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1.0

Decisions / Action required:

1.1  The Committee is asked to NOTE the contents of the Audit Plans 2016/17 for
Shetland Islands Council (Appendix 1) and Shetland Islands Council Pension Fund
(Appendix 2) from the Council’s external auditors, Deloitte LLP.

2.0 High Level Summary:

2.1  The Annual Audit Plans detailed at Appendix1 and Appendix 2 provide valuable
information on the work that external auditors will undertake to review and assess
the governance and performance of the Council and Pension Fund in 2016/17.

2.2  Appendix 3 is a ‘Briefing on audit matters’ provided by Deloitte LLP as a guide for
those charged with governance on the audit services carried out each year.

3.0 Corporate Priorities and Joint Working:

3.1 The audit process plays a key role in helping the Council to maintain good
governance, accountability and provides assurance around financial stewardship.

3.2 There is a specific objective in the Corporate Plan to ensure that the Council
continues to pursue a range of measures which will enable effective and successful
management of its finances over the medium to long term. This involves correct
alignment of the Council's resources with its priorities and expected outcomes, and
maintaining a strong and resilient balance sheet.

4.0 Key Issues:

4.1  The Annual Audit Plans present the planned audit work for the 2016/17 financial

year by the Council’s new external auditors, Deloitte LLP. The core audit work
includes:

e providing the Independent Auditor’s Report on the annual accounts (and any
assurance statement on whole of government accounts);

e providing the annual report on the audit addressed to the Council and the
Controller of Audit;

e communicating audit plans to those charged with governance,;

e providing reports to management, as appropriate, in respect of the auditor’s
corporate governance responsibilities in the Code;

e preparing and submitting fraud returns to Audit Scotland, where appropriate;

¢ identifying significant matters arising from the audit, alert the Controller of Audit
and support Audit Scotland in producing statutory reports as required;

e undertaking work requested by Audit Scotland or local performance audit work;




e certifying all grant claims submitted by the Council that have been approved
for certification by Audit Scotland;

e discharging our responsibilities in connection with the Council’s publication of
Statutory Performance Indicators in accordance with the Account
Commission 2015 Direction;

e setting out an outline five-year plan for auditing Best Value;

e reporting on the Council’s progress in implementing existing Best Value
iImprovement plans where requested; and

e providing existing evidence and intelligence for, and participate in, Shared
Risk Assessment processes leading to the preparation of a Local Scrutiny
Plan for the Council and a national scrutiny plan; and

e providing an opinion on the Annual Report and Financial Statements of
Zetland Educational Trust and reporting to the trustees.

5.0

Exempt and/or confidential information:

51 None.

6.0 Implications :

6.1

Service Users,
Patients and
Communities:

None.

6.2

Human Resources
and Organisational
Development:

None.

6.3
Equality, Diversity
and Human Rights:

None.

The Shetland Islands Council and the Shetland Islands Council

E;lgal' Pension Fund are required to prepare accounts in accordance
’ with the Local Government (Scotland) Act 1973 and the Code of

Practice on Local Authority Accounting 2016/17.

6.5 The audit fee for 2016/17 for Shetland Islands Co.uncil is

Finance: £217,556 and the fee for Shetlland Is!ands Council Rensmn
Fund is £30,238. The work will also include the audit of Zetland
Educational Trust at an additional fee of £750.

&HE None

Assets and Property: '

6.7

ICT and new None.

technologies:

e None

Environmental: '

6.9 The annual audit work is focused on identifying and assessing

Risk Management:

the key challenges and risks to the Council and the Pension
Fund in order to mitigate future risk.

6.10
Policy and Delegated

The Audit Committee has terms of reference to be consulted on
the external audit strategy and plan, review reports from the
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Authority: Council’s external advisors and review action on external audit
recommendations.

6.11

Previously n/a n/a

considered by:

Contact Details:

Jonathan Belford, Executive Manager - Finance

01595 744607

Jonathan.Belford@shetland.gov.uk

9 February 2017

Appendices:

Appendix 1 — Shetland Islands Council Annual Audit Plan for 2016/17
Appendix 2 — Shetland Islands Council Pension Fund Annual Audit Plan for 2016/17
Appendix 3 — Briefing on audit matters, Deloitte LLP
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Director introduction

The key messages in this report

I have pleasure in presenting our planning report to the Audit Committee for the 2016/17 audit. I would like to draw your
attention to the key messages of this paper:

Audit quality is
our number one
priority. We plan
our audit to
focus on audit
quality and have
set the following
audit quality
objectives for
this audit:

A robust
challenge of the
key judgements

taken in the
preparation of
the financial

statements.

A strong
understanding of
your internal
control
environment.

A well planned
and delivered
audit that raises

findings early
with those

charged with

governance.

Financial
challenges

As with all public sector bodies, Shetland Islands Council continues to face significant financial challenges.
The overall 2016/17 forecast position as at 30 September 2016 is projecting an underspend of £3.298m in
its combined revenue budget and £6.889m underspend in its capital budget. However, the Council
anticipates that there will be further significant cash reductions in the general revenue grant from the
Scottish Government over the forthcoming years, and simultaneously the Council will have to manage an
ever increasing demand for Council services and manage cost pressures that apply to the models of service
delivery. Although budgets have reduced in recent years to move the Council to a position where it is closer
to a sustainable footing, Shetland Islands Council is still able to provide some of the highest level of funded
services to the public of any local authority in Scotland.

The Council’s achievement of savings set out within the Medium Term Financial Plan will be a key area of
audit focus in our audit dimensions work discussed further below.

Significant
risks

We have identified the following financial statement significant risks:

« recognition of grant income;
« valuation of property assets; and
* management override of controls.

Audit
Dimensions

« The 2016 Code of Audit Practice sets out four audit dimensions which set a common framework for all
public sector audits in Scotland. Our audit work will consider how Shetland Islands Council is addressing
these and report our conclusions in our annual report to the Audit Committee in September 2017. In
particular, our work will focus on:

« Financial sustainability — we will monitor the Council’s actions in respect of its short, medium and
longer term financial plan to assess whether short term financial balance can be achieved, whether
there is a long-term financial strategy and if investment is effective.

« Financial management — we will review the budget and monitoring reports to the Council during the
year to assess whether financial management and budget setting is effective.




Director introduction (continued)
The key messages in this report (continued)

Audit quality is
our number one
priority. We
plan our audit
to focus on
audit quality
and have set
the following
audit quality
objectives for
this audit:

A robust
challenge of the
key judgements

taken in the
preparation of
the financial
statements.

A strong
understanding

of your internal
control
environment.

A well planned
and delivered
audit that raises
findings early
with those
charged with
governance.

Audit
Dimensions
(continued)

« Governance and transparency - from our review of Council papers and attendance at Audit
Committees we will assess the effectiveness of governance arrangements. We will also share
best practice from elsewhere from our dedicated governance team, particularly on integration as
the Council’s relationship with the Integrated Joint Board develops.

« Value for money - we will gain an understanding of the Council’s self-evaluation arrangements
to assess how it demonstrated value for money in the use of resources and the linkage between
money spent and outputs and outcomes delivered.

Other wider
scope work

As part of our best value work, we will consider the five Strategic Audit Priorities agreed by the
Accounts Commission and undertake a baseline analysis of the Council's performance against these
priorities. We will also conclude how our work in these areas will be planned and reported across
the five year appointment.

We will assess how effectively the Council undertakes transformational change, and whether
savings targets arising from ‘Spend to Save’ programmes are achieved.

We will monitor the Councils participation and progress with the National Fraud Initiative (NFI)
during 2016/17 and complete an Audit Scotland audit questionnaire by 30 June 2017.

In accordance with Audit Scotland guidance, we will be requested to provide information to support
national performance audits and to inform wider analysis on the following subjects:

+ Arms-Length External Organisations (ALEOS)
* European Funding

+ Health and Social Care Integration

» Follow-up of Role of Boards report.

Our
commitment
to quality

We are committed to providing the highest quality audit, with input from our market leading
specialists, sophisticated data analytics and our wealth of experience. Further information is
presented on page 20.

Pat Kenny
Audit Director



Our audit explained
We tailor our audit to your business and your strategy

Identify changes in your Council and i In our final report

environment Scoping In our final report to you we will conclude on the
The Council faces significant future financial We have performed our initial significant risks identified in this paper and report to
pressures, due to a risk of reduced funding scoping based on current you our other findings.

coupled together with an increasing demand requirements and Audit Scotland We will also benchmark the key pension

on services. planning guidance. assumptions using our in-house pension experts and
The integration of health and social care More detail is given on page 7. report our findings in our final report.

also continues to be a challenge. A summary Our audit includes the separate

of these considerations is set out on page 6. charity audit of Zetland

Educational Trust.

Identify
c.hanges Determine Slgn.lﬂcant
in your o risk
. materiality
business and assessment
environment

Quality and Independence
We confirm we are independent of Shetland Islands

Council. We take our independence and the quality
Determine materiality Significant risk assessment of the audit work we perform very seriously. Audit
We have estimated materiality of £2.81m We have identified significant audit quality is our number one priority.
with a performance materiality of £2.12m for risks based on our knowledge of the
the Council. We will report to you all Council and its operations. More detail
misstatements found in excess of £56k. is given on pages 10 to 13.

This is consistent with Audit Scotland
guidance, which specifies the threshold for
reporting should not exceed £250k.

More detail is given on page 9.




An audit tailored to you
Focusing on your business and strategy

Impact on our audit

Future financial Shetland Islands Council continues to face significant financial challenges. The overall 2016/17 forecast position as at 30
strategy and September 2016 is projecting an underspend of £3.298m in its combined revenue budget and £6.889m underspend in its
sustainability capital budget. However, the Council anticipates that there will be further significant cash reductions in the general
revenue grant from the Scottish Government over the forthcoming years, and simultaneously the Council will have to
o manage an ever increasing demand for Council services and manage cost pressures that apply to the models of service

delivery.

The Council’s Medium Term Financial Plan was updated in November 2015 and covers the period from 2015/16 to 2020/21.
The aim of the plan is to help the Council approve annual budgets that are balanced and affordable in the medium term.
The plan includes £32 million of savings required from 2017/18 to 2020/21 to support maintaining the current level of
usable reserves in line with the Council’s reserves policy. There is a risk that the Council will not be able to achieve the
savings required and larger draws on reserves could occur. This could impact on funding available for Council services and
lead to the Council not being able to achieve outcomes. There is also a risk that any slippages in the capital plan could
impact on the Council’s ability to deliver its objectives.

