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This report presents the results of our audit of FNS’ financial statements for the fiscal years
ending September 30, 2006 and 2005. The report contains an unqualified opinion and the results
of our assessment of FNS’ internal control over financial reporting and compliance with laws
and regulations.

Based on the information provided during the audit, we are making no further recommendations
within this report.

We appreciate the courtesies and cooperation extended to us during the audit.



Executive Summary

Food and Nutrition Service Financial Statements for Fiscal Years 2006 and 2005
(Report No. 27401-31-HY)

Purpose

Results in Brief

Key

Recommendations

Agency Position

Our audit objectives were to determine whether (1) the financial
statements present fairly, in all material respects, in accordance with
generally accepted accounting principles, the assets, liabilities, and net
position; net costs; changes in net position; budgetary resources; and
reconciliation of net costs to budgetary obligations, (2) the internal
control objectives were met, and (3) the Food and Nutrition Service
(FNS) complied with laws and regulations for those transactions and
events that could have a material effect on the financial statements.
We also determined that the information in the Management Discussion
and Analysis was materially consistent with the information in the
financial statements.

We conducted our audit at the FNS National Office in Alexandria,
Virginia. We also performed site visits to the Federal Reserve Bank of
Richmond and obtained data from selected FNS regional offices.

In our opinion, FNS’ comparative financial statements for fiscal years
2006 and 2005, including the accompanying notes, present fairly in all
material respects, the assets, liabilities, and net position of FNS, as of
September 30, 2006 and 2005; and its net costs, changes in net
position, budgetary resources, and reconciliations of net costs to
budgetary obligations for the years then ended, in conformity with
accounting principles generally accepted in the United States of
America.

In our “Report on Compliance with Laws and Regulations,” we
reported FNS’ core financial management system is in substantial
compliance with the Federal Financial Management Improvement Act
of 1996. We did report that the agency was not in full compliance
with the Improper Payments Information Act of 2002 (IPIA).

We recommended that FNS disclose in its Management Discussion and
Analysis (MDA\) the status of its compliance with the IPIA.

FNS officials concurred with our recommendation. The MDA
prepared by FNS discusses its IPIA status and the actions being taken
to bring FNS into full compliance with the statute.
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OIG Position Since FNS disclosed the status of its IPIA compliance, we are making
no additional recommendations. An additional response is not
required.
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Abbreviations Used in This Report

FNS
IPIA
MDA
OoMB
RSSI

Food and Nutrition Service

Improper Payments Information Act
Management Discussion and Analysis

Office of Management and Budget

Required Supplemental Stewardship Information
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USDA UNITED STATES DEPARTMENT OF AGRICULTURE
=_’ OFFICE OF INSPECTOR GENERAL

Washington, D.C. 20250

Report of the Office of Inspector General

To: Nancy Montanez Johner
Under Secretary
for Food, Nutrition and Consumer Services

We have audited the accompanying balance sheet of the Food and Nutrition Service (FNS) as of
September 30, 2006 and 2005, and the related statements of net cost, changes in net position, and
financing, and the combined statement of budgetary resources (hereinafter referred to as the
“financial statements,” previously referred to as the “consolidated financial statements™) for the
fiscal years then ended. The financial statements are the responsibility of FNS’ management.
Our responsibility is to express an opinion on the financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United
States of America; the standards applicable to financial audits contained in Government Auditing
Standards issued by the Comptroller General of the United States; and Office of Management
and Budget (OMB) Bulletin No. 06-03, “Audit Requirements for Federal Financial Statements.”
Those standards and OMB Bulletin No. 06-03 require that we plan and perform the audit to
obtain reasonable assurance that the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of FNS as of September 30, 2006 and 2005; and its net cost, changes in net
position, reconciliation of net cost to budgetary obligations, and budgetary resources for the
years then ended, in conformity with accounting principles generally accepted in the United
States of America.

The information in the Management’s Discussion and Analysis is not a required part of the
financial statements, but is supplemental information required by accounting principles generally
accepted in the United States of America or by OMB Circular No. A-136, “Financial Reporting
Requirements.” We have applied certain limited procedures, which consisted principally of
inquiries of management regarding the methods of measurement and presentation of this
information. We did not audit this information and, accordingly, we express no opinion on it.

We have also issued reports on our consideration of FNS’ internal control over financial
reporting and its compliance with certain provisions of laws and regulations. These reports are
an integral part of an audit performed in accordance with Government Auditing Standards, and,
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in considering the results of the audit, these reports should be read in conjunction with this
report. Our report on compliance with laws and regulations disclosed that FNS was not in full
compliance with the Improper Payments Information Act of 2002.

This report is intended solely for the information of the management of FNS, OMB, and
Congress, and is not intended to be and should not be used by anyone other than these specified
parties.

Is/

Robert W. Young

Assistant Inspector General

for Audit

November 8, 2006
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USDA UNITED STATES DEPARTMENT OF AGRICULTURE
=_’ OFFICE OF INSPECTOR GENERAL

Washington, D.C. 20250

Report of the Office of Inspector General on
Internal Control Over Financial Reporting

To:  Nancy Montanez Johner
Under Secretary
for Food, Nutrition and Consumer Services

We have audited the accompanying balance sheet of the Food and Nutrition Service (FNS) as of
September 30, 2006 and 2005, and the related statements of net cost, changes in net position, and
financing, and the combined statement of budgetary resources (hereinafter referred to as the
“financial statements,” previously referred to as the “consolidated financial statements”), and
have issued our report thereon dated November 8, 2006. We conducted our audit in accordance
with auditing standards generally accepted in the United States of America; the standards
applicable to financial audits contained in Government Auditing Standards issued by the
Comptroller General of the United States; and Office of Management and Budget (OMB)
Bulletin No. 06-03, “Audit Requirements for Federal Financial Statements.”

