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I OVERVIEW

1. In line with Article 31 of the Agreement Establishing the Asian Development Bank and
Section 12 of the By-Laws, the Audit Committee of the Board (ACB) assists the Board of
Directors in carrying out its responsibilities as they relate to oversight of ADB’s financial
reporting and audits, including internal controls. In accordance with the Terms of Reference
(ToR) the ACB satisfied itself that they were appropriate and accorded with ADB’s approved
policies and generally accepted accounting and auditing standards.

2. The ACB identified a range of audit issues which formed the basis of its Work Program
(a list of the audit issues and reports is found in Appendix 1). The ACB met during the period of
review (1 July 2004 to 30 June 2005) with staff from the Treasurer's Department (TD), the
Controller's Department (CTL), the Budget, Personnel, and Management Systems Department
(BPMSD), the Office of the Auditor General (OAG), the South Asia Department (SARD), the
Southeast Asia Department (SERD), the Regional and Sustainable Development Department
(RSDD), the Private Sector Operations Department (PSOD), the Strategy and Policy
Department (SPD), the Office of General Counsel (OGC); the Office of Administrative Services
(OAS), the Office of Information Systems Technology (OIST) and also with ADB Outside
Auditors (Price Waterhouse Coopers — PwC) with whom it met independently as well as jointly
with ADB staff. The selected issues were discussed openly and frankly, and on many occasions
were supplemented with audio-visual presentations, written handouts and/or written
explanations, as requested.

3. Changing Role and Scope of ACB: The ACB took note of the best practices as
suggested by the Sarbanes Oxley Act dated 23 January 2002 in regard to the role of Audit
Committee, especially aspects dealing with:

(a) appointment, compensation and oversight of the work of the external auditors
including possible conflict of interest in undertaking non-audit services by
external auditors and approval for undertaking for such services;

(b) discussion with the external auditors without the presence of Management
and ADB staff;

(c) appointment of member(s) having background in accounting or related
financial expertise;

(d) engagement of independent counsel and other advisers to assist in the work
of the ACB.

4, The ACB also took note of the Terms of Reference (ToR) of similar committees in other
MDBs, especially with regard to pros and cons for adopting "bare bones" approach as against
greater specificity. The role of the ACB was made more specific with the inclusion in its ToR of
"risk management, procurement policies and procedures" as part of the review of internal
controls.

5. Work Program and Resourcing of the Office of Auditor General: The ACB
expressed its satisfaction with the status of implementation of OAG's Work Program for 2004
and major activities of the OAG's Anticorruption Unit for 2004. The ACB also indicated its
appreciation for finalization of the ToR of the Audit Committee of the Board, and selection of
Outside Auditors in which one ACB member participated as an observer. It also reviewed and



endorsed the OAG's Work Program for 2005, noting in particular its continuing support of the
Asian Organization of Supreme Audit Institution (ASOSAI) and the South Pacific Organizations
of Supreme Audit Institutions (SPASAI). The ACB, however, stressed the need for continued
investigation of allegations of fraud coupled with strong action being taken against proven
perpetrators of fraud. It suggested that the resourcing needs of the Integrity Division of the
Office of the Auditor General be considered carefully and given due priority during the
preparation of Annual ADB's Budget. It also expressed concern about the continuity in staffing
of OAG at the senior most level, given that the Auditor General and Director, OAGF would be
retiring at more or less the same time.

6. ADB's Financial Position: The ACB reviewed and endorsed the draft financial
statements for 2004 for the Board of Directors to recommend for its adoption by the Board of
Governors. It also requested that a procedure be put in place to facilitate its review of the
Quarterly Financial Statements. This was accepted and implemented starting from the Review
of Financial Statements for First Quarter of 2005. In this connection, the ACB expressed its
concern about the decline in operating net income, especially as a result of prepayment of loans
which would have a bearing on ADB's future capacity to allocate funds to ADF, TASF and
reserves. The Committee was apprised that the decreasing trend of net income was in fact
anticipated due to interest rate differentials, and that the trend was only impacting the legacy
products (Pool based loans). It was further explained that the future depended primarily on
LIBOR based Loans (LBL), in view of reduction of past lending under Pool Based Lending
Program, and that LBL would grow. The ACB was also informed that as long as prepayments in
future were not significant, ADB could manage to maintain its OCR operating income (at Pre-
FAS 133 basis) of about $400 million. In this connection, the ACB was also assured that based
on ADB's projections, the prepayments in future were not expected to exceed the 2004 level.
The decline in net income was also attributed to steady reduction in interest rates.

7. The Committee also indicated its concern about decline in net income, during first
guarter of 2005 as compared to first quarter of 2004, due to negative FAS 133 adjustments
amounting to $395 million ($196 million loss as compared to gain of $41 million as of 31
December 2004). The FAS 133 adjustments were explained as due to swaps and embedded
derivatives in structured bonds and were primarily driven by the rise in the interest rates in
certain markets and the weakening of the Japanese Yen against the US Dollar over the period.
It was also indicated that the FAS 133 adjustments were temporary in nature and were one
sided accounting losses since the economic derivatives relationship between the fair value of
the underlying assets/liabilities were disregarded. The accounting gains/losses on derivatives
should be offset by gains/losses on underlying assets and liabilities, but the later was not
allowed to be recognized. Since the use of derivatives was on fully hedged basis, it would not
lead to actual losses upon maturity of related holdings. The ACB noted it was that for this
reason that, for financial management purposes, Pre-FAS figures are being used by ADB, on
the same lines as by other MDBs (e.g. World Bank).

8. Risk Management: The ACB emphasized the need for expeditious formulation of the
integrated risk management strategy and for this purpose suggested the need to consult
comparator organizations and to seek the assistance of an outside expert. The ACB also took
note of the commitment given by the President at the Istanbul Annual Meeting for the
establishment of an independent Credit Risk Management Unit but reinforced the need for an
additional focal point for other risks. The ACB asked that the work on risk management
framework be accelerated and that the Board be informed of the progress with an indication of
key steps.



9. ADB’s Changing Risk Profile Associated with Delegation to Resident Missions
(RMs): The ACB was apprised of audits taken in RMs as part of the Work Program of OAG,
which is submitted to the ACB for endorsement, together with follow-up on audit
recommendations which are indicated as part of the ARIR. The ACB was concerned to ensure
that other RMs are apprised of deficiencies noted by OAG in the audits of RMs, as applicable,
including briefings for Country Director-designates and training programs for staff.

10. IT Systems and Safeguards: The ACB took note of the audit recommendations relating
to intrusion detection that were outstanding since December 2001 and which were originally
expected to be implemented by June 2003 and expressed its concern to OIST. In this
connection, OIST assured that it was now geared to establishing a more cohesive enterprise
architecture with emphasis on security, and supported by a $5 million budget allocation as part
of ISTS Il. Further, security enhancements are now being put in place based on a detailed
analysis of SWIFT data traffic which includes proposed replacement of SWIFT firewall with a
stronger encryption environment that was ready for deployment. OIST also indicated that ADB
might ultimately proceed with an Intrusion Prevention System (IPS) rather than Intrusion
Detection System (IDS) which would however depend upon the overall assessment of the risk
and cost effectiveness.

