C 2007/5 B: Audited Accounts – FAO 2004-2005, Part B – Report of the External Auditor 
PART 1 

Introduction

The report here summarised was submitted on the results of the audit of the Food and Agriculture Organization (FAO) of the United Nations for the biennium 2004-2005. It includes the auditor’s observations on the Financial Statements of the Organization for the period 2004-2005. It also contains the auditor’s recommendations arising from his observations. For a summary of the recommendations alone, see the original document, pp. 2-5.

FINANCIAL MATTERS

Financial position of the Organization

The financial position of the Organization sharply deteriorated during the biennium 2004-05. The net shortfall of income over expenditure of the General and Related Funds was US$ 85 million, in contrast to the preceding biennium, with an excess of just US$ 13.4 million. The shortfall was primarily due to a significant increase (US$ 72 million) in provision for delays of contributions. (par. 12) 

As a result of the shortfall, the deficit in the end of biennium fund balances under General and Related Funds deteriorated significantly, from US$ 90.1 million (2002-3) to US$ 124.8 million (2004-5). (par. 13)

As regards Trust and UNDP Funds, the Organization had an excess of income over expenditure of US$ 14.3 million in 2004-2005. (par. 14)

The Organization’s assets under General and Related Funds on 31 December 2005 stood at US$ 288.2 million, declining by 4.8% from assets of US$ 302.6 million on 31 December 2003. It should be borne in mind, however, that US$ 71 million remained as outstanding borrowings from the banks. (par. 15)

Under the Trust and UNDP funds, however, the assets went up from US$ 406.1 million to US$ 462.2 million, representing an increase of 13.8%. The liabilities of US$ 451 million on 31 December 2005 represented US$ 384.3 million of contributions received in advance and US$ 66.8 million of unliquidated obligations. (par. 18)

In the first quarter of 2006, with arrears of assessment having been paid by major contributors, the Organization had been provided with some relief from the cash crisis. However, the fundamentals of the financial position of the Organization continued to be very weak. (par.19)

Staff Related Liabilities

The actuarial present value of the liability of After Service medical Coverage at the end of the biennium was US$ 533.4 million, an increase of US$ 219.6 million from the previous biennium. The recorded liability, however, is only US$ 145.1 million. The unrecorded liability on this account has thus increased to US$ 388.3 million at the end of 2004-5 from US$ 202.9 million at the end of 2002-3. The increase in the value of this liability was due mainly to the strengthening of the Euro exchange rate against the US Dollar, since almost two thirds of the liability is in Euro. (par. 21)

In 2003, the Conference agreed to fund the amortization of liability towards After Service Medical Coverage (ASMC) with an additional assessment of US$ 14.1 million beginning from biennium 2004-2005. However, the additional assessment has now proved to be completely inadequate as the present value of the liability has increased dramatically. (par. 22)

The Director General, in response to the draft report issued to him, stated that the issue of  unfunded liabilities for the ASMC is a long standing UN system wide problem which to varying degrees is being addressed by agencies and the UN itself. He emphasized that the Member States bear collective responsibility. FAO was among those Organizations, he stated, which have made considerable progress in recording and funding of ASMC (par. 23)
1
It is recommended that the Organization finds realistic and long term ways to fully fund the unfunded part of the liability of After Service Medical Coverage within the amortization period. (Par. 24)


Category: Merits Attention

Timeline: Timeline: Ongoing

***

Internal Financial Controls

The Finance Committee, time and again, has emphasized the importance of strengthening internal controls and adequate staffing of the Finance Division. (par. 26) The proposed budget cuts in the 2006-7 PWB will, according to FAO, adversely impact financial controls. The staffing in the Finance Division fell by more than 20% from 2004-5 to 2006-7. 
 2
It is recommended that the Organization should determine the minimum number of posts at different levels required by Finance Division to maintain the internal financial controls at a satisfactory level and then provide for them. (Par. 31) Category: Significant
Timeline: December-2006

***

3
It is recommended that concrete steps be taken to ensure that scaling down of local audit does not have any adverse impact on the control environment in the decentralized offices. I further recommend that the Finance Committee should be periodically informed about the extent of scaling down and its impact.(Par. 32)

Category: Significant
Timeline: December 2007 onwards

Every internal control system needs ownership and it is the senior management which normally assumes such ownership. Approval of the Governing Bodies to this element of the PWB diffuses such ownership of the internal financial control system between the Governing Bodies and senior management.