In planning and performing our audit, we considered FNS’ internal control over financial
reporting by obtaining an understanding of the design effectiveness of internal controls,
determining whether the internal controls had been placed in operation, assessing control risk,
and performing tests of controls in order to determine our auditing procedures for the purpose of
expressing our opinion on the financial statements. We limited our internal control testing to
those controls necessary to achieve the objectives described in OMB Bulletin No. 06-03 and
Government Auditing Standards. We did not test all internal controls as defined by the Federal
Managers’ Financial Integrity Act of 1982. The objective of our audit was not to provide
assurance on FNS’ internal control. Consequently, we do not provide an opinion on internal
control over financial reporting.

Our consideration of the internal control over financial reporting would not necessarily disclose
all matters in the internal control over financial reporting that might be reportable conditions.
Under standards issued by the American Institute of Certified Public Accountants, reportable
conditions are matters coming to our attention relating to significant deficiencies in the design or
operation that, in our judgment, could adversely affect the agency’s ability to record, process,
summarize, and report financial data consistent with the assertions by management in the
financial statements. Material weaknesses are reportable conditions in which the design or
operation of one or more internal control components do not reduce to a relatively low level the
risk that misstatements, in amounts that would be material in relation to the financial statements
being audited, may occur and not be detected within a timely period by employees in the normal
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course of performing their assigned functions. Because of inherent limitations in any internal
control, misstatements due to error or fraud may occur and not be detected.

Additional Other Procedures

As required by OMB Bulletin No. 06-03, we considered the FNS’ internal control over Required
Supplemental Stewardship Information (RSSI) by obtaining an understanding of the internal
control, determining whether these internal controls had been placed in operation, assessing
control risk, and performing tests of controls. Our procedures were not designed to provide
assurance on internal control over such RSSI; accordingly, we do not provide an opinion on such
controls.

As further required by OMB Bulletin No. 06-03, with respect to internal control related to
performance measures determined by management to be key and reported in the Management
Discussion and Analysis, we obtained an understanding of the design of significant internal
controls relating to the existence and completeness assertions and determined whether they have
been placed in operation. Our procedures were not designed to provide assurance on internal
control over reported performance measures; accordingly, we do not provide an opinion on such
controls.

This report is intended solely for the information and use of the management of FNS, OMB, and
Congress, and is not intended to be and should not be used by anyone other than these specified
parties.

Is/

Robert W. Young

Assistant Inspector General

for Audit

November 8, 2006
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USDA UNITED STATES DEPARTMENT OF AGRICULTURE
=_’ OFFICE OF INSPECTOR GENERAL

Washington, D.C. 20250

Report of the Office of Inspector General on
Compliance with Laws and Regulations

To:  Nancy Montanez Johner
Under Secretary
for Food, Nutrition and Consumer Services

We have audited the accompanying balance sheet of the Food and Nutrition Service (FNS) as of
September 30, 2006 and 2005, and the related statements of net cost, changes in net position, and
financing, and the combined statement of budgetary resources for the fiscal years ended
(hereinafter referred to as the “financial statements,” previously referred to as the “consolidated
financial statements”), and have issued our report thereon dated November 8, 2006. We
conducted our audit in accordance with auditing standards generally accepted in the United
States of America; the standards applicable to financial audits contained in Government Auditing
Standards issued by the Comptroller General of the United States; and Office of Management
and Budget (OMB) Bulletin No. 06-03, “Audit Requirements for Federal Financial Statements.”

The management of the FNS is responsible for complying with laws and regulations applicable
to it. As part of obtaining reasonable assurance about whether the financial statements are free
of material misstatement, we performed tests of FNS’ compliance with certain provisions of
laws, regulations, and governmentwide policy requirements, noncompliance with which could
have a direct and material effect on the determination of the financial statement amounts, and
certain provisions of other laws and regulations specified in OMB Bulletin No. 06-03, including
certain requirements referred to in the Federal Financial Management Improvement Act of
1996 (FFMIA). We limited our tests of compliance to the provisions described in the preceding
sentence and did not test compliance with all laws and regulations applicable to FNS. However,
providing an opinion on compliance with laws and regulations was not an objective of our audit,
and accordingly, we do not express such an opinion.

The results of our tests of compliance disclosed no instances of reportable noncompliance with
other laws and regulations discussed in the second paragraph of this report, with the exception of
the Improper Payment Information Act of 2002 (IP1A) that are required to be reported under
Government Auditing Standards and OMB Bulletin No. 06-03. Additionally, the results of our
tests disclosed no instances in which FNS’ financial management systems did not substantially
comply with FFMIA. We did observe that FNS was not in full compliance with requirements of
the IPIA regarding the design of program internal controls relating to reporting improper
payments. The IPIA requires that all programs susceptible to significant improper payments
should report an estimate of the payments. FNS has not reported estimated payment errors for
the National School Lunch Program; School Breakfast Program; and Special Supplemental
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Nutrition Program for Woman, Infants, and Children; and the Child and Adult Care Food
Program. FNS is working on developing methodologies to provide accurate estimates of
improper payments for these programs in accordance with the agreement with OMB. We
recommended that FNS disclose its compliance status. FNS officials agreed and included this
information in Footnote 4 of the Management Discussion and Analysis.

This report is intended solely for the information and use of the management of FNS, OMB, and
Congress, and is not intended to be and should not be used by anyone other than these specified
parties.

Is/

Robert W. Young

Assistant Inspector General

for Audit

November 8, 2006
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Exhibit A —Financial Statements

USDA
FOOD AND NUTRITION SERVICE

Fiscal Years 2006 and 2005

(PREPARED BY
FOOD AND NUTRITION SERVICE)
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FINANCIAL REPORT - U.S.D.A. - F.N.S. - FY 2006

Management Discussion and Analysis

MANAGEMENT DISCUSSION AND ANALYSIS

Section 1. Mission, Organizational Structure and Programs

The Food and Nutrition Service (FNS) is an agency within the U.S. Department of Agriculture (USDA). FNS was
established August 8, 1969, by Secretary's Memorandum No. 1659 and Supplement 1 pursuant to the authority
contained in 5 U.S.C. 301 and Reorganization Plan No. 2 of 1953.