11. Fraud Detection and Prevention: The ACB was apprised of the progress on
investigations and disciplinary actions taken with respect to fraudulent claims for housing and
other entitlements. Director General BPMSD also indicated that a memo was issued, clarifying
the need for staff to submit correct applications for subsidies, and the consequences following
misrepresentations. The ACB took note of an increase in the number of cases that were being
acted upon,

12. Key Issues and Actions. The ACB’s key issues and recommendations for the reporting
period 2004-2005 were summarized as follows:

(1) Review of the financial statements and MD&A (with the Outside Auditors)
and including the Quarterly Financial Statements: Regular review by ACB

(i) Monitoring of the implementation of the accounting standards including
Financial Accounting Standard no. 133 (FAS 133) specifically covering
accounting principles and practices in relation to derivative instruments:
Continuing periodical review by ACB

(iii) Review of the implications on ADB’s financial management of decrease in
FAS 133 adjustments and net income loss reported on a FAS 133 basis:
Noted temporary nature of loss consequent to interest rate increases and
continuing use of pre FAS 133 basis for net income comparisons

(iv) Review of OCR operating net income reduction consequent to prepayment
trends by India and People’s Republic of China (PRC): Recommended close
monitoring

(v) Review of ADB’s risk management capability and monitoring of progress
on integrating risk management in ADB: Concurred in establishment of
independent credit risk facility as first step towards expeditious progress to
developing an integrated risk management framework; for periodic review of
progress by ACB



(vi) Re-selection of Outside Auditors 2005-2008: Recommended establishing of
alternative criteria for future selection processes

(vii)  Revision of Terms of Reference of the ACB: Endorsed to President; submitted
to Board of Directors on 11 April and subsequently approved

(vii)  Review of key financial and accounting systems through information
technology: Recommended monitoring by ACB through time-bound action plan

(ix) Monitoring progress towards adoption of Management’s Assertion and
Outside Auditor’s Attestation concerning internal controls over external
financial reporting; and publication of the Assertion and an Attestation
Letter in the ADB’s Annual Report: Recommended attainment of goal to
include Attestation in OAG’s Annual Report for 2006

(x) Monitoring of measures being taken to address appropriately instances of
fraudulent activities by staff: Continuing annual review by ACB

(xi) Monitoring of the implementation of measures being taken to prevent fraud
by consultants in ADB projects: Continuing annual review by ACB

(xii)  Monitoring progress towards adoption of cost accounting systems with
ADB: Recommended expeditious progress and regular updates for ACB

(xiiiy  Monitoring of transparency and accountability measures in use of ADB
vehicles at headquarters: Noted

(xiv)  Monitoring of travel related cost saving initiatives including renewal of
contract of service provider and improvement of service performance
levels: Recommended review of criteria for assessment of service providers in
bidding processes

(xv)  Review of waiver of ADB’s functional immunity in private sector operations
and its cost implications: Noted.

Il. BACKGROUND
A. Terms of Reference (ToR) of the ACB

13. The ToR were last updated in 2001. During the period September 2004 to April 2005,
the ToR underwent comprehensive review by the ACB, with the objective of making them more
consistent with the recent changes in generally accepted auditing standards and procedures
(US GAAP), in accordance with “best practices” as reflected in the Sarbanes-Oxley Act of US
Congress (2002), and consistent with recent changes in corresponding ToR in other multilateral
development banks (MDBs) and those reflected in the sample Audit Charter of the Institute of
Internal Auditors, USA. After lengthy deliberations in the ACB over many meetings, the ToR
were submitted to the Board of Directors on 11 April 2005 and subsequently approved.



B. Composition of the ACB

14. For the period of the review, 1 July 2004 to 30 June 2005, the ACB membership
comprised Directors Michele Miari Fulcis (Chairman since July 2003), Chaiyuth Sudthitanakorn,
and Paul Speltz, and Alternate Directors Batir Mirbabayev, Richard Moore and Richard Stanley.

C. ACB Meetings

15. Between 1 July 2004 and 30 June 2005, there were 15 meetings, including one working
session with the Controller on the Financial Statements prior to discussion with the Outside
Auditors. The meetings were also attended by other Directors, Alternate Directors and Directors’
Advisors as Observers.

16. In implementing its ToR, the ACB was fully supported by staff. In this respect it
acknowledges in particular the staff of the CTL and TD in clarifying the financial statements,
including net income allocation and net income reduction, the monitoring of the complex FAS
133 issues and compliance measures with US GAAP, and development towards provision of
Management's Assertion and Attestation Letter; Strategy and Policy Department (SPD) for
clarification of aspects of the net income reduction, in researching debt relief by restructuring
loans, and in reviewing the integrated risk management framework; the Office of the Auditor
General (OAG) for its cooperative and meticulous review of the ToR, for re-selection of the
Outside Auditors, monitoring of the evaluation of international accounting practices; and
implementation of anticorruption measures (together with OAG, BPMSD, and COSO); Office of
the General Counsel (OGC) for clarification of a variety of issues, in particular in respect of the
waiver of immunity and private sector operations; with PSOD for its clarification of private sector
initiatives; OAS for its implementation of cost efficient measures in particular in relation to travel;
BPMSD for its updating on progress with implementation of a cost accounting system; ADBI for
clarification of its audit process; and OIST for clarification of developments and security
measures in respect of internal control systems.

D. Selection of Outside Auditors 2005-2008

17. With the contract of PriceWaterhouseCoopers (PwC) due to expire on 31 December
2004, the ACB had decided, with the approval of the Auditor General, to invite bids for a new
Outside Auditor, to be appointed for a new contractual term starting in FY 2005. An Evaluation
Committee was created in which one member of the ACB, Batir Mirbabayev, served as
Observer, and which also comprised Vice-President (F&A) as the Chair, the Auditor General,
General Counsel, Controller, Treasurer and Principal Director, COSO. Additionally, OAG
consulted directly with the ACB in the process. The process presented unexpected challenges.
Of the “Big Four” international accounting firms, Deloitte and Ernst & Young withdrew, leaving
only KPMG and PwC. With little to distinguish between their bids technically, members of the
ACB unanimously accepted the Evaluation Committee’s recommendation of re-selecting PwC,
based on its being the best proposal overall at the lowest cost by a significant margin.
Nevertheless, the ACB noted that further review and consideration be given to establishing
alternative criteria for more searching procedures in measuring, rating and assessing technical
superiority of proposals in future selection processes.



Il FINANCIAL STATEMENTS AND AUDIT ISSUES
A. Outside Auditors Accomplishments in 2004

18. The ACB reviewed and endorsed the Outside Auditors’ report on its accomplishments in
2004.

B. Outside Auditors’ Management Letter Recommendations Implementation Report
as of 31 January 2005

19. The ACB reviewed the Implementation Report and endorsed the status of
recommendations contained in the Report. The Report was updated as of 25 February 2005
and again as of 31 July 2005" (ref. Appendix 3) and circulated to the ACB in each case.