We will monitor the Council’s plans to achieve medium and long term financial sustainability.

Health and social care 2015/16 saw the first year of Health and Social Care Integration between Shetland Islands Council and NHS Shetland. The
integration results from 2016/17 will be consolidated into the Council’s accounts for the second year. Integration Joint Boards (I1JBs)
o now provide services to the communities they serve in Shetland. The risk remains, however, that the Council and NHS

Board encounter problems in working together in these new arrangements.

We will review the current arrangements and plan in place to develop the Health and Social Care Partnership with NHS
Shetland. As part of our year-end procedures we will test the consolidation process and have regular communication with
the IJB audit teams to ensure timescales are met. Additionally, as part of our commitment to sharing best practice and
insights we will consider the lessons learned from our wider health transformation work in the sector including our work on
increasing productivity, demand management and financial turnaround.

Corporate Governance In the 2015/16 annual audit report prepared by Audit Scotland it was reported that an annual review of the Council’s local
code of corporate governance had not been carried out. This gives rise to a risk of the code not reflecting current
o legislative and good practice requirements. We note that a review of governance documents is ongoing, following which the
governance arrangements are expected to be reviewed. A revised Code of Corporate Governance is to be presented to the

Audit Committee in 2017 and we will monitor the progress of this during the 2016/17 audit.

o Significant risk Normal risk o Considered as part of wider
scope audit requirements

-10 -



Scoping
Our key areas of responsibility under the Code of Audit Practice

Core audit
Our core audit work as defined by Audit Scotland comprises:

providing the Independent Auditor’s Report on the annual
accounts (and any assurance statement on whole of government
accounts);

providing the annual report on the audit addressed to the Council
and the Controller of Audit;

communicating audit plans to those charged with governance;

providing reports to management, as appropriate, in respect of
the auditor’'s corporate governance responsibilities in the Code
(including auditors’ involvement in the NFI exercise);

preparing and submitting fraud returns, including nil returns, to
Audit Scotland where appropriate;

identifying significant matters arising from the audit, alert the
Controller of Audit and support Audit Scotland in producing
statutory reports as required;

undertaking work requested by Audit
performance audit work;

certifying all grant claims submitted by the Council that have
been approved for certification by Audit Scotland;

discharging our responsibilities in connection with the Councils
publication of Statutory Performance Indicators (SPIs) in
accordance with the Account Commission 2015 Direction;

setting out an outline five year plan for auditing Best Value (BV);

reporting on the results of follow-up on Councils progress in
implementing existing BV improvement plans where requested;
and

providing existing evidence and intelligence for, and participate in,
Shared Risk Assessment (SRA) processes leading to the
preparation of a Local Scrutiny Plan for the Council and a national
scrutiny plan.

Scotland or local

Wider scope requirements

The Code of Audit Practice sets out four audit dimensions which set a
common framework for all public sector audits in Scotland:

« Financial sustainability - looking forward to the medium and longer
term to consider whether the body is planning effectively to continue
to deliver its services or the way in which they should be delivered.

- Financial management - financial capacity, sound budgetary
processes and whether the control environment and internal controls
are operating effectively.

+ Governance and transparency - the effectiveness of scrutiny and
governance arrangements, leadership and decision making, and
transparent reporting of financial and performance information.

- Value for money - using resources effectively and continually
improving services.

The Accounts Commission has reviewed its strategic planning
arrangements and has agreed five Strategic Audit Priorities that will be
built into audit expectations. The priorities are:

« The clarity of Council priorities and quality of long-term planning to
achieve these.

+ How effectively Councils are evaluating and implementing options for
significant changes in delivering services.

+ How effectively Councils are ensuring members and officers have the
right knowledge, skills and time to lead and manage delivery of the
council priorities.

+ How effectively Councils are involving citizens in decisions about
services.

« The quality of Council public performance reporting to help citizens
gauge improvement.

It is not anticipated that Annual Audit Reports will report on all of the
Strategic Priorities in this first year but will consider how these should be
planned and reported across the five year appointment.

-11 -




Scoping (continued)
Our approach

Liaison with internal audit

The Auditing Standards Board’s version of ISA (UK and Ireland) 610
“Using the work of internal auditors” prohibits use of internal audit to
provide “direct assistance” to the audit. Our approach to the use of the
work of Internal Audit has been designed to be compatible with these
requirements.

We will review reports prepared by Internal audit and meet with them
to discuss their work. We will also discuss the work where they have
identified specific material deficiencies in the control environment and
we will consider adjusting our testing so that the audit risk is covered
by our work.

Using these discussions to inform our risk assessment, we will work
together with internal audit to develop an approach that avoids
inefficiencies and overlaps, therefore avoiding any unnecessary
duplication of audit requirements on the Council's staff.

Obtain an
understanding
of the Council
and its

Carry out “design
and
implementation”
work on relevant
controls.

If considered Design and perform
necessary, a combination of

test the substantive

operating analytical

effectiveness procedures and

of selected tests of details that

controls are most responsive
to the assessed
risks.

Identify
risks and
controls
that
address
those risks.

environment
including the
identification of
relevant
controls.
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Our risk assessment procedures will include obtaining an understanding
of controls considered to be ‘relevant to the audit’. This involves
evaluating the design of the controls and determining whether they
have been implemented ("D & I").

Approach to controls testing

The results of our work in obtaining an understanding of controls and
any subsequent testing of the operational effectiveness of controls will
be collated and the impact on the extent of substantive audit testing
required will be considered.

Consideration of group entities

We expect Shetland Islands Council to consolidate the 1JB, the Orkney
and Shetland Valuation Joint Board (V]B) and the Zetland Transport
Partnership (ZetTrans) and produce group accounts for the year ended
31 March 2017. These are all audited separately to the Council by us.
The requirement for the consolidation of the Shetland Charitable Trust
(SCT) has still to be fully considered.

Promoting high quality reporting to stakeholders

We view the audit role as going beyond reactively checking compliance
with requirements: we seek to provide advice on evolving good practice
to promote high quality reporting.

We will utilise the Code of practice on local authority accounts in the UK
disclosure checklist to support the Council in preparing high quality
drafts of the Annual Report and financial statements, which we would
recommend the Council complete during drafting.

The Disclosure Checklist reflects the cutting clutter agenda and
includes a “not material” column. We would encourage the Council to
exclude disclosure if the information is not material.



Materiality

Approach to materiality

Basis of materiality
- benchmark

Gross
Expenditure
£176m

Materiality:
£2.81m

+ The audit director has estimated materiality as £2.81m and a performance materiality of £2.12m, based on professional
judgement, the requirements of auditing standards and the financial measures most relevant to users of the financial
statements.

+ We have used 1.6% of gross expenditure less 1IB contributions as the benchmark for determining materiality. As the
monthly management accounts are prepared on a net expenditure basis, we have estimated that the gross expenditure
will be broadly in line with the prior year and will be recalculated on receipt of draft accounts.

« Our approach to determining the materiality benchmark is consistent with Audit Scotland guidance which states that the
threshold for clearly trivial above which we should accumulate misstatements for reporting and correction to audit
committees must not exceed £250k.

Reporting to those
charged with
governance

Under the current materiality level based on gross expenditure, we will report to you all misstatements found in excess of
£56Kk.

We will report to you misstatements below this threshold if we consider them to be material by nature.

Our audit report

We will:

« Report the materiality benchmark applied in the audit of the Council;

+ Provide comparative data and explain any changes in materiality, compared to prior year, if appropriate; and
« Explain any normalised or adjusted benchmarks we use, if appropriate.

Although materiality is the judgement of the audit
director, the Audit Committee must satisfy
themselves that the level of materiality chosen is
appropriate for the scope of the audit.

-13 -



Significant risks



Income recognition

Recognition of grant income

Nature of risk

ISA 240 states that when identifying and assessing the risks of material misstatement due to fraud, the auditor shall, based on a presumption that

there are risks of fraud in revenue recognition, evaluate which types of revenue, revenue transactions or assertions give rise to such risks.

The main components of income for the Council, as summarised in the table below are non-ring fenced government grants and non-domestic rates
which are directed by the Scottish Government and not considered a significant risk as the process for receipt of this income is not complex and can
be verified 100%. The significant risk is pinpointed to the recognition of grant income (excluding non ring fenced government grants). Council tax,
non-domestic rates, housing rent and trading services harbour income are set through the annual budget process, with no management judgement
therefore have a low risk of fraud. Similarly, other Service Income includes fees and charges across all Services, which are set through formal

approval processes, with no history of fraud or error.

Grant income is a significant risk due to:

« Significant management judgement around determining if there are any
conditions attached to a grant and if so whether the conditions have been

met; and

+ Complex accounting for grant income as the basis for revenue recognition in
the accounts will depend on the scheme rules for each grant.

We will perform the following:

« assess management’s controls around recognition of grant income; and

+ test a sample of capital grants and contributions and grant income credited
to Service Income and confirm these have been recognised in accordance

with any conditions applicable.

We are not aware of any issues arising which would impact on the treatment or recoverability of income during the year.

Taxation and Non-Specific Grant
Income

Council Tax income

Non domestic rates

Non ring fenced government grants
Capital grants and contributions
Service Income

Grant income

Housing rent

Trading services (Harbours)

IJB Commission income

Other Service Income

8.5
16.9
70.2

8.0

7.6
6.8
22.9
7.1
18.2
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Valuation of property assets

The valuation of the Council’s £208 million of property assets (as at 31
March 2016) is inherently judgemental

Nature of risk

The Council is required to hold property assets within Property, Plant and Equipment at a modern equivalent use valuation, with the exception of

Council Dwellings which are required to be measured at existing use value - social housing. The valuations are by nature significant estimates which

are based on specialist and management assumptions and which can be subject to material changes in value.

The Council held £208 million of property assets at 31 March 2016. The financial year to 31 March 2017 will represent year 2 of a 5 year rolling
programme in which 20% of the portfolio will be revalued along with 100% of Council dwellings.

We will perform the following:

review any revaluations performed in the year, assessing whether they have been performed in a reasonable manner, on a timely basis and by
suitably qualified individuals;

test a sample of revalued assets and re-perform the calculation assessing whether the movement has been recorded through the correct line of
the accounts;

consider material changes of assets not subject to full revaluation during the year;

consider assets classified as surplus or held for sale to assess whether these have been valued and disclosed in line with IFRS; and

involve the use of our internal property specialists to review and challenge the assumptions and methodology adopted by the Council’s internal
valuation specialist, including sample testing of inputs to the valuations.