FNS is the Federal agency responsible for managing the domestic nutrition assistance programs. Its mission is to
increase food security and reduce hunger in partnership with cooperating organizations by providing children and
low-income people access to food, a healthful diet, and nutrition education in a manner that supports American
agriculture and inspires public confidence.

The FNS appropriation for administrative funds annually includes a very small percentage of funds for the
administration of the Center for Nutrition Policy and Promotion (CNPP). CNPP links scientific research to the
nutrition needs of consumers through science-based dietary guidance, nutrition policy coordination, and nutrition
education. CNPP develops integrated nutrition research, education, and promotion programs and provides science-
based dietary guidance.
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FINANCIAL REPORT - U.S.D.A. - F.N.S. - FY 2006

Management Discussion and Analysis

Descriptions of FNS Programs:

Beginning with the National School Lunch Program in 1946, the Nation has gradually built an array of nutrition
assistance programs designed to help the most vulnerable populations meet their food needs. Together, the current
programs form a nationwide safety net supporting low-income families and individuals in their efforts to escape
food insecurity and hunger and achieve healthy, nutritious diets.

Federal nutrition assistance programs operate as partnerships between FNS and the State and local organizations that
interact directly with program participants. States voluntarily enter into agreements with the Federal government to
operate programs according to Federal standards in exchange for program funds that cover all benefit costs, as well
as a significant portion of administrative expenses.

Under these agreements, FNS is responsible for implementing statutory requirements that set national program
standards for eligibility and benefits, providing Federal funding to State and local partners, and monitoring and
evaluating to make sure that program structures and policies are properly implemented and effective in meeting
program missions. State and local organizations are responsible for delivering benefits efficiently, effectively, and in
a manner consistent with national requirements.

FNS nutrition assistance programs work both individually and in concert with one another to improve the Nation’s
nutrition and health by improving the diets of children and low-income households. Currently, the programs
administered by FNS touch the lives of one in five Americans over the course of a year.

e Food Stamp Program (FSP): Authorized by the Food Stamp Act of 1977, the FSP serves as the centerpiece and
primary source of nutrition assistance for over 26 million low-income people. It enables participants, over 50
percent are children, to improve their diets by increasing food purchasing power using benefits that are
redeemed at retail grocery stores across the country. State agencies are responsible for the administration of the
program according to national eligibility and benefit standards set by Federal law and regulations. Benefits are
100 percent Federally-financed, while administrative costs are shared between the Federal and State
governments.

The FSP provides the basic nutrition assistance benefit for low-income people in 50 States and the District of
Columbia. Puerto Rico, the Commonwealth of the Northern Mariana Islands, and American Samoa receive
grant funds with which to provide food and nutrition assistance in lieu of the FSP.

e  Child Nutrition (CN) Programs: The National School Lunch (NSLP), School Breakfast (SBP), Special Milk
(SMP), Child and Adult Care (CACFP), and Summer Food Service (SFSP) Programs provide reimbursement to
State and local governments for nutritious meals and snacks served to approximately 30 million children in
schools, child care institutions, adult day care centers, and after-school care programs. FNS provides cash and
commodities on a per-meal basis to offset the cost of food service at the local level as well as offset a significant
portion of State and local administrative expense and provides training, technical assistance, and nutrition
education. Payments are substantially higher for meals served free or at a reduced price to children from low-
income families.

e  Special Supplemental Nutrition Program for Women, Infants and Children (WIC): WIC addresses the
supplemental nutritional needs of at-risk, low-income pregnant, breastfeeding and postpartum women, infants
and children up to five years of age. It provides participants monthly supplemental food packages targeted to
their dietary needs, nutrition education, and referrals to a range of health and social services — benefits that
promote a healthy pregnancy for mothers and a healthy start for their children. Appropriated funds are provided
to States for food packages and nutrition services and administration for the program; States operate the
program pursuant to plans approved by FNS. WIC is augmented in some localities by the Farmers’ Market
Nutrition Program, which provides fresh produce to WIC participants.
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FINANCIAL REPORT - U.S.D.A. - F.N.S. - FY 2006

Management Discussion and Analysis

e Food Distribution Programs include:

e The Emergency Food Assistance Program (TEFAP): This program supports the emergency food
organization network by distributing Federally-purchased commaodities for use by emergency feeding
organizations including soup kitchens, food recovery organizations, and food banks. TEFAP also provides
administrative funds to defray costs associated with processing, repackaging, storage, and distribution of
Federal and privately donated commaodities. The allocation of both Federal commodities and
administrative grants to States is based on a formula that considers the States” unemployment levels and the
number of persons with income below the poverty level.

e Food Distribution Program on Indian Reservations (FDPIR): The Food Stamp Act of 1977 authorized the
distribution of agricultural commaodities to eligible needy persons residing on or near Indian reservations.
FDPIR serves as an alternative to the FSP for Indian households on or near reservations. Indian Tribal
Organizations (ITOs) that operate the program are responsible for certifying recipient eligibility, nutrition
education, local warehousing and transportation of commodities, distribution of commaodities to recipient
households, and program integrity. The Federal government pays 100 percent of the cost of commodities
distributed through the program, as well as cash payments for administrative expenses.

e  Commodity Supplemental Food Program (CSFP): This program provides foods purchased by USDA to
low-income infants and children up to age six, low-income pregnant, postpartum and breastfeeding women,
and to low-income senior citizens who are residing in approved project areas. In recent years, there has
been a shift towards low-income elderly in this program; in FY 2005, elderly participation comprised
approximately 90 percent of total participation. Foods are distributed through State agencies to supplement
food acquired by recipients from other sources. The CSFP is operated as a Federal/State partnership under
agreements between FNS and State health care, agricultural or education agencies. Currently, 32 States,
the District of Columbia, and two Indian reservations operate CSFP.

e Senior Farmers’ Market Nutrition Program (SFMNP): This program provides coupons to low-income seniors
that can be exchanged for fresh, nutritious, unprepared, locally grown fruits, vegetables and herbs at farmers’
markets, roadside stands, and community-supported agriculture programs.

e Pacific Island Assistance: This program involves food assistance to the nuclear-affected zones of the Republic
of the Marshall Islands. It takes the form of commaodities and administrative funds.

e Disaster Assistance: Disaster Relief funds are provided for use in non-Presidentially declared disasters.
FNS Staff:

The public servants of FNS are an important resource for advancing the key outcomes sought through the nutrition
assistance programs. The agency staff serves to ensure and leverage the effective use of the other program
appropriations.

