/17
after the funds received Financial Conduct
Authority authorisation.

We reviewed the consolidation process in
2016/17 and concluded the subsidiary
companies had been correctly included in the
group accounts of Lothian Pension Fund.

Legality

47.

48.
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We have planned and performed our audit
recognising that non-compliance with statute or
regulations may materially impact on the annual
accounts. Our audit procedures included the
following:

e Reviewing minutes of relevant meetings;

e  Enquiring of senior management and the
Funds’ solicitors the position in relation to
litigation, claims and assessments; and

e Performing detailed testing of transactions
and balances.

We are pleased to report that we did not identify
any instances of concern with regard to the
legality of transactions or events.



Qualitative aspects of accounting practices and financial reporting
49.  We have considered the qualitative aspects of the financial reporting process, including items that have a

significant impact on the relevance, reliability, comparability, understandability and materiality of the
information provided by the financial statements. Our findings are summarised below:

Qualitative aspect considered Audit conclusion
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Financial management

Overall conclusion

The Funds have effective arrangements in
place for financial management and the use
of resources

50.

Overall, the Funds have effective arrangements
in place for financial management and the use
of resources. Our conclusion is based on a
review of the Funds’ financial performance
against their investment strategy and our review
of the system of internal control

The Funds’ financial performance in
2016/17

The Funds were slightly behind the 1 year
benchmark but achieved their longer term
targets

51.

The key financial indicator for the across
pension funds in Scotland is the return on
investments. Following a relatively poor
performance across all investment funds in
2015/16 the investment performance has
improved across all Scottish Finds in 2016/17.

Net Return on Investments/ Opening Net

30.0%

25.0%

20.0%

15.0%

10.0%

Assets

m— 2016/17

—2015/16

e===72016/17 Benchmark

52.

53.

54.
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The average return on investments in 2016/17
was 21.19% a significant increase compared to
0.86% in 2015/16.

The Lothian Pension Funds have consistently
performed above the average figure.

The graph above focuses on the short term
performance of the Scottish Pension Funds but
the Funds investment programme recognises
that long term performance is key to ensure the
sustainability of the Funds. Consequently the
Funds review performance against benchmark
over one, five and ten years.

55.

The Funds were slightly behind the one year
benchmark on Lothian Pension Fund and
Lothian Buses Pension Fund. The performance
over the longer term is consistently meeting or
exceeding benchmark which indicates the
investment portfolio is being managed
appropriately.



I TN T T
I T ey s eI ey

Financial Position

56.  The net assets of the Fund continued to
increase in 2016/17, reflecting the level of
returns achieved in year and the relatively
strong position of the market in year.

57.  Although the net assets position is increasing
the Funds’ actuary, Hymans Robertson

59.

2016/17 | 2015/16 % 60.
£m £m Movement

The liability figures do not appear in the
primary financial statements and appear only
in the notes to the accounts. This is in line
with the options in the CIPFA Code of Practice
on Local Authority Accounting.

This recognises that the liabilities are
recognised on the employing bodies’ balance
sheets. However, the financial environment
continues to be challenging and following the
2017 Actuarial Valuation it may become
increasingly difficult for employers to meet the
contribution demands of the Funds.

In addition to this there are a number of
employers within the Lothian Pension Fund
with fewer than 5 employees who may be in a
position where the debt crystallises on the
cessation of active members. Due to the low
market yields it is anticipated that cessation
valuations would show sizable deficits.

estimated that the present value of the 62.  This has increased the risk of employers
promised retirement benefits had risen across defaulting on the exit payments required to
Lothian Pension Fund and Lothian Buses cover the liability attributable to their
Pension Fund by approximately 31%. Scottish employees.
Homes had a smaller increase of only 12%.

63.  The Funds have recognised this as a

58.  The actuarial calculations are based on the
2014 Actuarial Valuation rolled forward. It was
noted by the Actuary in their report that the
performance of real bond yields has declined
in recent years meaning the funding levels set
in 2014 are likely to be worse than predicted
and the liability increased.

significant risk and are taking steps to mitigate
this risk. Lothian Pension Fund is working with
the at risk employers to ensure they can
continue to meet the contribution demands of
the fund or can meet the cessation liability.



