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AUDIT REPORT 

Audit of IMD Front Office-Equities 

I. BACKGROUND 

1. The Office of Internal Oversight Services (OIOS) conducted an audit of IMD Front Office-
Equities.

2. In accordance with its mandate, OIOS provides assurance and advice on the adequacy and 
effectiveness of the United Nations internal control system, the primary objectives of which are to ensure 
(a) efficient and effective operations; (b) accurate financial and operational reporting; (c) safeguarding of 
assets; and (d) compliance with mandates, regulations, and rules.  

3. 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. 

4. Investment management is the professional management of financial securities, including equity 
and fixed income, and other assets, such as real estate, to meet specified investment goals for the benefit 
of the stakeholders. The front office function includes elements of strategy implementation, research, 
security selection, and ongoing monitoring of investments to support a buy, hold or sell decision. Trades 
are typically routed to a centralized trading desk for execution. The middle office includes employees that 
manage risk and monitor compliance, whereas the back office includes administrative and support 
operations such as trade settlement, records maintenance, and accounting. 

5. The Fund invests in a global portfolio of equities, fixed income, real estate, short-term 
instruments and alternative investments. All investments must meet the criteria of safety, profitability, 
liquidity and convertibility as stipulated by the General Assembly.  As of 30 September 2011, the market 
value of the Fund’s assets was $38.1 billion, and the asset allocation was: 58.7 per cent in equities, 32.5 
per cent in fixed income, 4.9 per cent in real estate, 3.5 per cent in short term instruments and 0.4 per cent 
in alternative investments. 

6. As of 30 September 2011 the assets of the Fund were invested in 46 countries, in regional 
institutions, international institutions and in real-estate investment trusts. As for currency diversification, 
47.2 per cent of the investments were denominated in United States dollars and the remaining 52.8 per 
cent were in 23 other currencies, including 12.5 per cent in Euros. 

7. The equities portfolio’s investments, with a market value of $22.4 billion as of 30 September 
2011, were diversified amongst the North American, European and Middle Eastern, Asia-Pacific, and 
Emerging Markets portfolios. While the majority of the equity investments are managed internally, the 
small capitalization equity securities for North America, Europe and Japan are managed by external 
managers with discretionary authority as detailed in Table 1.   Additionally, IMD had investments with 
market values of $113.2 million in the Africa Emerging Markets Fund and $15.0 million in the Emerging 
Markets Middle East Fund A as of 30 September 2011.   
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Table 1: IMD Small Capitalization External Managers 
Region External Manager AUM* as of 30 Sept 11 ($ million) 

North America Fischer Investments 

Eagle Boston Investment Management 

463.5 

272.9 
Europe Baillie Gifford 371.3 
Japan Daiwa Securities 121.5 

AUM – Assets Under Management 

Chart 1: IMD Equity Investments (in billions)

Total Equity Investments as of 30 September 2011 
$22.4 Billion

Asia Pacific, $3.1, 14%

North America, 
$11.0, 49%

Europe + Middle East, 
$5.0, 22%

Emerging Markets, 
$3.4, 15%

8. Comments provided by IMD are incorporated in italics.

II. OBJECTIVE AND SCOPE  

9. The audit of IMD Front Office-Equities was conducted to assess the adequacy and effectiveness 
of IMD’s governance, risk management and control processes in providing reasonable assurance 
regarding the effective management of equity investments.

10. While the audit of IMD Front Office–Equities focused on the front office functions as described 
above, the audit included interviews and meetings with the middle and back office personnel, i.e. the risk 
management, compliance and the operations teams in assessing whether adequate controls, tools and 
support was provided to the front office personnel (investment managers) for discharging their mandate. 

11. This audit was included in the OIOS 2011 risk-based audit plan since equity investments 
comprise a significant part of the Funds assets and had not been singularly audited before. Other front 
office reviews include the 2010 audit of IMD Front Office–Fixed Income (AS2010/801/01), and the 
ongoing audits of IMD Strategy and Preparedness for Alternative Investments (AS2011/801/04) and   
IMD Real Estate Investments (AS2012/801/01). 

12. The key controls tested for the audit were: (a) governance and oversight structure; (b) 
performance monitoring and reporting; and (c) risk management and strategic planning. For the purpose 
of this audit, OIOS defined these key controls as follows:  
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(a) Governance and oversight structure – controls that provide reasonable assurance that 
key issues relating to the monitoring and reporting of investment results are dealt with effectively 
and efficiently. 