FNS staff is funded primarily out of the Nutrition Programs Administration account, which represents approximately
one-third of one percent of the total FNS budget. The agency employment level represents less than two percent of
the total employment within USDA and is similarly small in proportion to the total State-level staff needed to
operate the programs. The agency employs people from a variety of disciplines, including policy and management
analysts, nutritionists, computer and communication experts, accountants, investigators, and program evaluators.
Because of the small size of the agency’s staff relative to the resources it manages, FNS has created clear and
specific performance measures and must focus its management efforts in a limited number of high-priority areas.
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FINANCIAL REPORT - U.S.D.A. - F.N.S. - FY 2006

Management Discussion and Analysis

Program operations are managed through FNS’ seven regional offices and 69 subordinate field offices/satellite
locations. A regional administrator directs each regional office. These offices maintain direct contact with State
agencies that administer the FNS programs. The agency’s regional offices also conduct on-site management
reviews of State operations and monitor the 160,288 stores participating in the Food Stamp Program.

As of September 30, 2006, there were 1,367 full-time permanent and 27 part-time and temporary employees in the
agency. There were 515 employees in the Washington headquarters office; and 879 in the field, which includes
seven regional offices, 69 field offices, four food stamp compliance offices in Illinois, Texas, New Jersey, and
Tennessee; one computer support center in Minneapolis, Minnesota; and one administrative review office.
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FINANCIAL REPORT - U.S.D.A. - F.N.S. - FY 2006

Management Discussion and Analysis

Section 2. Performance Goals, Objectives and Results

The FNS agency goal and objectives are fully integrated into USDA’s Strategic Goal 5 and three related Department
Strategic objectives. Each Department Strategic Objective has a key outcome and indicator, as discussed below.

)
USDA Strategic

Objective 5.1: FSP, CN, WIC, CAP, g—ee\(%m' and Program Participation
Improve Access to FDPIR, TEFAP ge Rates
e Improve Nutrition.
Nutritious Food
USDA Strategic Key Outcome 2:
USDA Goal 5: Objective 5.2: FSP, CN, WIC Promote more healthful Nutrition Guidance
Improve the Promote Healthier eating and physical Distribution Volume
Nation’s Eating Habits and CNPP? activity across the
Nutrition and Lifestyles Nation.
Health USDA Strategic
Objective 5.3: Key Outcome 3:
Improve Nutrition FSP, CN, WIC Maintain a high level of | Food Stamp Payment
Assistance Program integrity in the nutrition Accuracy Rate
Management and assistance programs.
Customer Service

USDA Strateqgic Goal 5: Improve the Nation’s Nutrition and Health

FNS made strides in promoting access to a nutritious diet and healthy eating behaviors for everyone in the U.S., in
2006. Through its leadership of the Federal nutrition-assistance programs, the agency made a healthier diet available
for millions of children and low-income families. Interactive tools were used to help consumers establish and
maintain healthy diets and lifestyles, consistent with the Dietary Guidelines for Americans and the President’s
HealthierUS initiative. Key accomplishments included:

= Promoting access to the Food Stamp Program (FSP). Food stamps help low-income families and individuals
purchase nutritious low-cost food. FSP is the Nation’s largest nutrition assistance program, serving 26.5 million
people in an average month in FY 2006. The program enables eligible participants to improve their diets by
increasing their food-purchasing power via benefits redeemable at retail grocery stores and farmers markets
across the nation.

= Continuing to ensure that the MyPyramid food guidance system serves the American public as an
individualized approach to nutritional well-being and active living. The high number of e-hits to
MyPyramid.gov - over 2 billion in FY 2006 - continued to show users’ interest in personalizing their diet. To
date, there are over 1.5 million registrations to the MyPyramid Tracker, the dietary and physical activity
assessment tool. The new MyPyramid for Kids and MiPiramide materials were made available in FY 2006.
And an on-line customer satisfaction survey shows that 88 percent of consumers said that the information and
interactive tools at MyPyramid.gov prompted them to take action to improve their health.

= Continuing to ensure that Food Stamp benefits are accurately issued. The National Food Stamp Program
payment accuracy rate for FY 2005 was 94.16 percent; an all time high and a 34 percent reduction in error from
just five years ago. This improvement is a result of strong partnerships with States’ administering agencies, and
program simplifications and policy options provided in the 2002 Farm Bill.

! FSP = Food Stamp Program, CN=Child Nutrition (includes the National School Lunch Program, the School Breakfast
Program, and the Special milk Program), WIC = Special Supplemental Nutrition Program for Women, Infants & Children, CAP
= Commodity Assistance Program, FDPIR = Food Distribition Progam on Indian Reservations, TEFAP = The Emergency Food
Assistance Program

2 CNPP = Center for Nutrition Policy & Promotion (Partner agency to FNS within USDA)
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FINANCIAL REPORT - U.S.D.A. - F.N.S. - FY 2006

Management Discussion and Analysis

Objective 5.1: Improve Access to Nutritious Food

FNS’ nutrition assistance programs represent the Federal Government’s core effort to reduce hunger and improve
nutrition across the U.S. These programs aided one in five people in the U.S. during FY 2006. They promote better
health for all people in the U.S., support the transition to self-sufficiency for low-income working families and
support children’s readiness to learn in school. A well-nourished, physically-active population is healthier, more
productive and better able to fulfill its full potential.