C. Review of the Financial Statements, Management’s Discussion and Analysis
(MD&A) and Internal Controls with the Outside Auditors

20. The ACB endorsed the draft Financial Statements for 2004 for the Board of Directors to
recommend for the adoption by the Board of Governors.

21. The ACB noted major developments in the Financial Statements for 2004, in particular
OCR and ADF resources, FAS 133 adjustments, the divestment of AFIC, provisioning, loan
arrears, and prepayment trends by PRC and India and the consequent impact of net income
reduction.

22. In respect of provisioning for equity investments, credit guarantees and loans by PSOD,
the ACB expressed concern at the overly conservative and prudent approach taken with regard
to private sector operations. However, the ACB was satisfied with the assurances by the
Outside Auditor that the methodology was sound given the high volatility of risks in Asia and that
the decisions taken had been reasonable.

23. The ACB was satisfied with the Outside Auditor’s explanation that FIN46, the new
accounting rule introduced into the US as a result of the ENRON expose, and known as
Consolidation of Variable Interest Entities, did not apply to ADB’s investment in AFIC. However,
the ACB did express surprise at the procedure of the divestment of AFIC which, while legally
correct as being within the authority of the President, circumvented direct approval by the Board
of Directors. Nevertheless, the ACB was satisfied that provision had been made for the loss of
over $9 million in AFIC.

24, The ACB accepted the need for the continuing outsourcing of the process of valuing
embedded derivatives to the specialized financial software company, Numerix, due to the
complexity and sensitivity of calculations in valuing these embedded derivatives.

25. The ACB noted the Outside Auditor's assurances that both fixed and variable rate
methods were acceptable valuation methods for valuing embedded derivatives and was

! For the purpose of currency of information, this latest Implementation Report of 31 July 2005 supersedes the
previous Report of 31 January and update as of 25 February. This report is included in this Annual Report with the
full knowledge that it extends beyond the actual period of the Annual Report (1 July 2004 to 30 June 2005). It is
included in full as Appendix 3.



satisfied with the recommendation that ADB continue to use the variable rate valuation
methodology as used in 2004.

D. Review of the Quarterly Financial Statements

26. The ACB requested that a procedure be put in place to facilitate its review of the
Quarterly Financial Statements — upon request, if there were clear deviations highlighted in the
Controller's Executive Summary issued to the ACB. As a consequence, meetings of the ACB
were convened each quarter to discuss the net income reduction and the impact of FAS 133
adjustments.

27. The ACB expressed concern at the significant reduction in OCR operating net income
for the first half of 2004 ($208 million compared with $356 million for 2003) indicated in the
Condensed Quarterly Financial Statements for the period ended 30 June 2004. The ACB
observed prepayment trends over the previous three years and raised concern about its impact
on OCR’s future capacity to allocate funds to ADF, TASF and reserves; ADB’s ability to meet
part of ADF IX resources expected to be funded from ADB'’s internal resources; and the Budget
Framework. The Controller clarified that the decline was due mainly to the $6 billion
prepayments in 2003 and $2.6 billion for 2004, used to prepay ADB'’s borrowings, made by PRC
and India. However, the Treasurer explained that the decreased income had not been
unexpected, as prepayments had been anticipated due to interest rate differentials, and that the
trend was only impacting the legacy products. The future, he explained, depended on LBL and
ADB'’s business planning process as distinct from financial planning.

28. The ACB accepted staff's confidence that as long as prepayments in future were not
huge, ADB could manage to maintain its OCR operating income at the same level as the
revised projected allocable operating net income (on a pre FAS 133 basis) of $400 million which
would be sufficient for ADB to meet all target financial ratios and to meet the need for transfer of
OCR income to ADF and TASF as had been the case of the 2003 income transfer. The ACB
was reassured with the Treasurer's projections that prepayments were not likely to exceed
2004’s prepayments and that loan income and equity returns gave no real concern for ADB’s
profitability. Nevertheless it urged staff to liaise clearly with concerned DMCs to ascertain their
borrowing plans and to adapt ADB’s projections to new realities including client needs. In this
regard, the ACB was also reassured that the introduction of the Country Strategy and
Programming (CSP) systematic process of review, combined with the Long Term Strategic
Framework and Middle Income Country work, had greatly helped to address these issues. The
ACB also satisfied itself that staff were closely monitoring available resources, both in
programming and on the administrative side, including institutional reform and innovations
designed to free up resources to improve organizational efficiency.

29. The ACB reviewed the Quarterly Financial Statements for the period ending 30
September 2004 and was concerned at the lower financial performance data in 2004. The
Controller explained that these were mainly driven by the changes in the interest rate
environment in the market, and the reduction in the OCR portfolio, which was also market driven.
The ACB was satisfied with the clarifications and in particular the favorable ADF results, noting
in particular its stability and favorable operational results, with an excess of revenue over
expenses.

30. The Quarterly Financial Statements for the first quarter ended 31 March 2005, revealed
that ADB’s net income decreased by $443.9 million compared to the first quarter of 2004, due to
a decrease in operating income of $48.9 million; and a $395 million decrease due to negative



FAS 133 adjustments, the latter due to increased interest rates in US markets resulting in
reduction in the value of the borrowings related swap portfolio, while the strengthening of the US
dollar against the Japanese Yen reduced the value of embedded derivatives. ADB reported FAS
133 losses of $196 million compared to FAS 133 gains of $41 million at 31 December 2004.
Controllers and Treasury Staff explained that the FAS 133 adjustments were temporary in
nature and the losses were one-sided accounting losses only, while the economic gains on the
underlying assets and liabilities were not allowed to be recognized. The ACB noted that in the
case of ADB, the use of derivatives was on a fully-hedged basis which was the underlying main
criterion, and transactions were tracked regularly by staff to check that they were operating
correctly.

31. The ACB understood that although this was not the first time ADB had incurred such
volatility, with the adoption of FAS 133 and given current trends in the interest rates, ADB had to
expect this trend in the future. But like for the World Bank, this volatility of net income was a
consequence of the adoption of FAS 133 only and was a market driven issue and not a
performance issue. Pre-FAS 133 returns were used to gauge the performance of returns on
financial instruments and they had not changed materially from the prior year.

32. The ACB accepted staff's reassurances that the expected interest rate increases have
not impacted on ADB’s transactions and funding activities, and would only realistically impact on
its investment portfolio, where the threat of higher short-term rates might prompt the portfolio
managers to undertake a more defensive investment portfolio. The ACB was also reassured
that this paper loss using the FAS 133 adjustments would also not have a bearing on ADB'’s
AAA credit rating and would not impact on ADB’s ability to borrow, or on what levels it could
borrow at in the financial markets, or on the market's view of long-term survival probability. (The
ACB noted that ADB'’s rating agencies in its annual due diligence meetings had stated that they
realized that the FAS 133 numbers reflected on “accounting” results rather than on “economic”
result, and therefore would not look at FAS 133 numbers when assessing ADB’s rating). The
ACB took comfort in the knowledge that net income is allocable from the pre-FAS 133 figure.