PART II

MANAGEMENT MATTERS

TREASURY OPERATIONS

Introduction

Investments are the most significant assets of the Organization constituting 92 % of its total assets. The investment management of FAO is outsourced. (par. 39-40)

Cash Management for the General Fund - Liquidity Position

In September-December 2004, there was a liquidity crunch, caused by delays and non-payment of assessed contributions by many members (The Organization is particularly vulnerable to cash shortfalls as it has no reserves or accumulated surplus (par. 52)). This required the Organization to borrow for the first time from the banks – an unsustainable approach, as in an environment of rising interest rates, the costs entailed will only increase. (par. 41-3)

The financial crisis assumed alarming dimensions in the second half of 2005, so that the Organization ended the year with a market borrowing of US$ 71 million. Despite the crisis, the Organization maintained 100% budgetary performance. However, the Organization has no contingency plan to reduce expenditure depending on priority of the programmes. Neither has it made efforts to identify areas where expenditure can be suspended in the event of serious cash shortage. (par. 44-8)
4
It is recommended that the Organization continues to pay close attention to the liquidity crisis so that timely decisions can be taken to regulate delivery of programmes, should the availability of cash fall far short of the requirements. Since a major share of the regular programme expenditure relates to salaries and other committed expenditure like maintenance of office installations, the Organization should make efforts to develop a contingency plan to face the situation. If delivery of Regular Programmes continues to be linked solely to appropriations, it will become unsustainable in a scenario of serious cash crisis. (Par. 51)

Category: Significant
Timeline: Ongoing

***

5
It is recommended that the Organization should invariably credit any future payment of arrears in contributions solely towards the outstanding arrears so that such arrears are used only to cover past budget expenditures. When received, arrears should not be considered as a new source of Funds but should be used to improve the position of the General Fund.(Par. 53)


Category: Fundamental
Timeline: Ongoing

***

6
It is recommended that the Organization considers the issue of aligning disbursement of appropriations of TCP with receipt of contributions in view of the  cash crisis and arrears of payment of contributions.(Par. 58)
Category: Merits Attention
Timeline: December 2007

***

Long Term Investments and Liabilities

Long term investments are in line with guidelines, both in terms of performance and compliance (par. 60-5)

Performance of Split Assessment

In the 2004-2005 budget, of the total assessments for the Regular Programme, 45 % was assessed to be paid in US dollar and 55 % was assessed to be paid in Euro. Continuous negative Euro cash balances, caused by having no previous balances in Euro, led to weekly currency swaps. The costs of this approach, both in hidden funding and in the transactions themselves, are unnecessarily high. 

Banking Arrangements

The three-tiered strategy, formulated in 1998-9, is yet to be fully implemented. 

7
It is recommended that, as planned, the Organization implements the third tier of the banking strategy and completes the process of rationalization of banking arrangements. The Organization should move towards a regime of total Electronic Data Interchange and e-banking.( Par. 72)


Category: Merits Attention

Timeline: December 2007

***

REVIEW OF HUMAN RESOURCE MANAGEMENT 

Introduction

Over 84.5 % of the Organization's Regular Budget is spent on Human Resources. (par. 74) The Organization has decided to develop a new Human Resource Management Model (HRMM). The HRMM is proposed to be technologically enabled by the new Human Resource Management System (HRMS). (par. 76)

HRMM

Important components include: creation of centralized HR; implementation of a formalized approach to service management and monitoring; simplified approval chain for each HR transaction. Progress in implementing the first two phases was slow. (par. 80-1)
8
In view of the criticality of HRMM to HRMS, It is recommended that the Organization continues to pay adequate attention and deploys adequate resources to ensure that no delay takes place in development of HRMM. Any delay will also increase the project cost of HRMS. (Par. 83)

Category: Fundamental

Timeline: December 2006

For the field offices, the success of the self service functionality would depend on the adequacy of Wide Area Network (WAN) connectivity. Inadequate WAN infrastructure could thus constrain some of the objectives of the HRMM. (par. 85-6)
9
It is recommended that the Organization continues to monitor closely the progress regarding adequate technological infrastructure for HRMM and HRMS to be successful both at Headquarters and at the field level. (Par. 89)