Lothian Pension Fund currently has a along with the administration costs. Where

contingent asset of £0.33 million relating to there are variances adequate narrative is

unsecured assets due from ceased employers. provided to ensure the Pensions Committee
have an understanding of the reason for the
movement and the action being taken by

the Funds.
As this is deemed to be a significant risk to
Lothian Pension Fund we recommend that Prevention and detection of fraud
increased disclosure around the nature of the and irregularity
risk, the level of at risk employers within the
Fund and the potential impact on the funding 70. Our audit was planned to provide a
level is included in the financial statements. reasonable expectation of detecting material
misstatements in the financial statements
Action Plan Point 3 resulting from fraud and irregularity. We
found the Funds’ arrangements for the
The Funds have effective budget setting prevention and detection of fraud and other
and monitoring arrangements irregularities to be adequate.

66.  We have considered the Funds’ system of
budgetary control and financial
management and did not identify any
significant deficiencies.

67.  The Funds align their financial regulations
and policies with the City of Edinburgh
Council. The financial regulations were last
subject to review in 2017 and were
approved by the Council in June 2017.

68.  The Pensions Committee consider the
investments control environment and
performance over the annual committee
cycle in line with a formal long term agenda
plan. Over the course of the financial year
the Pensions Committee has taken reports
on the investment strategy panel,
investment principles and the performance
of the Funds.

69.  The Pensions Committee also receive a
report on the financial performance of the
Funds in year, encompassing the
contributions received and pensions paid
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Financial Sustainability

Overall Conclusion

The Funds have effective arrangements in
place to ensure the ongoing sustainability of
the pension funds.

71.

72.

The Funds have a responsibility to pay
pensions to members until the end of their life.
The payments required are based on the
contributions made by members over the
course of their employment.

Overall we have concluded that the Funds have
effective arrangements in place to ensure the
ongoing sustainability of the pension funds.
When assessing financial sustainability we

have considered the contribution rates set, the
Funding Strategy Statement and the Investment
Strategies in place for the Funds.

Triennial Valuation

73.

74.

75.

The Funds’ undertook an actuarial valuation in
2014 in line with the requirements of the Local
Government Pension Scheme Regulations
2014. The 2014 Actuarial Valuation was a
triennial valuation with the purpose of setting
rates for the three year period commencing 1
April 2015.

The 2014 Actuarial Valuation was undertaken
by Hymans Robertson in accordance with
Regulation 32 of the Local Government
Pension Scheme (Administration) (Scotland)
Regulations 2008 as amended.

At the 2014 Actuarial Valuation the funding
level reduced for Lothian Pension Fund but
increased across Lothian Buses Pension Fund
and Scottish Homes Pension Fund. The
Lothian Buses Pension Fund was the only fund
achieving its target funding level.

Funding level

Actual

0,
2014 (%) Target (%)

Lothian Buses

117% 100%

76.

In light of the funding levels the 2016/17
financial statements show that the Lothian
Pension Fund has now moved to a position
where payments exceed contributions received.

Scottish
Homes

Lothian | Lothian
Pension Buses

Payments

(including

(211,085) (12,522)  (7,540)

admin)

77.
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Lothian Buses and Scottish Homes have
operated at a net withdrawals position for a
number of years. This is due to the fact both
schemes are now closed to members, with
Scottish Homes having no active members.
The Funds are managing their investment
strategy to ensure there is adequate investment
income to cover payments.



78.  The next detailed actuarial valuation for the Fu nding Strategy Statement
Funds will be carried out as at 31 March 2017
and at this stage the contribution rates required ~ 79.  The longer term sustainability of the Funds’ is
to support the Lothian Pension Fund back to considered in the Funding Strategy Statement
fully funded status will be considered. which was prepared in 2015 concurrently with
the triennial actuarial valuation and creates a
different strategy for each of the funds.

- Pension Fund Membership Funding Strategy

m Active mDeferred mPensioners mDependants
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80.

As part of the triennial valuation process the
Funds’ Funding Strategy Statement is being
reviewed and revised. In line with the Scheme
Regulations the Funds’ are making
arrangements for consultation with scheme
employers. The draft Funding Strategy
Statement will be issued for consultation in late
2017.

Investment Strategy Panel

81.

82.

83.