We note that regular discussion has taken place with Shetland Islands Council and the internal valuation specialist. We will use our Property
Specialists to assist in our testing of the Council’s property assets.

-16 -
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Management override of controls

We will use computer assisted audit techniques, including Spotlight, to
support our work on the risk of management override

Nature of risk

International Standards on Auditing requires auditors to identify a presumed risk of management override of control. This presumed risk cannot be
rebutted by the auditor. This recognises that management may be able to override controls that are in place to present inaccurate or even
fraudulent financial reports.

The key judgement areas, its potential impact on the financial statements and our planned audit challenge

Our work will focus on:

» the testing of journals, using data analytics to focus our testing on higher risk journals;

» significant accounting estimates. In addition to the estimates discussed above in respect of property valuations, we will also consider any other
provisions and accruals; and

* any unusual transactions or one-off transactions, including those with related parties.

Our wider response to the risk of fraud is set out in the Appendix of this report.

In considering the risk of management override, we will:
+ assess the overall position taken in respect of key judgements and estimates;
consider the sensitivity of the financial statements with respect to the achieving financial balance;
+ consider remuneration plans and linkage with key management judgements; and
+ consider our view on the overall control environment and ‘tone at the top’.

Deloitte comment

No testing has been performed to date as we will complete the above as part of our year-end visit.

-17 -



Wider scope requirements

Audit dimensions

The Code of Audit Practice sets our four audit dimensions which set a common framework for all public sector audits in Scotland. We will consider how
Shetland Islands Council in addressing these areas, including any risks to their achievement, as part of our audit work as follows:

looks
forward to the medium and longer
term to consider whether the body
is planning effectively to continue to
deliver its services or the way in
which they should be delivered.

is
concerned with financial capacity,
sound budgetary processes and
whether the control environment
and internal controls are operating
effectively.

The financial planning systems in
place across the shorter and longer
terms

The arrangements to address any
identified funding gaps

The affordability and effectiveness of
funding and investment decisions
made

Systems of internal control
Budgetary control system

Financial capacity and skills
Arrangements for the prevention and
detection of fraud

-18 -

We will monitor the Council’s actions in respect of its short,
medium and longer term financial plans to assess whether short
term financial balance can be achieved, whether there is a long-
term (5-10 years) financial strategy and if investment is effective.

As set out on page 18, as part of our best value work, we will also
assess the Council’s performance in undertaking transformational
change, reliance on reserves and achievement of savings targets.

We will review the budget and monitoring reporting to the Council
during the year to assess whether financial management and
budget setting is effective.

We will invite Shetland Islands Council to take part in the Deloitte
benchmarking survey to assess the level of financial capacity and
skills within the board.

Our fraud responsibilities and representations are detailed on
pages 24 and 25.

14



Wider scope requirements (continued)
Audit dimensions (continued)

is
concerned with the effectiveness of
scrutiny and governance
arrangements, leadership and
decision making, and transparent
reporting of financial and
performance information.

is concerned with
using resources effectively and
continually improving services.

governance arrangements

Scrutiny, challenge and transparency

on decision making and financial and

performance reports

Quality and timeliness of financial and
performance reporting

Value for money in the use of
resources

Link between money spent and
outputs and the outcomes delivered
Improvement of outcomes

Focus on and pace of improvement.

-19 -

We will review the financial and performance reporting to the
Council during the year as well as minutes of all Committee
meetings to assess the effectiveness of the governance
arrangements. Our attending at Audit Committees will also
inform our work in this area.

We will also review the governance of the Medium Term Financial
Plan and the benefits realisation process.

We will review the current arrangements and plans in relation to
the 1JB as they develop, sharing best practice.

We will gain an understanding of the Council’s self-evaluation
arrangements to assess how it demonstrates value for money in
the use of resources and the linkage between money spent and
outputs and outcomes delivered.

We will also consider the arrangements the Council has in place

to monitor how it is achieving its targets and addressing areas of
poor performance.

15



Wider scope requirements (continued)

Best value

In June 2016 the Accounts Commission formally agreed the overall framework for a new approach to auditing Best Value (BV). This new approach
fulfils the Commission’s desire that it is proportionate, risk-based and outcome-focused, providing the Commission and the public with more regular
assurance about the performance of Councils. Audit Scotland are bringing together audit work on Best Value, the annual financial audit and the multi-
agency shared risk assessment process, and this will continue to support its work with its strategic scrutiny partners. The audit planning framework is

set out below.

Accounts Commission
Strategy

Strategic Audit
Priorities (SAPs)

e/
v

Rolling prc:grarr]rne o New Code of (7 =~ -
of BV Assurance ‘r Audit Practice |/ | Annual planning
Reports and L'__' ) racme W=~/ > guidance
Performance audits T NABE azcpe) !
SR
d Intelligence

Local Risk 1

Assessment

Audit and

scrutiny plans J

|2 ]

The objectives of the new approach include:

the Controller of Audit providing a Best Value Assurance Report
(BVAR) to the Commission for each council at least once in a five
year period;

greater emphasis on driving continuous improvement in
Councils;

greater emphasis on the performance, outcomes and impact
made by a Council;

maintaining a proportionate and risk based approach;

Performance Audit Best Value (PABV) and local auditors working
together, and liaising with other scrutiny body representatives on
an ongoing basis; and

emphasising that it is first and foremost a Council’s responsibility
to demonstrate that it is meeting its statutory duties, and that its
own self evaluation can accurately show its level of performance
and that the pace, depth and continuity of its improvement is
appropriate.

During 2016/17, we will work closely with PABV staff to plan and

complete this work and report our findings and conclusions in our annual
report to the Audit Committee.

The PABV Contact from Audit Scotland for Shetland Islands Council is
Mark McPherson.

In addition, to inform the Controller of Audit's Annual Assurance and Risk
Report to the Accounts Commission, we will submit a data return
covering our audit work by 2 October 2017. /

-20 -

16



Wider scope requirements (continued)
Best value (continued)

As noted on page 16, the Accounts Commission has reviewed its strategic planning arrangements and has agreed five Strategic Audit Priorities that
will be built into audit expectations, which are set out below. We will consider these priorities as part of our audit work and report in in our Annual
Report to the Audit Committee in September 2017 how we will plan our work and report on these areas across the five year appointment.

Council Priorities and Long Term Planning
The clarity of Council priorities and quality of long-term planning to achieve these.

Service Delivery
How effectively Councils are evaluating and implementing options for significant
changes in delivering services.

Members and officers knowledge, skills and resource
How effectively Councils are ensuring members and officers have the right

knowledge, skills and time to lead and manage delivery of the council priorities.

Citizen involvement
How effectively Councils are involving citizens in decisions about services.

Quality of public performance reporting
The quality of Council public performance reporting to help citizens gauge improvement.
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We have reviewed the BV intelligence
summary prepared by your previous
auditors as part of handover to inform
our planning.

During the 2016/17 audit, we will work
with our colleagues in PABV to
undertake a baseline assessment of
the Council’'s position across these
Strategic Audit Priorities. We will be
able to use this baseline to monitor
performance and improvement against
these priorities across the next five
years.

This basis for this assessment will
include interviews with key Members,
senior officers and other personnel
across the Council, observance of
committee meetings and review of
documents such as Council Corporate
Plan, Medium Term Financial Plan,
Council communications, consultations
and performance data.

We will also consider the arrangements
for induction and training of Members
following the local election in May
2017.
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Wider scope requirements (continued)
Best value (continued)

As well as assessing the Council’s performance against the Strategic Audit Priorities, we will also consider the following key areas in relation to best
value as part of our 2016/17 audit, which closely link to the audit dimensions discussed on pages 14 and 15:

Transformational Change

Assessing the Council’s performance in
undertaking the transformational
change required to meet the priorities
set out in the 2016 to 2020 Corporate
Plan and the Medium Term Financial

Use of Reserves

Assessing the Council’s reliance on
reserves to meet it's ongoing budgetary
pressures and investment in change,
and whether this is in line with the
Council’s policy set out in the Medium
Term Financial Plan 2015 -2020, which
sets out the use of reserves is expected
to come in two forms:

Achievement of Savings
Targets

Assessing how successful the Council
has been in achieving it's savings
target of £3.672m, including achieving

those savings linked to ‘Spend to Save’

Plan. + the surplus transferred to the
schemes.

Harbour Reserve Fund, generated
from Harbour operations; and

+ a draw from the long-term
investment returns.

We will also add value by bringing our knowledge from working with local government and the wider public sector nationally to share examples of
innovative approaches undertaken to address your key strategic priority of ‘achieving the same or more with fewer resources’, for example through
initiatives relating to improving productivity, the delivery of a community and place based approach, demand management and digital roll-out.

18
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Wider scope requirements (continued)
NFI and Performance audits

National
Fraud
Initiative
(NFI)

Performance
audits

All Councils are participating in the NFI 2016/17. All data was submitted in October 2016 and Council’s will receive
matches for investigation in January 2017.

In the Councils 2015/16 annual report, Audit Scotland concluded that the Council actively investigated NFI matches
and that there were no issues of concern regarding the 2014/15 exercise.

In accordance with Audit Scotland planning guidance, we are required to monitor the Council’s participation and
progress during 2016/17 and complete an NFI audit questionnaire by 30 June 2017. The information contained in this
questionnaire will be used for Audit Scotland’s NFI report to be published in June 2018.

In accordance with Audit Scotland planning guidance, we will be requested to provide information to support
performance audits and to inform wider analysis on the following subjects during the year:

Purpose Date

Contribute to report on ALEOs Winter 2016
Contribute to informed analysis of European Funding Spring 2017
Contribute to report on Health and Social care integration: part 2 Spring 2017

Contribute to follow up Role of Boards 30 June 2017

19
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Audit quality
Our commitment to audit quality

Our objective is to deliver a distinctive, quality audit to you. Every member of the engagement team will contribute, to achieve the highest standard of
professional excellence.

