Preface

(ur hamELE
@y Council €3 B

Pension Fund

Annual Report and Accounts

For the year ended 31 March 2018

The Durham County Council Pension Fund is registered with the Pension Schemes Registry
No. 10079166

Page 1 of 126



Contents

Durham County Council Pension Fund Page
L (=] £= Lo =TT PP PPPPPPPPPPTPNE 1
L0} 01 = 1 2
] (o o (U Tt o o WSO PRRPPP 3
The Local Government PENSION SCHEME...........oiiiiiiiii ettt e et e et e e e sbbe e e e s nbaeeeeanes 4
Management and Financial Performance REPOIT...........uiiiuiiiriiiiie ettt 7
Investment Policy and PerformanCe REPOI .........cciiiiiiiiiiieie e ciieee e e e e s s st ee e e e e e s s s e e e e e e s s s snntreneeeeeesnnnnnes 15
Scheme AdMINISTIAtION REPOM ... ...ciiiiiiiiii ittt e e st e e e st e e e e sbe e e e e sbb e e e e aabbeeeeabneeeeaans 24
Governance ComMPliaNCE StAtEMIENL.........iiiieiiii e e e s s s e e e s s s e e e e e e s s st e e e e eeeesaataraeereeeessaansnranneeaeass 29
PENSION FUNG ACCOUNES ...ttt ettt et e sttt e e e sttt e e e sttt e e e sa bt e e e anbe e e e e anbe e e e e snbb e e e e anbbeeesanbbeeeeanbaeeeenntnes 38
NOteS t0 PENSION FUNA ACCOUNLS ......uiiiiiieiiiiiiiie ettt e e e e e s bbbt e e e e e e e sannbe e e eeaeeseannbeseeeaaaeeaannes 40
Appendix 1: Funding Strategy StatEMENT.........ccoiiiiiiiiieee e e e r e e e e e s e e e e e e s arb e e e e e e e s s anneneeees 79
Appendix 2: Investment Strategy STAtEMENT ........cooiiiiiiiiiie e e 102
Appendix 3: Communications Policy Statement.............ccoooiiiiii 115
Appendix 4: Participating Bodies and Contribution Rates..........ccccooe i 118
Appendix 5: Membership.STALISHCS .........ouiiii e e eb e e 119
L] (o SST= TV o 1= 1 0 1= 121
Contacts for FUrther INFOrM@aLION............uuiiiiiie e e e e e e s s s r e e e e e e e s nnnenneees 126

Page 2 of 126



Introduction

INTRODUCTION

Welcome to the Annual Report and Accounts of the Durham County Council Pension Fund
for the financial year ended 31 March 2018.

These are the key issues:
o Contributing members increased by 3.16% to 19,219;

o Market value of the Fund'’s assets increased by 4.1% from £2,692m to
£2,802m.

The report provides further information on these issues and on the activities and
management of the Pension Fund during the year.

| hope this report provides useful information about your Pension Fund. However, it is
important that we try to improve the quality and suitability of information provided within the
report and feedback is welcomed.

For further information on Durham County Council Pension Fund or for providing me with
your views on this report, contact details are provided at the end of the report.

John Hewitt C.P.F.A.
Corporate Director of Resources

31 July 2018
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The Local Government Pension Scheme

THE LOCAL GOVERNMENT PENSION SCHEME

Durham County Council Pension Fund (the Fund) is part of the Local Government Pension
Scheme (LGPS) administered by Durham County Council. It is a statutory scheme
governed by regulations made under the Public Service Pensions Act 2013.

The Fund is currently administered in accordance with the following secondary legislation:
e LGPS Regulations 2013 (as amended)
e LGPS (Management and Investment of Funds) Regulations 2016
e LGPS (Transitional Provisions, Savings and Amendments) Regulations 2014
(as amended)

HOW THE SCHEME PRESENTLY WORKS

The LGPS is required to be funded. Scheme funds, currently surplus to immediate pension
benefit requirements, are invested in approved securities. The Fund must be sufficient to
sustain future pension entitlements of past and present members. The Fund is financed by
members and employers’ contributions and earnings from investments.

Until 31 March 2014 the LGPS was classified as a final salary scheme whereby the annual
pension and any retirement grant were paid based on the period of membership and
(usually) the final twelve months pay. Benefits built up in the LGPS up to and including 31
March 2014 will continue to be calculated on a final salary basis.

With effect from 1 April 2014 the LGPS changed from a final salary scheme to a career
average scheme. All benefits built up in the LGPS after 31 March 2014 will be calculated
under the rules of the new career average scheme.

An independent actuarial valuation of the Fund is carried out every three years to review
the assets and liabilities of the Fund and to determine the rate of contributions which the
employers must make to the Fund. The most recent valuation applicable to the period
covered by the report was undertaken as at 31 March 2016 and a report of the actuary is
provided on page 27. The next review will take place during 2019/20 for the valuation as at
31 March 2019.

From 1 April 2014 contributors to the scheme are required to pay between 5.5% and
12.5% of their pensionable salary to the Fund. The rate they pay depends on which of nine
different salary bands their pay falls into. Employee contributions qualify for income tax
relief. Members may have additional voluntary contributions (AVCs) deducted from pay
and paid into a personal fund. AVCs can be invested with any of the following companies:
Standard Life, Prudential and Equitable Life (closed to new investors).

Contributors to the scheme can also choose to pay additional pension contributions
(APCs) over a number of years or by a one-off payment to buy additional pension on
retirement.

Members who leave the scheme may transfer their accrued benefits to other approved
schemes. Members who leave with less than two years membership can chose to receive
a refund of their contributions (less income tax) provided they have no other LGPS
benefits and, in most circumstances, have not transferred other pension benefits. New
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The Local Government Pension Scheme

members may transfer benefits accrued with other schemes into the Fund (usually within a
deadline of twelve months).

The scheme includes a 50/50 option which allows a member to contribute half of their
normal contribution rate into the scheme in return for half of their normal pension. Under
this option full life assurance and ill health cover is retained.

PENSION BENEFITS

Membership builds up an annual pension at a rate of 1/49" of the amount of pensionable
pay received for each year of membership (or half that rate under the 50/50 option). This
annual pension amount is added to an individual’s pension account and revalued at the
end of each year in line with inflation.

Pension is determined at a rate of 1/60™" of final pay for each year of membership between
1 April 2008 and 31 March 2014 and 1/80" of final pay for each year of membership
before 1 April 2008.

Retirement grants are based on 3/80" of final pay for each year of membership before 1
April 2008. Although an automatic lump sum is not a feature of the retirement benefits after
that date, retirees have the option to take a lump sum from the scheme up to certain limits,
getting £12 of tax free lump sum for every £1 of annual (taxable) pension given up.

Where a member dies in service, a lump sum in the form of a death grant would be paid.
This death grant is equal to three years’ pay. Survivor’s pensions are payable on the death
of a scheme member to the scheme member’s husband, wife, civil partner or eligible co-
habiting partner at an accrual rate of 1/160". The survivor pension for an eligible co-
habiting partner only takes account of the member’'s pensionable service after 5 April
1988. Children’s pensions are also payable to eligible children of deceased scheme
members.

In the main, benefits can be paid upon leaving to a member with at least 2 years qualifying
membership in the following circumstances:

e on reaching State Pension Age, without any early retirement reductions applied;

e between the age of 55 and State Pension Age, however early retirement
reductions will normally apply where someone draws their pension benefits
before State Pension Age. The amount of reduction that applies depends on the
individual's age, sex, length of pensionable service and the date they joined the
scheme;

e at any age, if the member retires on the grounds of permanent ill-health. Three
different levels of ill-health benefit are payable, depending on how soon it is
judged that an individual will be able to obtain gainful employment again in
future. In the case of death in service, dependants’ benefits are paid even if the
membership is less than 3 months.

e atthe age of 55 and, if the member retires by reason of redundancy or business
efficiency.
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The Local Government Pension Scheme

If a member leaves with at least 2 years membership and is not entitled to immediate
payment of benefits, and does not choose to transfer out their accrued benefits,
deferred benefits are awarded. Deferred benefits are benefits which remain in the Fund
and are paid when the member reaches retirement age. Such benefits are subject to
inflationary increases between the date of leaving and the date of payment.

PENSION INCREASES
Mandatory increases in pensions and deferred benefits are made in accordance with
annual statutory Pension Increase (Review) Orders to help protect pensions against

inflation. The pension increase is currently linked to the Consumer Price Index (CPI).

The following table shows the pension increases over the last 5 years:

Effective Date % Increase
7 April 2014 2.7
6 April 2015 1.2
11 April 2016 0.0
10 April 2017 1.0
09 April 2018 3.0

Pensioners must be over the age of fifty five or have retired on ill-health grounds to receive
the increase. Those in receipt of a widow’s, widower’s or dependant’s benefit receive the
increase regardless of age.
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Management and Financial Performance Report

MANAGEMENT AND FINANCIAL PERFORMANCE REPORT

PENSION FUND COMMITTEE MEMBERS, MANAGERS AND ADVISERS

The Constitution of Durham County Council, as administering authority to the Fund, has
delegated to the Pension Fund Committee powers and duties arising from the Public
Service Pensions Act 2013 and Regulations made thereunder, regarding the
administration and investment of funds.