Category: Significant
Timeline: December 2006

***

HRMS

Staffing issues in HRMS Project

Inadequate staffing has caused delays in completion of project activities and extended the initially planned project completion deadline. The project has repeatedly faced difficulties in hiring high quality consultants, whose honoraria for this type of specialized technical work are often significantly higher than the rates normally offered by the Organization. Staff turnover has also been notably high, with a high %age of external staff. (par. 92-5)
10
It is recommended that the staffing issues for the HRMS project be addressed comprehensively and in a consistent manner so that suitable human resource is provided to the project to enable it to complete the remaining phases in time. (Par. 96)


Category: Significant

Timeline: December 2006

***

User Communication and Change Management

The project charter envisaged establishment of a Human Resources User Group (HRUG) to guarantee that major issues are not ignored. The HRUG has, however, met on only a few occasions in 2005. Also, involvement of field offices in user communication has been sporadic.
11
It is recommended that the Organization should establish a comprehensive plan for user involvement - particularly users from decentralized offices- so that no occasion arises which would require major and costly changes in the system at a later date. Adequate user involvement and smooth change management is critical for the system.(Par. 103)


Category: Significant

Timeline: December 2006

Funding has been short for user training, resulting in, for example, a reduction in scope and duration of Conference Room Pilot (CRP). 
12
 It is recommended that in view of its importance, user training for HRMS should be closely monitored.(Par. 107)


Category: Merits Attention

Timeline: December 2006

***

Human Resource Deployment

From 1996-97 to 2004-2005, there has been a reduction of 891 posts (21 %), 96 % of which comprised of reductions in General Service posts. The number of professionals and higher decreased from 1487 in 1996-97 to 1449 in 2004-2005, representing a reduction of 2.56  %. (par. 109)
13
It is recommended that the Organization continues its efforts to develop management skills among the personnel. It should also carefully evaluate and define the profiles of its professional staff to ensure that its high level expertise and leadership skills, international character, and ability to support field offices are not weakened. (Par. 113)


Category: Merits Attention

Timeline: Ongoing

***

Gender Balance and Global Representation

While the percentage of women in professional posts in Headquarters is quite encouraging (34.3 %), the situation is unsatisfactory in decentralised offices where the percentage of women is only 17.9 %.
14
It is recommended that the Organization should reorient its recruitment strategies to ensure that more women are recruited in the professional posts, especially in the higher positions; while giving due emphasis to developing nations where the representation levels are even lower.(Par. 118)


Category: Merits Attention

Timeline: Ongoing

***

AUDIT OF DECENTRALIZED OFFICES

During the biennium, external audit teams visited two regional offices at Ghana and Santiago and 9 country offices. (par 120)

It was noted in audit that gaps of several months between the approval of projects and actual commencement on the ground were not uncommon in many of the offices. The same goes for formal operational and financial closures of the project, even after all project activities had been completed. (par. 122-3)

Serious financial irregularities were however, noticed in FAOR Nigeria in the management of National Special Programme for Food Security in Nigeria. (par. 124)
15
In view of the seriousness of the irregularities in the SPFS project in FAOR Nigeria, It is recommended that the Organization should establish a time bound programme to set right, to the extent possible, the irregularities that already have taken place. It should also consider inclusion of internal control mechanisms in the project formulation of such high value projects in future and all such internal control mechanisms should be functional from the beginning of the projects. (Par. 126)


Category: Significant

Timeline: December 2006

Summary of Recommendations on Part III

OFFICIAL TRAVEL 

Revenue sharing arrangements for Travel Services

The revenue sharing model, requiring payment of management fee at a %age of the value of the tickets, creates an intrinsic conflict with the econothe auditor’s measures in as much as the income of the concessionaire is directly dependent on the volume and value of the air tickets. (par. 135)
16.
It is recommended that the Organization concludes the tender process and finalises the contract as soon as possible to avoid incurring additional costs that it has been burdened with. (Par. 139).

Category: Fundamental

Timeline: Immediate

***

17.
It is recommended that the manual section be revised to clarify the specific definition of journey time. It is also recommended that Organization should develop mechanisms to check, at least on a sample basis, the application of the Organization’s rules. (Par. 144).

Category: Merits Attention

Timeline: Immediate

***

18.
It is recommended that the Organization continues its efforts to bring down the number of Prepaid Ticket Advices in the interest of econothe auditor’s. (Par. 148)

Category: Merits Attention

Timeline: December 2005

***

Lump Sum payment for home leave etc

A review of a few Travel Expense Claims (TECs) indicated that in many cases, staff members have been able to save significantly by finding cheaper air fares. When the Lump Sum procedures were introduced in 1990, benefits of cheap air fare were not widely available, and it still provides 80% of the full fare to the appropriate airport. 
19.
It is recommended that the Organization continues its efforts for staff certification of travel within the prescribed period. It is also recommended that AUD should conduct the first review of the lump sum payments and the documentations early, so that the Organization can evaluate the effectiveness of the procedures and risks, if any, such procedures pose to the control environment. (Par. 154).

