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EXECUTIVE SUMMARY

Audit of the UNJSPF Investment Management Division's
Contract Management

OIOS conducted an audit of of the United Nations Joint Staff Pension
Fund’s (UNJSPF) Investment Management Division's (IMD) Contract
Management. The overall objective of the audit was to assess whether IMD's
strategic and operational procurement needs are met through efficient and
effective procurement and contract management processes. The audit was
conducted in accordance with the International Standards for the Professional
Practice of Internal Auditing.

IMD needs to align its procurement strategy with its business strategy to
ensure that its operational needs are fully met and at the best possible cost.
Significant improvements are required in the areas of identifying procurement
needs, structuring contractual relationships, planning procurement activities and
managing the supplier relationships. OIOS recommends that IMD:

e Take a holistic approach in developing a long-term resource plan and
establishing the need to procure external advisory services.

¢ Realign the structure and scope of services of the various categories of
non-discretionary advisors to avoid duplication and improve
accountability and performance management.

e Enhance the advisory model and contracts by implementing a
mechanism to allocate the advisory costs to sub-portfolios, tying the
advisory fees with actual services provided and specifying the
deliverables and terms.

o Develop and communicate long-term procurement plans to stakeholders,
and manage each procurement project with the Procurement Division
(PD) and the Office of Legal Affairs (OLA) using a jointly-developed
source selection plan.

e Work out systematic solutions with PD and OLA to streamline and
expedite the procurement process.

e Adopt or develop procedures and an integrated system to manage and
monitor procurements and contracts from end-to-end.

e Monitor, evaluate and manage the performance of advisors, small-
capitalization managers, brokers, custodians, Master Record Keeper and
other vendors using customized evaluation procedures in a proactive and
consistent manner.
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I. INTRODUCTION

1. The Office of Internal Oversight Services (OIOS) conducted an audit of
the United Nations Joint Staff Pension Fund (UNJSPF or the Fund) Investment
Management Division's (IMD) contract management. The audit was conducted
in accordance with the International Standards for the Professional Practice of
Internal Auditing.

2. The Fund comprises the Secretariat, with the responsibility for
administrative matters, and IMD, with the responsibility for the investment of the
Fund’s assets. The management and administration of investments of the Fund is
the fiduciary responsibility of the Secretary-General of the United Nations. This
responsibility has been delegated to the Assistant Secretary-General for Central
Support Services, as the Representative of the Secretary-General (RSG) for the
Investments of the UNJSPF. The Representative is assisted by IMD, which
manages the Fund’s portfolio on a day-to-day basis.

3. The Fund invests in a global portfolio of equities, fixed income, real
estate and short-term instruments. All investments must meet the criteria of
safety, profitability, liquidity and convertibility as endorsed by the General
Assembly. As of 31 December 2009, the market value of the Fund’s assets was
$37.54 billion compared to $36.55 billion as of 30 September 2009, an increase
in assets of 2.7 per cent during the period. As of 31 December 2009, the asset
allocation was: 64.2 per cent in equities, 30.2 per cent in fixed income, 3.7 per
cent in real estate, and 1.9 per cent in cash and short-term holdings.

4, At the time of the audit, IMD had contractual relationships with four
non-discretionary advisors, three discretionary small-capitalization managers and
one custodian bank that was also acting as the Master Record Keeper (MRK).
Beginning in 2006, IMD initiated a wide range of procurement activities to
acquire systems and services to implement the operational strategy of managing a
majority of the investment portfolios internally. IMD anticipates entering into
approximately 25 regular contractual relationships (the exact total will depend on
the number of advisors to be engaged), in addition to brokerage agreements.
These are currently at different stages of procurement. IMD envisages equipping
itself with adequate capacity to effectively and professionally manage the
investment portfolio through expanded internal staff, an industry-level
complement of information systems, and external advisors. While the total
budget for contract costs for 2010-2011 remains at $47 million, there will be
significant increases in the cost of custodian, advisory and market data services,
which, per the budget, are to be offset by reductions in the management costs for
small-capitalization portfolios and publicly traded real estate securities, and the
elimination of indexation cost.

5. Comments made by IMD are shown in italics.

II. AUDIT OBJECTIVES

6. The main objectives of the audit were to:



@ Ascertain that critical strategic/operational procurement needs
are properly identified, planned and translated into specific contract
terms and conditions;

(b) Determine whether the procurement process and contract terms
and conditions comply with UN rules and regulations;

©) Determine whether contract terms and conditions are closely
monitored and followed by both parties; and

(d) Determine whether payments are timely made to contractors and
are properly supported and approved.

I11. AUDIT SCOPE AND METHODOLOGY

7. The audit covered IMD’s procurement and contract management
activities during the period from April 2006 to December 2009. OIOS reviewed
the procurement process and activities in an attempt to assess the root causes for
the long-existing contract management issues.

8. The methodology included a review of the organization’s structure, roles
and responsibilities, and an examination of policies, procedures, processes,
documentation, systems and practices with respect to procurement and contract
management. The audit also included substantive testing of sample contracts to
assess compliance with policies and procedures and the efficiency of the
processes.