In order to effectively carry out their role, the Committee obtains professional advice, as
and when required, from suitably qualified persons, including external advisers, investment
managers and officers of the Council. The members of the Pension Fund Committee and
contact details of managers and advisers as at 31 March 2018 were as follows:

PENSION FUND  Durham County Council Councillor Mark Davinson (Chair)

COMMITTEE: Members: Councillor Owen Temple (Vice Chair)
Councillor Jim Atkinson
Councillor Colin Carr
Councillor Joanne Carr
Councillor Stephen Hugill
Councillor John Lethbridge
Councillor Heather Liddle
Councillor Joan Nicholson
Councillor John Shuttleworth
Councillor Marion Wilson

Darlington Borough Council Councillor I G Haszeldine
Members: Councillor S Harker

Scheduled Body Representative ( Vacancy )
Admission Body Representative ( Vacancy )
Pensioner Representative (Vacancy)

Active Members Representative ( Vacancy )

Further Education Colleges ( Vacancy)
Representative
STAFF UNISON N Hancock
OBSERVERS: GMB D Clegg
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Management and Financial Performance Report

PENSION
BOARD
MEMBERS:

ADMINISTERING
AUTHORITY
OFFICERS:

GLOBAL
CUSTODIAN

ACTUARY:

INVESTMENT
MANAGERS:!

INVESTMENT
ADVISERS:!

Scheme Member
Representatives

Scheme Employer
Representatives

T Collins

H Lynch,

J Hewitt

J P Morgan Europe Ltd

AonHewiitt

Aberdeen Standard
Investments

AB Ltd

Bank of New York Mellon

BlackRock Investment
Management (UK) Ltd

CB Richard Ellis Collective

Investors Ltd
Mondrian

Royal London Asset
Management Ltd

Mercer Ltd

Mr N Hancock (Chair)

Mr G Sykes

Mr | Densham

Councillor Amanda Hopgood
Councillor Fraser Tinsley
Vacant

Chief Executive

Head of Legal and Democratic Services

Corporate Director of Resources

1 Chaseside, Bournemouth, BH7 7DA

40 Queen Square, Bristol. BS1 4QP

Bow Bells House, 1 Bread Street,
London. EC4M 9HH

50 Berkeley Street, London. W1J 8HA

160 Queen Victoria Street, London. EC4V
4LA

12 Throgmorton Avenue, London.
EC2N 2DL

3 Floor, One New Change, London.
EC4AM 9AF

10 Gresham Street, London. EC2V 7JD

55 Gracechurch Street, London.
EC3V OUF

1 Tower Place West, Tower Place,
London, EC3R 5BU
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AVC Equitable Life Assurance PO Box 177, Walton Street, Aylesbury,
PROVIDERS: Society Bucks. HP21 7YH
Prudential Local Government AVC Department,

Stirling. FK9 4UE

Standard Life Standard Life House, 30 Lothian Road,
Edinburgh. EH1 2DH

AUDITOR: Mazars LLP Tower Bridge House, St Katharine’s Way,
London. EIW 1DD

BANKER: Lloyds Bank plc PO Box 1000, Andover. BX1 1LT
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Management and Financial Performance Report

RISK MANAGEMENT

The Investment Strategy Statement (ISS), a copy of which is included as Appendix 2, sets
out the roles of the Fund'’s investment managers and custodian, who have a responsibility
for the management and safekeeping of the Pension Fund’s assets. The Funding Strategy
Statement (FSS), at Appendix 1, identifies the Fund’s key risks and counter measures
taken by the administering authority to mitigate those risks. The administering authority
takes professional advice from the actuary, custodian and advisers before taking
appropriate action.

The Fund’s primary long-term risk is that the Fund’s assets fall short of its liabilities (i.e.
promised benefits payable to members). The Fund’s assets are diversified to reduce
exposure to market (price, currency and interest rate) risk and credit risk. The assets are
divided between seven investment managers to further control risk. Asset allocation
benchmarks have been set and performance is monitored relative to these benchmarks to
ensure compliance with the Fund’s investment strategy.

Liquidity risk is the risk that the Fund will not be able to meet its financial obligations as
they fall due. The administering authority manages the Fund’s liquidity position through a
comprehensive cashflow management system to ensure cash is available when needed.

Note 17 of the Pension Fund’s Accounts provides more detail on the nature and extent of
risks arising from financial instruments and how the administering authority manages those
risks.

The Pensions Administration team manages the risk of late payment of contributions by
monitoring contribution payments, identifying cases of late payment and contacting
employing bodies as appropriate.

Responsibility for the Fund'’s risk management rests with the Pension Fund Committee.
The objective of the risk management strategy is to identify, manage and control the risks
faced by the Fund whilst achieving a good return on investment. Risk is measured, in part,
by the administering authority’s risk management team as part of its assessment of the
County Council’s risks, and is reviewed as part of the independent governance review
undertaken by the Pension Fund.

Performance of investment managers is reported monthly; reviews are carried out by
officers on a monthly basis and by the Pension Fund Committee quarterly. A detailed
summary of all internal audit reports and all external audit reports are reviewed by the
Pension Fund Committee.

The investment managers and custodian are audited by companies outside of the
administering authority’s control. Their auditors produce Reporting Accountants Reports,
which are made available and utilised to provide some level of assurance to the Pension
Fund that the managers and custodian have effective internal controls in operation within
their organisations.
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KEY FINANCIAL INFORMATION

The following table and bar chart provide an overview of the Fund’s financial position as at

the last five year ends. The key financial information over this time period is summarised
below:

e Over the last 4 years the market value of the net assets has increased by 31.5% to
£2,801.739m;

e Income from contributions has been gradually increasing in line with a steady
increase in the number of contributing members over the period. Contributions
received in 2017/18 and 2015/16 were significantly higher in comparison to other
years due to the premature payment of deficit contributions by two employers in
2017/18 and one in 2015/16;

e Pension benefit payments have been steadily rising over the 4 year period in line
with the increasing number of pensioners in payment;

e Other expenses in 2013/14 were significantly higher due to a one-off payment
relating to the bulk transfer of Durham Probation staff transferring out of the Fund.
With effect from 2016/17, other expenses has increased as they include transaction
costs relating to the purchases and sales of investments by Fund Managers.
Previously these costs were incorporated within the cost of purchases and sales
and reflected in the movement in market value of investments.

e The increase in the market value of investments in 2017/18 was £64.531m, mainly
due to favourable market conditions. This value is the most variable from year to
year as it is impacted to a large extent by activity within the financial markets. The
long term investment strategy of the Fund aims to manage this volatility in returns

over time.
2013/14 2014/15 2015/16 2016/17 2017/18
£000 £000 £000 £000 £000
Income
Contributions 96,800 98,848 112,035 106,715 156,395
Investment and other income 32,957 31,863 26,342 31,096 34,549
Total Income 129,757 130,711 138,377 137,811 190,944
Expenditure
Benefits 96,669 101,419 110,422 114,152 117,788
Other expenses 38,683 15,432 16,758 21,423 28,403
Net income -5,595 13,860 11,197 2,236 44,753
Increase (-Decrease) in market value of 50,990 190,260 -24,955 369,002 64,531
investments
Increase (-Decrease) in Fund during
th 45,395 204,120 -13,758 371,238 109,284
e year
Net assets at 31 March 2,130,855 2,334,975 2,321,217 2,692,455 2,801,739
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NET ASSETS OF THE FUND

The following graph shows how the net assets of the Fund have changed over the last five
years:
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Management and Financial Performance Report

MEMBERSHIP

The Fund was established in 1974 to cover the future pension entitlement of all eligible
employees of the County Council and former District Councils. The Fund excludes
provision for teachers, police officers and fire-fighters, for whom separate arrangements
exist. A number of other bodies also participate in the Scheme. These include Parish and
Town Councils, Further Education Colleges, Academy Schools, Police and Fire Authorities
(non-uniformed staff only) and Admission Bodies. Admission Bodies are those which are
able to apply for membership of the Scheme under the Regulations, or in some
circumstances have an automatic right to participate in the Scheme provided they meet
certain criteria under the Regulations. If the Pension Fund Committee agrees to the
application, or the organisation meets the criteria giving them the automatic right to
participate in the Scheme, an Admission Agreement is drawn up admitting the body into
the Scheme.

Appendix 4 provides a list of all organisations currently contributing to the Fund. It includes
their contribution rates as set by the actuary, expressed as a percentage of employees’
pensionable pay, and additional annual payments for those participating bodies which
would otherwise have a shortfall in contributions by the end of the recovery period.

During 2017/18 the number of contributing members within the Pension Fund increased by
3.16% from 18,630 to 19,219.

The number of pensioners in receipt of payments from the Fund increased by 2.64% from
18,139 to 18,618.

The following table and bar chart provide a summary of contributing members, pensioners
in payment and deferred pensioners over the last five years.

2013/14 2014/15 2015/16 2016/17 2017/18
Contributing Members 17,454 18,011 18,530 18,630 19,219
Pensioners in Payment 16,700 17,193 17,715 18,139 18,618
Pensioners Deferred 13,040 13,165 14,451 15,104 15,746
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Appendix 5 provides a detailed analysis of the numbers of pensionable employees and
pensioners of the scheme at 31 March 2017 and 31 March 2018.
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INVESTMENT POLICY AND PERFORMANCE REPORT

INVESTMENT POWERS AND DUTIES

Durham County Council, as administering authority, has delegated responsibility for the
investment arrangements of the Fund to the Pension Fund Committee who decide on the
investment policy most suited to the meet the liabilities of the Fund. The principal powers
to invest are contained within the Local Government Pension Scheme (Management and
Investment of Funds) Regulations 2016 which permit a wide range of investments in the
UK and overseas markets.