Category: Significant 

Timeline: December 2005

***

Review of ATLAS

ATLAS - a software package developed by an independent company - was introduced in May 1999 to provide travel accounting and information functions in the Organization. By 2004, 725 “System Change Requests”- mostly requests for improvement - have been raised. For several reasons, the system has not been able to enforce any travel policies. The Organization has included provision for a replacement system in its Capital Expenditure Plan. (par. 159-166)
20.
It is recommended that the Organization continues with the process for replacement of the travel system in order that it fully meets the current and future requirements of the Organization. It is also recommended that adequate resources may be provided for having a web based travel monitoring package fully integrated with Oracle Financial Applications. (Par. 167).

Category: Significant

Timeline: December 2005

***

21.
It is recommended that the task of configuring the travel expense list may be completed as early as possible and suitable guidelines issued (Par. 171)

Category: Merits Attention

Timeline: December 2005

***

REVIEW OF CONTRACTS FOR LOCAL SERVICES

Outsourcing by the Organization

It was noted in audit that the Organization is yet to adopt an overall strategic policy on outsourcing, its limited concern appearing to be efficiency savings. (par. 179)
22.
It is recommended that, in view of the changed circumstances, the Organization develops comprehensive policy/guidelines covering issues such as impact on costs, impact on staff, quality measurement indicators and decentralization of services for approval at the appropriate level, including if required, from the Governing Bodies, to govern its outsourcing operations both in Headquarters and in the decentralized offices. (Par. 182). 


Category: Significant

Timeline: By end of 2006

***

Evaluation of bids and factoring of costs

Often, while technical evaluation of the bidders did not highlight significant differences, the financial proposals did. However, since the best technical proposal was awarded the contract without taking into account the differences in the financial bids, the Organization lost significant opportunities for cost savings. The manual provisions are also insufficient in this respect. (par. 185 and 188-9)
23
It is recommended that the Organization should amend provisions in the Manual to include costs as an important factor for award of any contract. Technical parameters and costs should have a balanced weightage to ensure value for money for the Organization (Par. 188). 

Category: Fundamental

Timeline: By end of 2006

24
It is recommended that the Organization develop and document principles determining requirements of technical proposals or otherwise. A minimum set of parameters for technical evaluation taking into account the good practices of other international Organizations should also be developed and documented. Additional guidelines as necessitated by complexity of specific contracts should be supplementary. (Par. 193).


Category: Significant

Timeline: By end of 2006

***

Inadequacy of vendor response

One of the important ways to ensure competition is to widen the vendor database and to ensure that for any invitation for bids, maximum number of vendors responds. In many cases, response ranged from 20 to 30 %. At times, a high proportion of these bids were then rejected as unsuitable (par 194-7)
25
It is recommended that the Organization should continue its efforts towards strengthening the vendors’ database to increase response to its invitations for bids. (Par. 199).


Category: Merits Attention

Timeline: By end of 2006

***

Management of Works contract 

Several cases were noticed where the actual work was less than that envisaged in the contract, but the Organization failed to take advantage because of the fixed structure of conditions in the contract. (par. 201)
26
It is recommended that the Organization should impress upon the requisitioning divisions to draw up specifications with greater care. (Par. 205).


Category: Significant

Timeline: By end of 2006

***

27
Appreciating that checking each supporting document together with invoices may be a costly affair involving additional staff, It is recommended that on a random sample basis, periodical monitoring should be conducted with a view to ensuring that performance of the contract adheres to the conditions therein. (Par. 208).

Category: Merits Attention

Timeline: Ongoing

***

28
It is recommended that all cases of waivers of tendering procedures in printing contracts should be regularized without delay and in future, such waivers should be approved by the designated committee (Par. 211).


Category: Merits Attention

Timeline: Ongoing

***

29
It is recommended that the Organization make special efforts to ensure that the originating divisions are aware of the cost implications for last minute-changes after materials are handed over to the printer (Par. 213).


Category: Merits Attention

Timeline: By end of 2006