IV. AUDIT FINDINGS AND
RECOMMENDATIONS

A. Establishment of Procurement Needs and Requirements

9. OIlOS performed a comprehensive review of existing and requisitioned
contractual relationships to ascertain that they are based on adequate research and
appropriately structured. OIOS notes that the direction of the information
technology infrastructure is in line with industry practices; regularization of the
relationships with Bloomberg company and equity brokers will secure critical
services; and adding a custodian bank and an independent MRK will further
diversify operational risks. OIOS, however, is of the view that the non-
discretionary advisory relationships need to be evaluated considering IMD’s
strategic direction.

IMD needs a holistic resource strateqy

10. IMD primarily manages the Fund internally, with assistance from non-
discretionary advisors. This practice has been in place since inception of the
Fund. Because past proposals to outsource or index at least part of the portfolio
were not adopted, IMD has been gradually increasing its internal staffing and
four additional investment officer posts were approved in the budget for 2010-
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2011. Meanwhile, IMD is proceeding to contract with more external institutional
advisors to compensate for the shortage of internal investment professionals,
especially research analysts, and to provide counsel to the Representative of the
Secretary-General (RSG) for investments and the Investments Committee. The
terms of reference (TOR) issued to procure new advisory services in general
require that the advisors serve as an additional resource for IMD.

11. The staffing shortage at IMD was apparent and confirmed through an
assessment by an external consulting firm (McLagan) in 2008, which cost
$50,000. The consultant also concluded in its report that the non-discretionary
advisory model was not a general industry practice and appears to be inefficient
from a cost and trade execution perspective.

12. Following the McLagan study, IMD did not perform a comprehensive
cost-and-benefit study of alternative resource strategies to support the decision to
contract broad advisory services. Also, at the micro level, there was no
documented analysis indicating what technical skills and expertise IMD currently
lacks and how long it will take IMD to acquire them and thus relieving the need
for external advisors. Such ambiguity has led some IMD officers, who were
dissatisfied with the services of the advisors, to question the ongoing relationship
with advisors.

13. OIOS notes that IMD requested a total of $17 million for advisory
services in the programme budget for the biennium 2010-2011 (a 19.4 per cent
increase over 2008-2009) and total personnel costs of $6.7 million for the
investment section (a 10.5 per cent increase over 2008-2009). The advisory
services constitute the largest component of IMD’s administrative cost. There
will be 27 internal investment officer posts taking into account four additions in
the current biennium. This compares to the median number of 34 investment
professionals hired by peer funds primarily managing a portfolio of similar size
internally, according to McLagan. Such data suggest that IMD could potentially
reach the average industry staffing level by redirecting a portion of the money
spent for external advisory services.

14. In addition to internal investment staff, other resources available to IMD,
such as the Investments Committee and brokers, should be considered in a
comprehensive resource plan. The Investments Committee, which consists of
nine experts from the financial industry with broad geographical distribution,
advises the RSG and IMD on global asset allocation strategies. The brokerage
firms IMD uses are a major source of research support that does not require
additional cost. Despite the belief that the brokers’ recommendations may be
biased to generate transactions, IMD attaches significant importance to the
research support from the brokers as evidenced in IMD’s Standard Operating
Investment Policies and Procedures (SOIPP). These procedures state that “the
quality and usefulness of economic, industry, company research published or
delivered through electronic means (by the brokers) are crucial to the making of
appropriate investment decisions.” A 70 per cent weight was accordingly
assigned to the quality of recommendations and accessibility of the analysts from
the brokers in their performance evaluation metrics. It is also evident that the
investment officers have used the brokers extensively for research advice and
appear satisfied with their services.
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15. Furthermore, along with the incremental growth of internal staffing, IMD
is enhancing its infrastructure and capacity in the areas of front-office trading,
middle-office risk management and performance attribution and back-office
operations. Such growth in portfolio management capacity should also be
factored in when assessing the nature and scope of external advisory services to
be acquired.

16. Finally, there was no documented evidence of a clear long-term vision
and timeframe to scale down the advisory services given the growth plan for
internal capacity. OIOS was informed that IMD management was drafting a
long-term human resources plan that would outline the long-term human
resources needed, but there remains the need to take a holistic approach towards
the complementary sources of resources, both internal and external, to determine
the nature and level of external advisory services that need to be procured.

Recommendation 1

@ UNJSPF IMD should develop a comprehensive long-
term resource strategy to determine and align the scope of
external advisory services necessary to complement the
internal capacity and other resources.

17. IMD accepted recommendation 1 and stated that it has been addressing
this issue in discussions with the Investments Committee and the RSG since 2007
in recognition of the evolving interaction with the external Investment Advisors
and industry changes. It must be understood that the Advisors are also important
to the Investments Committee. The relationship between IMD and the external
advisors has progressed to a defining intersection. Nearly all investment related
decisions now reside within IMD and its Investment Officers. The role of the
external Investment Advisor has become that of a research resource and a
sounding board. IMD has addressed and described this progression in the
pending Human Resources Staffing proposal to the UNJSPF Board and these
issues are also incorporated in the RFPs which Procurement Division is about to
launch. As this relationship becomes better accepted and acknowledged, the role
and the expense of the external Investment Advisors will diminish and the
contracts with the external advisory services will need to be revised accordingly.
Further consideration will be given to this shift during the July 2010 meeting of
the Investments Committee. It should be noted that given the interaction of the
Investments Committee with the Advisors that IMD is not the only client of the
Advisors. Note also that the Advisors fees are competitively bid by the
Procurement Division based on market factors and pricing may vary.
Recommendation 1 remains open pending development of an overarching
strategy document by IMD that demonstrates a decline in procured advisory
services in line with growth of internal resources.