In particular, for your audit, we consider that the following steps will contribute to the overall quality:

We will apply professional scepticism on the material issues and significant judgements identified, by using our expertise in the local government
sector and elsewhere to provide robust challenge to management;

We will obtain a deep understanding of your Council its environment and of your processes in key areas — such as income recognition, payroll
expenditure, and capital expenditure - enabling us to develop a risk-focused approach tailored to the Council;

Our engagement team is selected to ensure that we have the right subject matter expertise and industry knowledge. We will involve IT, Pensions
and Estates specialists to support the audit team in our work, leading to high quality understanding and challenge; and

In order to deliver a quality audit to you, each member of the core audit team has received tailored training to develop their expertise in audit skills
which includes local Engagement Team Based Learning. This is a director led programme encouraging teams from across our practice to engage and
discuss current sector and audit issues, sharing best practice and expertise. This is in addition to a practice wide health training day held prior to the
end of the financial year to share key issues from across the country, to update on regulatory changes and provide early warning of issues other
teams may have faced at the interim testing phase.

We have developed a tailored Engagement Quality Control
approach. Our dedicated Professional Standards Review (PSR)
function will provide a 'hot' review before any audit or other
opinion is signed. PSR is operationally independent of the audit
team, and supports our high standards of professional
scepticism and audit quality by providing a rigorous independent
challenge.

20
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Purpose of our report and responsibility statement
Our report is designed to help you meet your governance duties

What we report

Our report is designed to establish our respective responsibilities in
relation to the financial statements audit, to agree our audit plan
and to take the opportunity to ask you questions at the planning
stage of our audit. Our report includes:

* Our audit plan, including key audit judgements and the planned
scope;

+ Key regulatory and corporate governance updates, relevant to
you.

Other relevant communications

* This report should be read alongside the supplementary “Briefing
on audit matters” circulated separately on 30 January 2017.

+  We will update you if there are any significant changes to the
audit plan.

What we don’t report

« As you will be aware, our audit is not designed to identify all
matters that may be relevant to the Audit Committee.

» Also, there will be further information you need to discharge your
governance responsibilities, such as matters reported on by
management or by other specialist advisers.

« Finally, the views on internal controls and business risk
assessment in our final report should not be taken as
comprehensive or as an opinion on effectiveness since they will
be based solely on the audit procedures performed in the audit of
the financial statements and the other procedures performed in
fulfilling our audit plan.

We welcome the opportunity to discuss our report with you and
receive your feedback.

O@ [ovTH LK VD

Deloitte LLP
Chartered Accountants
Glasgow

30 January 2017

This report has been prepared for the Audit Committee, as a body, and we therefore accept responsibility to you alone for its contents. We accept no
duty, responsibility or liability to any other parties, since this report has not been prepared, and is not intended, for any other purpose.

-25-
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Prior year uncorrected misstatements and disclosure deficiencies

Uncorrected misstatements

The following uncorrected misstatements were identified during the course of the prior year audit:

Comprehensive
Income and
Expenditure

Statement

Balance Sheet

Debit Credit Debit Credit
£'000 £'000 £'000 £'000

Long Term Provisions

Interest 26 -

PPE - Council Dwellings

PPE - Depreciation

PPE - Derecognition

PPE - Depreciation
Derecognition

Total 26 0

30 =
= 1
- 30
1 -

31 57

-27 -
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Fraud responsibilities and representations

Responsibilities explained

The primary responsibility for the
prevention and detection of fraud rests
with management and those charged
with governance, including establishing
and maintaining internal controls over
the reliability of financial reporting,
effectiveness and efficiency of operations
and compliance with applicable laws and
regulations.

We are required to obtain
representations from your management
regarding internal controls, assessment
of risk and any known or suspected fraud
or misstatement.

As auditors, we obtain reasonable, but
not absolute, assurance that the financial
statements as a whole are free from
material misstatement, whether caused
by fraud or error.

As set out in the significant risks section
of this document, we have identified the
risk of fraud in income recognition and
management override of controls as a
key audit risk for your organisation.

Fraud characteristics

Misstatements in the financial
statements can arise from either fraud or
error. The distinguishing factor between
fraud and error is whether the underlying
action that results in the misstatement of
the financial statements is intentional or
unintentional.

Two types of intentional misstatements
are relevant to us as auditors -
misstatements resulting from fraudulent
financial reporting and misstatements
resulting from misappropriation of
assets.

We acknowledge our responsibilities for the design, implementation and maintenance of internal control to prevent and detect fraud and error.
We have disclosed to you the results of our assessment of the risk that the financial statements may be materially misstated as a result of fraud.
We are not aware of any fraud or suspected fraud / We have disclosed to you all information in relation to fraud or suspected fraud that we are aware

of and that affects the entity or group and involves:

(i) management; (ii) employees who have significant roles in internal control; or (iii) others where the fraud could have a material effect on the

financial statements.

We have disclosed to you all information in relation to allegations of fraud, or suspected fraud, affecting the entity’s financial statements
communicated by employees, former employees, analysts, regulators or others.

-28 -
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Fraud responsibilities and representations (continued)

We will make the following inquiries regarding fraud:

Management

Management’s assessment of the risk that the financial
statements may be materially misstated due to fraud, including
the nature, extent and frequency of such assessments.

Management'’s process for identifying and responding to the
risks of fraud in the entity.

Management’s communication, if any, to those charged with
governance regarding its processes for identifying and
responding to the risks of fraud in the entity.

Management’s communication, if any, to employees regarding
its views on business practices and ethical behaviour.

Whether management has knowledge of any actual, suspected
or alleged fraud affecting the entity.

We plan to involve management from outside the finance
function in our inquiries.

Internal Audit & Local Counter
Fraud Specialist

Whether internal audit and the Local

Counter Fraud Specialist has knowledge

of any actual, suspected or alleged

fraud affecting the entity, and to obtain

its views about the risks of fraud.

Those charged with governance

How those charged with governance
exercise oversight of management'’s
processes for identifying and
responding to the risks of fraud in the
entity and the internal control that
management has established to
mitigate these risks.

Whether those charged with
governance have knowledge of any
actual, suspected or alleged fraud
affecting the entity.

The views of those charged with
governance on the most significant
fraud risk factors affecting the entity.

We will also perform procedures in relation to the National Fraud Initiative as set out on page 19.

-29 -
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Your audit team and timetable

We have a highly experienced audit team

We set out below our audit engagement team. We manage our audit on a basis that it draws on the expertise of our public sector group.

Sarah Anderson
Director
(Charities Specialist)

Kirsty Stanners
Manager

(Best Value and Grant
work)

Pat Kenny
Engagement Director

Karlyn Watt
Audit Manager

Martin Clark
Field Manager

-30-

Richard Spence
Director,
Property Specialist

Emma Hammond
Senior Consultant
Pensions Specialist

David Dewar
Senior Manager,
IT Specialist
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Your audit team and timetable (continued)

Set out below is the approximate expected timing of our reporting and communication with Shetland Islands Council and Audit

Scotland.

eMeeting with management to
confirm risk assessment and
management response; and
agree on key judgemental
accounting issues.

eLiaise with internal audit and
agree arrangements for
reviews.

sAgreement of audit fees.
ePresent the Audit Plan to the
Audit Committee.

Planning

February 2017)

(November 2016-

Year-end
Fieldwork

eCompletion of NFI audit
questionnaire.

eReview of draft accounts.

eTesting of significant risks.

ePerformance of substantive
testing of results.

eReview of SPIs.

eAudit of grant claims.

e Audit of charity requiring.
separate audit opinion

eWeekly audit progress
meetings.

eAudit close meeting with the

(June-August 2017)

eReview of internal audit work.

-

ePresent Annual Report to the
Audit Committee

eSubmission of Annual Report
to the Council and the
Controller of Audit.

eSubmission of audited
financial statements to Audit
Scotland.

eSubmission of audited WGA
return to Audit Scotland the
Scottish Government.

\ Executive Manager - Finance. )

Reporting

(September 2017)

Ongoing communication and feedback

Post reporting
4l activities (October-
November 2017)

eSubmit BV data return

eSubmission of remaining
certified grant claims to
Scottish Government and
Department of Work and
Pensions.

eDebrief and feedback




Independence and fees

As part of our obligations under International Standards on Auditing (UK and Ireland), we are required to report to you on the matters listed below:

We confirm we are independent of the Council and will reconfirm our independence and objectivity to the Audit Committee
for the year ending 31 March 2017 in our final report to the Audit Committee.

The total audit fee for 2016/17, in line with the fee range provided by Audit Scotland in its letter of 12 December 2016, is
£217,556, as analysed below. As agreed with management, we have applied a 10% increase to the auditor remuneration in
2016/17 to reflect the higher input required in year 1 of our appointment, which will be offset by reduced fees in future
years on a like for like basis, as illustrated below. The average fee is a 1% reduction on the 2015/16 fee.

+10% +5% = -5% -10%

2016/17 2018/19 2019/20 2020/21 2021/22 Average

Auditor remuneration 148,786 142,023 135,260 128,497 121,734 135,260
Audit Scotland fixed charges:

Pooled costs 11,780 11,780 11,780 11,780 11,780 11,780

Performance audit and Best Value 48,910 48,910 48,910 48,910 48,910 48,910

Audit support costs 8,080 8,080 8,080 8,080 8,080 8,080

Total Fee 217,556 210,793 204,030 197,267 190,504 204,030

In addition to the above, the fee for the Zetland Educational Trust is £750.
Details of all non-audit services fees for the period will be presented in our final report.

In our opinion there are no inconsistencies between APB Ethical Standards for Auditors and the company’s policy for the
supply of non-audit services or any apparent breach of that policy. We continue to review our independence and ensure that
appropriate safeguards are in place including, but not limited to, the rotation of senior partners and professional staff and
the involvement of additional partners and professional staff to carry out reviews of the work performed and to otherwise
advise as necessary.
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Technical developments

Sector developments

Code of practice
on local
authority
accounting in
the UK 2016/17

2016/17
SeRCOP

Revised good
governance
framework

Revised
statement on
CFO role in local
government

Highway
network assets

The main changes in this edition of the Code are as follows:

« The new requirement for an expenditure and funding analysis.

« Revised formats and reporting requirements for the comprehensive income and expenditure statement and movement in
reserves statement. Authorities are now required to present service analysis based on the organisation structure under
which they operate.

« A new section on measuring the highways network asset (however see update below)

« Amendments in respect of accounting and reporting by pension funds.

« Other changes relate to amendments to IFRS, the annual governance statement, and the new conceptual framework for
public bodies.