(b) Performance monitoring and reporting – controls that provide reasonable assurance 
that sound metrics are established for measuring and monitoring investment performance, and 
that such activities are carried out in accordance with industry standards. 

(c) Risk management and strategic planning – controls that provide reasonable assurance 
that risks relating to the investments of the Fund are identified and assessed, and that action is 
taken to anticipate or mitigate risks. 

13. The key controls were assessed for the control objectives shown in Table 2. Certain control 
objectives shown in Table 2 as “Not assessed” were not relevant to the scope defined for this audit.  

14. OIOS conducted this audit from 1 September 2011 to 30 November 2011.  The audit covered the 
period from 1 January 2009 to 31 December 2010. 

15. OIOS conducted an activity-level risk assessment to identify and assess specific risk exposures, 
and to confirm the relevance of the selected key controls in mitigating associated risks.  Through 
interviews, analytical reviews and tests of controls, OIOS assessed the existence and adequacy of internal 
controls and conducted necessary tests to determine their effectiveness. 

III. AUDIT RESULTS 

16. IMD governance, risk management and control processes examined were partially satisfactory
in providing reasonable assurance regarding the effective management of equity investments.   OIOS 
made one recommendation to address one issue concerning the need for performance benchmarks for two 
emerging market funds identified in this audit.  IMD is researching the most appropriate benchmarks for 
measuring the performance of the Emerging Markets Africa and Middle East funds.

17. The initial overall rating of partially satisfactory was based on the assessment of key controls 
presented in Table 2 below.   The final overall rating is partially satisfactory as implementation of one 
important recommendation remains in progress. 

Table 2: Assessment of key controls 

Control objectives 
Business
objective

Key controls Efficient and 
effective 
operations 

Accurate
financial and 
operational 
reporting 

Safeguarding 
of assets 

Compliance 
with mandates, 
regulations and 
rules

(a) Governance and 
oversight structure Satisfactory Satisfactory Satisfactory Satisfactory 

(b) Performance 
monitoring and 
reporting 

Partially
Satisfactory Satisfactory Satisfactory  Satisfactory 

To effectively 
manage
equity
investments

(c) Risk management 
and strategic planning 

Partially
Satisfactory Satisfactory Not Assessed Not Assessed

FINAL OVERALL RATING:  PARTIALLY SATISFACTORY 
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A. Governance and oversight structure 

List of approved officials

18. As of 17 August 2009, the RSG has designated a number of officers with approving authority in a 
schedule titled ‘List of Approved Officials’. The schedule lists officials who are authorized to give 
directions to brokers, custodians, advisors and external managers for small capitalization accounts. The 
schedule further lists the authority granted as follows: 

� General Authority – the official has general authority to give directions jointly for any purpose 
specified under the certifying or approving authorities; 

� Certifying Authority – the official has authority to sign off on trade orders; 

� Approving Authority – the official has the authority to sign broker confirmations with respect to 
transactions regarding: 
a. Receipt of securities 
b. Custody, transfer, exchange, delivery or re-delivery of securities 
c. Receipt and investment of money 
d. Disbursement of money 
e. Currency conversion. 

19. The schedule provides certifying and/or approving authority to the designated officials pursuant 
to “Article 3”, however, the schedule does not reference the source document for this Article or its text. 
The terminology “certifying authority” and “approving authority” is similar to the terminology used under 
Rule 105.5 and 105.6 of the UN Financial Regulations and Rules which relate to budgetary and financial 
controls. This may cause confusion as to the exact nature of the authorities that have been delegated to 
IMD officials for purposes of signing off on securities trade orders and broker confirmations, and 
recording the transactions in the accounts. 

20. Furthermore, the Director of IMD has been granted general authority under the Schedule, and is 
authorized both “certifying” or “approving” authorities, a combination that represents an improper 
segregation of duties. IMD clarified that controls in the Charles River trade order management system 
preclude the Director from signing off on individual transactions as both the “Certifying Officer” and 
“Approving Officer”, and stated that this would be clarified in the table of authorities. 

Investment authority for internally managed investments

21. General authority for managing the investments of the Fund has been delegated to the RSG, the 
Director of IMD and the investment officers as detailed in the IMD Standard Operating Investment Policy 
and Procedures manual. The Director of IMD and the Deputy Director of Investments are authorized by 
the RSG to sign any and all investment transactions for equities, fixed income and short-term securities, 
while the RSG has reserved the authority for maintaining the approved list of Real Assets investments. 