Income to the Fund is primarily from the contributions of the Fund members and their
employers and from the interest and dividends received from investments. Income to the
Fund, which is not required to pay pension and other benefits, must be invested having
regard to the need for a suitably diversified portfolio of investments and the advice of
appropriately qualified advisers.

FUNDING STRATEGY STATEMENT

The Local Government Pension Regulations 2013 provide the statutory framework from
which administering authorities are required to prepare a Funding Strategy Statement. A
copy of the Funding Strategy Statement, which was revised during 2016/17 and is line with
the fund’s Investment Strategy Statement, is included at Appendix 1.

The purpose of the Funding Strategy Statement is to establish a clear and transparent
fund specific strategy which will identify how employers’ pension liabilities are best met
going forward and to provide a means of supporting the requirement to maintain employer
contribution rates at a level which is as constant as possible. The Statement raises the
level of transparency and accountability, and provides a helpful context for adopting higher
levels of communication with scheme employers.

INVESTMENT STRATEGY STATEMENT

The Local Government Pension Scheme (Management and Investment of Funds)
Regulations 2016 require administering authorities, after taking proper advice, to formulate
and publish a statement of its investment strategy, namely the Investment Strategy
Statement. This document is included as Appendix 2.
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ASSET ALLOCATION

The medium and long-term strategic target asset allocations have been determined in line
with the Fund’s Investment Strategy Statement and following the advice of the Fund’s
investment adviser. The target asset allocations and actual asset allocations at 31 March
2017 and 31 March 2018, split between investment managers, are detailed in the table

below.
Investment Asset Class Investment % Asset Allocation
Manager Style
at 31 March 2017 at 31 March 2018
Target Actual Target Actual
Medium Long
Term Term
Aberdeen Global Equities Active 15.00 16.45 15.00 15.00 16.29
AB Global Bonds Active 15.00 13.38 15.00 15.00 14.34
BNYM Global Equities Active 15.00 16.63 15.00 15.00 16.85
To be determined |Global Equities Passive 0.00 0.00 10.00 10.00 0.00
BlackRock Dynamic Asset Allocation - Active 20.00 18.30 5.00 0.00 17.41
all major asset classes
CBRE Global Property Active 8.00 8.09 8.00 8.00 8.14
Mondrian Emerging Market Equities Active 7.00 7.37 7.00 7.00 7.40
RLAM Investment grade sterling Active 20.00 19.78 20.00 20.00 19.57
bonds
To be determined |Private Markets 0.00 0.00 5.00 10.00 0.00
Totals 100.00 100.00 100.00 100.00 100.00

Although the strategic asset allocation was revised and agreed during 2017/18, funds have
yet to be transferred between managers and asset classes. Therefore the actual
allocations vary from the long-term strategic allocations
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DISTRIBUTION OF INVESTMENTS

The following graph shows the distribution of Fund investments (by market value) as at 31
March 2017 and 31 March 2018. Further details of the distribution are shown in Note 15 to
the Pension Fund Accounts.
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INVESTMENT MONITORING AND PERFORMANCE STATISTICS

The performance of the investment managers is monitored and reported to the Pension
Fund Committee on a quarterly basis, with an annual meeting to consider the full year’s
performance. At the quarterly meetings of the committee, the investments are reviewed
and advice is given by independent advisers. The investment managers submit reports to
the meetings giving detailed information on transactions, views on the economy and
investment strategy, including any proposed changes in asset allocation and a valuation of
the investments and cash under management as at the end of the quarter.

Performance measurement is undertaken by JP Morgan, the Pension Fund’s Global
Custodian. Performance reports are produced on a quarterly basis, and the results are
considered by the Fund’s independent investment advisers and reported to the Pension
Fund Committee.
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TOTAL FUND PERFORMANCE

The following chart illustrates the performance of the Fund by Investment Manager in
comparison to their target (benchmark + outperformance) for the 12 months to 31 March
2018.

ODurham Fund ~ m Benchmark

20

15

10

Percentage Return
o [9,]

-10

Fund Manager

The following table shows the actual performance of the total fund compared to the fund’s
benchmark and target as at 31 March 2018 for the last 1, 3 and 5 year periods.

Performance (%) to 31 March 2018
1 year 3 years 5 years

Total Fund 3.0 6.3 6.7
Total Fund Benchmark 3.7 7.6 7.4
Relative to Benchmark -0.7 -1.3 -0.7
Target (benchmark + 4.8 8.7 8.5
outperformance)

Relative to Target 1.8 2.4 1.8
Funding Target 4.5 4.8 5.0
Relative to Funding Target 15 15 1.7
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The table shows that the Fund’s overall performance relative to benchmark and target
(benchmark + outperformance) has been disappointing over the last 1, 3 and 5 years.

However, a more important comparison for funding purposes is the comparison with the
funding target return. The funding target return shown above over the last three years is
the 4.8% p.a. required as per the previous formal actuarial valuations. As can been seen
above, over the last three years, the Fund has produced a return higher than that assumed
in the actuarial valuation, outperforming by 1.5% per annum.

INVESTMENT MANAGERS’ PERFORMANCE

The following tables show performance for each of the Pension Fund'’s investment
managers in turn. In all cases the manager’s benchmark and performance target are
shown and the benchmark figures quoted include the out-performance objective.

ABERDEEN

Aberdeen manages half of the Fund’s global equity portfolio. Their performance has been
well below target since inception. Market conditions have not been favourable to the
manager’s style however improvements are expected if benchmark returns are less
buoyant in future.

Performance (%)
Currency GBP 2017/18 Since inception in
November 2014
Aberdeen 0.95 8.12
MSCI AC World index +3% 5.99 15.92
Relative Performance -5.04 -7.81
AB

AB manages the global bonds portfolio. It is important to note that the objective for this
portfolio, and therefore its composition, is quite different from the matching bonds portfolio
and this is reflected in the benchmark index. Their performance was below benchmark
during the year and marginally below benchmark since inception.

Performance (%)
Currency GBP 2017/18 Since inception in
February 2008
AB 1.65 3.78
GBP Libor +3% pa 3.42 4.08
Relative Performance -1.77 -0.30
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BANK OF NEW YORK MELLON (BNYM)

BNYM manages half of the Fund’s global equity portfolio. Their performance has been
below benchmark during the year and since inception.

Performance (%)

Currency GBP 2017/18 Since inception in
November 2014
BNYM 4.77 13.36
MSCI AC World index +2.5% 5.51 15.50
Relative Performance -0.74 -2.14
BLACKROCK

BlackRock manages the Dynamic Asset Allocation (DAA) portfolio. This is a very broad
mandate, giving the manager freedom to seek value across asset categories, currencies
and commodities. Their performance has been higher than target during the year, but
below the benchmark since inception.

Performance (%)
Currency GBP 2017/18 Since inception in
January 2015
BlackRock 4.88 2.58
3 month GBP Libor +3% pa 3.42 3.81
Relative Performance 1.46 -1.23

CB RICHARD ELLIS INVESTORS (CBRE)

CBRE manages the global real estate portfolio. The mandate is subdivided into listed and
unlisted holdings.

The listed holdings returns, which tend to be highly correlated with those from equity
markets in general, have underperformed the benchmark during the year and since
inception and the unlisted holdings have also underperformed against the benchmark over
the last 12 months and since inception.
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Performance (%)
Currency GBP 2017/18 Since inception in
February 2008
CBRE - Unlisted 5.94 3.83
Headline RPI +5% pa 8.49 7.89
Relative Performance -2.56 -4.06
CBRE - Listed -4.12 5.23
Headline RPI +5% pa 8.49 7.89
Relative Performance -12.62 -2.66

MONDRIAN

Mondrian manages the emerging market equity portfolio. Their performance has been well
below benchmark during the year and since inception. Market conditions have not been
favourable to the manager’s style however improvements are expected if benchmark

returns are less buoyant in future.

Performance (%)
Currency GBP 2017/18 Since inception in
November 2014
Mondrian 431 5.91
MSCI EM +2.5% 14.52 13.90
Relative Performance -10.22 -7.99

ROYAL LONDON ASSET MANAGEMENT (RLAM)

RLAM manages the liability matching bonds portfolio. This is the lowest risk element of the
Fund’s strategy, relative to liabilities. Performance has been slightly above benchmark

during 2017/18.

Performance (%)
Currency GBP 2017/18 Since inception in
February 2008
Royal London 1.47 9.03
FTSE index Linked >5 years +0.5% pa 0.66 9.02
Relative Performance 0.81 0.01
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LGPS ASSET POOLING

On 1 November 2016 the Local Government Pension Scheme (Management and
Investment of Funds) Regulations 2016 came into force. These Regulations and the
associated statutory guidance require all of the Local Government Pension Scheme Funds
(LGPS) in England and Wales to combine their assets into a small number of investment
pools.