The Pensions Committee has delegated

responsibility for investment strategy to an

Investment Strategy Panel made up of:

e Head of Finance, City of Edinburgh
Council;

e  Chief Executive, LPFE Ltd;

e  Chief Investment Officer, LPFE Ltd;

e Chief Finance Officer, LPFE Ltd; and

e three external investment consultants.

In 2016/17 Lothian Pension Fund set up a joint
working arrangement with Falkirk Pension Fund
which includes a joint Investment Strategy
Panel. The role of this panel will be to advise
the Finance Directors of each administering
authority on the implementation of investment
strategy. There has been collaborative
investment in 2016/17 with 7 investments being
made alongside Falkirk Pension Fund.

The Funds’ are committed to reducing costs
thereby improving longer term sustainability
through increasing collaboration with other
Scottish Local Authorities.
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Governance & transparency

84.

Governance and transparency is concerned
with the adequacy of governance,
leadership and decision making, and
transparent reporting of financial and
performance information. The Funds are
responsible for ensuring the proper conduct
of their affairs including compliance with
relevant guidance, the legality of activities
and transactions and for monitoring the
adequacy and effectiveness of these
arrangements.

Overall conclusion

85.

The Funds have appropriate governance
arrangements in place. Our audit work has
included reviewing corporate governance
arrangements as they relate to the
corporate governance framework in place,
the information provided to the Pension
Committee and Audit Sub-Committee and
the risk management arrangements in
place.

Governance Structure

86.

87.

88.

89.

90.

The Pensions Committee, supported by an
Audit Sub-Committee, has been delegated
responsibility for governance by the City of
Edinburgh Council, the administering
authority.

As outlined by the City of Edinburgh Council
Scheme of Delegation the Pensions
Committee has responsibility for the
administration, management and
investment strategy for the Funds.

From 1 April 2015 all pension funds were
required to introduce local pension boards
in line with the Public Service Pension Act
2013. This is the second year of operation
of the Pension Board.

The Pension Board meet quarterly on a
concurrent basis with the Pension
Committee.

The remit of the Pension Board is to support
the Pension Committee in compliance with
regulations and the requirements of the
Pension Regulator. In line with legislation if
more than half of the members of the
Pension Board disagree with a decision of

the Pension Committee then they can
request in writing that the Pension
Committee review that decision. There
have been no requests to review decisions
in 2016/17.

Risk Management

91.

92.

93.

94.

A developed and integrated approach to risk
management is a key feature of a robust
system of internal control. The Pension
Funds maintain a risk register in line with
the City of Edinburgh Council Risk
Management Policy and Procedures.

Risk management arrangements are firmly
embedded in the governance process. The
Pensions Committee receive a risk
management update on a quarterly basis
which provides information of the movement
in risks and the actions being taken on the
most notable risks.

The Pensions Audit Sub-Committee reviews
the risk management process on an annual
basis to ensure it is appropriate.

From our review of the risk management
arrangements in place we have concluded
that there are adequate arrangements in
place at the Funds.

Internal Audit

95.

96.
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An effective internal audit service is an
important element of the Funds’ governance
arrangements. The Funds’ internal audit
service is provided by the City of Edinburgh
Council via a co-source arrangement with
PricewaterhouseCoopers (PwC).

Internal audit completed three reviews in
year as follows:

e internally managed investments;

e avulnerability assessment for online
modules accessible to employers and
members of the Funds; and

e governance of the Lothian Pension
Fund Group.



97.  The Internal Audit Plan was subject to
scrutiny at the Pensions Audit Sub-
Committee in December 2016. The
Committee were satisfied that the level of
review would provide them with adequate
assurance in 2016/17.

100. Our conclusion has been informed by a
review of the arrangements for adopting and
reviewing standing orders, financial
regulations and schemes of delegation and

for complying with national and local codes

98.

During our audit we considered the work of
internal audit wherever possible to avoid
duplication of effort and make the most
efficient use of the Funds’ audit resource.

Standards of conduct

99.

In our opinion the Funds’ arrangements in
relation to standards of conduct and the
prevention and detection of bribery and
corruption are adequate.

of conduct.