33. The ACB also accepted that the FAS 133 adjustments would not impact on the
borrowers as the lending rate calculation was based on the Treasury’s after-swap funding costs,
excluding FAS 133 adjustments, and together with the lending spread only they were passed
onto the borrowers.

34. Nevertheless, the ACB remained concerned about the size of the adjustments and the
subsequent net income loss reported on a FAS 133 basis and would continue to monitor them,
as it would continue to monitor ADB’s operating income, on a pre FAS 133 basis, and general
financial position.

E. Review of the Proposed Work Program of the Office of the Auditor General (OAG)

35. Principal among items on the OAG Work Program was the selection of the Outside
Auditor for FY 2005-2008. PwC was selected on the recommendation of the Evaluation
Committee of which one ACB member, Alternate Director Batir Mirbabayev, was an observer.
Re-selection of PwWC was made on the basis of its having submitted the best proposal at the
lowest cost.

36. Responding to the ACB’s recommendation in 2004, OAG also gave priority to reviewing
and revising the ToR of the ACB. OAG consulted with other MDBs and worked closely with the



ACB, OGC and OSEC in formulating new ToR which reflected the latest changes in best
practices while providing a useful degree of flexibility to the satisfaction of the ACB.

37. The ACB expressed its satisfaction with the status of implementation of OAG’s Work
Program for 2004 and reviewed and endorsed OAG’s Work Program for 2005, noting in
particular its continuing support of the Asian Organization of Supreme Audit Association
(ASOSAI) and the South Pacific Organizations of Supreme Audit Institutions (SPASAI);

F. Review of the Annual Report of the Major Activities of the OAG Anticorruption
Unit for 2004

38. The ACB reviewed and endorsed the Report. It noted the continuing process of
investigations and disciplinary actions being taken by BPMSD in close consultation with OGC, in
respect of fraudulent claims or housing and other staff entitlements. In this regard, Director
General, BPMSD had indicated that a memo was issued, clarifying the need for staff to submit
correct applications for subsidies, and the consequences following misrepresentations. The
ACB also took note of the increase in number of cases that were being acted upon. The ACB
also observed a continuing tendency for a reactive response and encouraged the Integrity
Division (formerly the Anticorruption Unit) to be more proactive.

G. Report on the Audit Recommendations and Implementation Report (ARIR) as of 31
March 2005

39. The Auditor General summarized the main features of the ARIR. There were 194 new
recommendations in 2004 of which 60 were carried over from 2003. Of the total of 254
recommendations, 168 had been implemented. 14 were past their target dates, of which 10
were OIST-related, 2 of which had since been implemented, leaving 12 only which were past
their original target implementation dates. 3 recommendations had been deferred, with 12
remaining “deferrals” being so classified because they had not yet been able to be verified.

40. The ACB was satisfied with the results, however, it had some specific concerns. Notable
among these was the ACB’s concern that systemic issues which might be identified and which
create potential exposure to risk, be dealt with effectively such that lessons and/or any emerging
patterns, were shared with Resident Missions, including through training programs.

H. Progress towards Adoption of a Management’'s Assertion and Attestation Letter

41. The ACB was concerned to accelerate the progress towards adoption of a
Management's Assertion and Attestation Letter. In a meeting with the Auditor General and the
Controller, the ACB satisfied itself that the measures taken by ADB to ensure that internal
controls over external financial reporting were accurate and not at risk of failure, through
adoption of the COSO ? Framework, noting that the three elements (efficiency, and
effectiveness; compliance with regulations; and internal controls including Assertion), were
already in many respects covered by current practices. The ACB also noted that ADB, having
taking into consideration the Sarbanes-Oxley Act (SOX) (Section 404) (compliance with which
was not, however, mandatory for ADB) was (i) determining whether Attestation would be
possible within the principle of SOX, requiring documentation of all internal controls to the extent
that they may be assessed and discussed with the Outside Auditors; and (i) examining the

2 Committee of Sponsoring Organization of the Treadway Commission (COSO).
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applicable standards from the Public Company Accounting Oversight Board (PCAOB) and their
application to the process.

42. The ACB accepted that this process would take at least 18 months; was aware that the
US Securities and Exchange Commission (SEC) had granted an extension until the fiscal year
ending after 15 July 2006 for foreign registrants to comply with risks under SOX 404; that the
Attestation would be provided by the Outside Auditors, following standards issued by the
PCAOB in compliance with SOX 404; and that these processes would take long preparation
time and significant additional costs which would require the Board's approval. While
acknowledging that the Attestation would be some time away due to the complexity of the
process, the ACB nevertheless recommended expeditious steps towards achieving the goal of
including the Attestation in ADB’s Annual Report for 2006.

43. The ACB also suggested, in the context of preparation for the Attestation, that staff
proceed with the initial documentation of internal controls in a strategic and integrated approach
that would encourage re-evaluation of existing processes and systems, identify weaknesses,
and dispense with overlapping systems. It also suggested that Risk Management Framework
staff be involved in the process to help in suggesting measures to mitigate risks, identify
systemic issues and engage in a dialogue on how best to approach them.

l. Progress Towards Integrating Risk Management in ADB

44, Since 2002, the ACB has recommended in successive Annual Reports, that ADB take
certain initiatives to improve its risk management capability, including a thorough review of
global risk management at the ADB wide level. Subsequently, on 22 November 2004, the
current ACB was briefed by Director General, SPD on steps being taken towards integrating risk
management under one focal point. Risk had traditionally been decentralized by function across
several departments and offices but Director General, SPD informed the ACB that a process of
centralizing risk was under consideration in accordance with the ADB’s Reform Agenda and in
recognition of the interlinkage with operational activities. Subsequently, Management committed
to the establishment in the third quarter of 2005, of an independent Credit Risk Management
Unit (CRMU) for non sovereign private sector operations (previously assessed by a risk
management unit in PSOD). Also new instruments for lending to sub-national entities without
sovereign guarantees were being proposed, subject to Board approval, for pilot testing, and
would fall within the purview of the CRMU. The proposed Unit may also be tasked with
assessing the credit rating of ADB’s borrowing member countries as well as assigning the credit
rating and pricing mechanism of individual projects (the former currently performed by PSOD for
private sector projects and Treasury for public sector projects). In addition, a risk mapping
process was proposed as an initial step towards developing an integrated risk management
framework, expected by mid-2006.

45, While welcoming these initiatives, ACB was concerned at the slow speed with which
ADB was moving forward on integrating risk in a cohesive and independent framework utilizing
external expertise, including in the headship of an independent unit.

J. IT Capacity to Support Financial Reporting and Accounting (to be completed after
2 June)

46. Principal Director, OIST briefed the ACB on the status of ISTS Il implementation and
implementation of Audit recommended control system improvements which had been delayed
due largely to delays in critical staff appointments. The ACB satisfied itself that OIST was now
geared to establishing a more cohesive enterprise architecture, with the emphasis on security,
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and supported by a $5 million budget allocation as part of ISTS Il. It understood that a Systems
Security expert was to be engaged on a consultancy to assess the short and long term risks, to
develop a framework for addressing these risks, and to assist in developing coherent guidelines
and policies; while a permanent staff member responsible for security would also be recruited to
OIST.