IMD needs to streamline the structure of non-discretionary advisory relationships

18. IMD management had recognized that the current non-discretionary
advisory model was prone to conflict of interest and the number of investment
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institutions willing to provide advice on a non-discretionary basis was declining.
In addition, some of the current advisors provided unsatisfactory services.
Therefore, in 2008 IMD proposed to the Investments Committee to change the
advisory model to one of boutique advisors along economic sectors instead of the
current regional focus. The Committee has yet to provide clear advice on the
optimal structure of the advisory relationships.

19. However, IMD management is proceeding in a different direction than
the one proposed in 2008. The TORs for new advisory services indicate that IMD
will engage seven major categories of advisors covering overall investment
strategy, real assets (real estate, infrastructure, timberland, etc.), alternative
assets, fixed income, equity research, select industries and equity analytics. The
equity research providers are required to bid on a regional basis, while
consideration will be given to those that can serve on a global basis, according to
the TOR. This advisory matrix does not appear to align with the concept of
boutique sector advisors as originally proposed by IMD and there is no
documented analysis to support this restructuring.

20. Ol0S’s analysis of the TORs for new advisory services revealed that
there are widespread overlaps and duplications in the responsibilities (as listed in
the scope of services and reporting requirements) of the advisors IMD is seeking
to engage. For example, both the strategy advisor and the equity research
providers are required to offer global and regional research advice covering the
economy, markets, currencies and asset allocation. They are also required to
monitor the Fund’s portfolio and conduct performance and risk attribution
analyses; both the strategy advisor and multi-currency/fixed-income advisor are
supposed to provide action-oriented recommendations on individual global bonds
and currencies, etc. The boutique advisors, among the seven categories, are
entitled “global macro and global sector advisors” and required to provide IMD
with written research on global macro and sector analysis, which is supposed to
be the responsibility of the strategy and the equity research providers as well.

21. Such overlaps and duplications may blur the lines of responsibility and
weaken the accountability of the advisors, making the relationships less
manageable. Moreover, the spectrum of investment advisory services and
deliverables required from multiple advisors, ranging from economic review and
forecast, asset allocation, security selection, monitoring of investments made,
risk management and performance attribution, will likely increase the prices bid
by potential advisors and lead to higher costs for the Fund for duplicative
services.

Recommendation 2

2 UNJSPF IMD should revisit and realign the
structure of the non-discretionary advisors. IMD should also
further delineate and streamline the scope of services
documented in the TORs to engage various types of advisors
to avoid duplications and potentially higher costs.

22. IMD accepted recommendation 2 and stated that as noted in paragraph
17 the role of the non-discretionary investment advisors has been carefully
5



rethought. As a result of this reflection there will be a corresponding revision of
the TORs to reflect the transition to using the advisors based on their research
strengths. Recommendation 2 remains open pending: 1) streamlined TORs to
support an  advisory  framework  with  limited duplication of
responsibilities/services between different advisors, between the advisors and
other vendors and IMD itself, and 2) development of contracts reflecting these
changes (see recommendation 5).

The advisory model and contract terms need to be enhanced

23. Despite the fact that it is no longer a common practice in the investment
industry, IMD management is proceeding to engage new advisors on a non-
discretionary basis. That is, the advisors will not be accountable for the
performance of the Fund, although their advice and recommendations may
influence the investment results. The TORs also note that a flat fee structure will
continue to be applied to the new advisors.

24. To mitigate conflict of interest, especially potential front-running by the
advisors, it will not be mandatory for the internal investment officers to obtain
the advisor’s opinion on internally-generated recommendations and hence the
final buy/sell decisions will not be disclosed to the advisors on a real-time basis,
substantially limiting the opportunity for front-running. This also reduces the
scope of the services provided by the advisors. However, several weaknesses in
the advisory model itself and the existing advisory contracts should be addressed
to improve the quality and better manage the cost of the services:

e The advisory contract costs, together with all other expenses incurred in
managing the investments, except brokerage commissions, are not
considered in measuring and presenting the investment performance
results of the sub-portfolios and the Fund as a whole. This leads to an
overstatement of investment performance (approximately 11 basis points
of the current portfolio value) and dilutes ownership and proactive
management of the contractual relationships by the investment officers.
Consequently, officers who are dissatisfied with the advisors have no
incentive to take actions to improve the quality of service, including
giving honest feedback on the advisors’ performance evaluation form.

o The flat fee structure does not provide an incentive for the advisors to
perform and for IMD to hold them accountable for non-performance.
The only leverage IMD has is to terminate the contract. However, given
the lengthy procurement process and the waning non-discretionary
advisory model, it has been difficult to replace any of the advisors.
Moreover, since the advisors are required to bid for a wide spectrum of
bundled services with a flat fee structure rather than an itemized cost
structure, it is difficult to assess the reasonableness of the fees charged
by the advisors and it constrains IMD’s ability to adjust the contract price
according to changes in the provided services. For example, due to
suspicions of front-running and dissatisfaction with trade settlement by
the global fixed-income advisor, IMD terminated execution of trades
through the advisor in late 2008. However, IMD did not reduce the
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contract price to reflect this major change in the scope of services.
Similarly, the European equity advisor has provided very few trade
recommendations on individual securities since 2008, which is a major
service expected from the advisor according to the contract, but IMD did
not seek to reduce the advisory fees.