The Role of Boards

101. In September 2010 the Auditor General for
Scotland published a report aiming to

assess the role and work of boards across

67 public bodies and 39 colleges. The
report made a number of recommendations

as follows:

Boards should review
the skills and
expertise required on
the Board and attract
people to plug the

gaps

All non-executives
should receive a
formal induction

Boards should aim to
maximise openness
and accessibility of

papers

Performance
information provided
to the Board could be

improved

Performance of non-
executives should be
assessed on a regular

basis

Declarations of
interest should be
considered at every
meeting

Scrutiny efforts should
be focused on
organisational

performance, financial

and risk management

Boards should review
the use of Committees
and ensure delegation
levels are appropriate

102. As part of our audit work in 2016/17 we
followed up on the Funds’ response to the
issues highlighted by Audit Scotland. Our aim
was to identify any causes for concern or areas
of good practice. Our detailed findings were
submitted to Audit Scotland and are
summarised below.

103. In our opinion arrangements for scrutiny and
decision making are appropriate.

104. The Pensions Committee and Board members
receive an induction which includes specific
training on the activity of pension funds and
investment management. Following the local
elections in May 2017 there were 2 new
Councillors elected to the Pensions Committee.
Appropriate training for new members is
scheduled for September 2017.
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105. Due to the specialised nature of the Funds, it is

vital that members have the appropriate
knowledge and understanding to provide
appropriate challenge and operate effectively.
Training is therefore seen as a fundamental
requirement for all Committee and Board
members. Our review found that all Pension
Committee and Board members met the
requirement to have a minimum of 21 hours
training during 2016/17.



106.

The Pensions Committee and Pensions Audit
Sub-Committee meetings are held in public,
papers are available in advance and minutes of
the meetings are published on the City of
Edinburgh Council’'s website. Information about
the Funds is published on the Funds’ website
including key strategic documents. Overall we
have concluded there is a good level of
transparency around the pension fund business.
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Value for Money




Value for money

Introduction

107.

Value for money is concerned with the
appropriate use of resources and ensuring
continuous improvement of services
delivered.

Overall conclusions

108.

The Funds have appropriate arrangements
in place to monitor performance of
investments and the administration of the
Funds. Our review was informed by the
information provided to the Pensions
Committee and the operations in place at
the Pension Fund.

Investment operations

109.

110.

111.

In October 2014 the Pensions Committee
and City of Edinburgh Council agreed to the
creation of two special purpose vehicles:
LPFE Ltd and LPFI Ltd. Both companies
were wholly owned and controlled by the
Council.

In 2016/17 LPFI Ltd obtained Financial
Conduct Authority authorisation (LPFE Ltd
obtained this in 2015/16). The special
purpose vehicles were established to
support the investment programme of the
in-house investment team by providing
operational efficiencies.

Investments at the Funds are managed
through a combination of external fund
managers and the Funds’ investment
management team. The proportion of funds
managed internally has increased over
recent years.

100%
80% — — — — — —
60% — — — — — —
40 +—~ — — — — —
20% +— — —f — — —
0% . . . . .
0\0 C’\Q‘ x”‘\éo é’\x(o x“’\{\
%Q ,-\/Q %Q %Q %Q
Internally managed
Externally managed
112. The Funds’ have used the internal

113.

investment team to drive efficiencies in year
including a reduction of investment
managers expenses as a proportion of net
return on investment from 9% to 1% for
Lothian Pension Fund.

Lothian Buses Pension Fund and Scottish
Homes Pension Fund have followed the
same pattern with a decrease in the level of
externally managed investments by 12.9%
and 54.9% respectively. Both funds have
also seen a reduction of investment
manager’'s expenses as a proportion of net
investment to below 1%.
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Monitoring investment performance

114. There is an annual review of investment
performance in June. Due to the elections

in 2017 the Pension Committee was

cancelled, however, a briefing meeting was
held for the newly formed Committee. From

our attendance at this briefing and the

Pensions Committee in year we concluded

that Pension Committee and Board

Members are engaged in monitoring the

performance of investments.

115. In addition to monitoring at a Committee
level the Funds’ performance is reviewed by
an external provider on a monthly basis.
The external provider compiles information
covering monthly, quarterly, yearly and 3

yearly performance measures. This

information is presented to the Investment

Strategy Panel to allow for scrutiny
investment performance of the Funds.