Changes have been made to the social work Service Expenditure Analysis (SEA) in respect of the integration of health and
social care. There is a new division of service for the contribution to integration joint boards that should be separately
presented on the face of the comprehensive income and expenditure statement. As noted above, the accounting code has
been amended to instead require the income and expenditure analysis to be based on the authority’s organisation structure

CIPFA and Solace have issued a revised framework for good governance in local government from 2016/17. Delivering good
governance in local government framework 2016 defines the principles that should underpin the governance of each local
government organisation. It provides a structure to help individual authorities with their approach to governance. Local
authorities are required to prepare an annual governance statement in order to report publicly on the extent to which they
comply with their own code of governance, which in turn is consistent with the good governance principles in the framework.

CIPFA has issued a revised statement on The role of the chief financial officer in local government which aims to give detailed
advice on how to apply within local government the overarching statement on the role of the public service chief finance officer
(CFO). The Delivering good governance in local government framework requires authorities to ensure that their financial
management arrangements conform with this statement, or explain why they do no and how they deliver the same impact.

CIPFA has issued a revised Code of practice on the highways network asset to support an asset management-based approach
to the provision of financial information about the local authority highways network asset (HNA) from 2016/17.

At its meeting on 9 November 2016, CIPFA/ LASAAC Local Authority Accounting Code Board (CIPFA/ LASAAC) decided to
postpone the full implementation of the move to measuring the HNA at Depreciated Replacement Cost in local authorities
financial statements. It will issue an update to the 2016/17 Code of Practice on Local Authority Accounting in the United
Kingdom to confirm this decision once it has completed the full due process.
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Our approach to quality
AQR team report and findings

Audit quality and regulation

We pride ourselves on our commitment to quality and our quality
control procedures. We have an unyielding pursuit of quality in order
to deliver consistent, objective and insightful assurance.

In May 2016 the Financial Reporting Council ("FRC") issued individual
reports on each of the six largest firms, including Deloitte, on Audit
Quality Inspections which provides a summary of the findings of its
Audit Quality Review ("AQR") team for the year ended 31 March 2016.
We adopt an open and communicative approach with the regulator and
their report is an accurate reflection of our efforts to improve audit
quality across our practice over a number of years.

The review performed by the AQR forms an important part of our
overall inspection process. We perform causal factor analysis on each
significant finding arising from both our own internal quality review and
those of our regulators to identify the underlying cause. This then
drives our careful consideration of each of the FRC's comments and
recommendations, as well as findings arising from our own reviews to
provide further impetus to our quality agenda.

18 of the audits reviewed by the AQR were performed to a good
standard with limited improvements required and four audits required
improvements. No audits were assessed as requiring significant
improvements. We have already taken action to respond to the key
themes of the report and will continue to undertake further inputs to
our audit quality improvement programmes to embed the changes into
our practice.

“"We reviewed selected aspects of 22 individual audits in 2015/16. In selecting
which aspects of an audit to inspect, we take account of those areas identified
to be of higher risk by the auditors and Audit Committees, our knowledge and
experience of audits of similar entities and the significance of an area in the
context of the audited financial statements.

In response to our last inspection report, the firm has made a number of
improvements to its policies and procedures:

» The firm’s guidance regarding the testing of journals has been enhanced.
« Additional sector-specific training was provided for individuals involved in

financial services audits, together with additional training on internal controls

for all audit staff.

* The firm has made a number of improvements to its internal monitoring
process, including the development of a moderation process in order to
increase consistency.

Our key findings in the current year requiring action by the firm are that the
firm should:

« Improve the extent of challenge of management in relation to areas of
judgment, in particular for impairment reviews and judgmental valuations.

» Improve aspects of its audit approach in the areas of revenue and inventory.

« Ensure high quality reporting to Audit Committees is achieved on a
consistent basis.

» Strengthen its audit approach in relation to defined benefit pension scheme
balances and disclosures.

« Strengthen its policies and procedures regarding the engagement quality
control review process.”

2015/16 Audit Quality Inspection Report on Deloitte LLP

-34-
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Our approach to quality (continued)
AQR team report and findings (continued)

Review of individual audits

The following chart provides a summary of the AQR’s assessment of the quality of our individual audits inspected in 2015/16, with comparatives
for the previous 4 years. The chart also shows the 5 year average of Deloitte and the 5 year average of the 6 largest firms inspected by the AQR
(which comprises Deloitte LLP, Ernst & Young LLP, KPMG LLP, PricewaterhouseCoopers LLP, BDO LLP and Grant Thornton UK LLP).

The AQR categorises audits as either:

+ Good with limited improvements required
+ Improvements required
« Significant improvements required

Changes to the proportion of audits reviewed falling within each grade from year to year reflect a wide range of factors, which may include the
size, complexity and risk of the individual audits selected for review and the scope of the individual reviews. For this reason, and given the
sample sizes involved, changes in gradings from one year to the next are not necessarily indicative of any overall change in audit quality at the
firm.

All the AQR public reports on individual firms are available on its website https://www.frc.org.uk/Our-Work/Conduct/Audit-Quality-Review/Audit-

firm-specific-reports.aspx

Deloitte LLP summary of individual audits inspected results
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1 1 1
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2015/16 2014/15 201314 2012113 201112 2015/16 2014115 2013/14 2012/13 201112 2015/16 2014115 201314 2012/13 201112

0%

Good with limited Improvements Significant
improvements required improvements
required required
mFTSE 350 m QOther = Five year average - all firms Five year average - individual firm
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Deloitte

Other than as stated below, this document is confidential and prepared solely for your information and that of other beneficiaries of our
advice listed in our engagement letter. Therefore you should not, refer to or use our name or this document for any other purpose, disclose
them or refer to them in any prospectus or other document, or make them available or communicate them to any other party. If this
document contains details of an arrangement that could result in a tax or National Insurance saving, no such conditions of confidentiality
apply to the details of that arrangement (for example, for the purpose of discussion with tax authorities). In any event, no other party is
entitled to rely on our document for any purpose whatsoever and thus we accept no liability to any other party who is shown or gains access
to this document.

© 2017 Deloitte LLP. All rights reserved.

Deloitte LLP is a limited liability partnership registered in England and Wales with registered number OC303675 and its registered office at 2
New Street Square, London EC4A 3BZ, United Kingdom.

Deloitte LLP is the United Kingdom member firm of Deloitte Touche Tohmatsu Limited ("DTTL"”), a UK private company limited by guarantee,

whose member firms are legally separate and independent entities. Please see www.deloitte.co.uk/about for a detailed description of the
legal structure of DTTL and its member firms.
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Director introduction

The key messages in this report

Audit quality is
our number one
priority. We plan
our audit to
focus on audit
quality and have
set the following
audit quality
objectives for
this audit:

A robust
challenge of the
key judgements

taken in the
preparation of
the financial
statements.

I have pleasure in presenting our planning report to the Audit Committee for the 2016/17 audit of the Shetland
Islands Council Pension Fund (“the Pension Fund”). I would like to draw your attention to the key messages of this

paper:
Pension Following discussions with the Pension Fund’s finance team we have not identified any significant
Fund changes to the Pension Fund itself during the year. We will continue to liaise with the finance team
changes to identify any changes between the date of this report and the Pension Fund’s year end, and will
update our audit plan accordingly should any occur.
The Code of Practice on Local Authority Accounting in the UK (“the 2016/17 Code”) has been
amended for pension fund audits from financial year 2016/17, and requires additional disclosures
to be included in the financial statements. As such we have identified this as an other area of audit
focus below, with further details outlined on page 16.
Significant We have identified management override of controls as our significant audit risk. Auditing
audit risk Standards require us to assume that management override of controls is an audit risk for all of our
audits.
Further details of this significant risk, including our proposed testing can be found on page 13.
Other The following areas of focus have not been identified as significant audit risks but will be
areas of considered as part of our audit:
audit 1. Accuracy of contributions payable to the Pension Fund;
focus 2. Valuation of investments; and

3. Compliance of the financial statements with the amendments made by the 2016/17 Code.

Further details of the other areas of audit focus, including our proposed testing are outlined on
pages 14 to 16.
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Director introduction (continued)
The key messages in this report (continued)

our number one

priority. We plan Audit + The 2016 Code of Audit Practice sets out four audit dimensions which set a common framework for all

o Dimensions public sector audits in Scotland. Our audit work will consider how the Pension Fund is addressing these

our audit to_ and we will report our conclusions in our annual report to the Audit Committee in September 2017. In
focus on audit particular, our work will focus on:

quality and hgve - Financial sustainability — we will monitor the Pension Fund’s actions in respect of its short, medium
set the following and longer term financial plan to assess whether short term financial balance can be achieved,
audit quality whether there is a long-term financial strategy and if the investment strategy is effective.

obje_ctives_ f-or - Financial management - we will review the budget and monitoring reports of the Pension Fund
this audit: during the year to assess whether financial management and budget setting is effective.

« Governance and transparency - from our review of the Pension Fund’s papers and attendance at
Audit Committee meetings we will assess the effectiveness and scrutiny of governance arrangements.
We will also share best practice examples, where it is deemed appropriate.

« Value for money - we will gain an understanding of the Pension Fund’s self-evaluation arrangements
to assess how it demonstrated value for money in the use of resources and the linkage between
money spent and outputs and outcomes delivered.

A robust
challenge of the
key judgements

taken in the
preparation of
the financial
statements.

A strong Pat Kenny
understanding of Audit Director
your internal
control
environment.

A well planned
and delivered
audit that raises
findings early
with the Audit
Committee.
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Responsibilities of the Audit Committee
Helping you fulfil your responsibilities

The primary purpose of the
Auditor’s interaction with the
Audit Committee is set out as

follows:

Clearly communicate the
planned scope of the
financial statements audit.

As a result of regulatory change in recent years, the role of the Audit Committee has
significantly expanded. We set out here a summary of the core areas of responsibility to
provide a reference in respect of these broader responsibilities and highlight throughout the
document where there is key information which helps the Audit Committee in fulfilling its

remit.

Provide timely observations
arising from the audit that
are significant and relevant
to your responsibility to
oversee the financial
reporting process.

In addition, we seek to
provide the Audit Committee
with additional information to
help them fulfil their broader

responsibilities.

+ Review of external audit findings,
key judgements, level of
misstatements.

+ Assess the quality of the Pension
Fund advisers where activities
have been delegated by the Audit
Committee.

+ Assess the completeness of
disclosures, including consistency
with disclosures required under the
CIPFA/LASAAC Code of Practice on

United Kingdom.

Local Authority Accounting in the

« Ensure that appropriate
arrangements are in place for the
proportionate and independent
investigation of any concerns that
are raised by staff in connection

Provide assurance over the
financial statements and
compliance with the Pension
Fund’s Funding Strategy
Statement.

with improprieties.