47. The ACB was informed that security enhancements had been put in place based on
detailed analysis of SWIFT data traffic, security of the SWIFT connection to the mainframe had
been improved, an upgrade of the Operating System of router to implement encryption of
administrative tasks had been undertaken and new firewall and Virtual Private Network (VPN)
software purchased and tested for integration with the rest of the IT infrastructure. Additionally,
Intrusion Detection System (IDS) and Intrusion Prevention System (IPS) products available on
the market would be assessed early in the second half of the year, although the target date for
purchase would depend on the broader view of security and related risks, the study for which
was expected by the end of the year. The ACB was also reassured that OIST contained highly
gualified staff who were capable of adequately evaluating vulnerabilities.

48. The ACB derived some satisfaction that progress had finally been made on the 2003
recommendation by the Outside Auditors, but recommended that ACB be provided with a time-
bound action plan to enable it to monitor implementation of the plans.

K. Adoption of Cost Accounting Systems

49, In a briefing by Director General, BPMSD to the ACB on the status of implementation of
a cost information system, he explained that ADB was focusing on updating the Full Project
Equivalent (FPE) incorporating current and new projects; and the proposed cost information
system including estimation of unit costs across regional departments, an exercise
complemented by a review of cost data expansion by Controller's Department. He elaborated
on the decision to use ADB’s existing IT system in a simplified, cost efficient approach initially,
for ascertaining major deliverables of unit costs within each sector across RDs for easy
comparison, facilitating analysis, trending and management decision-making. However, he
acknowledged that as part of ISTS Il, enhancement with a more sophisticated system might be
eventually needed.

50. The ACB was satisfied that progress is being made; however it would continue to
monitor implementation through regular updates from BPMSD.

L. Private Sector Operations

51. The ACB satisfied itself that PSOD’s focus on the relationship of its activities to the
ADB’s mandate on poverty reduction and the approach to development, was soundly based, in
particular given the difficulties associated with measuring development effectiveness and the
associated difficulties of estimating economic rates of return in some or all projects in DMCs.
The ACB considered the implied risks in PSOD’s emerging portfolio pattern and agreed with the
diversification, noting the current approval of deliberation and circumspection. However, the
ACB recommended that PSOD resisted being drawn into the big borrowers and big economies.

52. Noting the absence of historical data, and the difficulty of assessing development
effectiveness and calculating the annual average returns on capital without adequate financial
statements specific to PSOD itself, the ACB requested that the Controller's Department put a
process in place as a priority.
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53. The ACB was also concerned that PSOD had had no cost accounting system in place
and no system in place for checks and balances. Nevertheless, the ACB was reassured that
PSOD had a two-layered process of credit risk management in place, looking (i) internally at
credit assessment; and (ii) compliance; and additionally a special assets unit overseeing
PSOD’s impaired portfolio and exit strategy. While satisfied with the measures in place, the ACB
was in agreement with Management’s decision to transfer the responsibility of credit risk to an
independent credit risk facility under the Office of the President, for implementation in the third
guarter of 2005 as part of the wider risk management framework under development.

M. Waiver of Immunity

54. The ACB considered the complications of waiver of ADB'’s functional immunity as
embodied in the Charter, in particular as applied to its private sector operations. The General
Counsel explained that each time ADB went to court to pursue a claim, by doing so, it
automatically waived its immunity based on a general legal rule of equity to ensure that each
contesting party had equal rights in assertion of their respective claims. The General Counsel
cited recent court cases in one developing member country (DMC) in which court judgments
had gone against ADB, in disregard of that government’s obligations under international law i.e.
the Charter provision on immunity from legal suit.

55. The ACB was concerned that such cases had the serious implication of raising ADB'’s
risk profile, and thereby lowering the protection to ADB’s private sector operations, and created
a precedent in other jurisdictions for attaching ADB’s immunities. However, the ACB noted that
ADB was addressing the issue at various entry points with the government of the DMC
concerned.

56. The General Counsel allayed the ACB’s concerns that invoking the waiver of immunity
might pose risks for DMCs by calls having to be made on members to cover lack of funds in
order to pay claims, the possibility of which was considered by the General Counsel to be very
remote. Also, the ACB was reassured that cases of financial claims in lawsuits against the ADB
would theoretically have to be settled directly with the concerned governments, as local courts
would not have jurisdiction.

N. Review of Travel Related Cost Saving Initiatives

57. The ACB reviewed the selection process of the in-plant travel agency, the service
contract for which was in accordance with ADB procedures, subject to renewal every five years.
The ACB focused on the bidding evaluation and the transparency of the process. The ACB
noted that the selection process had been overseen by an International Procurement
Committee (IPC) which employed the Qualitative and Cost Based Selection (QCBS) Method
developed by COCS — a one-stage two-envelope bidding procedures; and the evaluation
process using the pre-determined bidding criteria. It also noted that consultants were engaged
to review the travel related activities and procedures, that significant cost savings measures
were recommended and how they were applied to the evaluation process, most notably by the
Service Level Agreement (SLA) to ensure high service performance levels, a tighter contract,
improved services and inclusion of significant cost saving measures.

58. The ACB was surprised at the comparative weighting of the technical and financial
aspects of the bids; however it was satisfied that this accorded with QCBS standard practice. It
was also encouraged to learn that in light of the initial disappointing performance by AmEXx, the
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successful candidate, that Management had initiated an internal panel review of the process to
ensure there were no irregularities. In this regard, it noted that the findings of the review panel
would be shared with the Auditor General for him to determine the need or otherwise for a
separate audit.

59. The ACB satisfied itself that the new contract with the travel service provider was
expected to achieve significant savings to ADB (i) through its global network which would
enhance efficiency and ensure savings in processing pre-paid tickets; and (ii) by retention of
airfare commission and override charges. Additionally, it noted that significant savings were
expected through introduction of the self-booking tool (contract for which had been separately
awarded to another contractor); renegotiating of lower corporate airfares; and renegotiating
corporate hotel rates.

60. With regard to lessons learned in the bidding and evaluation process, the ACB was
concerned that systemic problems were identified. In this respect, it was satisfied that steps
were being taken to ensure that further travel service providers would be placed on bonds to
prevent pullouts without adequate handover, that ADB had ensured that travel profiles were
contractually its property and, also, that a review of the applicability of procurements standards
to service contracts in general would be undertaken.

61. The ACB also satisfied itself that adequate procedures were in place in respect of
authorization and accountability measures for use of ADB vehicles at Headquarters.