The deliverables expected from the advisors need to be further specified.
For instance, there were no detailed performance indicators and
evaluation metrics in the contracts, such as a minimum number of
research reports or trade recommendations that an advisor was expected
to provide in a year. The expected breadth of research coverage and
support is also vague, especially for securities that are not held in the
Fund’s portfolio. There is also a need to include more mechanisms in the
contracts to facilitate IMD’s access to the advisors’ research databases,
products and analysts. To illustrate, the advisors should be required to
provide IMD with an updated list of their analysts, the analysts’ focus
areas and research products. Access to the analysts should not be
controlled by a single account manager. These are marked weaknesses in
the existing advisory contracts. However, the TORs issued in the new
RFP process were almost replicated from the existing contracts without
significant improvement in their specifications.

Recommendations 3 to 5

3 UNJSPF IMD should develop a mechanism (for
instance, on ad valorem basis for shared advisors and on an
asset class basis for advisors that serve only a specific asset
class) to allocate the cost of the advisory services to the
individual sub-portfolios of the Fund in order to align
performance results and costs incurred to achieve those
results.

(@) UNJSPF IMD should change the flat fee structure for
external advisors and make part of the compensation
variable according to the actual services provided. Key
performance indicators for services provided should be
incorporated in the contracts with the possible adjustment of
advisory fees.

5) UNJSPF IMD should strengthen the terms and
conditions of the new contracts with advisors so that
deliverables and requirements will be sufficiently specific to
facilitate performance monitoring and management.

IMD accepted recommendation 3 and stated that this recommendation is

promoting that the portfolio manager’s performance be measured net and gross
of the external advisor’s fee that they use, i.e., assigning the advisor’s expense to
a region or mandate. For those external advisors that are more widely used, a
pro-rata formula of some kind might be applied. To take it a step further from
another OIOS audit recommendation (Recommendation 5 of the Audit of the
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UNJSPF IMD’s Front Office — Fixed Income, Assignment No. AS2010/801/01),
IMD s investigating reporting performance both as gross and net of total IMD
operating expenses not only by region or mandate but also to the Fund’s total
performance. This is contingent upon a clear understanding of the advisor’s
pricing and the services provided. Recommendation 3 remains open pending
IMD’s implementation of performance measurement and reporting with advisory
costs allocated to individual portfolios.

26. IMD accepted recommendation 4 and stated that it is unclear if the
industry, the Office of Legal Affairs and the Procurement Division can
accommodate such a format. This would also complicate the budget process.
However IMD will give it due consideration. Recommendation 4 remains open
pending documented exploration by IMD with OLA and vendors on the
possibility of adopting a variable compensating structure for the advisors.

217. IMD accepted recommendation 5 and stated that as the role of the
advisor is redefined, the future contractual arrangements will then be modified to

address this finding. Recommendation 5 remains open pending signing of new
advisory contracts with specific deliverables, terms and conditions.

B. Procurement Process

Extensive delays in procurement process

28. OIOS reviewed seven procurement cases that IMD undertook since 2006
to either procure new services/systems or extend existing contracts and noted
they were generally in compliance with the procurement rules and procedures.
However, OlOS noted the procurement process is unduly inefficient to meet
IMD’s needs and may lead to more serious consequences. For instance, the three
recently concluded cases, for which a competitive bidding process was taken,
took on average 636 working days from IMD’s submission of requisition to PD
to contract signing, almost doubling the time for a typical procurement case using
an RFP for solicitation in the UN.

Table 1: Procurement timelines for sample cases tested by OIOS (in working
days)

Solicitation [Submission|Evaluations |Contract Total
Sample Case document  ftime for }& HCC negotiation, jworking
P developmentfvendor approval development |days
& approval
US small cap 164 16 169 221 570
manager (Core)
US small cap 164 16 169 247 596
manager (Value)
Trade order
management 169 24 92 458 743
System
Operation and 176 29 213 NA 418*
portfolio




accounting
system

MRK/Custody 90 35 113 NA 238*

Benchmark
case**
Notes:
*Counting only the days until the evaluation of submissions completed because
the whole process has not been completed.

**Adapted from Annex D-20 of the Procurement Manual.

21-50 30 - 60 32 -60 55-170 ]138-340

29. Multiple reasons contributed to the extensive delays in the procurement
process:

¢ IMD’s procurement planning was inadequate. A long-term acquisition plan
was not developed and transmitted to the Procurement Division (PD) as per
paragraph 8.1.3 of the Procurement Manual, which requires requisitioning
offices to perform long-term planning covering at least the remainder of
the current budgetary period and the forthcoming budgetary period, and to
communicate the plan to PD on an annual basis. As a result, both IMD and
PD were not prepared for, and hence were overwhelmed by, the large
number (more than 30) and complexity of procurement cases, including
new solicitations and amendments of existing contracts. The issue was
compounded by a shortage of resources in PD, which was able to assign
only one or two officers to IMD with reassignments further disrupting the
process.

e At the individual project level, IMD did not consistently develop with PD
and OLA (when necessary for complex projects) a joint source selection
plan to provide the parties a shared roadmap with clear milestones to
manage expectations and timelines. If progress is systematically monitored
against the timelines, causes for delays can be identified and resolved
timely and professionally. Otherwise, disputes over the delays can lead to
accusations and compromise professionalism and collaboration.