We use this symbol throughout this
document to highlight areas of our
audit where the Audit Committee need
to focus their attention.
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Integrity of
reporting

» At the start of each annual audit
cycle, ensure the scope of the
external audit and fee are
appropriate.

+ Make recommendations as to the
auditor appointment and
implement a policy on the
engagement of the external auditor
to supply non-audit services.

Internal controls
and risk

» Review the internal control reports
for Pension Fund advisers.

« Explain what actions have been, or
are being taken to remedy any
significant failings or weaknesses.

Whistle-blowing
and fraud

Oversight of

« Consider annually whether there is
a need for an internal audit
function and any testing to be
performed over pension activities.

internal audit




Our audit explained
We tailor our audit to your business and your strategy

Identify changes in your
business environment

We have not identified any Scoping
significant changes to the We have performed our initial scoping ;

. . In our final report
Pension Fund during the year. based on current requirements and Audit ) P .
The Code of Practice on Local . : In our final report to you we will conclude on the

Scotland planning guidance. L o .

Authority Accounting in the UK ] ) significant audit risk and other areas of audit focus
has been amended for pension More details are given on pages 7 to 8. identified in this report, including how we have
fund audits from financial year We will use specialists in the delivery of assessed them together with any misstatements or
2016/17, and requires our work to support the audit team. A control observations identified.
included in the financial to assist with the fair value of investment
statements. assets held by the Pension Fund.

Identify
c.hanges Determine Slgn.lﬂcant
in your o risk
: materiality
business assessment
environment

Quality and Independence
We confirm that we are independent of Shetland
Islands Council Pension Fund. We take our

Determine materiality Significant risk assessment independence and the quality of the audit work we
Financial statement materiality is based on We have identified significant audit perform very seriously. Audit quality is our number
1% of net assets. risk and other areas of audit focus one priority.
Further information around our materiality based on our knowledge of the
calculation can be found on page 11. Pension Fund.

Each of these is discussed in more

detail on pages 12 to 16.

-42-



Scoping
Our key areas of responsibility under the Code of Audit Practice

Core audit
Our core audit work as defined by Audit Scotland comprises:

providing the Independent Auditor’s Report on the annual
accounts;

providing the annual report on the audit addressed to the
Pension Fund Audit Committee;

communicating audit plans to the Audit Committee;

providing reports to management, as appropriate, in respect of
the auditor’s responsibilities in the Code;

preparing and submitting fraud returns, including nil returns, to
Audit Scotland where appropriate;

identifying significant matters arising from the audit, alert the
Controller of Audit and support Audit Scotland in producing
statutory reports as required; and

undertaking work requested by Audit
performance audit work.

Scotland or local

Wider scope requirements

The Code of Audit Practice sets out four audit dimensions which set a
common framework for all public sector audits in Scotland:

Financial sustainability - looking forward to the medium and longer
term to consider whether the body is planning effectively to continue
to deliver its services or the way in which they should be delivered.

Financial management - financial capacity, sound budgetary
processes and whether the control environment and internal controls
are operating effectively.

Governance and transparency - the effectiveness of scrutiny and
governance arrangements, leadership and decision making, and
transparent reporting of financial and performance information.

Value for money - using resources effectively and continually
improving services.
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Scoping (continued)
Our approach

Liaison with internal audit

The Auditing Standards Board’s version of ISA (UK and Ireland)
610 “Using the work of internal auditors” prohibits use of internal
audit to provide “direct assistance” to the audit. Our approach to
the use of the work of Internal Audit has been designed to be
compatible with these requirements.

We will review reports prepared by internal audit and meet with
them to discuss their work. We will also discuss the work where
they have identified specific material deficiencies in the control
environment and we will consider adjusting our testing so that
the audit risk is covered by our work.

Using these discussions to inform our risk assessment, we will
work together with internal audit to develop an approach that
avoids inefficiencies and overlaps, therefore avoiding any
unnecessary duplication of audit requirements on the Council's
staff.

As set out in the "Briefing on Audit Matters" circulated separately
to this document, our risk assessment procedures will include
obtaining an understanding of controls considered to be ‘relevant
to the audit’. This involves evaluating the design of the controls
and determining whether they have been implemented ("D & I”).

Approach to controls testing

We will consider the results of our procedures in respect of the
Pension Fund’s controls and the extent of any impact our
findings have on our substantive audit procedures.

Obtain an understanding
of the Pension Fund and
its environment including

Design and perform a
combination of substantive
analytical procedures and
tests of details that are most
responsive to the assessed
risks.

Identify risks and Carry out “design and If considered necessary,
controls that implementation” work test the operating
address those on relevant controls. effectiveness of selected

the identification of risks. controls

relevant controls.
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Wider scope requirements

Audit dimensions

The Code of Audit Practice sets out four audit dimensions which set a common framework for all public sector audits in Scotland. We will consider how
the Pension Fund addresses these areas, including any risks to their achievement, as part of our audit work as follows:

looks
forward to the medium and longer
term to consider whether the
Pension Fund is planning effectively
to continue to deliver its services or
the way in which they should be
delivered.

is
concerned with financial capacity,
sound budgetary processes and
whether the control environment
and internal controls are operating
effectively.

The financial planning systems in
place across the shorter and longer
terms.

The arrangements to address any
identified funding gaps.

The affordability and effectiveness of
funding and investment decisions
made.

Systems of internal control.
Budgetary control system.

Financial capacity and skills.
Arrangements for the prevention and
detection of fraud.
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We will review the arrangements and financial planning systems
in place by the Pension Fund to ensure that its services can
continue to be delivered. This will include a review of the latest
actuarial valuation of the Pension Fund and the plans in place to
reduce the deficit over the shorter and medium term. In addition
we will review the funding policy as set out in the Shetland
Islands Council Pension Fund Investment Strategy 2014-2027,
which aims to ensure the long-term solvency of the Pension Fund,
so that there are sufficient funds available to meet all benefits as
they fall due.

We will review the budget and monitoring reporting by the
Pension Fund during the year to assess whether financial
management and budget setting is effective.

In addition we will also ensure that there is a proper officer and
fund manager who have sufficient status to be able to deliver
good financial management, that monitoring reports contain
information linked to performance as well as financial data, and
that members have the opportunity to provide a sufficient level of
challenge around variances and under-performance.

Our fraud responsibilities and representations are detailed on
page 20.



Wider scope requirements (continued)
Audit dimensions (continued)

is
concerned with the effectiveness of
scrutiny and governance
arrangements, leadership and
decision making, and transparent
reporting of financial and
performance information.

is concerned with
using resources effectively and
continually improving services.

Governance arrangements.

Scrutiny, challenge and transparency

on decision making and financial and

performance reports.

Quality and timeliness of financial and
performance reporting.

Value for money in the use of
resources.

Link between money spent and
outputs and the outcomes delivered.
Improvement of outcomes.

Focus on and pace of improvement.
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We will review the Pension Fund’s papers and use our attendance
at Audit Committee meetings to assess the effectiveness and
scrutiny of governance arrangements.

We will also review other aspects of governance around the
Pension Fund including Codes of Conduct for officers and
members, fraud and corruption arrangements, and arrangements
for reporting regulatory breaches to the Pensions Regulator.

In addition we will review the Annual Governance Statement and
Governance Compliance Statement to confirm the governance
arrangements observe the guidance issued by Scottish Ministers.

We will gain an understanding of the Pension Fund’s self-
evaluation arrangements to assess how it demonstrates value for
money in the use of resources and the linkage between money
spent and outputs and outcomes delivered.

We will also the scrutiny that is in place to challenge the Pension
Fund’s investment managers on fees and performance.
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Materiality

Approach to materiality

Materiality

We set materiality for our opinion on the financial statements at 1% of net assets of the Pension Fund
and performance materiality at 90% of materiality based on professional judgement, the requirements
of auditing standards and the financial measures most relevant to users of the financial statements.

Using the 2015-16 Pension Fund Annual Report and Accounts, we estimate materiality to be £3.8m and
performance materiality to be £3.4m.

We will update our materiality assessment following receipt of the draft 2016-17 financial statements
and will communicate this to the Audit Committee in our final report.

The concept of materiality and its application to the audit approach are set out in our ‘Briefing on audit
matters’ document which has been circulated separately to this report.

We report to the Audit Committee any unadjusted misstatements greater than 5% of materiality
(“reporting threshold”) and other adjustments we consider to be qualitatively material. Based on the
2015-16 Annual Report and Accounts, we estimate the reporting threshold ("RT”) to be £188k.

We will report to you misstatements below this threshold if we consider them to be material in nature.

The extent of our procedures is not based on materiality alone but also on the quality of systems and
controls in preventing material misstatement in the financial statements, and the level at which known
and likely misstatements are tolerated by you in the preparation of the financial statements.

Although materiality is the judgement of the audit director,
the Audit Committee must satisfy themselves that the level of
materiality chosen is appropriate for the scope of the audit.
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Significant audit risks and other areas of audit focus

Risk dashboard

Management override of controls @ Q D&I
Accuracy of contributions @ D&I
. . D&l
Valuation of investments
Compliance of the financial statements @
D&l

with the amendments made by the
2016/17 Code

Low levels of management judgement/involvement
Medium levels of management judgement/involvement

High degree of management judgement/involvement

@ Not a Fraud Risk

Q Fraud Risk

D & I Design and Implementation

@ Significant Audit Risk

Other Area of Focus

-48 -
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Significant audit risk
Management override of controls

In accordance with ISA 240 (UK and Ireland), management override of controls is always a significant risk for financial
statement audits. The primary risk areas surrounding the management override of internal controls are over the processing of
journal entries and the key assumptions and estimates made by management.

In order to address this significant audit risk, we will perform the following audit procedures:

Make enquiries of individuals involved in the financial reporting process about inappropriate or unusual
activity relating to the processing of journal entries and other adjustments;

Perform testing on the design and implementation of controls surrounding the financial reporting
process and the controls over journal entries and other adjustments posted in the preparation of the
financial statements;

Test the appropriateness of journal entries recorded in the general ledger and other adjustments made
in the preparation of the financial statements. As part of our work in this area, we will perform an
analysis of journal entries which will enable us to focus on journals meeting specific pre-determined
parameters determined during our audit planning;

Review the financial statements for any accounting estimates which could contain management bias,
and assess the judgements taken against supporting evidence;

Ensure that there is an appropriate level of segregation of duties over processing journal entries to the
financial statements throughout the year;

Obtain an understanding of the rationale of any significant transactions that we become aware of that
are outside the normal course of the Pension Fund’s operations or that otherwise appear to be unusual
given our understanding of the Pension Fund and its environment; and

Make enquiries of management in relation to the identification of related party transactions.