22.  For the purchase and sale of securities, including equities, fixed income, real assets, foreign 
exchange, and short-term investments, the following authorization levels apply: 
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   Table 3: IMD Investment Authority 

Asset Class Amount   
(in $) Asset Class Amount (in $) 

EQUITIES 0 - 50 million EQUITIES Above 50 million 
BONDS 0 – 100 million BONDS Above  100 million 
REAL ASSETS 0 – 20 million REAL ASSETS Above  20 million 
CURRENCIES
& SHORT-
TERM

0 – 25 million 
CURRENCIES & 
SHORT-TERM Above 25 million  

Any two authorized signatories 
Director

Or
Deputy Director of Investments 

AND 

Director
Deputy Director of Investments 

Senior Investment Officer 
Investment Officer 

Any one of the following: 

Deputy Director of Investments 
Senior Investment Officer 

Investment Officer 

23.  Given the above delegation of investment authorities, equity trades below a certain threshold can 
be signed off without the approval of the Deputy Director of Investments. In addition, large trades in 
excess of $50 million for equities, including basket trades potentially amounting to several hundred 
million dollars, do not require the Director’s sign off. OIOS was of the view that the Deputy Director of 
Investments and the Director of IMD should be provided with a daily trade blotter for review so that they 
are made aware of all large dollar volume trades to deter against rogue trading by IMD investment 
officers.

24.  IMD agreed, confirming that it has since implemented the suggested procedure, and OIOS 
verified that it has been in place since 12 December 2011. 

B. Performance monitoring and reporting

IMD emerging markets fund benchmarks

25. IMD has identified benchmarks for tracking the performance of internally managed equity 
portfolios as well as funds managed externally. Outperforming a well-selected benchmark consistently 
should be a fund manager’s aim. Conversely, consistent underperformance relative to a benchmark 
suggests a valid reason to switch investment managers and/or externally managed funds. 

26. However, in the case of the Africa Emerging Markets and the Emerging Markets Middle East 
Funds with respective inception dates of June 2001 and January 2005, and market values of $113.2 and 
$15.0 million, IMD has not selected benchmarks for this purpose. 

27. The senior investment manager for the emerging markets equities team explained that given the 
nature of the countries/regions in question, there is no appropriate benchmark against which to track the 
performance of the Africa Emerging Markets Fund.  Therefore, IMD tracks the Fund’s performance 
against the MSCI Emerging Markets Index benchmark.  The performance for the Emerging Markets 
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Middle East Fund is tracked using an ad-hoc benchmark, the Ashmore EMM Middle East Custom Index 
(S&P Calculated). This Index is a two-tiered, equally weighted index; large-cap companies (over $2 
billion) are equally weighted. Investable small-cap companies (over $500 million but less than $2 billion) 
are also equally weighted but at half the weight of large-caps.  The relative performance of the Africa 
Emerging Markets Fund and the Emerging Markets Middle East Fund against these assigned benchmarks 
is monitored on a monthly and quarterly basis.  The Funds’ quarterly performance is included in the blue 
book submitted to the Investments Committee, but the benchmark information is not included. 

28. IMD needs to be consistently measuring and reporting the relative performance of these funds 
and measuring risk in Risk Metrics. Measuring performance in itself is not sufficient, what is equally 
important is to quantify the amount of risk taken in pursuit of the returns (i.e. performance). However, to 
achieve this, IMD would need to select the pertinent benchmark and feed the benchmark data into the 
Risk Metrics system to generate the risk and performance numbers independent of the other equities 
portfolios. Additionally, the chosen benchmark for the funds should be provided to the Master Record 
Keeper (MRK) for performance reporting as is the case for the remainder of the equities portfolios.

(1) IMD should assign appropriate benchmarks for measuring the risk and performance of 
the Emerging Markets Africa and Middle East funds and reporting to the Investments 
Committee. 

IMD accepted recommendation 1 and stated that it was now measuring the performance of the 
Emerging Markets Africa fund against the MSCI Emerging Markets Index and the performance of 
the Emerging Markets Africa fund against an ad-hoc benchmark. IMD stated that it recognizes the 
benefit of having a more appropriate or specific benchmark(s) but this may be easier said than done, 
given the nuances of these markets. Nevertheless, IMD will work to identify such a solution. 
Recommendation 1 remains open pending selection of pertinent benchmarks against which the 
performance of the emerging market funds will be measured. 

Trade processing, operational capacity and basket trades

29. The decision to purchase or sell a security begins with the written recommendation which is 
signed off by two investment officers. A trade order is then created in Charles River, approved 
electronically by two investment officers, and transmitted to the brokers via the FIX network. Once 
completed by the broker, the trade fills are sent back to Charles River where they move into ‘Ready’ 
status and a confirmation is sent to the portfolio assistant handling the account and to the Operations 
Section.