Under the regulations each LGPS administering authority must formulate and publish,
having taken proper advice, an investment strategy (as provided in Appendix 2). That
investment strategy must include the administering authority's approach to pooling
investments including the use of collective investment vehicles, and must be in
accordance with guidance issued by the Secretary of State.

The Guidance states that each LGPS administering authority must commit to a suitable
pool to achieve benefits of scale and must confirm their chosen investment pool meets the
Investment Reform and Criteria issued in November 2015. The Secretary of State has
direction and intervention powers if he is not satisfied that an administering authority is
complying with its obligations in relation to the Regulations.

The Secretary of State approved the Border to Coast Pensions Partnership (‘Border to
Coast’) as meeting the requirements of the Investment Reform and Criteria document by
letter dated 12 December 2016. At its meeting on 22 February 2017, the County Council
agreed to become a member of Border to Coast and adopt its arrangements.

BORDER TO COAST PENSIONS PARTNERSHIP ('BORDER TO COAST’)

Border to Coast is being formed from the following 12 LGPS Funds with combined assets
of over £45 billion as at 31 March 2018:

Bedfordshire Pension Fund Northumberland Pension Fund
Cumbria Pension Fund South Yorkshire Pension Fund
Durham Pension Fund Surrey Pension Fund

East Riding Pension Fund Teesside Pension Fund
Lincolnshire Pension Fund Tyne and Wear Pension Fund
North Yorkshire Pension Fund Warwickshire Pension Fund

In developing the Border to Coast proposal, both the independent specialist legal and
financial advisers concluded that the most appropriate approach was to establish a
separate vehicle in the form of a wholly owned company, i.e. Border to Coast Pensions
Partnership Limited, which has now been created and is fully regulated by the Financial
Conduct Authority (FCA).

Durham Pension Fund is represented by the Chair of the Pensions Committee or any
other person nominated from time to time on the Joint Committee, Border to Coast’s
oversight body which will focus on investor issues of the partner funds, and in exercising
voting rights at shareholder meetings.

The aim of the pooling investments through Border to Coast is to:

i) meet the regulatory requirements of pooling assets by collectively investing;
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i) deliver savings to the partner funds;

iii) improve governance by moving the asset management into a financially regulated
entity;

iv) build capability and capacity to invest in infrastructure and other asset classes to
improve the risk adjusted returns of partner Funds;

v) through collaboration and consolidation of resource improve technical specialisms
and resilience across Partner Funds;

vi) use the scale of the pool to more effectively utilise shareholder voting rights to drive
corporate governance change in the companies the Funds invest in.

Border to Coast will be responsible for managing investments in line with the investment
strategy and asset allocation requirements as instructed by the Durham County Council
Pension Fund and the other partner funds. While there will be some changes required
from the current processes, much will remain as is, for example instead of overseeing a
range of external managers, the Pension Fund Committee will oversee a range of sub-
funds managed by Border to Coast. The Pension Fund Committee will therefore retain
responsibility for setting the investment strategy and asset allocation of the Fund.

The key change is that responsibility for the appointment, monitoring and termination of
investment managers will pass from the Pension Fund Committee to Border to Coast. It is
generally accepted that over 80% of investment performance is driven by determining the
investment strategy and asset allocation, rather than selecting investment managers to
implement that strategy.

Border to Coast has now been established as an FCA regulated asset management
company based in Leeds, jointly wholly-owned by the 12 administering authorities of the
pension funds listed above. Initial investment assets have been transferred to Border to
Coast from three of the 12 funds (those with internal asset-management capacity). It is
anticipated that most of the assets of the Fund will transfer to be managed by Border to
Coast over the next few years, with the process expected to start during 2018/19.
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SCHEME ADMINISTRATION REPORT

Durham County Council is the administering authority for the Durham County Council
Pension Fund and the scheme administration is the responsibility of the Corporate Director
Resources. The costs of administering the scheme are charged to the Pension Fund.

Resources staff assist the Corporate Director Resources in his statutory duty to ensure
that the Pension Scheme remains solvent and is administered effectively, adhering to the
Local Government Pension Scheme Regulations in order to meet any current and future
liabilities.

The Pensions Administration Team comprises 17 full time equivalent staff who provide a
wide range of services including:

« administration of the affairs of Durham County Council Pension Scheme and also
provision of services in connection with the pensions of teachers and uniformed
fire officers;

e calculation of pensions and lump sums for retiring members of the LGPS and
provision of early retirement estimates;

« administration of new starters in the Scheme;

e calculation of service credit calculations, outgoing transfer value calculations and
divorce estimates for the Local Government and Fire Brigade Schemes;

e collection of employee and employer contributions to be invested into the LGPS;

e maintenance of the database of pension scheme members and provision of
annual benefit statements and deferred benefit statements;

e production of newsletters for active and retired members;

« calculation of deferred pensions and refunds for early leavers;

e preparation of Pensions Fund Committee reports relating to benefits related
ISsues;

e undertaking the annual pension increase exercise;

e calculation of widows and dependants benefits for retired and active members;

e dealing with the administration of in-house AVCs and APCs;

« working with Pension Fund employers to assist them in understanding and
managing the cost of participation in the LGPS;

« liaison with the Actuary to provide information for the triennial valuation, annual
accountancy disclosures and ad hoc costings for employers and prospective
employers.

A team of 3.3 full time equivalent staff in Strategic Finance provide support to the
Corporate Director Resources in his statutory role in relation to accounting and investment
related activities for the Pension Fund, including:

e preparation of the Pension Fund Accounts for inclusion in Durham County
Council’s Statement of Accounts;

e preparation of the Annual Report and Accounts of the Pension Fund;

o liaison with External and Internal Audit;

e day-to-day accounting for the Pension Fund;

e completion of statistical and financial returns for Government and other bodies ;

e co-ordination of the production of FRS102/ IAS19 information for employers;
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e preparation of Pension Fund Committee reports relating to investments and
accounting issues;

e co-ordination of reports for Quarterly Pension Fund Committee meetings and the

Pension Fund’s Annual Meeting;

liaison with Investment Managers, Advisers and Actuary;

appointment of Investment Managers, Advisers and Actuary;

monitoring and review of Investment Managers, Advisers and Actuary;

preparation of the Investment Stategy Statement and Funding Strategy Statement;

allocation of cash to Investment Managers;

rebalancing of Investment Managers’s portfolios to their target asset allocations;

investment of the Fund’s surplus cash balances;

reconciliation of all Managers’ purchases, sales and dividends received.

Internal Dispute Resolution Procedure

The Pensions Advisory Service offers a free service to all members of the Pension Fund
who have problems with their pensions. There are set procedures in the Local
Government Pension Scheme Regulations for dealing with disputes about the pension
scheme, namely the Internal Dispute Resolution Procedure. Under this procedure initial
gueries should be referred to the Employing Body or the Administering Authority’s Pension
Administration Team, who should be able to explain the reasons behind any decision
made.

Following this, if a complainant has a dispute, the first stage of appeal is to refer it to the
Adjudicator (currently an independent Pensions Officer from another Local Authority
Pension Fund). If still not satisfied after that, the complaint must be referred to the
Administering Authority in writing as a second stage appeal. A further referral is available
to the Pensions Ombudsman.

The following table summarises the number of disputes made through the Fund'’s Internal
Dispute Resolution Procedure at each stage of appeal.

2015-16 2016-17 2017-18

First Stage Appeals 16 15 17
Upheld 5 3 2
Declined 11 12 15
Ongoing 0 0 0
Second Stage Appeals 2 1 9
Upheld 0 0 2
Declined 2 0 7
Ongoing 0 1 0
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STATEMENT OF THE ACTUARY FOR THE YEAR ENDED 31 MARCH
2018

INTRODUCTION

The accounts summarise the transactions and net assets of the Fund. They do not take
account of liabilities to pay pensions and other benefits in the future. Actuarial valuations,
which do take account of such liabilities, are carried out every three years.

The Scheme Regulations require that a full actuarial valuation is carried out every third
year. The purpose of this is to establish that the Durham County Council Pension Fund
(the Fund) is able to meet its liabilities to past and present contributors and to review
employer contribution rates. The last full actuarial investigation into the financial position of
the Fund was completed as at 31 March 2016 by Aon, in accordance with Regulation 62 of
the Local Government Pension Scheme Regulations 2013.

Actuarial Position

1. The valuation as at 31 March 2016 showed that the funding ratio of the Fund had
decreased since the previous valuation with the market value of the Fund’s assets
as at 31 March 2016 (of £2,321.2M) covering 81% of the liabilities allowing, in the
case of pre- 1 April 2014 membership for current contributors to the Fund, for future
increases in pensionable pay.

2. The valuation also showed that the aggregate level of contributions required to be
paid by participating employers with effect from 1 April 2017 is:

» 16.7% of pensionable pay. This is the rate calculated as being sufficient,
together with contributions paid by members, to meet the liabilities arising in
respect of service after the valuation date (the primary rate) ,

Plus

= Monetary amounts to restore the assets to 100% of the liabilities in respect of
service prior to the valuation date over a recovery period of 21 years from 1 April
2017 (the secondary rate), equivalent to 7.9% of pensionable pay (or £28.6M in
2017/18, and increasing by 3.5% p.a. thereafter).