-49-
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Other areas of audit focus
Accuracy of contributions

The correct deduction of contributions depends on systems-based processing of membership data and salary details, together
with a robust internal control framework. Errors in processing contributions can lead to issues such as non-compliance with the
Funding Strategy Statement and deducting incorrect amounts from active members' payroll which can be costly to rectify and
cause reputational damage.

In order to address this area of audit focus we will perform the following audit procedures:

Review the design and implementation of key controls over the contribution process;

Perform an analytical review of the employer and employee normal contributions received in the year,
basing our expectation on the prior year audited balance, adjusted for the movement in active member
numbers, contribution rate changes and any average pay rise awarded in the year;

For a sample of active members, we will recalculate individual contribution deductions to ensure that
these are being calculated in accordance with the rates stipulated in the Local Government Pension
Scheme (Benefits, Membership and Contributions) (Scotland) Regulations 2014 (“LGPS Regulations”)
for employee contributions and in the Funding Strategy Statement for employer contributions;

Test that the correct definition of pensionable salary is being used per the LGPS Regulations to calculate
contribution deductions; and

Test the reconciliation of the total number of active members between the membership records and the
employer payroll records.

-850 -

14



Other areas of audit focus (continued)
Valuation of investments

There is a risk that investments are not valued accurately in the Pension Fund’s financial statements due to the levels of
judgement involved in pricing such investments.

The Pension Fund holds investments primarily in pooled funds, pooled property unit trusts and fixed income unit trusts with a
range of investment managers.

In order to address this area of audit focus, we will perform the following audit procedures:

Review the design and implementation of key controls over the valuation of these investments by
obtaining investment manager internal control reports and evaluating the implications for our audit of
any exceptions noted;

Agree year end valuations, sales proceeds and purchases in the financial statements to the reports
received directly from the investment managers;

Perform valuation testing by using a range of techniques depending on the type of investment. Where
the investment held is directly quoted on an exchange, we will obtain an independent price of the
investment asset using our own internal pricing systems e.g. Bloomberg. Where the investment is not
directly quoted on an exchange we will confirm if it is registered on the Financial Conduct Authority
website and obtain an independent price, or use sales transactions close to year end as an estimate of
the price. Where none of these options are available we will obtain audited financial statements and roll
forward the audited value to the year end using benchmark data and Pension Fund transactions where
the audited accounts are not coterminous with the Pension Fund’s year end; and

Engage our financial instrument specialists to review the audit work performed in relation to these
assets.

-51-
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Other areas of audit focus (continued)

Compliance of the financial statements with the amendments made by the
2016/17 Code

There is a risk that the Pension Fund’s financial statements are not in compliance with the amendments made by the 2016/17
Code of Practice on Local Authority Accounting in the UK. These changes include:

« Amendments to the format of the accounts to be consistent with the new Financial Reports of Pension Schemes - A
Statement of Recommended Practice 2015;

« Additional disclosure requirements for investments measured at fair value e.g. fair value hierarchy;
« Disclosure requirements in respect of investment management expenses; and
« An annex that provides an overview of how the other sections of the Code apply to pension funds.

In order to address this area of audit focus, we will perform the following audit procedures:

+ Assess the design and implementation of key controls over the financial reporting process and, in
particular, in relation to the implementation of the provisions of the revised Code;

+ Agree the classification of the investment assets within the fair value hierarchy to independently

received investment manager reports and the reconciliation of those reports as prepared by the finance
team;

« Confirm that the recommended disclosures in respect of investment management expenses comply
with the requirements of the Code; and

« Obtain a copy of the annex to confirm that the other sections of the Code have been considered where
they apply to the Pension Fund.

-52-



Audit quality
Our commitment to audit quality

Our objective is to deliver a distinctive, quality audit to you. Every member of the engagement team will contribute, to achieve the
highest standard of professional excellence.

In particular, for your audit, we consider that the following steps will contribute to the overall quality:

We will apply professional scepticism on the material issues and significant judgements identified, by using our expertise in the local
government sector and elsewhere to provide robust challenge to management;

We will obtain a deep understanding of your Pension Fund, its environment and of your processes in key areas - such as contributions,
benefits and investments - enabling us to develop a risk-focused approach tailored to the Pension Fund;

Our engagement team is selected to ensure that we have the right subject matter expertise and industry knowledge. The audit team
for the Pension Fund will be made up of pensions specialist from our Pensions Audit Centre of Excellence, incorporating managers who
have in depth experience of Local Government Pension Schemes, leading to high quality understanding and challenge; and

In order to deliver a quality audit to you, each member of the core audit team has received tailored training to develop their expertise in
audit skills which includes Local Government and Pensions Engagement Team Based Learning. This is a director led programme
encouraging teams from across our practice to engage and discuss current sector and audit issues, sharing best practice and expertise.

We have developed a tailored Engagement Quality Control
approach. Our dedicated Professional Standards Review (PSR)
function will provide a 'hot' review before any audit or other
opinion is signed. PSR is operationally independent of the audit
team, and supports our high standards of professional
scepticism and audit quality by providing a rigorous independent
challenge.

17
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Purpose of our report and responsibility statement
Our report is designed to help you meet your governance duties

What we report

Our report is designed to help the Audit Committee discharge its
governance duties. It also represents one way in which we fulfil our
obligations under ISA 260 to communicate with you regarding your
oversight of the financial reporting process and your governance
requirements. Our report includes our audit plan, key audit
judgements and the planned scope of our work.

Other relevant communications

* This report should be read alongside the supplementary “Briefing
on audit matters” circulated separately on 30 January 2017.

+  We will update you if there are any significant changes to the
audit plan.

What we don’t report

« As you will be aware, our audit is not designed to identify all
matters that may be relevant to the Audit Committee.

» Also, there will be further information you need to discharge your
governance responsibilities, such as matters reported on by
management or by other specialist advisers.

« Finally, the views on internal controls and business risk
assessment in our final report should not be taken as
comprehensive or as an opinion on effectiveness since they will
be based solely on the audit procedures performed in the audit of
the financial statements and the other procedures performed in
fulfilling our audit plan.

We welcome the opportunity to discuss our report with you and
receive your feedback.

O@ [ovTH LK VD

Deloitte LLP
Chartered Accountants
Glasgow

30 January 2017

This report has been prepared for the Audit Committee, as a body, and we therefore accept responsibility to you alone for its contents. We accept no
duty, responsibility or liability to any other parties, since this report has not been prepared, and is not intended, for any other purpose.
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Fraud responsibilities and representations
Our responsibilities explained

T:—:'

Your Responsibilities

The primary responsibility for the prevention and detection of fraud rests with
management and the Audit Committee, and includes establishing and maintaining internal
controls over the reliability of financial reporting, effectiveness and efficiency of operations
and compliance with applicable laws and regulations.

Our Responsibilities

We are required to obtain representations from the Audit Committee regarding internal
controls, assessment of risk and any known or suspected fraud or misstatement. As the
Pension Fund’s auditor, we obtain reasonable, but not absolute, assurance that the
financial statements as a whole are free from material misstatement, whether caused by
fraud or error. As set out in the significant risk section of this document, we have identified
management override of controls as a significant audit risk for your Pension Fund.

Fraud Characteristics

Misstatements in the financial statements can arise from either fraud or error. The distinguishing factor between fraud and
error is whether the underlying action that results in the misstatement of the financial statements is intentional or
unintentional. Two types of intentional misstatements are relevant to us as auditor — misstatements resulting from fraudulent
financial reporting and misstatements resulting from misappropriation of assets.

We will request the following to be stated in the representation letter signed on behalf of the Audit Committee:

(i) management;

We acknowledge our responsibilities for the design, implementation and maintenance of internal controls to prevent and
detect fraud and error.

We have disclosed to you the results of our assessment of the risk that the financial statements may be materially misstated
as a result of fraud.

We are not aware of any fraud or suspected fraud / We have disclosed to you all information in relation to fraud or
suspected fraud that we are aware of and that affects the Pension Fund and involves:

(ii) employees who have significant roles in internal control; or

(iii) others where the fraud could have a material effect on the financial statements.

« We have disclosed to you all information in relation to allegations of fraud, or suspected fraud, affecting the Pension Fund’s

financial statements communicated by employees, former employees, analysts, regulators or others.

-56 -
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Your audit team and timetable
We have a highly experienced audit team

Your audit team

We set out below our audit engagement team, which includes pensions specialists from our Pensions Audit Centre of Excellence
(“PACoE").

Pat Kenny
Engagement Director

Graeme McCrum
Audit Director, PACoE

Alistair Lince
Senior Manager, Specialist in
Local Government Pension
Schemes

James Ross

: Emma Blair Financial Instruments
Audit Manager, PACoE Specialist, PACOE

-57-
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Your audit team and timetable (continued)

Audit Timetable

Set out below is the approximate expected timing of our reporting and communication with Shetland Islands Council Pension Fund

and Audit Scotland.

eMeeting with management to
confirm risk assessment and
management response; and
agree on key judgemental
accounting issues.

eLiaise with internal audit and
agree arrangements for
reviews.

sAgreement of audit fees.

ePresent the Audit Plan to the
Audit Committee.

Planning

(November 2016-
February 2017)

Year-end Fieldwork

(June-August 2017)

eCompletion of NFI audit
questionnaire.

eReview of draft accounts.

eTesting of significant risks.

ePerformance of substantive
testing.

ePresent the Annual Report to
the Audit Committee.

eIssuance of financial
statements and audit report.

eSubmission of Annual Report
to the Council and the
Controller of Audit.

eSubmission of audited
financial statements to Audit
Scotland.

Reporting
(September 2017)

Ongoing communication and feedback
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Post reporting
activities

(October-November
2017)

eDebrief and feedback meeting.
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Independence and fees

As part of our obligations under International Standards on Auditing (UK and Ireland), we are required to report to you on the matters listed below:

We confirm we are independent of the Shetland Islands Council Pension Fund and will reconfirm our independence and
objectivity to the Audit Committee for the year ending 31 March 2017 in our final report to the Audit Committee.