In 2006, the agency continued to work with States to implement Food Stamp Program (FSP) provisions from the
Farm Bill of 2002 that provides States with options to simplify the administration of the program. The agency also
continued efforts to monitor and track outreach efforts to targeted populations to participate in the program. FNS
continued a media campaign to inform low-income people of their potential eligibility. The agency also provided
technical assistance, outreach and participation grants and guidance to faith- and community-based organizations to
encourage FSP participation.

By working in partnership with States, FNS continues to implement effective nutrition assistance programs and
deliver program benefits to eligible participants. The programs promote access to a nutritious and adequate diet for
those with little income and few resources. For a variety of reasons, many individuals and families eligible to
participate in these programs do not. In FY 2006, FNS focused on increasing the rate of participation among people
eligible for Food Stamps and expanding access to the School Breakfast Program (SBP), which is not as widely
available as the National School Lunch Program.

While SBP provides cash assistance to States to operate breakfast programs in schools and residential child care
institutions, many children that could benefit from breakfast at school do not currently make use of the program. On
an average school day in FY 2006, more than 50 million children had access to school lunch and about 30 million
children chose to eat a program lunch, but only about 9.8 million children received a school breakfast. FNS
promoted the SBP by raising awareness of the program’s availability with State and civic leaders, and supporting
and celebrating National School Breakfast Week.

The agency also continued to serve those eligible for the Special Supplemental Nutrition Program for Women,
Infants and Children Program (WIC) who wish to participate within authorized funding levels — about 8.1 million
pregnant women, new mothers and their young children in an average month in FY 2006. WIC helps to safeguard
the health of low-income women, infants and children up to age five who are at nutritional risk. The program
provides nutritious foods to supplement diets, information on healthy eating and referrals to health care.

Finally, FNS reached out to a wide range of faith-based and community organizations to deliver program benefits
and services, and encourage access to the programs.

Challenges for the Future - Studies and analyses show that there continue to be large numbers of eligible people
who do not participate in Federal nutrition assistance programs. While recent changes in FSP have made more low-
income people eligible, many may be unaware of the opportunity to receive these benefits. FNS looks to improve
access to and promote awareness of these programs among those who may benefit from their services with
continued outreach and information strategies.

FNS’s ability to achieve this objective depends partly on adequate legislative authority for policies and program
initiatives. These initiatives would promote effective access to nutrition assistance and funding to support program
participation for all eligible people who seek service. The quality of program delivery by third parties—hundreds of
thousands of State and local Government workers and their cooperators—is critical to agency efforts to reduce
hunger and improve nutrition. Economic changes can affect both the number of people eligible and the ability of
cooperators to provide services.
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FINANCIAL REPORT - U.S.D.A. - F.N.S. - FY 2006

Management Discussion and Analysis

Key Outcome: Reduce Hunger and Improve Nutrition

FNS is committed to providing access to nutritious food through the major nutrition assistance programs for all
eligible people who wish to participate. In FY 2006 participation increased in FSP and SBP and was maintained in
WIC.

Exhibit 1:  Improve Access to Nutritious Food

Fiscal Year 2006
Actual

Annual Performance Goals and Indicators Result

Target

5.1.1  Improve Access to Nutritious Food:
Food Stamp Program Avg. Monthly Participation (millions of people) 26.9 26.5
National School Lunch Program Avg. Daily Participation (millions of
30.2 30.1
people) Met
School Breakfast Program Avg. Daily Participation (millions of people) 9.8 9.8
Special Supplemental Nutrition Program for Women, Infants and Children 8.2 8.1

(WIC) Monthly Participation (millions of people)

Analysis of Results - In general, nutrition assistance program participation in FY 2006 reached levels as
projected. As program participation is voluntary, participation projections are estimates based on economic and
other factors that impact the likely behavior of eligible populations. An analysis of the most recent information

available follows:

Exhibit 2:

Trends (in millions of people)

Trends in Improving Access to Nutritious Food

Fiscal Year A

2002

2003

2004 ]

2005

2006

Food Stamp Program Avg. Monthly Participation 19.1 21.3 23.9 25.7 26.5
Natlpnal $chool Lunch Program Avg. Daily 28.0 28.4 29.0 29.6 301
Participation

School Breakfast Program Avg. Daily Participation 8.1 8.4 8.9 9.4 9.8
WIC Program Monthly Participation 7.5 7.6 7.9 8.0 8.1

Source: National Data Bank data as of June 22, 2006 (subject to change)

Food Stamp Program - The program served approximately 26.5 million participants monthly in FY 2006, an
increase of 3 percent from FY 2005 and the fourth year in a row of participation increases. FNS executed a range of
efforts to support and encourage food stamp participation in FY 2006, including:

=  Promoted the use of State policy options that promote outreach and improve access to the program.

= Continued to implement FSP public information campaign. In March 2006, three new paid advertisements in
English began airing in 49 media markets and on 2 Statewide radio networks across the nation. Twelve of the
markets also aired two new ads in Spanish. Ads aired during March, April, July and August.

= Continued work with the Social Security Administration to implement Combined Application Projects (CAP)
demonstrations, which streamline the eligibility determination process and assist in improving FSP participation
among elderly. Thirteen States have been approved to operate CAP projects, two States have plans under
review, and six States are are planning to submit plans in the next few months.

= Awarded 15 grants to small community and faith based organizations to conduct localized outreach activities.

= Awarded five participation grants totalling $5 million to increase access to the FSP. The participation grants
focus on efforts to simplify both the application process and eligibility systems and complement the outreach
grants.

= Worked succcessfully with States to plan and implement 1,600 outreach activities with faith based and
community- based organizations and public agencies.