3. In practice, each individual Employer's or group of Employers' position is assessed
separately and contributions are set out in Aon's report dated 31 March 2017 (the
"actuarial valuation report"). In addition to the contributions shown above, payments
to cover additional liabilities arising from early retirements (other than ill-health
retirements) will be made to the Fund by the Employers.

4, The funding plan adopted in assessing the contributions for each individual
Employer or group is in accordance with the Funding Strategy Statement. Different
approaches adopted in implementing contribution increases and individual
Employers' recovery periods were agreed with the Administering Authority reflecting
the Employers' circumstances.

5. The valuation was carried out using the projected unit actuarial method for most
employers and the main financial actuarial assumptions used for assessing the
funding target and the contribution rates were as follows.
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Discount rate for periods in service

Scheduled bodies * 4.5% p.a.

Orphan bodies ** 4.5% p.a.
Discount rate for periods after leaving service

Scheduled bodies * 4.5% p.a.

Orphan bodies ** 2.5% p.a.
Rate of pay increases 3.5% p.a.
Rate of increase to pension accounts 2.0% p.a.
Rate of increases in pensions in payment 2.0% p.a.
(in excess of Guaranteed Minimum Pension)

* The scheduled body discount rate was also used for employers whose liabilities
will be subsumed after exit by a scheduled body.

**In addition the discount rate for already orphaned liabilities (i.e. where there is no
scheme employer responsible for funding those liabilities) was 2.1% p.a. in service
and left service.

The assets were valued at market value.

Further details of the assumptions adopted for the valuation, including the
demographic assumptions, are set out in the actuarial valuation report.

The valuation results summarised above are based on the financial position and
market levels at the valuation date, 31 March 2016. As such the results do not
make allowance for changes which have occurred subsequent to the valuation date.

The formal actuarial valuation report and the Rates and Adjustments Certificate
setting out the Employer contribution rates for the period from 1 April 2017 to 31
March 2020 were signed on 31 March 2017. Other than as permitted or required by
the Regulations, employer contribution rates will be reviewed at the next actuarial
valuation of the Fund as at 31 March 2019 in accordance with Regulation 62 of the
Local Government Pension Scheme Regulations 2013.

Since the date the valuation report was signed, HM Treasury, in its response to the
consultation on indexation and equalisation of GMPs in public sector schemes, has
made an announcement to extend the indexation of GMPs to those reaching State
Pension Age on or before 5 April 2021 (previously 5 December 2018). This
extension period was not allowed for in the valuation results as this Actuarial
Valuation Report was signed off in advance of this announcement, but the increase
in liability is not expected to be material. In addition, amendment Regulations have
been laid which provide for exit credits to be repaid to employers on exit, effective
from 14 May 2018. It is anticipated that the Administering Authority will consider
whether its Funding Strategy Statement should be revised on account of these
changes but it is not expected that any surplus repayable to employers on exit will
be material.

This Statement has been prepared by the current Actuary to the Fund, Aon, for
inclusion in the accounts of the Fund. It provides a summary of the results of their
actuarial valuation which was carried out as at 31 March 2016. The valuation
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provides a snapshot of the funding position at the valuation date and is used to
assess the future level of contributions required.

This Statement must not be considered without reference to the formal actuarial
valuation report which details fully the context and limitations of the actuarial
valuation.

Aon does not accept any responsibility or liability to any party other than our client,
Durham County Council, the Administering Authority of the Fund, in respect of this
Statement.

10.  The actuarial valuation report is available on the Fund's website at the following
address:
http://www.durham.gov.uk/media/21652/LGPS-Valuation-Report-
2016/pdf/LGPSValuationReport2016.pdf

Aon Hewitt Limited
May 2018
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Governance Compliance Statement

GOVERNANCE COMPLIANCE STATEMENT

Durham County Council is the Administering Authority for the Durham County Council
Pension Fund.

The Council has delegated to the Pension Fund Committee various powers and duties in
respect of its administration of the Fund.

This statement sets out the Fund’s scheme of delegation and the terms of reference,
structure and operational procedures of the delegation, and the extent of its compliance
with guidance issued by the Secretary of State (CLG) under the provisions of regulation 31
of the Local Government Pension Scheme Regulations 2008.

The following sections set out the principles of governance as prescribed in the CLG
guidance and describe the Fund’s current arrangements for compliance.

Principle A — Structure Fully compliant

a) The management of the administration of benefits and strategic management of
fund assets clearly rests with the main committee established by the appointing
council.

b) That representatives of participating LGPS employers, admitted bodies and
scheme members (including pensioner and deferred members) are members of
either the main or secondary committee established to underpin the work of the
main committee.

c) That where a secondary committee or panel has been established, the structure
ensures effective communication across both levels.

d) That where a secondary committee or panel has been established, at least one
seat on the main committee is allocated for a member from the secondary
committee or panel.

The constitution of the Council delegates to the Pension Fund Committee “powers and
duties arising from Section 7 of the Superannuation Act 1972 and Regulations made
thereunder” regarding the administration of the Scheme and investment of funds,
including:

o Approval of applications from bodies seeking admission to the Local
Government Pension Scheme;

o Appointment of external investment managers and advisers.
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The following function is delegated to the Corporate Director of Resources by the
Council:

“To take all necessary actions of a routine nature to properly administer the
financial affairs of the Council including ... the Council’s functions as a pension
fund administering authority under the Superannuation Act 1972 and associated
regulations.”

The structure of the Pension Fund Committee was reviewed in December 2008 and
revised with effect from 1 April 2009 to reflect the composition of Durham County Council
as a unitary authority from that date. The structure of the Pension Fund Committee is as
follows:

Number of
Body / category of bodies represented Committee

Members
Durham County Council 11
Darlington Borough Council 2
Colleges 1
Scheduled Bodies 1
Admitted Bodies 1
Active Members 1
Pensioners 1
Total 18
(plus 2 non-voting union observers)

A secondary committee or panel has not been established due to the full extent of
representation on the Committee.
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Principle B - Representation Fully compliant

a) That all key stakeholders are afforded the opportunity to be represented within
the main or secondary committee structure. These include:

i) employing authorities (including non-scheme employers e.g. admitted
bodies);

i) scheme members (including deferred and pensioner scheme members),
iii) where appropriate, independent professional observers,
iv) expert advisers (on an ad-hoc basis).

b) That where lay members sit on a main or secondary committee they are treated
equally in terms of access to papers and meetings, training and are given full
opportunity to contribute to the decision making process, with or without voting
rights.

The allocation of members to the Committee broadly reflects the number of active

members, pensioners and deferred pensioners each of the larger employers has within the
Fund.

The two Trade Union representatives are invited as observers.

The Committee does not consider it appropriate to appoint an independent professional
observer to the Committee but these governance arrangements have been independently
audited by AllenbridgeEPIC Investment Advisers on behalf of the Committee.

The Committee has appointed Philip Williams and PSolve Asset Solutions to provide
independent investment advice.

All members of the Committee, union observers and independent advisers are given full
access to papers and are allowed to participate in meetings.

Principle C - Selection and role of lay members Fully compliant

a) That committee or panel members are made fully aware of the status, role and
function they are required to perform on either a main or secondary committee.

b) That at the start of any meeting, committee members are invited to declare any
financial or pecuniary interest related to specific matters on the agenda.
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The representatives from Durham County Council and Darlington Borough Council are
appointed by decisions of the respective councils.

The representatives of the Colleges, other Statutory Bodies, and Admitted Bodies are
selected by the Committee from nominations made by the employers and appointed for a
period of 4 years.

The two scheme member representatives are selected by the Committee from applications
received from the membership following advertisement in the newsletter - one from active
scheme members and one from pensioner members.

All Committee members are made fully aware of their role and functions as set out in the
terms of reference for the Committee and other documentation.

Applicants from the scheme membership are provided with an information pack setting out
the duties and responsibilities of a Pension Fund Committee Member together with a
description of the type of individual qualities and experience seen as essential or desirable
for the role.

All members are also made aware that as well has having legal responsibilities for the
prudent and effective stewardship of the Fund, in more general terms they have a clear
fiduciary duty to participating employers, local tax payers and scheme beneficiaries in the
performance of their responsibilities.

There is a standing agenda item at the start of each meeting inviting members to declare
any financial or pecuniary interest related to specific matters on the agenda.

Principle D - Voting Fully compliant

a) The policy of individual administering authorities on voting rights is clear and
transparent, including the justification for not extending voting rights to each
body or group represented on main LGPS committees.

All members appointed to the Committee have voting rights.

Union observers and advisers do not have voting rights as they do not act as formal
members of the Committee.
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Principle E - Training/Facility Time/Expenses Fully compliant

a) Thatin relation to the way in which statutory and related decisions are taken by
the administering authority, there is a clear policy on training, facility time and
reimbursement of expenses in respect of members involved in the decision-
making process.

b) That where such a policy exists, it applies equally to all members of committees,
sub-committees, advisory panels or any other form of secondary forum.

c) That the administering authority considers the adoption of annual training plans
for committee members and maintains a log of all such training undertaken.

The Committee has established a policy on training, facility time and reimbursement of
expenses which applies to all members of the Committee.

Consideration has been given to the adoption of annual training plans and the
maintenance of a log of all such training undertaken.