The total audit fee for 2016/17, in line with the fee range provided by Audit Scotland in its letter of 12 December 2016, is
£30,238, as analysed below. As agreed with management, we have applied a 10% increase to the auditor remuneration in
2016/17 to reflect the higher input required in year 1 of our appointment, which will be offset by reduced fees in future
years on a like for like basis, as illustrated below. The average fee is a 14% reduction on the 2015/16 fee.

+10% +5% - -5% -10%
2016/17 2018/19 2019/20 2020/21 2021/22 Average
Auditor remuneration 26,678 25,494 24,280 23,066 21,852 24,280
Audit Scotland fixed charges:
Pooled costs 2,110 2,110 2,110 2,110 2,110 2,110
Audit support costs 1,450 1,450 1,450 1,450 1,450 1,450
Total Fee 30,238 29,054 27,840 26,626 25,412 27,840

Details of all non-audit services fees for the period will be presented in our final report.

In our opinion there are no inconsistencies between APB Ethical Standards for Auditors and the company’s policy for the
supply of non-audit services or any apparent breach of that policy. We continue to review our independence and ensure that
appropriate safeguards are in place including, but not limited to, the rotation of senior partners and professional staff and
the involvement of additional partners and professional staff to carry out reviews of the work performed and to otherwise
advise as necessary.

23
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Deloitte

Other than as stated below, this document is confidential and prepared solely for your information and that of other beneficiaries of our
advice listed in our engagement letter. Therefore you should not, refer to or use our name or this document for any other purpose, disclose
them or refer to them in any prospectus or other document, or make them available or communicate them to any other party. If this
document contains details of an arrangement that could result in a tax or National Insurance saving, no such conditions of confidentiality
apply to the details of that arrangement (for example, for the purpose of discussion with tax authorities). In any event, no other party is
entitled to rely on our document for any purpose whatsoever and thus we accept no liability to any other party who is shown or gains access
to this document.

© 2017 Deloitte LLP. All rights reserved.

Deloitte LLP is a limited liability partnership registered in England and Wales with registered number OC303675 and its registered office at 2
New Street Square, London EC4A 3BZ, United Kingdom.

Deloitte LLP is the United Kingdom member firm of Deloitte Touche Tohmatsu Limited ("DTTL"”), a UK private company limited by guarantee,

whose member firms are legally separate and independent entities. Please see www.deloitte.co.uk/about for a detailed description of the
legal structure of DTTL and its member firms.
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Published for those charged with governance

Primary audit
objectives

Other reporting
objectives

This document is intended to assist those charged with governance to understand
the major aspects of our audit approach, including explaining the key concepts
behind the Deloitte Audit methodology including audit objectives and materiality.

Further, it describes the safeguards developed by Deloitte to counter threats to
our independence and objectivity.

This document will only be reissued if significant changes to any of those matters
highlighted above occur.

We will usually communicate our audit planning information and the findings
from the audit separately. Where we issue separate reports these should be read
in conjunction with this "Briefing on audit matters".

We conduct our audit in accordance with International Standards on Auditing (UK
and Ireland) as adopted by the UK Financial Reporting Council (FRC). Our
statutory audit objectives are:

to express an opinion in true and fair view terms to the members on the
financial statements;

to express an opinion as to whether the accounts have been properly
prepared in accordance with the IFRSs as adopted by the European Union, as
interpreted and adapted by the Code of Practice on Local Authority
Accounting in the United Kindgom;

to express an opinion as to whether the accounts have been prepared in
accordance with the requirements of the Local Government (Scotland) Act
1973, The Local Authority Accounts (Scotland) Regulations 2014, and the
Local Government in Scotland Act 2003;

for certain disclosures in the Remuneration Report, to form an opinion as to
whether they are made in accordance with The Local Authority Accounts
(Scotland) Regulations 2014; and

to express an opinion as to whether the management commentary is
consistent with the financial statements.

Our reporting objectives are to:

present significant reporting findings to those charged with governance. This
will highlight key judgements, important accounting policies and estimates
and the application of new reporting requirements, as well as significant
control observations; and

provide timely and constructive recommendations to management. This will
include key business process improvements and significant controls
weaknesses identified during our audit.
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Materiality

Uncorrected
misstatements

The concept of materiality is fundamental to the preparation of the financial
statements and the audit process and applies not only to monetary
misstatements but also to disclosure requirements and adherence to appropriate
accounting principles and statutory requirements.

"Materiality" is defined in the International Accounting Standards Board's
"Conceptual Framework for Financial Reporting" in the following terms:

“Information is material if omitting it or misstating it could influence decisions
that users make on the basis of financial information about a specific reporting
entity. In other words, materiality is an entity-specific aspect of relevance based
on the nature or magnitude, or both, of the items to which the information relates
in the context of an individual entity’s financial report.”

We determine materiality based on professional judgment in the context of our
knowledge of the audited entity, including consideration of factors such as
shareholder expectations, industry developments, financial stability and reporting
requirements for the financial statements.

We determine materiality to:
. determine the nature, timing and extent of audit procedures; and
. evaluate the effect of misstatements.

The extent of our procedures is not based on materiality alone but also the
quality of systems and controls in preventing material misstatement in the
financial statements, and the level at which known and likely misstatements are
tolerated by you in the preparation of the financial statements.

In accordance with International Standards on Auditing (UK and Ireland) (ISAs
(UK and Ireland)) we will communicate to you all uncorrected misstatements
(including disclosure deficiencies) identified during our audit, other than those
which we believe are clearly trivial.

ISAs (UK and Ireland) do not place numeric limits on the meaning of ‘clearly
trivial’. The Audit Engagement Partner, management and those charged with
governance will agree an appropriate limit for 'clearly trivial'. In our report we will
report all individual identified uncorrected misstatements in excess of this limit.

We will consider identified misstatements in qualitative as well as quantitative
terms.
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Audit methodology

Other requirements of
International
Standards on Auditing
(UK and Ireland)

Our audit methodology takes into account the changing requirements of auditing
standards and adopts a risk based approach. We utilise technology in an efficient
way to provide maximum value to members and create value for management
and the Council whilst minimising a “box ticking” approach.

Our audit methodology is designed to give members the confidence that they
deserve.

For controls considered to be ‘relevant to the audit’ we evaluate the design of the
controls and determine whether they have been implemented. The controls that
are determined to be relevant to the audit will include those:

e where we plan to obtain assurance through the testing of operating
effectiveness;

e relating to identified risks (including the risk of fraud in revenue recognition,
unless rebutted and the risk of management override of controls);

e where we consider we are unable to obtain sufficient audit assurance through
substantive procedures alone; and

to enable us to identify and assess the risks of material misstatement of the
financial statements and design and perform further audit procedures.

ISAs (UK and Ireland) require we communicate the following additional matters:

ISA (UK

and

Ireland) Matter

ISQC 1 Quality control for firms that perform audits and review of
financial statements, and other assurance and related services
engagements

240 The auditor’s responsibilities to consider fraud in an audit of
financial statements

250 Consideration of laws and regulations in an audit of financial
statements

265 Communicating deficiencies in internal control to those
charged with governance and management

450 Evaluation of misstatements identified during the audit

505 External confirmations

510 Initial audit engagements - opening balances

550 Related parties

560 Subsequent events

570 Going concern

600 Special considerations - audits of group financial statements
(including the work of component auditors)

705 Modifications to the opinion in the independent auditor’s report

706 Emphasis of matter paragraphs and other matter paragraphs
in the independent auditor’s report

710 Comparative information - corresponding figures and
comparative financial statements

720 Section A: The auditor’s responsibilities related to other
information in documents containing audited financial
statements
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Important safeguards and procedures have been developed by Deloitte to counter threats or perceived threats
to our objectivity, which include the items set out below.

Safeguards and
procedures

Independence policies

Every opinion (not just statutory audit opinions) issued by Deloitte is subject
to an engagement quality control review by an independent member of our
Professional Standards Review team.

Where appropriate, review and challenge takes place of key decisions by the
Engagement Quality Control Review Partner and ensures the objectivity of
our judgement is maintained.

We report annually to those charged with governance our assessment of
objectivity and independence. This report includes a summary of non-audit
services provided together with fees receivable.

There is formal consideration and review of the appropriateness of continuing
the audit engagement before accepting reappointment.

Periodic rotation takes place of the audit engagement partner, the
Engagement Quality Control Review Partner and other key partners involved
in the audit in accordance with our policies and professional and regulatory
requirements.

In accordance with the Ethical Standards issued by the Auditing Practices
Board (APB), there is an assessment of the level of threat to objectivity and
potential safeguards to combat these threats prior to acceptance of any non-
audit engagement. This includes particular focus on threats arising from self-
interest, self-review, management, advocacy, over-familiarity and
intimidation.

In the UK, statutory oversight and regulation of auditors is carried out by the
FRC. The Firm’s policies and procedures are subject to external monitoring
by both the Audit Quality Review Team (AQRT), which is part of the FRC's
Conduct Division, and the ICAEW'’s Quality Assurance Department (QAD).
The AQRT is charged with monitoring the quality of audits of economically
significant entities and the QAD with monitoring statutory compliance of
audits for all other entities. Both report to the ICAEW'’s Audit Registration
Committee.

Our detailed ethical standards and independence policies are issued to all
partners and employees who are required to confirm their compliance annually.
We are also required to comply with the policies of other relevant professional
and regulatory bodies.

Amongst other things, these policies:

state that no Deloitte partner (or any closely-related person) is allowed to
hold a financial interest in any of our UK audited entities;

require that professional staff may not work on assignments if they (or any
closely-related person) have a financial interest in the audited entity or a
party to the transaction or if they have a beneficial interest in a trust holding
a financial position in the audited entity;

state that no person in a position to influence the conduct and outcome of
the audit (or any closely related persons) should enter into business
relationships with UK audited entities or their affiliates;

prohibit any professional employee from obtaining gifts from audited entities
unless the value is clearly insignificant; and

provide safeguards against potential conflicts of interest.
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Remuneration and
evaluation policies

APB Ethical Standards

Partners are evaluated on roles and responsibilities they take within the firm
including their technical ability and their ability to manage risk.

The APB issued five ethical standards for auditors that apply a ‘threats’ and
‘safeguards’ approach.

The five standards cover:

maintaining integrity, objectivity and independence;
financial, business, employment and personal relationships between auditors
and their audited entities;

long association of audit partners and other audit team members with audit
engagements;

audit fees, remuneration and evaluation of the audit team, litigation between
auditors and their audited entities, and gifts and hospitality received from
audited entities; and

non-audit services provided to audited entities.

Our policies and procedures comply with these standards.
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