FNS also conducts studies to measure the number of people eligible for the program, in order to determine the rate at
which eligible people are participating. The most recent data, for 2004, indicates that approximately 23 million of
the 38 million individuals who were eligible for food stamp benefits in an average month of 2004 participated, a
participation rate of 60 percent. The program provided 71 percent of the total benefits that all eligible individuals
could receive, one indicator that people who are eligible for higher benefits are more likely to participate than
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others. The overall participation rate increased by nearly five percentage points between 2003 and 2004, the third
annual increase in participation rates after falling for seven years.

National School Lunch Program—NSLP participation levels reached 30.1 million in FY 2006, up 1.7% from FY 2005 and
continuing the trend of increases in recent years. NSLP provides nutritious meals to millions of children at school; more than
95,000 schools operated the program in FY 2006.

School Breakfast Program - SBP participation levels reached 9.8 million in FY 2006, up 5 percent from a year ago

and continuing a trend of increases over the last several years. SBP makes healthy, nutritious meals available to

millions of children at the start of each school day. More than 78,000 schools operated the program in FY 2006. FNS

continued to support and encourages SBP participation in FY 2006 by:

= Promoting SBP through such activities as School Breakfast Week, which involves schools across America in
highlighting the program through events, posters and student activities in the importance of a good breakfast—
either at home or served through the program—in being ready for school;

= Working with various organizations and partners to help develop strategies for program expansion;

= Developing School Breakfast outreach materials for schools and parents; and

=  Continuing to advance the implementation of the Child Nutrition/WIC Reauthorization Act of 2004.

In addition to the increase in the number of participating children, trend data indicate that the proportion of all
children enrolled in schools who participate in SBP has risen slowly but steadily in recent years. This use reflects
FNS’s continuing efforts to encourage schools to operate the program.

WIC Program - In FY 2006, 8.1 million participants received WIC benefits. FNS continued to work with OMB,
Congress, and its State cooperators to ensure that funding was available to support participation for all those eligible
who wish to participate.

FNS recently implemented a new methodology to estimate the number of people eligible to participate in WIC. The
most recent data available shows that 57.1% of eligible women, infants, and children participated in the program in
2003, a slight decrease from 2002 but generally consistent with the rate since 2000.

Objective 5.2: Promote Healthier Eating Habits and Lifestyles

Eating healthfully is vital to reducing the risk of death or disability due to heart disease, certain cancers, diabetes,
stroke, osteoporosis and other chronic illnesses. Despite this, a large gap remains between recommended dietary
patterns and what people in the United States actually eat. FNS uses Federal nutrition policy and nutrition
education, both for the general public and for those served by the nutrition assistance programs, to provide
scientifically based information about healthful diets and lifestyles. FNS uses, for example, the Dietary Guidelines
for Americans and MyPyramid to help Americans make wise choices related to food and physical activity. The
Guidelines provide advice about food choices that promote health and prevent disease, and MyPyramid provides the
educational tools to help Americans take the necessary “Steps to a Healthier You.”

Overweight and obesity is one of the leading causes of premature death and disability in the United States. Improved
diets can help with weight management and reduce the risk of certain types of cancers, as well as type Il diabetes,
which is the most common form of diabetes. Thus, FNS’ efforts focus on updating nutrition policy, providing
information and promoting behavioral changes that can reduce overweight, obesity and other diet-related health
conditions. These actions hold the potential to improve the lives of millions of Americans and reduce the social costs
of these conditions.

Science has established strong links between diet and health. Researchers attribute about 300,000 premature deaths
annually to poor diets. The total costs attributed to overweight and obesity are estimated to be nearly $120 billion
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annually. Even small improvements in the average diet would yield large health and economic benefits to
individuals and society as a whole.

To this end, FNS will continue promoting healthier eating and lifestyle behaviors as a vital public-health issue. The
Dietary Guidelines for Americans is the cornerstone of Federal nutrition guidance. Using the 2005 Dietary
Guidelines, and MyPyramid, the educational tool of the Guidelines, FNS will continue its leadership role of
providing advice on patterns Americans can follow to improve overall health through proper nutrition and physical
activity.

In the same vein, the nutrition assistance programs managed by FNS touch the lives of one in five Americans — an
enormous opportunity to promote healthier behaviors. In 2006, FNS maintained its focus on providing benefits to
children and low-income people that contribute to a healthful diet, with skills and motivation to encourage healthful
eating and increased physical activity. For example, in the Food Stamp Program, with the help of stakeholders, FNS
established a set of Guiding Principles that provide the foundation for nutrition education for FSP applicants,
recipients and those eligible for the Food Stamp Program. In FY 2006, the Principles were incorporated into
guidance for developing State Food Stamp nutrition education plans starting with Fiscal Year 2007.

Challenges for the Future - FNS’s goal of reducing obesity levels begins with understanding what constitutes a
healthy diet and the appropriate balance of exercise. Ultimately, however, success requires individuals to change
their diets by modifying their eating behavior. Crafting more effective messages and nutrition education programs to
help people make better food choices requires understanding their current choices and the relationships between
these choices and their attitudes, knowledge, and awareness of diet/health links. Accomplishing this understanding
requires data that link behavior and consumption decisions for individuals of various backgrounds, regions, ages and
genders. While data exists on a national scale, current survey sample sizes do not yield reliable information for
population subgroups.

While updated Federal nutrition guidance is an important step in helping Americans develop and maintain healthier
diets and lifestyles, using this guidance to motivate Americans to change remains a formidable task in light of the
limited resources available for nutrition promotion. FNS will continue to explore ways to devote significant long-
term resources to develop consumer-friendly and cost-effective nutrition education materials, and to make use of
partnerships and “information multipliers” to maximize the reach and impact of these materials. Promotional
materials will be used both within Federal nutrition-assistance programs and with the general public.

More broadly, attaining performance outcomes in this area depends partly on the emphasis that the Nation places on
healthier eating, including products and practices in the food marketplace. Additionally, physical activity and other
lifestyle issues have a significant affect on body weight and health.