Principle F — Meetings (frequency/ quorum) Fully compliant

a) That an administering authority’s main committee or committees meet at least
quarterly.

b) That an administering authority’s secondary committee or panel meet at least
twice a year and is synchronised with the dates when the main committee sits.

c) That an administering authority which does not include lay members in their
formal governance arrangements, must provide a forum outside of those
arrangements by which the interests of key stakeholders can be represented.

The Pension Fund Committee meets four times a year and occasionally holds special
meetings when required. The Pension Fund Committee also holds an Annual General
Meeting each year to which all employers are invited.

The quorum for each regular meeting of the Committee is 5.
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Principle G - Access

Fully compliant

a) That subject to any rules in the council’s constitution all members of main and
secondary committees or panels have equal access to committee papers,

documents and advice that falls to be considered at meetings of the main
committee.

All members of the Committee have equal access to committee papers, documents and
advice to be considered at each meeting. Public documents are posted on the website.

Principle H - Scope Fully compliant

a) That administering authorities have taken steps to bring wider scheme issues
within the scope of their governance arrangements.

As set out in the terms of reference, the Committee regularly considers “wider issues” and
not just matters relating to the investment of the Fund.

Principle | - Publicity Fully compliant

a) That administering authorities have published details of their governance
arrangements in such a way that stakeholders with an interest in the way in

which the scheme is governed, can express an interest in wanting to be part of
those arrangements.

The Governance Compliance Statement is distributed to all employers, is reproduced in
the Annual Report, and is published on the Council’s website. The appointment of
member representatives was advertised to all members for them to express an interest.

Approved by the Pension Fund Committee
29 November 2010
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Allenbridgeepic

INVESTMENT ADVISERS

INDEPENDENT REVIEW OF GOVERNANCE ARRANGEMENTS

| have undertaken an independent review of the Governance Compliance Statement and
other statutory statements relating to the investment and administration of the Durham
County Council Pension Fund.

In my opinion, the Pension Fund is compliant with the statutory requirements for the
publication and review of a Governance Compliance Statement and, overall, the Pension
Fund Committee demonstrates a high standard of governance in the operation of its
responsibilities.

| am also satisfied that the Pension Fund complies with the statutory requirements relating
to the Funding Strategy Statement, the Statement of Investment Principles (subject to
updating in respect of compliance with Myners Principles), and the Communications Policy
Statement.

In my review | have identified a number of recommendations for the Pension Fund
Committee to consider to enhance governance compliance, bringing documentation up to
date with industry-wide practice, and to improve transparency.

The current regulatory framework and good practice relating to governance continues to
develop, and proposals are under consideration by the Department for Communities and
Local Government (CLG). These developments will need to be considered and
implemented as requirements change.

My conclusion is that the arrangements now in place for independent advice and review
provide a robust basis for the Committee to maintain its governance standards in an
efficient and effective manner.

Peter Scales 16 November 2010
Senior Adviser
AllenbridgeEPIC Investment Advisers
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Independent Auditor’s Statement to the Members of Durham County
Council on the Pension Fund Financial Statements included within
Durham County Council Pension Fund Annual Report

We have examined the Pension Fund financial statements for the year ended 31 March
2018 included within the Durham County Council Pension Fund annual report, which
comprise the Fund Account, the Net Assets Statement and the related notes.

Opinion

In our opinion, the Pension Fund financial statements are consistent with the audited
financial statements of Durham County Council for the year ended 31 March 2018 and
comply with applicable law and the CIPFA/LASAAC Code of Practice on Local Authority
Accounting in the United Kingdom 2017/18.

Respective responsibilities of the Corporate Director Resources and the auditor

As explained more fully in the Statement of the Corporate Director Resources’
Responsibilities, the Corporate Director Resources is responsible for the preparation of the
Pension Fund’s financial statements in accordance with applicable United Kingdom law.

Our responsibility is to report to the Members of Durham County Council as a body,
whether the Pension Fund financial statements within the Pension Fund annual report are
consistent with the financial statements of Durham County Council.

We conducted our work in accordance with Auditor Guidance Note 07 — Auditor Reporting,
issued by the National Audit Office. Our report on the Pension Fund financial statements
contained within the audited financial statements of Durham County Council describes the
basis of our opinions on the financial statements.

Use of this auditor’s statement

This report is made solely to the members of Durham County Council, as a body, in
accordance with Part 5 paragraph 20(5) of the Local Audit and Accountability Act 2014
and as set out in paragraph 43 of the Statement of Responsibilities of Auditors and
Audited Bodies published by Public Sector Audit Appointments Limited. Our work has
been undertaken so that we might state to the members of Durham County Council those
matters we are required to state to them and for no other purpose. To the fullest extent
permitted by law, we do not accept or assume responsibility to anyone other than Durham
County Council and Durham County Council’s members as a body, for our audit work, for
this statement, or for the opinions we have formed.

Page 36 of 126



Independent Auditors Report

Mark Kirkham
For and on behalf of Mazars LLP

Salvus House,
Aykley Heads,
Durham

DH1 5TS

31 July 2018
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Fund
Account
2016-17 2017-18
Restated
£000 £000 Notes £000 £000
DEALINGS WITH MEMBERS, EMPLOYERS AND
OTHERS DIRECTLY INVOLVED IN THE FUND
-106,715 Contributions receivable 8 -156,395
-4,974 Transfers in from other pension funds 9 -6,453
-3 Other income -3
-111,692 -162,851
114,152 Benefits payable 10 117,788
7,270 Payments to and on account of leavers 11 11,279
121,422 129,067
Net withdrawals/ -additions from dealings with
9,730 members, employers and others -33,784
14,156 Management expenses 12 17,124
Net withdrawals/ -additions including Fund
23,886 Management Expenses -16,660
RETURN ON INVESTMENTS
-26,122 Investment income 13 - 28,093
Profit and losses on disposal of investments and change
-369,002 in market value of investments 15 - 64,531
-395,124 Net returns on investments -92,624

NET -INCREASE/ DECREASE IN THE NET ASSETS
371,238 AVAILABLE FOR BENEFITS DURING THE YEAR -109,284

The 2016-17 Management Expenses figure has been restated to include £2.279m Fund
Managers’ transaction costs, and the Profit and losses on disposal of investments and
change in market value of investments figure has also been increased by £2.279m. This
information was not available in 2016-17. The Net Increase/ Decrease in the Net Assets
Available For Benefits During the Year figure remains unchanged.
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Net Assets Statement

31-Mar-17 31-Mar-18
£000 £000 Notes £000 £000
INVESTMENT ASSETS
282,942 Equities 15 307,224
580,729 Bonds 15 556,309
1,778,540 2,642,211 Pooled investment vehicles 15 1,838,878 2,702,411
327 Loans 15 304
Other cash deposits:
31,491 Fund Managers 15 65,191
8,431 Short term investments 15 35,041
4,524 44,773 Derivative contracts 15 3,552 104,088
2,686,984 2,806,499
Other Investment Assets
1,766 Dividend accruals 15,18 1,611
480 Tax recovery 15,18 597
3,230 5,476 Other investment balances 15,18 21,483 23,691
2,692,460 Total Investment Assets 2,830,190
INVESTMENT LIABILITIES
-2,989 Derivative contracts 15 -5,834
-1,981 Other investment balances 19 -25,981
-4,970 Total Investment Liabilities -31,815
2,687,490 NET INVESTMENT ASSETS 2,798,375
625 Long Term Assets 18 417
Current assets
9,091 Contributions due from employers 18 7,760
1,716 Other current assets 18 1,394
10,807 9,154
Current liabilities
-6,467 Current liabilities 19 -6,207
-6,467 -6,207
NET ASSETS OF THE FUND AVAILABLE TO
2,692,455 PAY BENEFITS AT 31 MARCH 2,801,739

The Pension Fund’s accounts do not take account of obligations to pay pensions and
benefits which fall due after the end of the reported accounting period. The actuarial
present value of promised retirement benefits, which does take account of such
obligations, is disclosed in Note 24.

These accounts should therefore be read in conjunction with the information contained
within this note.
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1. Fund Operation and Membership

Durham County Council Pension Fund (the Fund) is part of the Local Government Pension
Scheme (LGPS) which is administered by Durham County Council. The Council is the
reporting entity for the Fund. The LGPS is a statutory scheme governed by the following
legislation:

e Public Services Pensions Act 2013

e LGPS Regulations 2013 (as amended)

e LGPS (Transitional Provisions, Savings and Amendments) Regulations 2014
(as amended)

¢ LGPS (Management and Investment of Funds) Regulations 2016

The Pension Fund Committee has responsibility delegated from Durham County Council
to discharge the powers and duties arising from Section 7 of the Superannuation Act 1972
and Regulations made thereunder to ensure the effective stewardship of the Pension
Fund’s affairs. The delegation is wide ranging and covers the management of all of the
Fund’s activities, including the administration and investment of funds. The Committee
meets at least quarterly to assess performance and annually to consider wider matters.

The Corporate Director of Resources is responsible for the administration of the Pension
Fund. He is assisted by the Pensions Administration and Pension Fund Accounting teams
in his statutory duty to ensure the Pension Fund is administered effectively and remains
solvent.

The Fund was established in 1974 to cover the future pension entitlement of all eligible
employees of the County Council and former District Councils. The Fund excludes
provision for teachers, police officers and firefighters for whom separate pension
arrangements exist. A number of other scheduled and admitted bodies also participate in
the Scheme.