e As an entity within the United Nations system, IMD is subject to the
financial and procurement regulations and rules of the UN Secretariat.
However, as an investment management house, IMD needs to operate at
industry speed. Both IMD and PD acknowledged that the special nature of
the contracts and the services required by IMD does not always fit within
the normal UN procurement practices and requirements.

e OLA'’s involvement in the procurement process at the stage of contract
negotiation and development also contributed to the delays. OIOS observed
that it took over a year for OLA to develop draft agreements or
amendments with the vendors for each of the three procurement cases
OIOS reviewed. The primary reason for the long turnaround time is that it
is difficult to negotiate with and convince the vendors, especially those
with a dominant position in an industry such as Bloomberg, to accept the
standard UN terms, such as uncapped liability for the vendor. IMD asserts
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30.

that in order to expedite the process OLA should make an exception for
cases where following industry standard practice would not expose the UN
to significant legal or business risks, especially in comparison to the
significant business risk the Fund is subject to if the critical service or
system is not acquired timely. Lack of mutually-agreed timelines and
mutually-understood work processes and reliance on a single OLA focal
point for IMD were other contributing factors.

IMD has strongly expressed their concerns regarding the impact of the

lengthy procurement cycle including:

31.

Inability to acquire critical systems and services, with potential negative
impact on investment performance and jeopardizing the safety of the fund.
IMD started procuring a trade order management system in 2006 and it
required almost four years to complete the process. As a result, IMD had to
continue using facsimile transmission (i.e., faxes) to place orders with
brokers. IMD also had to continue relying on a risky model of a single
custodian and MRK as the procurement process was delayed extensively.

Loss of critical services. On January 25, 2010, Bloomberg cut off services
to IMD (which are indispensable for obtaining timely market information)
after several threats, because the UN could not approve a long-term
contract with the company and regularize timely payments. Although the
Headquarters Committee on Contracts (HCC) recommended award of the
contract to the company and the service was later resumed, losses may
have been incurred or opportunities missed.

Multiple extensions of existing contracts. For instance, contracts with two
North America small-cap managers, the advisor for North America equities
and global fixed income, and the advisor for Europe equities, were each
extended four times, reaching total contract terms of eight to nine years.
Similarly, the contract with the current custodian bank had to be extended
twice because contracts with new custodians and an independent MRK
could not be signed within the timeframe originally envisaged.

Over-stretching the already-thin level of resources at IMD and PD.
Investment officers have expressed their concern that they were distracted
from investment management activities and duties due to prolonged
operational burden related to the procurement activities.

The consequences of extensive delays in the procurement process may

finally result in a failure to effectively discharge the fiduciary duties delegated to
IMD by the Secretary-General through the RSG, if substantial losses are
attributed to the delays. Therefore, there remains a strong need to expedite the
procurement process to accommodate IMD’s needs.

Recommendations 6 and 7

(6) UNJSPF IMD should develop and communicate a
long-term acquisition plan to PD on an annual basis. IMD
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should also develop a source selection plan with PD (and
OLA when necessary) for individual procurement cases to
define achievable timelines, seek commitment from each
party and control the procurement process.

@) UNJSPF IMD should perform a comprehensive
review of the completed procurement cases to gain an
understanding of the root causes for the delays and develop
systematic solutions with PD and OLA to expedite the
procurement process.

32. IMD accepted recommendation 6. Recommendation 6 remains open
pending IMD’s development of annual procurement plans and individual source
selection plans.

33. IMD accepted recommendation 7 and stated that it will work with PD to
retain a consultant to streamline the IMD procurement process in line with UN
practices. Recommendation 7 remains open pending implementation of a
streamlined procurement process by IMD in line with UN procurement rules and
procedures.

Submission time for vendors may be inadequate

34. The average time given to potential vendors to respond to an RFP for a
typical procurement case at the UN, according to the Procurement Manual, is 30
to 60 working days. However, only 16 to 35 working days were given to the
vendors to develop proposals for IMD procurement cases processed in the last
two years, in sharp contrast to the time spent on internal steps of the procurement
process. For a complex case like the trade order management system, only five
weeks were given to the vendors to respond. Only five of 24 invited vendors
responded within this timeframe. There is no evidence of research to determine if
the low response rates from the vendors were due to the short submission time.
OIOS noted that vendors bidding for the portfolio accounting and reconciliation
system requested extra time to prepare the formal bid.

Recommendation 8

(8) UNJSPF IMD should investigate the low response
rates to solicitations and consider allowing invited vendors
more time to respond to future complex solicitations in line
with  procurement procedures to ensure sufficient
competition.

35. IMD accepted recommendation 8 and stated that it is concerned about
the low response rates to solicitations. The hurdle may be not with the current
fixed amount of time to respond but rather industry consolidations and changing
business models as well as the burdensome requirements of the RFPs and
publication practices. Such issues will be addressed with the hiring of a
consultant as described above. Recommendation 8 remains open pending
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identification and addressing of the causes by IMD for the low response rates in
new RFP process.

