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INTERNAL AUDIT REPORT
Confidential

To:
Trust & Treasury Services Manager
cc:
Head of Finance Services
cfi:
Head of Policy
From:
Service Manager - Internal Audit 

CORPORATE SERVICES - FINANCE SERVICES - TRUST & TREASURY SERVICES
1.
Auditee and Background
1.1 
The auditee is the Trust & Treasury Services Manager, Corporate Services - Finance Services - Trust & Treasury Services.

TREASURY SECTION
1.2 
Treasury Section are responsible for three main areas of Treasury activity as well as co-ordinating the Council and other relationships with the bank.

These areas are:

1.2.1
External Fund Management
Fund Managers have been appointed, with suitable contracts in place, to manage seven separate funds on behalf of the Council / Charitable Trust as follows:

1. Baillie Gifford - Capital Fund

2. Rothschilds - Miscellaneous Fund

3. Hendersons - Miscellaneous Fund

4. Baillie Gifford - Miscellaneous Fund

5. Capital International - Pension Fund

6. Rothschilds - Charitable Trust

7. Newtons - Charitable Trust

Treasury regularly monitor and thereafter report on performance to the Council / Charitable Trust.  A separate firm, W M Company, is retained to provide performance appraisal and analysis of the Fund Managers.  A representative of this company visits Shetland at least once a year, and reports to the trustees at meetings attended by the fund managers.  As at 30th August 2002 the overall valuation of these funds was £564 million.

1.2.2 Cash Management


This function consists of the daily management of ten bank accounts (including those for the Pension Fund, the Shetland Islands Council Charitable Trust and its companies and the Shetland Development Trust) and the associated short-term lendings.  As at 30th August 2002 the Council’s short-term lendings stood at £4 million and those of the other bodies were £1.4 million.

1.2.3 Debt Management


The Council at present has no external debt, with the exception of the Housing Revenue Account. Occasionally available overdraft facilities are utilised for short periods of time. Alternatively borrowing for short periods of time may be performed through brokers under strict borrowing limits. As at 30th August 2002 short term borrowings stood at £500,000.

1.2.4
The overall objectives of Cash and Debt Management are as follows:

(a)
minimisation of risk through approved strategy and strict borrowing and lending guidelines;

(b)
achieving a borrowing rate on Council external debt (if any) below the Scottish Local Authority average;

(c)
smoothing out fluctuations in costs to borrowing accounts caused by market conditions;

(d)
staying within the agreed bank overdraft parameters.

TRUST SECTION
1.3 During the course of the audit scope period Trust Section were responsible for performing the Charitable Trust’s day-to-day work, carrying out policies decided by the trustees, and advising them on administrative and financial matters, as well as professional advice from Heads of Service on operation service issues.  The Council invoices the Trust for these services.

Charitable Trust
1.3.1
This was established on 10 September 1997.  The relevant document is the Trust Deed, which also governs the Trust’s activities, and permits charitable status to be conferred by H. M. Inspector of Taxes. The significance of charitable status is that it confers exemption from payment of most taxes.  The Shetland Islands Council Charitable Trust has 24 trustees, namely, the 22 Councillors as individuals, the Lord Lieutenant of Shetland and the Head Teacher of the Anderson High School.

1.3.2 The Trust’s procedures are governed by a set of Administrative Regulations under which three Shetland Islands Council officials are appointed Trust officials.  They are:

Council Capacity
Trust Capacity
Chief Executive
Chief Executive

Head of Legal and Administrative Services
Administrative Adviser

Head of Service - Finance (Section 95 Officer)
Chief Financial Adviser

1.3.3
The Trust’s capital has been invested by the Trust in four main areas:

1. Shares and other securities quoted on the world’s Stock Exchanges

2. Temporary loans on the money markets

3. The SLAP group of companies

4. Directly in local businesses

Stock Exchanges
Two fund managers manage the Trust’s Stock Exchanges portfolio, Rothschild Asset Management Limited and Newton Investment Management Limited (Refer 1.2.1):

Money Markets
The Shetland Islands Council handles temporary loans on the money markets (Refer 1.2.2).

SLAP Group of Companies
Shetland Leasing and Property, (SLAP) Developments Limited, is a wholly owned subsidiary of the Charitable Trust, purchasing, developing and letting various properties throughout Shetland, and providing various forms of finance in local businesses.  SLAP (Trading) Ltd is wholly owned by SLAP and provides hire purchase and loan finance.  Both companies covenant 90% of their profits to the Trust.  SLAP (Trading) Limited finance agreements for the purchase of equipment, and advance loans to local businesses.

Local Businesses
At 31st March 2001, the Trust owned substantial holdings in various limited companies that operate locally.  Apart from SLAP, there are four wholly - owned subsidiaries, as follows:

· Shetland Heat Energy & Power Ltd which operates the Lerwick District Heating Scheme.

· C.T. Shetland Services is a new company, which was set up to provide services to the Trust and its Companies.  Its sole activity at present is to employ the staff who are contracted to operate Shetland Heat Energy and Power Limited.

· C. T. Shetland (T. M.) Limited does not trade.  The purpose of the company is to register and own certification trademarks, for example, the knitwear trademark known as the Shetland Lady.

· Shetland Towage Limited whose share capital is now wholly owned by the Charitable Trust.  The principal activity of Shetland Towage Limited is ship towage in Shetland.  The Company operates a fleet of five tugs at Sullom Voe.