30. The Operations Section verifies the details of the trade against the confirmation received from the 
broker and the broker standing settlement instructions. This verification triggers commissions and fees 
which are calculated based on static data maintained in the system. In the event the investment officer 
negotiates a lower commission rate, or the broker calculates fees differently from Charles River, a 
mismatch occurs potentially causing a failed trade.  

31. Once verified, the trade moves to the ‘ACCTG’ status, creating a SWIFT message authorized by 
a supervisor, which is then released to Northern Trust for settlement. 

32. This review process is consistent with the United Nations Financial Regulations and Rules, which 
requires that cash payments be approved by an ‘approving officer’ prior to release.  
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33. A basket trade is an order to buy or sell a group of securities simultaneously and is an important 
tool for investment funds wishing to purchase or sell a large number of securities in certain proportions. A 
basket trade allows the portfolio manager to create a list of stocks, called a basket that can be traded, 
managed and tracked as one entity. Furthermore, basket trades enable an investment manager to invest 
and track stocks grouped by investment style, market sector, market capitalization or any other 
classification. In order for a trade to be considered a ‘basket trade’, it must typically involve the purchase 
or sale of 15 or more securities.  

34. In a typical basket transaction, an investment manager can allocate weightings to the securities in 
the basket. These weightings can be expressed in terms of number of shares, dollar amounts or 
percentages. While basket trading may provide a number of advantages, a key benefit is the ability to 
place multiple trades in just one order, for instance when the investment manager wishes to rebalance the 
portfolio relative to a benchmark or due to market volatility. 

35. Some of the investment officers managing the equity portfolios informed OIOS that while they 
are able to place small basket trades in managing their respective portfolios within Charles River, (the 
trade order management system implemented in 2010), they are unable to trade large baskets or execute 
two or more basket trades simultaneously, especially when the market is volatile, and they wish to either 
sell or purchase a large number of securities, due to back office constraints. This inability to trade baskets 
could potentially limit the investment managers’ ability to maximize returns or limit losses. 

36. OIOS understands that while Charles River has the functionalities to support large and multiple 
basket trades, the bottleneck arises when the trades reach the Operations Section, which exercises the 
approving function for the trades, as per Financial Rule 105.6, and is required to verify the trade details 
(including the commission rates payable to the brokers) prior to releasing individual trades to the 
custodian, Northern Trust, for settlement. Given that a single basket trade can contain hundreds of 
securities, manually verifying the trade details of each security is simply not feasible. 

37. Under the current operational set-up, the Operations Section has the capacity to process 
approximately sixty equity trades per day; however, a single basket trade can contain hundreds of 
securities.

38. In OIOS’ opinion, IMD needs to implement an automated system whereby only exceptions 
between trade details, including commission rates in Charles River and those contained in the broker 
confirmation, are identified and reviewed by the Operations Section to enable the capacity to trade 
baskets.

39. IMD understands the need for such a system and has been working on procuring the Omgeo 
system towards this end. A purchase order was issued in December 2009, with the contract negotiations 
lasting over a year. IMD has been working with Charles River and Omgeo on an implementation plan to 
expedite go-live. OIOS will continue to monitor this situation.

Analytical tool for security selection

40. The current process for securities selection employed by the various investment officers 
managing the equity portfolios involves activities such as reviewing analyst reports, meeting with 
company management and conducting research using Bloomberg. An analytical tool used across the 
portfolios would better enable investment managers’ screening (for instance based on company size, 
price, sector etc.), ongoing company/security valuation, and reporting consistently across the portfolios.
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41. The analysis generated by this tool would also help rationalize recommendations in support of 
purchases and sales.  IMD was aware of the need for such a tool to further complement the Front Office 
function and indicated that a Request for Proposal (RFP) is now in process. OIOS will follow up on the 
implementation of the analytical tool.  

C. Risk management and strategic planning 

Security classification (exchange traded funds)

42. An exchange traded fund (ETF) is an investment fund traded on a stock exchange, that can hold 
assets such as stocks, commodities, or bonds. Most ETFs track an index such as the S&P 500, (which 
contains 500 large-cap common stocks actively traded in the United States), or the NASDAQ 100 (a stock 
market index comprised of 100 of the largest non-financial companies listed on the NASDAQ exchange). 
ETFs generally provide market exposure and diversification, a low expense ratio, buying and selling 
flexibility and transparency.  