Key Outcome: Promote More Healthful Eating and Physical Activity across the Nation
FNS promotes healthful eating through its comprehensive nutrition assistance, research and education programs.
Efforts are targeted to nutrition-assistance program participants and the general public. For each target audience, the
challenge is to find effective ways to translate research into working knowledge to understand what people eat, and
to find effective strategies to reach target populations with promotional information and messages.

FNS tracks its annual performance in promoting healthful eating and physical activity by monitoring its annual
distribution of nutrition education materials.
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Exhibit 3:  Promoting Healthier Eating Habits and Lifestyles

Fiscal Year 2006

Annual Performance Goals and Indicators Target Actual Result
5.2.1 Promote Healthy Eating habits and Lifestyles:
Application and usage level of nutrition guidance tools 1.5 billion 2.18 hillion Exceeded

pieces3 of nutrition
guidance distributed

Analysis of Results - To meet the needs of the general population, FNS continued its leadership role in the
promotion of nutrition guidance through educational tools that are designed to motivate Americans to “Step Up to a
Healthier You:

e Usage level of nutrition guidance tools was substantial for FY 2006, as it was for FY 2005. Nearly 2.2 billion
pieces of information were distributed via MyPyramid.gov and printed materials. Visitors to MyPyramid.gov
used not only MyPyramid interactive tools, My Pyramid for Kids and MiPiramide but also used MyPyramid for
Kids, a specialized version of MyPyramid designed to promote dietary changes to children 6- to 11-years old,
and MiPirdmide, a Spanish-language version of MyPyramid. To date, there are 1.56 million registered users of
MyPyramid Tracker”, the assessment tool for dietary and physical activity status.

e Results from a customer satisfaction survey of MyPyramid.gov have been positive. Over 6 months, responses
by site visitors continued to confirm the usefulness of MyPyramid.gov:

e Overall, the site received a satisfaction score of that ranged from 69 to 83. The score was based on site
content, functionality, look and feel, navigation, search, and site performance.

e  Most survey respondents to the site continued to be general consumers, students, and educators and
teachers: 71 to 77 percent.

e  Most survey resondents believed the level and depth of the information at MyPyramid.gov met their needs:
64 to 78 percent.

e  Most survey respondents said that the information at MyPyramid.gov prompted them to take action
regarding their health: 69 to 75 percent.

e Of those who were prompted to take action, most said they changed their diet or their family’s diet, reduced
unhealthful eating habits, started monitoring their intake, developed a personalized plan, or established a
goal for physical activity: 73 to 85 percent.

Exhibit 4:  Trends to Promote Healthier Eating Habits and Lifestyles

Fiscal Year Actual

Trends 2003 2004 2005

Application and usage level of nutrition guidance
tools

N/A N/A N/A 1.0 billion 2.2 billion

Evidence from a range of sources indicates that problems related to diet quality persist, both among low-income
people and the general population. FNS’ ongoing efforts during this period to promote behavior change, both
through the nutrition assistance programs and its nation-wide nutrition policy and promotional efforts have been
focused on motivating changes to reduce and prevent excessive weight gain and obesity.

3The total represents the number of e-hits to MyPyramid.gov links and number of print materials distributed
4 Data on the number of registrations to MyPyramid Tracker are cumulative from April 19, 2005; therefore, that information is
reported separately.
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Objective 5.3: Improve Food Program Management and Customer Service

FNS is committed to ensuring that nutrition-assistance programs serve those in need at the lowest possible cost, and
with a high level of customer service. Managing Federal funds for nutrition assistance effectively, including
prevention of program error and fraud, is a key component of the President’s Management Agenda. FNS focused on
maintaining strong performance in the food stamp payment-accuracy rate as its key performance goal in this area.

FNS continued to improve management practices by reducing program errors and enhancing customer service. The
delivery of food-stamp benefits remains a priority of the Department, as it continues to work with its State agency
partners in maintaining a high level of integrity in administering nutrition assistance programs. Our continued focus
in 2006 on improving nutrition-assistance program management and customer service reflects FNS’ long-term core
commitment to prevent waste, inefficiency and abuse that diverts taxpayer resources from the core purposes and
goals of these programs. The sheer size of these programs demands that the utmost attention be given to applying
efficient management practices and, to the extent possible, preventing errors in distributing benefits. Deficiencies in
customer service undermine the effectiveness of the programs in reaching clients with the benefits they need.
Maintaining public trust in Federal nutrition-assistance programs is vital to their success and continued support.

Challenges for the Future - Some improper payment risks are inherent to the legislatively mandated program
structure. The nutrition assistance structure is intended to serve people in special circumstances and settings. FNS
must shape its management approach in light of the need to make services convenient and accessible to participants.
In addition, State and local Governments bear direct responsibility for delivering the programs. Thus, the agency
must work with State and local personnel to address improper payment problems through monitoring and technical
assistance. This approach requires adequate numbers of trained staff supported by a modernized information
technology infrastructure to ensure full compliance with national program standards and prevents or minimizes

error, waste and abuse.

To meet the challenge of continued improvements in payment accuracy in the Food Stamp Program (FSP), FNS
continues to dedicate resources to this area. Despite this, two significant challenges will impact future success.
Congressional action has changed the quality control process, lowering the risk of penalties for poor State agency
performance. It remains to be seen how States will react to these changes. Additionally, State budgets have been
and will continue to be extremely tight. This factor could hurt State performance in the payment-accuracy arena.
FNS will continue to provide technical assistance and support to maintain payment accuracy in the context of this
changing program environment.

Key Outcome: Maintain a High Level of Integrity in the Nutrition Assistance Programs

While 2006 data are currently unavailable, Food Stamp payment accuracy reached a record high in 2005, reflecting
strong efforts in this area that have resulted in significant reductions in error over the past several years. Even small
changes in the food stamp error rate can save millions of dollars.