Disbursements
The revenue generated by all these investments, including share dividends, loan interest, covenant receipts etc., is paid into the Revenue Account.  Disbursement involves giving money for charitable purposes.  The Trust Deed describes the limits within which the Trust may make these disbursements.  The purposes must be charitable, and solely in the interests of Shetland and its inhabitants.  The Trust can make grants for charitable purposes, or loans (with or without interest).  The Trust’s charitable expenditure is based on recommendations made by the Shetland Islands Council’s committees.


Shetland Development Trust
1.3.4
The Shetland Development Trust is a non-charitable Trust, which took over the assets and liabilities of the High Risk/Unsecured Loan Scheme in May 1996.  This Trust is totally separate from the Shetland Islands Council Charitable Trust.  It makes loans to local businesses, can also act as guarantor for agricultural loans, and can make grants to charitable and non-charitable bodies.  Net profits are distributable to charitable bodies in Shetland at the discretion of its trustees.  To date such net profits have been transferred to the Charitable Trust, which has reclaimed the tax paid.

On 20 March 1998, trustees approved a means whereby the surplus income from the Development Trust could be made available for projects related to economic development, following recommendations to the Charitable Trust by the Shetland Islands Council.  Some £6m in surplus was made available for six years, from 1998/99 to 2003/04.  It was envisaged that this separate fund would be built up as the Charitable Trust received Shetland Development Trust surplus amounts and the reclaimable tax.  Disbursements would only be made from this fund as and when appropriate projects were considered.

When the trustees make decisions about investing the Trust’s capital, the law requires them to act as reasonably prudently as commercial investors would.  An investor is concerned with various criteria when investing money; these include rate of return (dividends/income/rent/interest earned), capital growth, and just how safe the money is.  It is easier to take hard decisions when the investments are on a Stock Exchange, but less so when they involve local concerns.  Investment, wherever it is made, involves using Trust funds wisely so as to produce income and to increase the value of those funds.  To do this properly the Trust has to act commercially.  It cannot “act charitably” towards its investments.

1.4  
An analysis of the main funds / trust investments, as at 31st March 2002 is shown in Appendix 3.

1.5 The diagram below shows the current staffing structure within Trust & Treasury.
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1.6
Aside from the day-to-day use of the standard working applications on the Council’s WAN (WORD, EXCEL, E-mail etc.) the principal service related computer systems used within Trust & Treasury is the HOBS system.  This system allows on-line statement enquiries listing all transactions processed and, within security arrangements, transfer of funds from these bank accounts.

2.
Audit Scope

2.1
This is an audit of Trust & Treasury Services.


2.2
The audit encompassed the following: a review of the administration and controls surrounding the application of statute and Council policy; system access controls and their alignment with job responsibilities and segregation of duties; access to end-user systems and back up routines; application of value for money criteria; staffing arrangements incorporating, overtime and expense claims, training and registers of interests; Trust Administration including fund movements, monitoring and reporting, asset valuation, policy amendments and transaction verification; Treasury Administration covering third party appointments, investment monitoring, fund manager transactions, borrowing and lending transactions, bank transactions, reconciliations, mortgage and car subsidy scheme, returns and investment manager fees; Systems Management incorporating procedures, amendments, data entry, audit trails and data control.

2.3
The audit scope period within which audit tests were performed was the nine months to 31 August 2002.

Details of areas tested during the course of the audit are attached, Appendix 1.

3.
Audit Issues

Treasury
3.1
The Treasury Management Procedural Document requires to be updated and thereafter regularly reviewed.


3.2
Fee notes prepared by Fund Managers require to be substantiated in all cases.


3.3
A process is required to monitor buildings insurance cover for mortgages provided by the Council.


3.4
Reconciliations require to be more detailed and subject to independent review.

3.5
Amendments made by Fund Managers subsequent to initial authorisation must be appropriately confirmed.


Trust

3.6
Some verbal agreements changing repayment schedules require to be accurately recorded and collected.
3.7
Transactions and bank reconciliations require to be reviewed, approved and evidenced by signature.

3.8 There Is no Register of Interests for Trustees of the Charitable Trust.

3.9 A review of access controls including password change and user access rights is required.

4.
Key Observation
4.1
Valuations of significant assets are recorded at cost, and subsequent work needs to be performed, beyond the scope of this audit, to establish whether these are appropriate.  The investments are principally within SLAP, which is a wholly owned subsidiary of the Charitable Trust.

5.
Other Observations
5.1
Reports showing debtors overdue should be prepared for the Trustees of the Development Trust on a regular basis (each cycle).  This has lapsed over the last year or so, due to impending reorganisation and perceived changes in roles and responsibilities between departments involved.

5.2
Reporting of matters involving SLAP and Shetland Development Trust has been ad hoc and informal. Ernst and Young voiced their concerns about this in their Process evaluation of SLAP.

The Chief Executive is currently pushing through a programme of organisational change, which will address the Key observation and other observations above.


5.3
During the audit we were asked whether we considered Integra to be a suitable financial system for Trust Management.  We would concur with the view, within Trust Management, that a more suitable system should be considered.


5.4
We would like to take this opportunity to thank all the staff from Trust & Treasury for the time, patience and assistance afforded to Internal Audit during the course of the audit assignment.  The positive attitude shown by staff, together with a ready willingness to acknowledge and accept recommendations, both written and verbal, made by Internal Audit, was appreciated throughout the audit process.


5.6
This audit will be followed up in approximately twelve (12) months time when areas of concern identified will be reviewed.

6
Auditee Response
6.1
A written response is required, to the Head of Finance Services with copies to all recipients of this report by 22, November 2002.


6.2
Attached as Appendix 2 is an action plan that requires to be completed and returned to Internal Audit.

Date: 22, October 2002
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