43. Investment officers managing the equity portfolios might invest in ETFs, for instance, to gain 
market exposure or to manage the tactical asset allocation. The classification of the ETF within the risk 
system, Risk Metrics, is particularly important as this would influence, for example, the performance or 
the risk attribution of the respective portfolios. 

44. In determining the performance attribution, the Risk Metrics system has a ‘Look Through’ feature 
that distributes the securities within the ETF by the respective sectors in calculating the performance 
numbers for a portfolio. However, in calculating the risk, for instance the ‘Tracking Error’ (which is used 
to measure how closely a portfolio follows the index to which it is measured), the same ‘Look Through’ 
feature is currently not available within Risk Metrics. The IMD Risk Management team expects Risk 
Metrics to implement this feature, which has been temporarily delayed due to the acquisition of Risk 
Metrics by Morgan Stanley Capital International (MSCI).  

45. The risk management team is following up with the vendor with regard to the ‘Look Through’ 
feature, and OIOS will keep this matter under review.

Investment management/research

46. During discussions/interviews with investment managers, it was apparent that the investment 
universe of the respective teams was extensive with regard to the number of securities covered. For 
instance and as noted in Table 4, the North American investment manager had an investment universe of 
approximately 700 securities. Similarly, the Emerging Markets portfolio has a potential investment 
universe of 800 securities. 
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Table 4: Total IMD Equity Assets Under Management (AUM) vs. Internal Resources as of 30 September 2011 
Staff

Portfolio/Region AUM $ Billion 
(incl. small cap) 

% of 
AUM vs. 

Total
Plan

Professional General 
Services 

Benchmark/Index Securities 
Covered^ 

North America 
(incl. Canada) 11.02 29 2 1 MSCI* North 

America 700

Europe + Middle 
East 4.98 13 3 1 MSCI Europe 460 

Asia Pacific 3.05 8 3 1 MSCI Pacific 500
Emerging
Markets 3.28 8.7 3 2 MSCI Emerging 

Markets 800

Total 22.34 58.60 11 5 - 2460
* Morgan Stanley Capital International 
^ These are the constituent securities in the respective MSCI benchmarks 

47. In the opinion of the investment managers interviewed, the current staffing levels present a 
challenge in monitoring the securities within their respective universes on an ongoing basis and in 
performing the due diligence required in selecting securities to add or sell in portfolios. 

48. In document JSPB/58/R.18, budget estimates for the biennium 2012-2013 - supplementary 
information, IMD stated it is pursuing a reconfiguration of the present advisory framework, with further 
enhancements envisioned in the future. The future advisory framework recommends the use of strategy 
advisors and leadership funds for asset allocation, and equity research providers with regional specialty 
for portfolio construction and security selection.  

49. Currently the investment teams are required to trade the securities for their portfolios which in 
itself is a time consuming activity. In this regard, OIOS had made a recommendation in the audit of the 
IMD Front Office Fixed Income Group (AS2010/801/01) for IMD to establish a centralized trading desk 
that would work closely with the investment managers in executing trades. Further to this 
recommendation, IMD conducted a transaction costs analysis study that provided quantifiable support to 
the establishment of a centralized trading desk. This study was presented to the Investments Committee 
meeting in July 2011. Subsequently, in the programme budget for the biennium 2010-2011 and the 
proposed programme budget for the biennium 2012-2013 (JSPB/58/R.18), IMD requested eight 
additional posts for the Investment Section of which four were approved. One P-4 post is earmarked for 
the trade execution officer, one P-3 post is designated for the North American portfolio and one P-4 post 
is designated for the Emerging Markets team. OIOS notes that IMD is currently working to fill these 
positions.

50. While the equity investment managers are provided research by research firms with regional 
specialty, in the opinion of OIOS, it would benefit the equities team to have an in-house research function 
supporting the investment managers so that topics of interest across the various equity portfolios are 
adequately researched, which would better enable them to select securities.  

51. An employee staffing a research function at a pension fund is typically referred to as a buy-side 
analyst, whose aim is to identify investment opportunities solely for the in-house investment managers. 
Often times, a buy-side analyst will source research provided by a brokerage house or a research firm 
with regional specialty as a basis to conduct the research. An investment portfolio would typically benefit 
from having a research analyst as it provides the ability to research and generate investment opportunities 
real time under the direction of a portfolio or investment manager.  For instance, events in foreign 
markets can have a ripple effect on domestic (United States) stock markets, e.g. falling manufacturing 
output, or changing economic trends in China, and its subsequent effect on equity prices in Asia Pacific 
and/or Europe. Given this scenario, investment managers may wish to determine what effect this would 
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