O. Financial Implications of Debt Relief by Restructuring Loans

62. In examining the financial implications of an hypothetical policy change of providing debt
relief by restructuring public sector loans, the ACB noted the Treasurer's observations (i)
agreeing to debt relief might constitute a breach of representation towards bond investors; (ii)
ADB'’s “preferred creditor status” (the basis of its “AAA” credit rating) would be jeopardized; (iii)
a change in ADB’s business model in which it provided a “financial cooperative” in which all
borrowers were offered uniform pricing, would present a moral hazard among members; and (iv)
in terms of numbers and the Capital Adequacy Framework, the loss of the “preferred creditor
status” would mean that the average credit spread on all loans would have to be increased by
10 bp. per annum to reflect the increase of “expected losses”, or even larger increase for “less
credit-worthy” members and would request an additional capital requirement of 7 per cent (i.e.
$1.6 billion) for “unexpected losses”.

63. The ACB acknowledged that it was ADB’s policy not to participate in debt relief, but
noted that there was provision in Article 18.1 of the Charter for ADB to agree with a borrower to
modify the amortization of a public sector loan in case of default, although ADB had so far never
agreed to debt relief.
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V. REPORT ON STATUS OF IMPLEMENTATION OF ACB RECOMMENDATIONS

64. The ACB reviewed the Report on Status of Implementation of Audit Committee
Recommendations. Two recommendations made by ACB through 30 June 2005, which are
within the purview of ADB, were implemented. Another recommendation relating to
development of centralized integrated risk management framework is partially implemented with
the establishment of the independent Credit Risk Management Unit. Another recommendation
relating to financial reports for private sector operation is expected to be implemented in the
third quarter 2005, while the implementation of another recommendation dealing with
Management's assertion and Outside Auditors attestation of internal controls in external
financial reporting, is expected to be implemented as part of 2006 accounts. The remaining two
recommendations are under review. The current status is placed as Appendix 4.

65. Fifteen recommendations made by Outside Auditors are implemented while another six
recommendations are partly implemented. Another eleven recommendations, most of which
emanated from the recent Management Letter Recommendation Implementation Report,® are in
progress. The results of the review are attached as Appendix 3.

V. AUDIT COMMITTEE RECOMMENDATIONS

66. The main new recommendations for the ACB’s next reporting period ending 30 June
2006 may be summarized as follows:

* Monitoring of the implications of FAS 133 adjustments and net income loss reported on
a FAS 133 basis; and for the Quarterly Financial Statements to include more detailed,
but clear, and to the extent possible, simple information about the nature and impact of
FAS 133 adjustments, their significance and how they should be interpreted.

e Monitoring of the trend towards prepayments and the possible net operating income
reduction.

e The establishment of an integrated risk management framework (IRMF) in ADB,
including the first stage, the Credit Risk Management Unit under the Office of the
President in the immediate term, and the IRMF by mid 2006. The process should be
objective and innovative to ensure comprehensive overview with linkages across
departments which should be clear as to their accountability. Outside expertise should
be engaged to help formulate the risk management strategy.

e Monitoring of the progress in implementing cost accounting systems in ADB being
phased in from staff time co-efficient and sampling in the first quarter of 2005 to cost
data enhancement using the Resource Management System anticipated in late 2007.

* Monitoring of the implementation of an appropriate integrated internal control framework
as the basis for a Management's Assertion and an Outside Auditor's Attestation
concerning adequacy of internal controls over internal financial reporting and progress
towards the goal of publication of the Management Assertion and Audit Attestation
Letters in OAG's Annual Report for 2006.

3For the purpose of currency of information, this latest Implementation Report of 31 July 2005 supersedes the
previous Report of 31 January and update as of 25 February. This report is included in this Annual Report with the
full knowledge that it extends beyond the actual period of the Annual Report (1 July 2004 to 30 June 2005). It is
included in full as Appendix 3.
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Monitoring of progress in the timely implementation of new IT security detection and
prevention systems and other planned measures to enhance internal controls through IT
and in particular measures being taken to ensure timely finalization of actions and
recommendations by the Outside Auditors to strengthen IT security, integrity and internal
controls, within the prescribed period.

Monitoring of improved effectiveness of private sector operations consequent to
implementation of Private Sector Operations Financial Reports.

Ensuring that RMs are apprised of deficiencies noted by OAG in the audits of RMs, or
elsewhere, as applicable, including briefings for Country Director-designates and training
programs for staff.

Auditing of private sector operations

Auditing of management fees paid to private sector operations

APPENDIXES
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1 Audit Issues and Reports Reviewed by the Audit 16 3,12
Committee During the Period 1 July 2004 to 30 June
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4,13
8, 36
3 Outside Auditors’ Management Letter 24 6, 19
Recommendations Implementation Report as of 31 13, 65
January 2005
4 Status of Recommendations Made by the Audit 85 13, 64

Committee as of 30 June 2005



Audit Issues and Reports Reviewed by the Audit Committee During the Period 1 July 2004 to 6 July 2005

ISSUES RECOMMENDATIONS/CONCERNS DECISION/FOLLOW UP ACTION
14 July 2004 Concern expressed that PSOD related financial statements had | cTL, PSOD
(ACB/M7-04 of 27 August 2004) not previously been made available to DG, PSOD
Concern for a system of financial checks and balances to be in | BPMSD
place e.g. through a cost accounting system
Concern for OAG to conduct audits of actual funded private | OAG
sector operations in interest of transparency and good
governance
26 August 2004 Discussion in appropriate forum (BRC) on pros and cons of | BPMSD, OAG
(ACB/M8-04 of 7 September 2004 | moving to a lump sum benefits system (in context of reducing
opportunities for fraud)
Concern for OCR net income reduction over previous 6 months | CTL, TD
as reflected in Quarterly Financial Statements (for period ending
30 June 2004)
7 September 2004 Concern for OCR net income reduction in first half of year CTL, TD
(ACB/M9-04 of 7 October 2004
Concern for implications of a possible continuing trend in the | CTL, TD
asset mix during 2005
Concern for implications of continuation of trend to prepayment | CTL, TD
of loans by PRC and India (or others)
7 October 2004 Request of staff, through RMs, to ascertain borrowing plans for | CTL, TD
(ACB/M10-04 of 21 October 2004) | future, to assist planning by TD and CTL (Ref. the trend towards
prepayment of loans by PRC and India)
SPD to focus on loan effectiveness and the period of | SPD

compliance, in particular in ascertaining project implementation
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ISSUES

RECOMMENDATIONS/CONCERNS

DECISION/FOLLOW UP ACTION

Encouragement of staff to look into detail of individual loans to
improve performance of implementation rates and disbursement.
Flagged as important (i) effectiveness of input of loans to meet
borrowers’ needs; and (ii) cost effectiveness to borrower