The LGPS is a defined benefit occupational pension scheme to provide pensions benefits
for pensionable employees of participating bodies. On retirement contributors receive
annual pensions and where applicable lump sum payments. Entitlement to these benefits
arises mainly on the grounds of reaching retirement age and retirement through early
retirement schemes or being made redundant. Contributors who leave and who are not
immediately entitled to these benefits may have their pension rights transferred or
preserved until reaching retirement age.
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The following table provides a summary of contributing members, pensioners in payment
and deferred pensioners over the last five years.

2013/14 2014/15 2015/16 2016/17 2017/18
Contributing Members 17,454 18,011 18,530 18,630 19,219
Pensioners in Payment 16,700 17,193 17,715 18,139 18,618
Pensioners Deferred 13,040 13,165 14,451 15,104 15,746

In comparison to the figures reported at 31 March 2017, the number of pensionable
employees in the Fund at 31 March 2018 has increased by 589 (3.16%) the number of
pensioners has increased by 479 (2.64%) and deferred pensioners have increased by 642
(4.25%).

Contributions represent the total amounts receivable from:

e employing authorities (of which there were 114 at 31 March 2018), at a rate
determined by the Fund’s Actuary, and
e pensionable employees, at a rate set by statute.

The Fund’s total benefits and contributions are summarised in the following table. Further
detailed information is provided in Notes 10 and 8 accordingly.

2016-17 2017-18
Benefits Contributions Benefits Contributions
£000 £000 £000 £000
86,173 -71,078 Administering Authority 90,326 -113,692
22,158 -28,273 Scheduled Bodies 20,549 -34,888
5,821 -7,364 Admission Bodies 6,913 -7,815
114,152 -106,715 117,788 -156,395

2. Basis of Preparation

The Pension Fund accounts have been prepared in accordance with the Code of Practice
on Local Authority Accounting in the United Kingdom 2017/18 (the Code) issued by the
Chartered Institute of Public Finance and Accountancy (CIPFA), which is based upon
International Financial Reporting Standards (IFRS) as amended for the UK public sector.

The accounts have been prepared on an accruals and going concern basis.

The financial statements summarise the transactions and the net assets of the Pension
Fund available to pay pension benefits. They do not take account of obligations to pay
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pensions and benefits which fall due after the end of the financial year. The actuarial
valuations of the Fund, which do take account of such obligations, are carried out every
three years. The Actuary completed a valuation during 2016/17, the results of which
determined the contribution rates effective from 1 April 2017 to 31 March 2020. Details of
the latest valuation are included in Note 23.

3. Accounting Standards issued but not yet adopted

The Code of Practice on Local Authority Accounting in the United Kingdom (the Code)
requires the disclosure of information relating to the expected impact of an accounting
change that will be required by a new standard that has been issued but not yet adopted.
This applies to the adoption of the following new or amended standards within the 2018/19
Code:

e |FRS 9 Financial Instruments: this new standard replaces IAS 39 from 2018/19 and
changes the approach to financial assets and accounting for impairments; its impact
is unlikely to be material.

4. Statement of Accounting Policies

Significant accounting policies

The accounting policies set out below have been applied consistently to all periods
presented in these accounts. The accounts have been prepared on the accruals basis of
accounting (except individual transfer values to and from the scheme, which are
accounted for on a cash basis).

Fund Account

Contributions receivable
Contribution income is categorised and recognised as follows:

e Normal contributions, from both members and employers, are accounted for on
an accruals basis;

e Employers’ augmentation contributions are accounted for in the year in which
they become due;

e Employers’ deficit funding contributions are accounted for in the year in which
they become due in accordance with the Rates and Adjustment Certificate set
by the actuary or on receipt, if earlier than the due date.

Transfers to and from other schemes

Transfer values represent amounts paid to or received from other local and public
authorities, private, occupational or personal pension schemes in respect of pension rights
already accumulated by employees transferring from or to the participating authorities.
Individual transfer values paid and received are accounted for on a cash basis as the
amount payable or receivable is not determined until payment is made and accepted by
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the recipient. Bulk (Group) transfers out and in are accounted for in full in the year in which
the transfer value is agreed by Durham County Council Pension Fund.

Pension benefits payable

Pension benefits are recognised and recorded in the accounting records and reported in
the financial statements as an expense in the period to which the benefit relates. Any
amounts due, but yet to be paid, are disclosed in the Net Assets Statement as current
liabilities.

Management expenses

All management expenses, which include administrative expenses, investment
management expenses and oversight and governance costs, are accounted for on an
accruals basis.

All staffing and overhead costs of the pensions administration team are allocated to the
Pension Fund as administrative expenses.

Fees of the external Investment Managers and Custodian are agreed in the respective
mandates governing their appointments. Note 12 provides further information regarding
the basis of Investment Managers’ Fees. Where an Investment Manager’s fee note has
not been received by the balance sheet date, an estimate based upon the market value of
their mandate as at the end of the financial year is used for inclusion in the Fund Account.

Oversight and governance costs include costs relating to the pension fund accounting
team, which are apportioned on the basis of staff time spent on the Fund and include all
associated overheads, plus legal, actuarial and investments advisory services.

Investment income
Investment income is accounted for as follows:

e income from equities is recognised in the fund account on the date stocks are
quoted ex-dividend,;

e income from fixed interest and index-linked securities, cash and short-term
deposits is accounted for on an accruals basis;

e interest income is recognised in the fund account as it accrues;

e income from other investments is accounted for on an accruals basis;

e income from overseas investments is recorded net of any withholding tax where
this cannot be recovered;

e foreign income has been translated into sterling at the date of the transactions,
when received during the year, or at the exchange rates applicable on the last
working day in March, where amounts were still outstanding at the year end;

¢ changes in the net market value of investments are recognised as income and
comprise all realised and unrealised profits/ losses during the year.
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Taxation

The Fund is a registered public service scheme under Section 1(1) of Schedule 36 of the
Finance Act 2004 and as such is exempt from UK income tax on interest received and
from capital gains tax on the proceeds of investments sold. Income from overseas
investments suffers withholding tax in the country of origin, unless exemption is permitted.
Irrecoverable tax would normally be accounted for as a fund expense as it arises, however
when Investment Managers are not able to supply the necessary information, no taxation
is separately disclosed in the Fund Account.

Net Assets Statement

Valuation of Investments

Investments are included in the accounts at their fair value as at the reporting date. Fair
value is the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants at the measurement date.

All prices in foreign currency are translated into sterling at the prevailing rate on the last
working day of March.

An investment asset is recognised in the Net Assets Statement on the date the Fund
becomes party to the contractual acquisition of the asset. From this date any gains or
losses arising from changes to the fair value of the asset are recognised by the Fund.
The values of investments as shown in the Net Assets Statement have been determined
as follows:

e Quoted equity securities traded on an exchange are accounted for on a bid market
price basis, where Investment Managers provide valuations in this manner;

e Fixed interest securities traded on an exchange are accounted for at bid market
price where Investment Managers provide valuations in this manner;

e Index linked securities are valued at bid market value where Investment Managers
provide valuations in this manner;

e Unitised managed funds are valued at the closing bid price if bid and offer prices
are reported by the relevant exchange and in the Investment Manager’s valuation
report. Single priced unitised managed funds are valued at the reported price;

e Unitised, unquoted managed property funds are valued at the net asset value
adjusted for cash flows or a single price advised by the fund manager.

e Unguoted equity investments are included based on an estimated price of the
investments held. Investment Managers use valuation techniques to establish a
price at the year-end date based on an arm’s length exchange given normal
business considerations;

e Derivative contracts outstanding at the year-end are included in the Net Assets
Statement at fair value (as provided by Investment Managers) and gains and
losses arising are recognised in the Fund Account as at 31 March. The value of
foreign currency contracts is based on market forward exchange rates at the
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reporting date. The value of all other derivative contracts is determined using
exchange prices at the reporting date.

Where Investment Managers are unable to supply investment valuations in line with the
above policies, valuations will be included as supplied by the Investment Manager, usually
at mid-market price.

Cash and Cash Equivalents

Cash comprises cash in hand and demand deposits. Cash equivalents are short-term,
highly liquid investments that are readily convertible to known amounts of cash with
insignificant risk of change in value.

Contingent Assets

A contingent asset arises where an event has taken place that gives a possible asset
which will only be confirmed by the occurrence of uncertain future events not wholly within
the control of the Pension Fund. Contingent assets are not recognised in the Net Assets
Statement however details are disclosed in Note 22.

Investment transactions

Investment transactions arising up to 31 March but not settled until later are accrued in the
accounts. All purchases and sales of investments in foreign currency are accounted for in
sterling at the prevailing rate on the transaction date.

Acquisition costs of investments
Acquisition costs of investments are added to book cost at the time of purchase.

Financial liabilities

The Fund recognises financial liabilities at fair value as at the reporting date. A financial
liability is recognised in the Net Assets Statement on the date the Fund becomes party to
the liability. From this date any gains or losses arising from changes in the fair value of the
liability are recognised by the Fund.

Actuarial present value of promised retirement benefits

The actuarial present value of promised retirement benefits is assessed on a triennial
basis by the scheme actuary in accordance with the requirements of IAS 19 and relevant
actuarial standards. As permitted under IAS 26 the Pension Fund has opted to disclose
the actuarial present value of promised retirement benefits by way of a note to the
accounts (Note 24).