Need for procedures and system

36. Since 2008, the senior programme officer and the legal officer were
coordinating the procurement and contract management activities of IMD.
Investment and operations staff members are also involved at the different stages
of the procurement cycle, participating in development of requirements,
conducting technical evaluations, and carrying out vendor performance
monitoring and evaluations. However, except as briefly mentioned in the Risk
Manual, the roles and responsibilities and workflows are yet to be defined in
procedures. Lack of procedures may lead to ad-hoc projects and inadequate
monitoring and quality assurance of the procurement activities. In this regard,
OIOS noted that IMD initiated procurement of a foreign exchange trade portal,
but it was not clear to the relevant IMD managers who was the requisitioner and
what was its purpose.

37. Furthermore, IMD needs a comprehensive and integrated
procurement/contract monitoring system to improve monitoring and management
of the procurements and current contracts. IMD has been using Word and Excel
spreadsheets to record and update the status of various procurement cases and
contracts, but key milestone dates were not consistently captured and related
information on specific cases is scattered in different documents. Without a more
advanced system and process to capture and showcase the issues of the
procurement process, IMD will be challenged to establish the need, and promote
changes, to expedite the procurement process.

Recommendations 9 and 10

9 UNJSPF IMD should develop procedures defining
roles, responsibilities and work processes for procurement
and contract management activities.

(10)  UNJSPF IMD should explore with PD and the
Secretariat of UNJSPF the possibility of adopting an existing
system to monitor procurement activities and manage
contracts, including systematic tracking of procurement
timelines, vendor invoices and payments, in order to identify
and address process constraints and delays. If an
appropriate system is not available, IMD should develop one
to meet their needs.

38. IMD accepted recommendation 9 and stated that such issues will be
addressed with the hiring of a consultant as described above. Recommendation 9
remains open pending development by IMD of procedures defining roles,
responsibilities and work processes for procurement and contract management
activities.
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39. IMD accepted recommendation 10 and stated that such a system makes
good sense and would be of great use. There are likely *“off-the-shelf”
procurement software programs available. As noted, PD may already have such
a system and IMD will investigate that possibility as well. Recommendation 10
remains open pending adoption of a monitoring system by IMD.

C. Contract Management

Need for a rigorous vendor performance management programme

40. Paragraph 15.1.1 of the Procurement Manual states that:

e  Contract management is necessary to ensure that best-value-for-money will
be achieved throughout the acquisition process;

e  Contract management includes vendor performance evaluation and rating
on timely delivery, quality and assistance to the requisitioner and should be
the shared responsibility between the requisitioner and/or end-user and PD;

e The requisitioner and/or end-user shall develop the performance
measurement criteria, which may already be included in the solicitation
documents and shall appear in the contract; and

e  The requisitioner and/or end-user shall monitor and evaluate the vendor’s
performance against the agreed performance measurement criteria and
provide feedback to the vendor.

Performance evaluation criteria not clearly defined in contractual
documents

41. OIOS reviewed the current contracts and all the solicitation documents
issued in the last two years and found that a list of performance evaluation
criteria was not routinely defined and there was no evidence that performance
measurement was discussed and agreed with the vendors.

Performance monitoring for non-discretionary advisors

42. A procedure for rating the performance of the advisors was developed
and included in the SOIPP. OIOS identified a number of opportunities to
improve the design of the procedure and evaluation practices.

43. A 40 per cent weight was assigned to the number and performance of the
recommendations from the advisors, the highest importance among all of the
criteria. However, the rating system did not specify a scoring scale so that the
number and performance of the recommendations would be aligned with the
points scored. As a result, there was a lack of consistency in the scoring across
the investment officers when evaluating the external regional advisors:

e The advisor with the seemingly best-performing recommendations
(measured as excess return over corresponding benchmark return in the
quarter after the recommendation was made) in both 2007 and 2008,
Fiduciary Trust Company International, was given the lowest score, 10
out of 30 points;
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e The worst performing recommendations, contributing a negative 23 per
cent return relative to the benchmark, were provided to the Global
Emerging Market team by the advisor for Europe in 2008, but the advisor
scored 20 out of 30 points;

e The advisor that initiated the largest number of recommendations in 2007
was given the lowest score, 3 out of 10 points allocated to the number-of-
recommendations category;

e The advisor for European equities provided only 12 recommendations
for 2007 and two recommendations for 2008, and none were accepted by
IMD. However, the advisor was still given 5 and 4 points, respectively,
out of 10 for the two years.

44, OIOS noted that some investment teams did not conduct regular
performance evaluations for the advisors. Performance evaluation records were
not available for the emerging market team for 2007, nor for the fixed income
and real estate managers for 2008. IMD had not completed any evaluations for
2009 at the time of the audit. The evaluation process was further compromised by
insufficient supporting documentation for the appraisals, use of inconsistent
formulae in computing excess return of recommendations, and the lack of
consolidation across the teams that use the same advisor to derive an overall
score. Finally, the evaluations were not communicated to the advisors nor were
action plans drawn to improve performance. Therefore, the evaluation process
appears to serve only as a formality rather than a tool to hold the advisors
accountable and to improve their delivery and quality of work.

Performance monitoring and evaluation for small-cap managers

45, The SOIPP requires that small cap managers be evaluated principally on
their investment returns relative to their benchmarks and qualitative evaluation of
portfolio  management, although reporting usefulness, clarity and
communications with IMD also contribute to their assessment. The Risk Manual
also states that all external managers undergo a due diligence meeting at least
twice a year, and that at least one of the meetings should be conducted on site.