SPD

20 October 2004 Consideration of more systematic reporting procedure for the | ACB
(ACB/M11-04 of 24 November Annual Report (Committee to discuss idea in a workshop. OAG
2004) TOR to include a reference to annual assessment of ACB’s work
22 November 2004 Ensuring that the process of designing an institution wide risk | SPD
(ACB/M12-04 of 15 December management framework be objective and innovative — beyond
2004) the existing framework — with linkages across departments but
will clear outlines of departmental accountability; engaging of
outside expertise to help formulate it; embracing of development
objectives; consulting comparators; for completion by February
2005
15 December 2005 Concern for disproportionately large amount of budget allocated | ADBI
(ACB/M13-04 of 1 February 2005) | to computer equipment maintenance
22 February 2005 Exploration of use of corporate credit card including experience | OAS
(ACB/M12-05 of 22 February 2005) | in World Bank
26 January 2005 Sharing of regular BRC updates on cost accounting progress | with BPMSD
(ACB/M1-05 of 26 January 2005) with ACB
7 March 2005 Consideration of debt relief by loan restructuring for poorer | SPD
(ACB/M3-05 of 12 April 2005) borrowers
Further consideration be given to conservative policy of 8 | CTL
percent provisioning for private sector loans
9 March 2005 Clarification of procedural process of approval of AFIC | OGC
(ACB/M4-05 of 12 April 2005 divestment
Concern on Financial Statements of 20 percent decline in Total | CTL

Income on Current Value Basis while Administrative Expenses
remained steady per Quarterly Financial Statements (for period
ending 31 March 2005)
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ISSUES

RECOMMENDATIONS/CONCERNS

DECISION/FOLLOW UP ACTION

Concern about provisioning policy for equity investments and
loans in private sector operations

CTL, PSOD

18 May 2005 Listing in ARIR of audit results in a rating system (e.g. | OAG
(ACB/M5-05 of 11 April 2005) satisfactory, fairly satisfactory, unsatisfactory)
Submission of OAG Work Program earlier and not later than | OAG
January
Consideration of sharing detailed audit(s) with ACB (for further | OAG
discussion at subsequent date)
Consideration of restructuring OAG Work Program identifying | OAG
outputs and deemed outcome (with SPRU)
Strengthening of internal controls along lines of COSO | CTL
Framework; updating ACB regularly on developments including
consultations with World Bank
Progress request on Attestation Letter CTL, OAG
Making completed projects subject to project procurement | OAG
related audit
Making the Integrity Division (OAG) more proactive than reactive | OAG
18 May 2005 Reiteration of imperative to engage outside expertise in design
(ACB/M6-05 of 26 May 2005) of new risk management architecture
Accelerated progress in risk mapping exercise; progress report | SPD
with key steps indicated; reporting progress to ACB in November
2005
Sharing among RMs of patterns of system weaknesses (and | OAG

strengths) emerging from audits in RMs (e.g. by training,
systematic circulation of audit findings, and sharing with Country
Directors-designate)
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ISSUES

RECOMMENDATIONS/CONCERNS

DECISION/FOLLOW UP ACTION

Keeping ACB informed of outcomes of specific audit problems in
RMs e.g. Bangladesh case

OAG

Audit of management fees paid to fund managers in private
sector operations

OAG

2 June 2005
(ACB/M7-05 of 21 June 2005)

Urging of staff to proceed with initial documentation of internal
controls in a strategic and integrated approach which would
encourage a re-evaluation of existing systems and processes,
identity weaknesses and dispense with overlapping systems; on
the Attestation Letter process should involve the Risk
Management Framework staff

CTL, OAG

Meeting of objective of including the Attestation in the ACB
Annual Report for 2006

CTL, OAG

Provision of clearer information and explanation on the impact of
FAS 133, in particular to assist Board members on reporting it to
their capitals (on the size of the FAS 133 adjustments and
subsequent net income loss reported on a FAS 133 basis)

CTL, TD

8 June 2005
(ACB/DM7-05 of 16 August 2005

Concern about performance of new travel service provider;
adequacy of selection bidding process; adequacy of transition
arrangements

OAS

T Xipuaddy
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ASIAN DEVELOPMENT BANK

Audit Committee of the Board of Directors
Terms of Reference

The Audit Committee is a committee of the Board of Directors established pursuant to Section
12 of By-Laws of the Asian Development Bank (ADB). Its function is to assist the Board of
Directors in carrying out its responsibilities as they relate to ADB'’s financial reporting and audits,
including internal controls, in line with Article 31 of the Agreement Establishing the Asian
Development Bank. The Audit Committee shall periodically review the adequacy of the Terms
of Reference for possible adjustments as conditions dictate, and recommend necessary
amendments to the Board of Directors, for approval.

1. AUTHORITY

1.1 In discharging its oversight functions over matters within the scope of its responsibilities,
the Audit Committee is authorized to:

0] Perform activities within the scope of its terms of reference.

(i) Seek any pertinent information from the ADB as is necessary, and which shall
not be unreasonably withheld.

(i) Refer its requests for documents or information to the President.

(iv) Seek briefings on relevant auditing, accounting, and financial matters it has
identified from staff member(s) designated by the President, including such staff
that ACB has suggested, and request their participation in meetings.

(V) Meet with the Outside Auditor, as necessary.

(vi) Advise the Board of Directors on the appointment of the Outside Auditor and
consider any question of the Outside Auditor’s resignation and dismissal.

(vii)  Consider the independence of the Outside Auditor, including the provision of
non-audit services by the Outside Auditor to the ADB.

2. COMPOSITION AND TENURE

2.1 The Audit Committee (the Committee) shall consist of not more than six members of the
Board. The Chair and other members shall be appointed by the President in consultation with
the Board.

2.2 The Committee members shall be free from any relationship that, in the opinion of the
President, would interfere with the exercise of their independent judgment as members of the
Audit Committee. The Committee members shall inform the President of any circumstances
which reasonably may be perceived to interfere with the exercise of their independent judgment
as members of the Committee.



Appendix 2 21

2.3 The President shall, when appointing members of the Committee, appoint at least one
member, having a background in accounting or related financial expertise, and who through
education and/or experience would have a thorough understanding of financial, accounting and
auditing functions®. In exceptional circumstances, where the Committee requires specific advice
and assistance to be able to perform its functions and such advice and assistance is not
available to the Committee members, including from within ADB, the Committee may request
the President to engage such outside expertise and provide the necessary resources required
for that purpose.

2.4 The Committee shall be appointed for a term of two years, commencing 1 July each year
in which the election of Directors occurs. Members of the Committee may be reappointed.

2.5 If a member of the Committee ceases to be a member of the Board, the President, in
consultation with the Board, shall appoint another Board member for the remaining term of the
Committee.

3. MEETINGS

3.1 The Committee shall meet as often as it considers necessary, but not less than once per
qguarter. Other Board members may attend meetings of the Committee as observers. Directors’
Advisors may attend the meetings of the Committee except as otherwise advised by the Chair
of the Committee.

3.2 The Committee will meet at least once a year with the Outside Auditor without
Management or ADB staff present. In addition, the Committee may meet with the Outside
Auditor if requested by the Committee or by the Outside Auditor, as and when considered
necessary.

3.3 The quorum for meetings of the Committee shall be three of its members. If the Chair of
the Committee is unable to be present in person at a meeting, the members of the Committee
that are present shall select a member to preside.