Administrative Performance

116. The Funds’ have developed a Service Plan

covering the period 2016- 2018 which
focuses on four key objectives:

e We put our customers first and aim to

provide the very best service

e  Our people are at the very heart of our

business and we work together to
deliver our service

e We strive to improve our services by
thinking ahead and developing new

solutions
e We are committed to supporting a

culture of honesty and transparency.

117. The Pensions Committee receive updates
on the service plan at each meeting. The
annual results for 2016/17 are presented in
the Funds’ Management Commentary. The

Performance Report highlights that the
Fund are meeting the majority of their
targets (81%) with only 2 areas where
performance was not in line with target
levels:

e Overall staff satisfaction decreased in
year from 73% to 70% which was
below the target level of 75%.

e The target for the proportion of active
members receiving their annual benefit
statement by 31 August 2016 was
100% but the Funds’ achieved a level
of 99.6%. The issue of annual benefits
statements by 31 August is a
requirement of the Local Government
Pension Scheme (Scotland) 2014. The
statements not issued related to
members employed on a casual basis
prior to March but who did not
contribute to the scheme up to the end
of the year. The members should
consider whether they deem this an
issue which should be self-referred to
the Pension Regulator.

Action Plan point 4

Tendering for Services

118.

119.

120.

The Funds make use of a range of service
providers including investment managers,
an actuary and a custodian. In order to
ensure the Funds are achieving value for
money it is good practice to tender for
services at set intervals.

The Funds follow the City of Edinburgh
Council procurement procedures and
maintain a contract register.

It was noted that two contracts were
currently in their extension period and were
due to go out to tender in 2017/18. We will
consider the adequacy of this process as
part of our 2017/18 audit procedures.
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Appendix 1. Management action plan

Our action plan details the control weaknesses and opportunities for improvement that we have identified during
our audit.

It should be noted that the weaknesses identified in this report are only those that have come to our attention
during the course of our normal audit work. The audit cannot be expected to detect all errors, weaknesses or
opportunities for improvements in management arrangements that may exist. The weaknesses or risks identified
are only those which have come to our attention during our normal audit work, and may not be all that exist.

Communication of the matters arising from the audit of the annual report and accounts or of risks or weaknesses
does not absolve management from its responsibility to address the issues raised and to maintain an adequate
system of control.

Action plan grading structure

To assist the Funds in assessing the significance of the issues raised and prioritising the action required to
address them, the recommendations have been rated. The rating structure is summarised as follows:

[eIF:LN Very high risk exposure — major concerns requiring Board attention

@ -lsl= <= High risk exposure — material observations requiring senior management attention

@ -lsl=1 e} | Moderate risk exposure — significant observations requiring management attention

(@l=1e[=0740 Limited risk exposure — minor observations requiring management attention

[e:-LENM Efficiency / housekeeping point
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Action plan point Issue & Recommendation Management Comments

Observation Agreed the fund will undertake a review
. Our review of the journals environment of the journals processes.
1. Authorisation of .
. found that there was a lack of segregation
journals . . . . .
of duties over the posting of journals. All parties that use the Council’s

Journals are currently posted by individuals financial systems are affected by this
_ without an authorisation process. Journals  finding. The Fund awaits the Council’s
can be used to override controls and create response to the issue.

fraudulent errors therefore it is crucial there

Grade 3 are strong controls in place. The Fund is satisfied that there are
sufficient controls in place to prevent an
Recommendation actual cash payment leaving the Fund
_ Whilst we were able to obtain alternative without full authorisation and that the
audit evidence to provide assurance that ability to post journals is limited to staff
25 there were no material issues with regards  authorised to do so. The system also

to the posting of journals, we recommend records the username of the person
that a review process for all journals is put posting the journal.
in place.

Action owner: John Burns

Due Date: 31 January 2018

Action plan point Issue & Recommendation Management Comments

Observation Agreed to review for next year’'s
2. Annual We have reviewed the Funds’ Annual accounts
Governance Governance Statement and identified that
Statement improvements could be made. To be fully Action owner: Struan Fairbairn

compliant with the Delivering Good

Governance in Local Government

guidance an action plan outlining the Due Date: 31 March 2018
actions the Funds’ will take to progress

improvements in the Funds’ governance

process should be disclosed.

Grade 3

Recommendation

We recommend the Funds’ consider the
disclosures in the Annual Governance
Statement to ensure they are meeting
applicable guidance.

hI
o
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