46. However, there was no documentation showing that a performance
appraisal was conducted using an agreed set of criteria and consistent approach,
covering both quantitative and qualitative aspects of the management of funds
allocated to the small-cap managers. OIOS noted that a consistently
underperforming small-cap manager was retained, while its investment
philosophy and strategy was unclear to IMD and unusual asset allocation
decisions by the manager were not questioned by IMD. Further evidence of
improper management emerged during the portfolio transfer process after a new
manager was contracted in January 2010.

47. Moreover, IMD pursued different investment styles when it launched a
competitive process to replace the two small-cap managers for North America in
2007, one for core and one for value investments, with $3 million allocated to
each. If not closely monitored, the value manager may drift away from the
investment universe of its strength (selecting value stocks) and IMD may fail to
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achieve optimum diversification and return as it envisaged in acquiring such a
management style.

Performance monitoring and evaluation for brokers

48. The SOIPP outlines the criteria for broker selection and evaluation. A 70
per cent weight is assigned to the strength of analysts and the 30 per cent to
execution of trades. The weights are further broken down and assigned to the
individual criteria under the two broad categories. However, OlIOS noted that
only the North America team followed these individual weights, while other
investment teams have used forms with different weights for the components.
Without a common rating system, the scores cannot be compared and
consolidated even for the same broker evaluated by different officers.
Furthermore, the summary sheet with the list of brokers used by IMD in 2008
and corresponding commission data does not fully reconcile with the individual
broker evaluation forms, showing that an evaluation form was not completed for
some of the brokers while some evaluated brokers were not included in the
summary.

Performance monitoring and evaluation for custodian/MRK

49. Both the SOIPP and the Operations Section Manual stipulate that IMD
should evaluate the performance of the custodian and the MRK service providers
on an annual basis and that the risk group should conduct an annual site visit as
part of the evaluation process and file a report documenting the result of the
evaluation. The Risk Manual also requires review of the custodians’ and MRK’s
compliance with the service level agreements on a semi-annual basis. However,
for the period from 2007 to 2009 IMD could only provide OIOS two standard
Contractor Performance Reports, which do not adequately reflect the complex
custodian and MRK services. The two forms, which provided a satisfactory
rating as required to extend the contract, were filled out by the Operations
Section and dated July 30, 2008 and November 10, 2009, respectively.

50. Considering that IMD will engage an additional custodian bank and an
independent MRK, there is a need to develop better monitoring and evaluation
metrics to ensure that they deliver the services as required by the contracts.

Recommendation 11

(11) UNJSPF IMD should develop and implement an
active supplier/vendor performance management
programme customized for external investment advisors
(discretionary and non-discretionary), brokers, custodians,
Master Record Keeper and system providers, the results of
which should be communicated to the vendors to drive
continuous improvement. The vendor management
programme should be subject to an internal quality review
process to ensure consistency and integrity.
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51. IMD accepted recommendation 11 and stated that it will perform a
formal review (which will be subject to an assessment as well) of all the counter
parties and will then work with them to address any performance deficiencies.
An annual broker review has been performed for many years and will be
augmented this year with a trade execution study. Recommendation 11 remains
pending implementation of consistent and effective performance management by
IMD for different vendors using customized metrics that adequately reflect the
contractual services to be provided.

D. Contract Administration

Progress made in contract extensions and amendments

52. In its meetings HCC/08/93 and HCC/08/108 held on 16 October and 10
December 2008, respectively, the HCC, while approving the extensions of the
expired contracts, expressed its strong concerns about the manner in which the
important contracts (with three small-cap managers and three non-discretionary
advisors) were managed by IMD, resulting in the ex-post facto increase of the
Not-to-Exceed (NTE) amount of approximately $37 million. The Committee
noted IMD’s corrective measures but also unanimously recommended that IMD
management take all necessary steps to ensure that proper control mechanisms
are in place.

53. Since 2008, with more dedicated resources allocated, IMD has made
progress in contract management activities, especially administratively, although
some legacy issues related to the lengthy procurement process still exist. O1OS
took note that further extensions of the various contracts thereafter were
processed through PD and submitted to HCC for pre-clearance. One relatively
minor issue OIOS noted was that some of the amendments were not correctly
numbered.

Invoice payment not timely

54. In accordance with the Operations Section Manual, all vendor invoices
must be signed off by the requisitioner to certify the delivery of
goods/performance of services under the contract or agreement. The
requisitioning officer/unit was identified on the basis of the substantive nature of
the goods/services purchased. OIOS reviewed a sample of 74 IMD-related
payment requests, which were often lumped together with other payments in the
Integrated Management Information System, and noted that all payments were
approved by designated IMD officers and supported by evidence of the receipt of
the underlying goods and services. However, at the time of the audit, IMD did
not maintain a list of staff members or requisitioning units authorized to certify
different invoices for monitoring purpose. IMD took prompt action to rectify this
condition in response to OIOS’ observation.

55. OIOS noted that in 89 per cent of the cases sampled, the time to pay
vendor invoices exceeded the net 30 day payment terms established by the UN,
with an average of 74 days and a maximum of 492 days during the period from
November 2007 to October 2009. OIOS further noted that one of the recurring
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problems causing delays in invoice payment was the extensive time taken by PD
in processing and issuing a purchase order, which must be completed before
payments can be made. Delays in processing invoices and payments could violate
contractual terms, thus jeopardizing critical services for IMD (as noted above in
the case of the Bloomberg system) and ultimately the safety of the funds under
management.