4, RESPONSIBILITIES

The Committee shall assess in its annual report the Committee’s work and evaluate its
performance annually relative to the Committee’s purpose and responsibilities outlined herein.
The Committee shall periodically review the adequacy of the Terms of Reference for possible
adjustments. The Committee has an oversight function regarding current areas of financial risk
and how these are being managed and satisfy itself that the ADB’s financial reporting and audits,
including internal controls, are adequate and efficient. In this regard, it shall in particular:

A. Financial Reporting
4.1 Review and if necessary discuss with the Controller the quarterly financial statements.

4.2 Review and discuss with the Controller, Auditor General and Outside Auditor the annual
financial statements; major accounting and auditing issues and financial statements

! Section 10(a) of the Rules of Procedures of the Board of Directors states: “Membership of the Committees

established pursuant to Section 12 of the By-Laws need not be limited to Directors or their Alternates. The
President, in consultation with the Board, shall appoint the members of committees and shall designate the
chairmen thereof.”
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presentations, including any significant changes in the selection or application of accounting
principles and auditing standards; and results of the audit by the Outside Auditor.

4.3 Review and discuss with the Controller, Auditor General, Outside Auditor and other ADB
staff as required upon completion of the annual external audit before the financial statements
are published, the draft annual financial statements and the related notes, the Outside Auditor’'s
opinion and appropriateness of accounting principles, including disclosures under
“Management’s Discussion and Analysis of Financial Condition and Results of Operations”.

4.4 Meet with the Controller and Auditor General on a periodic basis to discuss any matters
of concern in the context of the disclosure of financial information and internal control.

45 Meet with the General Counsel to discuss any significant pending litigation that may
have a material impact on ADB’s financial condition.

B. Outside Audit
4.6 Appoint an observer to the Evaluation Committee for the selection of Outside Auditor.

4.7 Review and discuss annually the scope of work and audit plan of the Outside Auditor
and any material changes to the audit plan during the year.

4.8 Review and discuss the performance of the Outside Auditor and recommend to the
Board of Directors for approval, the appointment, extension of services after the expiry of the
contract period or termination of the engagement of the Outside Auditor.

4.9 Review and obtain a statement from the Outside Auditor to confirm annually the
independence of the Outside Auditor. Consider non-audit services by the Outside Auditor, and
if applicable, ensure that a framework for approval of non-audit services is in place.

4.10 Review and discuss the annual management letter from the Outside Auditor as a
confidential document, and ensure that significant findings and recommendations made by the
Outside Auditor and Management's responses thereon are reviewed, discussed, and
appropriately acted upon.

4.11 Meet separately, as necessary, with the Outside Auditor to review and discuss any
matters that the Committee or Outside Auditor believe should be reviewed and discussed.

C. Internal Audit

4.12 Review and discuss annually the scope of work and audit plan of the Auditor General
and any material changes to the audit plan during the year and, if necessary, request that
specific audits be added to the work plan.

4.13 Review and discuss the effectiveness of the internal audit function.

4.14 Review and discuss the annual summary of the audit reports (Audit Recommendations

Implementation Report) prepared by the Office of the Auditor General. Ensure that significant
internal audit findings and recommendations and Management’s responses are considered.



Appendix 2 23

4.15 Meet separately with the Auditor General to review and discuss any matters that the
Committee or Auditor General believes should be reviewed and discussed.

4.16 Be consulted prior to the engagement or appointment of, and on any intended removal
of, the Auditor General.

D. Internal Control

4.17 Review and discuss the effectiveness and integrity of the internal control system,
including risk management, information technology security and control, and financial policies in
such areas as trust fund administration, procurement policies and procedures, and financial
management.

4.18 Review and discuss with the Controller, Auditor General and Outside Auditor issues with
respect to financial systems, and review of internal controls over financial reporting, including
significant findings and recommendations, and Management’s responses thereon.

E. Anti-Fraud and Anticorruption Measures

4,19 Ensure that ADB has established and maintains appropriate, efficient and consistent
procedures for the receipt, retention and treatment of complaints and anonymous submissions
from internal and external complainants, including protection of “whistleblowers”, in regard to
fraud and corruption, or questionable accounting or auditing matters.

4.20 Meet annually with the Auditor General to discuss significant activities and outcomes of
the anticorruption function.

F. Reporting Responsibilities

4.21 The Committee reports to the Board of Directors through the President in his capacity as
Chairman of the Board.

4.22 The Committee shall:

0] Report to the Board of Directors annually on its activities and submit conclusions
and/or recommendations as the Committee deems appropriate.

(i) Update the Board of Directors about the Committee activities, as appropriate.

(iii) Ensure the Board of Directors is aware of matters that may significantly impact
on the financial affairs of ADB.

5. ADMINISTRATIVE ARRANGEMENTS

5.1 The channel of communication between the Committee and ADB’s Management and
staff is through the Secretary of ADB.

5.2 The Office of the Secretary shall be responsible for providing the necessary
administrative services for the functioning of the Committee including providing a secretariat for
the Committee and maintaining its records.



ASIAN DEVELOPMENT BANK
Office of the Auditor General

FOR INTERNAL USE ONLY
(Do Not Reproduce - Return to OAG After Use)

OUTSIDE AUDITORS’ MANAGEMENT LETTER
RECOMMENDATIONS IMPLEMENTATION REPORT
AS OF 31 JULY 2005

This Copy: Final Report No. 1

29 August 2005

¢ Xipuaddy



OUTSIDE AUDITORS’ MANAGEMENT LETTER RECOMMENDATIONS IMPLEMENTATION REPORT
AS OF 31 JULY 2005
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DEPARTMENT/ Page
ITEM TITLE OFFICES TOTAL RECOMMENDATIONS Item No. No.
Partly
Implemented
Implemented and Partly in In Progress Deferred
Progress
H M L H M L H M L M

Intrusion Detection and OIST 2 2 1-2 1-2
SWIFT Firewall Review
ORACLE Logical OIST 1 1 3 3
Access Security
ORACLE RDBMS OIST 5 2 2 1 4-8 4-12
Security
Application Controls OIST/CTL 1 1 9 13
over Purchasing and
Payables
Application Controls BPHR/OIST 1 1 10 14 - 15
over HR and Payroll
Application Controls BPCB/OIST 4 1 1 1 11-14 16 - 21
over HR and Payroll
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DEPARTMENT/ Page
ITEMTITLE OFFICES TOTAL RECOMMENDATIONS Item No. No.
Partly
Implemented
Implemented and Partly in In Progress Deferred
Progress
H M L H M L H M L M
Application Controls BPMSD/CTL/ 1 1 15 22-23
over HR and Payroll
OIST
Access Security Over BPMSD/TD/ 1 1 16 24 - 26
ORACLE Applications CTL/OAS/OIST
Access Security over OAS/OIST 2 1 1 17-18 27-31
ORACLE Applications
Technical Security of OIST 9 3 1 4 19 - 27 32-45
SWIFT Infrastructure
(Network)
General Computer OIST 8 1 1 1 2 1 28 -35 46 - 58
Controls
Totals 35 2 9 4 2 2 2 1 7 3