Additional Voluntary Contributions (AVCs)

The Fund provides an additional voluntary contribution (AVC) scheme for its members, the
assets of which are invested separately from those of the Fund. In accordance with LGPS
Regulations, AVCs are not recognised as income or assets in the Pension Fund Accounts,
however a summary of the scheme and transactions are disclosed in Note 20 to these
accounts.
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If, however, AVCs are used to purchase extra years’ service from the Pension Fund, this is
recognised as contribution income in the Fund’s accounts on an accruals basis. Amounts
received in this way can be found in Note 8 as additional contributions from members.

Prior Period Adjustments

Prior period adjustments may arise as a result of a change in accounting policies or to
correct a material error. Material errors discovered in prior period figures are corrected
retrospectively by amending opening balances and comparative amounts for the prior
period.

Events After the Reporting Period

Events after the Balance Sheet date are those events, both favourable and unfavourable,
that occur between the end of the reporting period and the date when the Statement of
Accounts is authorised for issue. Two types of events can be identified:
e Those that provide evidence of conditions that existed at the end of the
reporting period - the Statement of Accounts is adjusted to reflect such events.
e Those that are indicative of conditions that arose after the reporting period - the
Statement of Accounts is not adjusted to reflect such events, but where a
category of events would have a material effect, disclosure is made in the notes
of the nature of the events and their estimated financial effect.

Events taking place after the date of authorisation for issue are not reflected in the
Statement of Accounts.

5. Critical judgements in applying accounting policies

The preparation of the statements in accordance with the Code of Practice on Local
Authority Accounting requires management to make judgements, estimates and
assumptions which affect the application of accounting policies and the reported amounts
of assets, liabilities, income and expenses. In applying the policies, the Pension Fund has
to make certain judgements about complex transactions, or those involving uncertainty.
Those with most significant effect are:

o the pension fund liability is calculated every three years by the appointed
actuary. Assumptions underpinning the valuations are agreed with the actuary;
the estimate is subject to significant variances based on changes to the
underlying assumptions. These assumptions are summarised in Note 24.

6. Assumptions made about the future and other major sources of estimation
uncertainty

The Pension Fund Accounts contain estimated figures that are based upon assumptions
made about the future or that are otherwise uncertain. Estimates are made taking into
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account historical experience, current trends and other relevant factors. However, the
nature of estimation means that actual results may differ from the estimates. Estimates
and underlying assumptions are reviewed on an ongoing basis. Revisions to accounting
estimates are recognised in the period in which the estimates are revised and in any future
periods affected.

Items for which there is a significant risk of material adjustment in the forthcoming financial
year are as follows:

possible of ‘fair value’, as detailed in
‘Significant Accounting Policies - Valuation of
Investments’.

Item Uncertainties Effect if actual differs from assumptions
Actuarial Estimation of the net liability to pay pensions | The Actuary calculated the funding ratio to be 81%
Valuation depends on a number of complex judgements | as at 31 March 2016 (the last triennial valuation). If
including the discount rate used, the salary the following figures were to differ from the
increase projections, expected changes in assumptions used in the calculation, there would be
retirement ages, mortality rates and returns a reduction in the funding ratio to:
on pension fund assets. A firm of actuaries is - 75% if life expectancy increases by 3 years
engaged to provide the Fund with expert - 67% if discount rate falls by 1%
advice about the assumptions to be applied. - 67% if inflation increases by 1%
Note 23 summarises the results of the - 68% if equities fall by 25%
actuarial valuation. - 78% if pensionable pay increases by 1%
Fair Value |The Accounts are as at 31 March 2018 and The use of estimates for investment values is
of all the investments held by the fund are valued | greatest for those assets classified at Level 3 which
Investments |as at that date using the best estimate means there is a risk that these investments may be

over/ under-stated in the accounts. The total value of
Level 3 investments (explained in Note 16) is
£158.0m at 31/3/18 (£165.4m at 31/3/17). This
consists of the Fund's unlisted property holding.

In line with the market risk section within Note 17,
there is a risk that the value of the Fund may be over/
under stated in the accounts by £22.28m (£23.99m
at 31/3/17), which represents the potential market
movement on the value of the unlisted property.

7. Post Net Assets Statement (Balance Sheet) Event

There have been no events after 31 March 2018 which require any adjustments to be
made to these accounts.
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8. Contributions Receivable

2016-17
£000
Employer contributions:
-49,580 Normal
-5,797 Augmentation
-28,059 Deficit funding
Member contributions:
-23,191 Normal
-88 Additional contributions
-106,715
-71,078 Administering Authority
-28,273 Scheduled Bodies
-7,364 Admission Bodies
-106,715

2017-18
£000

-59,903
-3,994
-68,915

-23,493
-90

-156,395

-113,692
-34,888
-7,815

-156,395

Durham County Council and Darlington Borough Council paid their deficit contributions
for the 3 year period; 01/04/17 to 31/03/20 in full during 2017-18. These contributions

are reflected in the deficit funding figure of £68.915m in 2017-18.

9. Transfers in from other pension funds

2016-17
£000
-4,974 Individual Transfers

-4,974

10.Benefits Payable

2016-17
£000
93,285 Pensions
23,344 Commutations and lump sum retirement benefits
2,167 Lump sum death benefits
-4,644 Recharged benefits
114,152
86,173 Administering Authority
22,158 Scheduled Bodies
5,821 Admission Bodies
114,152

2017-18
£000
-6,453

-6,453

2017-18
£000

96,884
23,094

2,332
-4,522

117,788

90,326
20,549
6,913

117,788
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11.Payments To And On Account Of Leavers

2016-17 2017-18
£000 £000
297 Refunds to members leaving service 327

75 Payments for members joining state scheme 20
6,329 Individual transfers to other schemes 10,932
569 Group transfers to other schemes -
7,270 11,279

12.Management Expenses

Administration expenses include the cost of the administering authority in supporting the
Fund.

Investment management expenses include any expenses in relation to the management of
the pension fund assets. Investment manager fees are based on the value of assets under
management. A performance related fee, derived from a base fee plus a percentage of
out-performance, is paid to three of the Fund’s investment managers; an ad-valorem fee is
payable to the other managers.

Oversight and governance costs include costs relating to the pension fund accounting
team, plus legal, actuarial and investments advisory services.

2016-17 2017-18
Restated
£000 £000 £000 £000
905 Administration expenses 1,000
Investment Management expenses
9,891 Management fees 10,210
230 Performance fees 116
209 Custody fees 150
2,279 12,609 Transaction costs 4,744 15,220
642 Oversight and Governance costs 904
14,156 17,124

The 2016-17 figure has been restated by £2.279m to include Fund Managers’ transaction
costs comprising information from 2 of the Fund’s 7 Fund Managers. This information was
not available in 2016-17. The Transaction Costs figure for 2017-18 comprises information
from 6 of the Fund’s 7 Fund Managers.

Included within oversight and governance costs is the external audit fee payable to Mazars
LLP in 2017/18 of £0.026m (£0.026m in 2016/17). No fees have been paid to Mazars in
2017/18 in respect of non-audit work.
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13.Investment Income

2016-17 2017-18

£000 £000

-5,620 Interest from bonds -3,264

-7,071 Dividends from equities -9,838

-48 Interest on cash deposits -220

-13,383 Income from pooled investment vehicles -14,771

-26,122 -28,093
14.Taxation

The Code requires that any withholding tax that is irrecoverable should be disclosed in the
Fund Account as a tax charge, however as Investment Managers have not been able to
supply information for the full year, no amount of irrecoverable withholding tax has been

disclosed.

United Kingdom Income Tax

The Fund is an exempt approved Fund under Section 1(1) Schedule 36 of the
Finance Act 2004, and is therefore not liable to UK income tax on interest,
dividends and property income, or to capital gains tax.

Value Added Tax

As Durham County Council is the administering authority for the Fund, VAT
input tax is recoverable on most fund activities.

Foreign Withholding Tax

Income earned from investments in stocks and securities in the United States,
Australia and Belgium is exempt from tax. In all other countries dividends are
taxed at source and, where the tax paid at source is greater than the rate of tax
under the 'Double Taxation Agreement’, the excess tax is reclaimable except in
the case of Malaysia.

15.Investments

Analysis by Investment Manager
The following Investment Managers were employed during 2017/18 to manage the
Pension Fund’s assets:

Aberdeen Standard Investments

(Formerly Aberdeen Asset Management Ltd )

AB (Formerly AllianceBernstein Limited)

Bank of New York Mellon Investment Management EMEA Limited (BNYM)
BlackRock Investment Management UK Limited (BlackRock)

CB Richard Ellis Collective Investors Limited (CBRE)

Mondrian Investment Partners Limited (Mondrian)

Royal London Asset Management (RLAM)
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Durham County Council is one of twelve equal partners in the Border to Coast Pension
Partnership (BCPP) which has been formed as a result of the Local Government Pension
Scheme (Management and Investment of Funds) Regulations 2016. These regulations
require all Local Government Pension Scheme Funds (LGPS) in England and Wales to
combine their assets into a small number of investment pools. BCPP is one of these
investment pools.

It is anticipated tha