56. Monitoring the payment of vendor invoices is an essential part of
contract management. Currently, IMD does not have a tool to track each
individual vendor invoice, purchase order and requisition. Similar to the
monitoring of other procurement and contract management activities, IMD
maintains an Excel file by vendor and purchase order where the payments are
entered. All calculations of the balances on the purchase orders have to be done
manually and it is not possible to monitor the individual vendor invoices using
the spreadsheet. In order to maximize financial and operational performance and
ensure compliance with the contract terms, it is essential to monitor and perform
analysis of the invoice payments process, requisitions, purchase orders and
contracts in an integrated manner (Refer to recommendation 10).
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STATUS OF AUDIT RECOMMENDATIONS

ANNEX 1

RSO Recommendation Risk category R'.SK C{ Actions needed to close recommendation Implemenztatlon

no. rating 6] date

1 UNJSPF IMD should develop a | Strategy High O | Development of an overarching | 1 July 2012
comprehensive  long-term  resource strategy document by IMD that
strategy to determine and align the demonstrates decline in procured
scope of external advisory services advisory services in line with growth of
necessary to complement the internal internal resources.
capacity and other resources.

2 UNJSPF IMD should revisit and | Operational High O | 1) Streamlined TORs to support an | 1 July 2012
realign the structure of the non- advisory framework with limited
discretionary advisors. IMD should duplication of responsibilities/services
also further delineate and streamline between different advisors, between the
the scope of services documented in advisors and other vendors and IMD
the TORs to engage various types of itself, and 2) development of contracts
advisors to avoid duplications and reflecting these changes.
potentially higher costs.

3 UNJSPF IMD should develop a | Operational Medium | O | Implementation of revised performance | 1 July 2012
mechanism (for instance, on ad measurement and reporting  with
valorem basis for shared advisors and advisory costs allocated to individual
on an asset class basis for advisors that portfolios.
serve only a specific asset class) to
allocate the cost of the advisory
services to the individual sub-portfolios
of the Fund in order to align
performance results and costs incurred
to achieve those results.

4 UNJSPF IMD should change the flat | Operational Medium | O | Documented exploration by IMD with | 1 July 2012

fee structure for external advisors and
make part of the compensation variable
according to the actual services
provided. Key performance indicators

OLA and vendors on the possibility of
adopting a variable compensating
structure for the advisors.




RESOT: Recommendation Risk category R'.Sk C{ Actions needed to close recommendation Implemenztatlon
no. rating 0 date
for services provided should be
incorporated in the contracts with the
possible adjustment of advisory fees.
5 UNJSPF IMD should strengthen the | Operational Medium | O | Signing of new advisory contracts with | 1 July 2012
terms and conditions of the new specific  deliverables, terms and
contracts with advisors so that conditions.
deliverables and requirements will be
sufficiently  specific to facilitate
performance monitoring and
management.
6 UNJSPF IMD should develop and | Strategy Medium | O | Development of annual procurement | 1 July 2011
communicate a long-term acquisition plans and individual source selection
plan to PD on an annual basis. IMD plans.
should also develop a source selection
plan with PD (and OLA when
necessary) for individual procurement
cases to define achievable timelines,
seek commitment from each party and
control the procurement process.
7 UNJSPF IMD should perform a | Operational Medium | O | Implementation of a streamlined | 1 July 2011
comprehensive  review of  the procurement process by IMD in line
completed procurement cases to gain with  UN procurement rules and
an understanding of the root causes for procedures.
the delays and develop systematic
solutions with PD and OLA to expedite
the procurement process.
8 UNJSPF IMD should investigate the | Operational Medium | O | Identification and addressing of the | 1 July 2012
low response rates to solicitations and causes by IMD for the low response
consider allowing invited vendors more rates in new RFP process.
time to respond to future complex
solicitations to ensure sufficient
competition.
9 UNJSPF IMD  should develop | Governance Medium | O | Development by IMD of procedures | 1 July 2012
procedures defining roles, defining roles, responsibilities and




Recom.
no.

Recommendation

Risk category

Risk
rating

C/

Actions needed to close recommendation

Implementation

date?

responsibilities and work processes for
procurement and contract management
activities.

work processes for procurement and
contract management activities.

10

UNJSPF IMD should explore with PD
and the Secretariat of UNJSPF the
possibility of adopting an existing
system to monitor  procurement
activities and manage contracts,
including  systematic tracking of
procurement timelines, vendor invoices
and payments, in order to identify and
address process constraints and delays.
If an appropriate system is not
available, IMD should develop one to
meet their needs.

Information
Technology

Medium

Adoption of a monitoring system by
IMD.

1 July 2012

11

UNJSPF IMD should develop and
implement an active supplier/vendor
performance management programme

customized for external investment
advisors  (discretionary and non-
discretionary), brokers, custodians,

Master Record Keeper and system
providers, the results of which should
be communicated to the vendors to
drive continuous improvement. The
vendor management programme should
be subject to an internal quality review
process to ensure consistency and
integrity.

Operational

High

Implementation of consistent and
effective performance management by
IMD for different vendors using
customized metrics that adequately
reflect the contractual services to be
provided.

1 July 2012

1. C =closed, O = open
2. Date provided by IMD in response to recommendations.