Exhibit 5:  Increase Efficiency in Food Management

Fiscal Year 2006

Annual Performance Goals and Indicators | Target | Actual | Result []
5.3.1 Improve Food Program Management and Customer Service
Increase Food Stamp Payment Accuracy Rate 93.8% N/A

Deferred

Analysis of Results — The FY 2006 Food Stamp Payment Accuracy Rate will become available in June 2007.
The FY 2005 Food Stamp Payment Accuracy Rate was a new record high of 94.16 percent, the seventh consecutive
year of improvement and a reduction in error of 34% from five years earlier. Of the total FY 2005 payment error
rate of 5.84 percent, 4.53 percentage points represent the over issuance of benefits; the other 1.31 percentage points
represent under issuance of benefits. Performance highlights include:
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e Thirty-two State agencies, including Illinois, Pennsylvania, and Texas, achieved a payment error rate of less
than 6 percent. California, with a payment error rate of 6.38 percent, continued to improve from its FY 2002
error rate of 14.84 percent.

e Three State agencies in FY 2005 were assessed liabilities totaling an aggregate of $3.6 million for having
excessive error rates for two consecutive fiscal years.

FNS efforts such as the Partner Web (an intranet site for State Food Stamp agencies) and the National Payment
Accuracy Work Group (consisting of representatives from FNS headquarters and regional offices) contributed
significantly to this success by making timely and useful payment accuracy-related information and tools available
across regions and States. Additionally, FNS continued to use an early detection system to target States that may be
experiencing a higher incidence of errors based on preliminary QC data. Actions are then taken by Regional offices
to address these situations in the individual States.

Exhibit 6: Trends in Increased Efficiency in Food Management

Fiscal Year Actual

2003 2004 2005

Food Stamp Payment Accuracy Rate 91.7% 93.4% 94.1% 94.2% TBD

FNS’ close working relationship with its State partners over the last several years, along with program changes to
simplify rules and reduce the potential for error, has resulted in consistent increases in the Food Stamp Payment
Accuracy rate. One of the most important factors in maintaining improved performance in this area is the need for
State partners to continue and renew their leadership commitment to excellence in payment accuracy. To support
State improvement, FNS will continue efforts with the National Payment Accuracy Work Group to share best
practice methods and strategies. FNS also will continue to resolve Quality Control liabilities through settlements,
which require States to invest in specific program improvements.
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Section 3. Analysis of Systems, Controls, and Legal Compliance

The information in this section is consistent with the findings of the USDA OIG’s FY 2006 financial statements
audit report.

Federal Managers’ Financial Integrity Act (FMFIA) Assurance

Management is responsible for developing and maintaining internal controls to ensure the effectiveness of
operations, reliability of reporting, compliance with applicable laws and regulations and safeguarding of assets.
Internal control encompasses accounting and administrative controls. Such controls include program,
operational and administrative areas as well as accounting and financial management. FNS has conducted its
assessment of internal control and financial systems pursuant to Section 2 and Section 4 of FMFIA,
respectively, for the period ending September 30, 2006. Based on the results of this evaluation, FNS can
provide reasonable assurance that internal controls are operating effectively and no new material weaknesses or
reportable conditions were identified.

While FNS is able to provide reasonable assurance relating to FMFIA Section 2 on program controls for FY
2006, continued reductions in FNS admininstrative resources, significant changes in program design, and/or
additional administrative requirements may compromise FNS’ ability to adequately execute internal controls
over program management and limit FNS’ ability to design and implement any additional controls that may be
needed in the future.

Federal Financial Management Improvement Act (FFMIA) Assurance

FNS has evaluated its financial management systems under FFMIA for the period ended September 30, 2006.
Based on the result of our evaluation, the agency is in substantial compliance with the FFMIA for the following

sections:
1. Federal Financial Management Requirements,
2. Applicable Federal Accounting Standards,
3. Standard General Ledger at the Transaction Level, and
4. Information Security, Policies, Procedures and Practices.

The agency has put in place remediation plans and procedures to adequately address security deficiencies
identified by the USDA OIG in its FY 2005 Financial Statements Audit Report No. 27401-1-FM.

Assurance for Internal Control over Financial Reporting

FNS conducted its assessment of the effectiveness of internal control over financial reporting for the period
ended June 30, 2006 in accordance with USDA’s Implementation Guide and as required by the Office of
Management and Budget Circular A-123, “Management’s Responsibility for Internal Control,” Appendix A.
This assessment included an evaluation of entity level controls, process descriptions, risk assessments,
documentation of key controls, an assessment of the design of key controls, and tests of effectiveness of
properly designed controls. FNS recognizes its responsibility for monitoring and correcting all control
deficiencies.

Based on the results of this activity, no new material weaknesses or reportable conditions were identified. FNS
can provide reasonable assurance that internal controls over financial reporting are operating effectively.
Additionally, there were no changes to financial reporting controls or processes for the period July through
September 2006.

FNS currently has sufficient resources to execute its existing internal controls over financial reporting.
However, future reductions in FNS resources or significant changes in program design without commensurate
increases in administrative resources may compromise FNS’ ability to adequately execute internal controls over
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financial reporting already in place or limit FNS’ ability to design and implement any additional controls that
may be needed in the future.

OIG Audit Handling Process and Performance Report

The Audit Handling and Reporting Processes

USDA’s Office of the Inspector General (OIG) performs audits of FNS programs, systems and operations. The
results of this work are reports detailing, at a minimum, what was examined, findings that should be addressed and
recommendations for changes/improvements. Upon release of each final report, FNS submits to OIG a written
corrective action plan listing actions planned and dates by which these actions will occur. Management decision is
reached when OIG accepts FNS’ proposed corrective actions.

Upon reaching management decision, FNS’s Financial Management organization oversees follow-up activities to
assure that planned actions for each recommendation are implemented and completed. As this occurs, FNS notifies
the Department’s Office of the Chief Financial Officer (OCFO) and requests concurrence that all actions described
in the management decision agreement have occurred. Final action is achieved for each finding/recommendation
when all actions necessary to fulfill the management decision agreement have been performed.

Delays in reaching Final Action status most often occur for two categories of reasons